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ABSTRACT 

This thesis makes a study of the regulation of the Malaysian futures 

industry. It seeks to provide an overview, analysis and critique of the 

legislative and regulatory system under which the Malaysian futures 

industry operates. An attempt is made to highlight the effectiveness of that 

system, both in the light of past achievement and of anticipated future 

performance. Reference has been made where necessary to other 

jurisdictions. 

The thesis begins with an overview of the futures industry worldwide and 

the concepts and problems involved. It then examines the definition and 

nature of futures contracts in Malaysia and the methods used to avoid 

associated problems. Next it provides an analysis of the Malaysian 

regulatory framework and the parties involved in regulation, together with 

their respective duties. The latter part of the thesis is of particular 

importance as it examines the specific means employed to ensure the 

integrity of the Malaysian futures industry. The conclusion to the thesis 

provides general recommendations designed to improve the regulation of 

the Malaysian futures industry. 
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Preface 

Three events in 1995 provided the catalyst for the writing of this thesis: the 

collapse of Barings Bank, the establishment of the first Malaysian financial 

futures exchange and the author's arrival in Malaysia. As is well known, at 

that time the country and its financial markets were enjoying a period of 

unprecedented and seemingly limitless growth. Although some signs had 

emerged that all this was to change when I started to write in mid-1997, few 

anticipated the dire market conditions and the associated economic and 

political repercussions that have subsequently characterised both Malaysia 

and the South-East Asian region. The gestation of this work has thus 

spanned a broad spectrum of politico-economic conditions. This has been 

reflected by the onslaught of new legislation and market restructuring that 

has occurred during this relatively short period. 

The thesis aims to provide an overview, analysis and critique of the 

legislative and regulatory framework under which the Malaysian futures 

industry operates. It is particularly aimed at judging the effectiveness of that 

system, both in the light of past achievement and of anticipated future 

performance. The veracity of this appraisal has however to some extent 

been limited by the dearth of reported decisions in Malaysia and the closed 

nature of much industry decision making. Evidence has thus of necessity 

been drawn from other jurisdictions. 

Chapters 1 and 2 provide an overview of the industry worldwide and a 

general account of its associated problems. Chapters 3 and 4 examine the 

definition and nature of futures contracts in Malaysia and the methods used 



to avoid connected problems. Chapters 5 to 8 analyse the Malaysian 

regulatory framework and those involved in it, together with their respective 

duties. In addition, chapter 6 includes a brief outline of the regulatory 

systems employed in other associated jurisdictions in order to allow 

comparison to that established in Malaysia. Chapters 9 to 11 deal with the 

specific means employed to ensure the integrity of the Malaysian futures 

industry. Chapter 12 is the conclusion to the thesis. 

The law is stated as it was available to the author on 1 March 1999. 
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1. Introduction 

''The further backward you can look, the further forward you are likely to see" 

- Sir Winston Churchill 

1.1 History 

There is a common misconception that futures are the very height of economic 

sophistication, and a phenomenon of the modern age. However, once the 

fundamental aims and functions of these instruments are understood, it can be 

seen that their creation is likely to have occurred at the very dawn of 

civilisation. 

A historical revelation such as this may strike the reader as trivial, but it is 

submitted that a brief analysis from this perspective will be of fundamental 

value. For when we come to examine the function, operation and control of 

these instruments and the markets that deal in them, it will be seen that little 

has in fact changed in the last six thousand years. 

In order for futures trading to develop in a society, three distinct stages of 

commerce and law must be passed through. Firstly, consensual contracts must 

be utilised for commodity transactions. Secondly, the sale of commodities at a 

future date must be deemed valid, and thirdly the negotiability of such 
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contracts must be accepted1
• These stages were all realised in Ancient 

Mesopotamia nearly four thousand years ago. Archeological evidence shows 

that organised agriculture and perhaps even long-distance trade had begun in 

the Near East by the seventh millenium BC2
. It has also been concluded that 

writing was developed in the same geographical area around four thousand 

BC in order to record business transactions that had become too complicated 

for the human memory to recall unaided3
. The hundreds of thousands of 

records discovered serve as evidence that contracts were commonly 

transacted from this p~riod onwards4
. 

Mesopotamia developed organised agriculture that produced commodities 

such as grain and oil. Such was its success that an increasing number of 

people were freed from agricultural work. These people began to form urban 

societies. However as these urban societies, or city-states, grew the 

agricultural regions under their control became insufficient to meet the demand 

for food. This created a need for additional supplies to be ascertained. 

Derivatives contracts5 fulfilled this need. 

Records from the period document the existence of such contracts; both in the 

form of 'forward ' contracts (where the parties intend at the time of making the 

contract to deliver or take delivery of the underlying commodity), and also of 

1 
Swan, E.J., The Development of the Law of Financial Services, (1993), 3. 

2 ld. , 4. 
3 1bid. 
4 1d., 5. 
5 

le. derived from an underlying 'commodity'. The term 'derivative contract' is broad 
enough to include, forwards, futures and options; cf. infra, p.15. 
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futures contracts6
• These latter contracts allowed parties to speculate 

regarding change in the value of the underlying commodity without the 

compulsion to accept physical delivery. Most complex of all, there were also 

documents dealing with 'bearer bonds', being agreements that could be 

transferred to third parties prior to the date of delivery. 

There is even mention of another type of derivative contract, of a sort, in the 

Bible7
: namely the purchase by Jacob of an option8 giving him a right to marry 

Rachel, in return for seven years labour. Evidence also exists of temples 

acting as commodity exchanges, and even as clearing houses. The latter in 

particular are commonly perceived to be a modern invention. 

The reasons behind the evolution of these ancient contracts and contract 

markets mirror those that led to the establishment of modern futures contracts 

and markets. It should be noted however that there is only evidence of 

commodity futures trading until recently. Commodity futures trading continued 

throughout antiquity, although during the European Dark Ages following the fall 

of Rome, the production of commodities, and thus trade in them, was much 

curtailed. It is during this period, however, that it is likely that commodities 

arbitrage developed, with traders taking advantage of the differing relative 

values of gold and silver in Europe and the rising Arab and Byzantine empires. 

6 India circa 2000BC has also been credited with the earliest futures contracts (Duffie, 
D., Futures Markets (1989)) 
7 

Genesis, Ch. 29; Chance, D.M., Derivatives 'R Us, Vol. 1, No. 34, Nov. 13-20 1995 at 
http://fbox.vt.edu: 1 0021 /business/finance/dmc/DRU. · 
8 Arguably actually a forward contract. 
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The complex society that emerged in the Arab empire created a demand for 

goods for future delivery, of which documentary evidence exists. This was 

disapproved of by Muslim legal scholars as it violated the Qur'annic prohibition 

of usury (riba). It was thus eventually banned, curtailing further trade in futures 

Further development of futures trading did not occur until the emergence of the 

Italian city-states, namely Venice, Genoa and Pisa, and the commencement of 

the crusades, which stimulated a revival in European trade. This period 

witnessed an important evolution in banking, through the development of the 

contract of exchange and bills of exchange. This may have facilitated 

speculation in currency futures 10 and government revenues, an important 

development, as such contracts were fungible 11
. Designated brokers also 

emerged, at least for foreign merchants operating at designated exchanges 

(fondachl). 

With the reemergence of substantial trade, trading was conducted primarily at 

periodic regional fairs, which flourished from the eleventh to fourteenth 

centuries. These eventually declined as the continual increase in trade led to 

permanent markets being established in major cities 12
, as a consequence of 

which the power of guilds (trade associations) promoting merchants' interests 

9 Saleh, N.A., Unlawful gain and Legitimate Profit in Islamic Law: Riba, Gharar and 
Islamic Banking, (1986}, 3 . 
10 Swan, op.cit., 45. 
11 le. standardised, and thus indistinguishable, allowing positions to be offset or closed. 
12 Pirenne, Economic and Social History of Medieval Europe, translated by I.E. Clegg, 
(1936), 100. 
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increased13
• The Italians continued as the leading international traders in 

Europe, commonly using futures contracts to secure future deliveries of an 

increasing array of commodities, such as glass. In England, merchants 

habitually contracted with producers, purchasing their wool production for 

several years in advance14
, with increasing use of brokers as middlemen. An 

interesting addition to contracts for future delivery arose from the Church. 

Revenue was at this time raised by the sale of indulgences, namely promises 

that suffering in the afterlife for worldly sins would be reduced by, inter alia, 

donations to the Church. Local church institutions assumed the role of brokers. 

In the fifteenth century the Church also began to sell contracts on the future 

production of mines. 

In the sixteenth century Antwerp became the centre of the European 

commodities trade through active measures, such as a minimum of regulation, 

to attract international merchants. The legal recognition of the negotiability of 

bills of exchange also caused many merchants to switch from dealing in 

commodities to this less cumbersome form of investment. 'Contracts for 

differences', for example based on exchange rates, also became more 

common. However, their close association with gambling led to the 

Netherlands government ultimately banning them 15
• Trading of such contracts 

continued elsewhere nonetheless. 

13 
Powers, M.J., Starting Out In Futures Trading, (1993), 314. 

14 
Salzman, L.F., English Trade in the Middle Ages, (1931), 302. 

15 
Rees, G.L., Britain 's Commodity Markets, (1972), 35. 
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Commodity futures contracts entitling a purchaser on the delivery date to 

choose between taking delivery of a good or paying an agreed price appeared 

in the seventeenth century. 'Short-selling' contracts were also common. The 

Amsterdam Exchange also became Europe's first stock exchange, albeit for 

shares in only two companies. Paris followed this example shortly afterwards. 

England, although later than continental Europe, successfully followed suit with 

share speculation becoming increasingly enthusiastic until the bursting of the 

'South Sea Bubble' in 1719-1720. 

During the course of the eighteenth century, however, Britain eventually 

outstripped Continental Europe in the trade of commodity futures. Specialised 

exchanges, such as the Baltic Exchange and Corn Exchange were established 

due to the increase in volume. London was also the centre for trade in 

commodities from the American colonies, although a produce exchange may 

have been established in New York as early as 175216
. 

Japan has also been credited as being the birthplace of recorded futures 

trading 17 as early as 1679. This appears to have been the result of extravagant 

city-dwelling nobles experiencing cash-flow problems and being forced to 

issue receipts against their rice crops. Such receipts eventually formed a type 

of currency, with merchants extending credit to nobles in advance of ticket 

16 Baer, J.B. and O.G. Saxon, Commodity Exchanges and Futures Trading, (1949), 
1 0; cf. Teoh, B., "Futures' Past", Malaysian Business, 1 April 1984, 14. 
17 Zhang, P.G., Barings Bankruptcy and Financial Derivatives, (1995), 31. 
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sales 18
• This was given legal recognition by the government some fifty years 

later, with the establishment of the Dojima Rice Trading Board in Osaka in 

1730, credited as the first futures market in the world 19
. 

The modern conception of futures trading has however been most significantly 

influenced by developments in America. By the mid-1840s, Chicago had 

become the pre-eminent centre for the trade in agricultural commodities, in 

particular grain. Due to limited storage facilities and the effects of the Crimean 

and Civil Wars20
, a 'feast-to-famine' cycle developed, resulting in huge price 

swings. In 1848 the Board of Trade of the City of Chicago (CBOT) was 

established by grain merchants, with the joint aims of raising capital to improve 

storage facilities and to ensure a smoother supply of grain throughout the year. 

Initially this was merely an organised central market place, with the new 

storage facilities negating the necessity to dump unsold produce. Forward 

contracting (then referred as 'to-arrive-contracts') developed, even before the 

CBOT was formed (ie. 'over the counter'), however several drawbacks existed 

(ie. no standard contracts2
\ no price transparency, terms of payment varied), 

thus leading to the evolution of the modern futures contract to counter these 

problems22
. The first recorded trade on the CBOT took place in 1865. At this 

18 
Powers, op.cit. , 315. 

19 Ibid; cf. Teoh, B., "Futures' Past", Malaysian Business, 1 April1984, 14. 
20 There is even some evidence of ''fairly complex financial derivatives during the Civil 
War" in the US, Markham, J.W., "Confederate bonds, General Custer and the 
regulation of derivative financial instruments" (1994) 25 Seton Hall LR 1, 5. Notably the 
Confederate States borrowed Sterling with an option to pay back in French Francs, by 
issuing a dual currency optionable bond. A bond-holder then had the option to convert 
the bond into cotton. 
21 Until around 1865. 
22 Powers, op. cit. , 317. 
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early stage, defaults were common, leading to the evolution of the now 

common (if not mandatory) practice of depositing a 'margin' of money with a 

third party as a bond for performance. A futures clearing house was 

established in 1925. Another exchange, the Chicago Mercantile Exchange 

(CME or 'Mere') was established in 1874 performing a similar function for other 

commodities, as adduced to by its former name of the Chicago Butter and Egg 

Board. 

More -than a century later the true innovative capacity of the American 

exchanges became apparent, with two significant events and the resulting 

increase in financial risks, acting as catalysts. These were firstly the cessation 

of the Bretton Woods Agreement (governing foreign exchange rates) caused 

by high interest and inflation rates, and consequent increase in the money 

supply, in America, and secondly the oil crisis stemming from OPEC's oil 

embargo. 

As a result the CME established the International Monetary Market (IMM) in 

1972 (credited as being the world's first financial futures exchange23
) primarily 

in order to allow hedging against currency rate risks. These contracts were, in 

contrast to previous American and Japanese commodity futures contracts, 

required to be for cash settlement. Soon afterwards, in 1973, the CBOT 

established the Chicago Board of Options Exchange (CBOE), legitamising 

options trading, which had previously only existed in the 'over-the-counter' 

23 Fitzgerald, M.D., Futures, (1993), 2. 
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(OTC) market. In addition, in 1975 the CBOT launched an interest-rate futures 

contract, the Government National Mortgage Association-Collateralised 

Depository Receipt (GNMA-CDR), although it never really took off. The IMM 

soon after launched a 90-day Treasury (T) - Bill futures contract, and the 

CBOT responded in 1977 with a US Treasury Bond futures contract. 

With the increasing volatility of interest rates, the CBOT launched a 10-Year 

Treasury Note futures contract in 1982, followed by 5-year, 2-Year and 30 day 

notes in 1988, 1990 and 1989 respectively. 

The USA also created the stock-interest futures contract. This occurred in 

1982 with the Kansas City Board of Trade futures contract on the Value Line 

Average Index (VLAI). This is now recognised as the most successful 

derivative contract traded in world today24
. This marked the beginning of the 

global expansion of futures markets and contracts that is still continuing apace 

today. 

In the context of this six thousand year history, the place of the Malaysian 

futures industry, which despite several decades of commodities experience 

only really began to take shape in the 1990s, may be put into perspective. In 

particular it is instructive to note that despite the venerable genealogy of 

futures, many lessons have been learnt the hard way in recent times, and no 

doubt there is much more still to learn. 

24 Tam, F.K.H ., Understanding KLCI Stock Index Futures, (1996), 14. 
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One interesting point to note in the foregoing historical account is that it 

appears that markets in futures contracts have been essential in order to 

reduce perceived or existing risk in the markets for underlying commodities, be 

they physical or financial. Ironically a major criticism of the trading of such 

contracts is that these very same derivative contracts have the propensity to 

increase the risk and volatility of the underlying commodity. The reductionist 

view may be attributed in part to the 'rose-tinted' spectacles of history (and 

perhaps that those researching the futures industry will generally be supporters 

of it), for as will be shown later, for every risk-averse investor (hedger), there is 

a risk-taking investor (speculator)25
• Perhaps the speculators, rather than the 

hedgers in fact provided the motivation for the creation of the derivative 

contracts and markets. 

1.2 Futures Trading in Malaysia 

There are currently two futures exchanges in Malaysia, the Commodity and 

Monetary Exchange of Malaysia (COMMEX Malaysia) and the Kuala Lumpur 

Options and Financial Futures Exchange (KLOFFE). The former is the result of 

the recent merger of the former Kuala Lumpur Commodities Exchange (KLCE) 

and the Malaysian Monetary Exchange (MME). The KLCE was the oldest of 

the futures exchanges, having been formed on 141
h July 198026

• It initially 

25 Cf. infra, pp. 27-28. 
26 This was following the examination of the problems of marketing palm oil conducted 
by a government task force in 1972 and followed by feasibility studies in 1975 
(Powers), and 1978 (Wilson); Yeo, H.Y., "Kuala Lumpur Commodity Exchange 
(KLCE): Case Study of Crude Palm Oil Futures Market" in Current Developments in 
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traded only Crude Palm Oil (CPO) futures contracts, but introduced rubber 

futures contracts in September 1983. The latter however never took off, 

demand for contracts being insufficient to prove viable27
. Today CPO futures 

contracts are again the sole contract traded. 

The MME was of more recent origin, having commenced operations in April 

1996. The company had formerly been known as the Kuala Lumpur Futures 

Market (KLFM). It was incorporated as a wholly owned subsidiary of the KLCE 

in 199228
• This close corporate relationship, and the fact that both exchanges 

trade on the same floor, greatly simplified the merger of the two exchanges. 

The MME only ever had one product, the Kuala Lumpur Interbank Offer Rate 

(KLIBOR) 3-month interest rate futures contract. The underlying KLIBOR rate 

for this is derived from the activities of those borrowing and lending funds in 

the professional interbank market. 

The Kuala Lumpur Options and Financial Futures Exchange (KLOFFE) 

commenced trading on 15 December 1995 shortly before the MME. It was the 

second such futures market in Asia to be established, following the Singapore 

International Monetary Exchange Ltd. (SIMEX), and the first in the region to 

trade on a domestic index. KLOFFE has to date introduced only the Kuala 

Lumpur Composite Index (KLCI) stock index futures contract. 

International Securities Commodities and Financial Futures Markets, (eds. Koh, K.L., 
H.H.M. Chan, P.K. Ho and P.N. Pillai), (1987), 291, n.5. 
27 This was despite the fact that the first futures market in Malaysia was the Malaysian 
Rubber Exchange, started in 1962 (Malaysian Business, 1 April 1984, 14). 
28 August 19. 
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Governments are usually keen to see the creation of a futures market, and 

from there to increase trading29
. The idea of local exchange-traded financial 

futures was not however mooted until the mid-1980s, finally being given 

governmental approval in 1990. This hesitancy was most likely a result of the 

problems experienced by the KLCE, which caused it to shut down temporarily 

in 198430
. The Futures Industry Act 1993 and the Securities Commission Act 

1993, establishing the Securities Commission, paved the way for the idea to 

become reality. These were structured according to the findings of the special 

committee established by the Finance Minister which reported in February 

1992. 

It is instructive to note that the Syariah Advisory Council (SAC)31 has approved 

the futures trading mechanism established under the Futures Industry Act 

1993, as not going against Islamic principles. However, this approval does not 

necessarily extend to the contracts that are actually traded in Malaysia. 

Indeed, neither of the financial futures traded on the Malaysian exchanges are 

accredited as Islamic instruments. This stems from the involvement of interest 

in the former, and of haram component shares in the calculation of the latter. 

As such only the COMMEX Malaysia CPO futures contract is approved. The 

29 Swan, E.J., "Competition for Futures and Derivatives Markets: The Role of 
Regulation" in Derivative Instruments, (ed. Swan, E.J.), (1994); this is because the 
"financial services industry ... provides jobs, tax revenues, and economic development 
in its own right. .. Financial services jobs are especially attractive for economic 
development reasons, as they are environmentally benign, and are more likely to 
provide full-year/full-time employment, and offer above average wages and salaries" 
(McGahey, Malloy, Kazanas and Jacobs, Financial Services, Financial Centres, 
~1990), 1). 

0 Cf. infra, p.324. 
31 Established by the Securities Commission. 

12 



SAC does not however dictate the course of the development of the Malaysian 

futures industry, but rather merely assists the development of the Islamic 

capital market. 

Initially the Malaysian Derivatives Clearing House Bhd. (MDCH) cleared the 

KLOFFE and MME contracts, whilst the Malaysian Futures Clearing 

Corporation (MFCC) performed the task for KLCE futures contracts32
• However 

MDCH took over the role of the MFCC on 29 November 1997. 

Until the coming of the Asian economic crisis in 1997, all three exchanges33 

were urged, particularly by the Securities Commission, to develop and offer 

new contracts. In particular the KLCE proposed a futures contract for 

hardwood plywood, and KLOFFE has indeed already got regulatory approval 

to introduce a stock index option contract. However current market conditions 

are likely to delay such introductions. The MME had been on the verge of 

introducing seven different rollover spot currency contracts, which would have 

facilitated hedging and speculating on currency fluctuation. Approval for these 

was ultimately not granted, and it is unlikely that this position will change, at 

least whilst currency controls are still in effect. 

The Malaysian financial futures markets have yet to fulfil the expectations of 

32 Prior to the MFCC the KLCE had cleared through the Kuala Lumpur Commodities 
Clearing House Sdn. Bhd. (KLCCH), a joint venture between the International 
Commodities Clearing House Ltd. of London, three local banks and three foreign 
banks; Yeo, op. cit., 294. 
33 In existence at that time. 
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their founders in terms of volume, turnover and profitability. Thus far the 

performance of the 3-month KLIBOR futures contract in particular, both on the 

MME and now on COMMEX Malaysia, has been disappointing34
• Several 

factors contribute towards making a futures contract successful. These include 

the lack of a close substitute, proper pricing and appropriate regulation. 

Perhaps most importantly, there must be a liquid market in the underlying 

commodity or instrument. It appears however that the heavy government 

involvement in interest rates has been the main factor affecting the KLIBOR 

contract. 

Further, in recent times the Malaysian futures markets have been extremely 

volatile, both in terms of price, volume and investor participation. To a certain 

extent this is due to the fact that the Malaysian derivatives market as a whole 

is still in its infancy, and as yet is relatively unsophisticated. The minimal OTC 

trade in Malaysia further evidences this35
. 

One possible step towards maturity, particularly in terms of cost-effectiveness, 

would be the unification of the Malaysian futures exchanges. This however 

must be weighed against the concurrent reduction in competition, manifested 

in reduced choice for investors. It is submitted that in practice, given the global 

nature of futures markets, the former argument should prevail. For in order to 

remain as a viable market, cost must be minimised. This trend is highlighted by 

the recent announcements concerning the Singapore36 and European 

34 Eg. in the first week of 1999, no contracts were traded! 
35 Cf. infra, p.68. 
36 Cf. infra, p.176. 
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markets37
, and appears to be on the agenda in Malaysia following the mergers 

of KLCE and MME, as well as KLOFFE and KLSE36
. In many jurisdictions such 

mergers will need to be preceded by careful examination of competition laws39
. 

However, no such laws apply in Malaysia. 

1.3 Difficult Definitions 

Futures are merely one species of the genus of financial products known as 

derivatives. This generic term has proved difficult to define succinctly40
. 

However a 'derivatives transaction' is essentially "a contract whose value 

depends on (or 'derives' from) the value of an underlying asset, reference rate, 

or index"41
. 

Futures contracts are essentially contingent, or dependent, claims42
. Most are 

not 'transactions', but rather 'long-term relationships'43
• There is also a 

problem in defining the term 'futures' in that it is used by different parties in 

different situations to mean different things, and at different levels of generality. 

37 Paris meeting of heads of Amsterdam, Brussels, Frankfurt, London, Madrid, Milan, 
Paris and Zurich stock-exchanges, 27 November 1998, reported in The Star, 30 
November 1998. 
36 Kuala Lumpur Stock Exchange; indeed such a move is anticipated towards the end 
of 1999. 
39 c Page, A. ., (1986) 49 MLR 141, 152. 
40 Brown notes that: "Deciding whether a financial instrument is or is not a derivative is 
rather like the Elephant Test- they are hard to describe but you know when one has 
sat on you", (1995) 14 IFLR 28. 
41 G30 Global Derivatives Study Group, Derivatives: Practices and Principles, (July 
1993), 2 . . 
42 Zhang, P.G., Barings Bankruptcy and Financial Derivatives , (1995), 26. 
43 Atiyah , P .S., An Introduction to the Law of Contract, (51

h Edn., 1995), 55-56. 
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In order to fully understand these varying concepts, it is first necessary to 

briefly discuss the markets on which derivative products are traded. 

The first is the so-called 'over-the-counter' or OTC market44
. This is where 

parties arrange derivative contracts between themselves without resorting to 

intermediaries, and thus allowing them to 'tailor-make' contracts to suit their 

particular requirements. In contrast to this, on exchange-based markets parties 

contract through intermediaries, usually clearing members of a clearing 

house45
• This gives contracts traded on such markets several perceived 

advantages such as greater price transparency and increased liquidity, and the 

fact that poorer quality credit can be accepted through the minimisation of 

credit risk. 

On the OTC market a contract to buy or sell a fixed quantity of a commodity of 

defined quality on a particular future date at a price fixed at the time the 

contract is made is known as a forward contract. Several other variations, such 

as swaps are also commonly traded on this market. It is apparent that as 

contingent claims these might also be termed futures contracts. More 

commonly however the term is reserved for exchange-traded forward 

contracts. For example it has been said that "futures contracts are short-term 

44 The Bank of International Settlements (BIS) recently reported that in April 1998 
average daily turnover in OTC derivatives was US$362 billion per day! (Triennial 
Central Bank Survey of Foreign Exchange and Derivatives Market Activity, 19 October 
1998) . 
45 

366 million contracts were traded on futures exchanges in the third quarter of 1998 
(BIS Quarterly Review, November 1998, 27). 
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standard form contracts with only one negotiable term - price'"'6. There are in 

fact four major types of such futures contract that may be traded, namely those 

based on commodities, interest rates, currencies and equity indices. These are 

the so-called 'plain vanilla' products of the futures market, with several more 

advanced contracts also being in existence47
• The three latter contracts 

constitute 'financial futures' contracts. 

For the purposes of this thesis the regulation of both OTC and exchange 

traded contracts will be examined, although the emphasis throughout will be on 

the latter. Within the Malaysian regulatory system the legal definition of the 

term 'futures contract' is examined in chapter 3. 

1.4 Margin and Leverage 

An understanding of the concepts of margin and leverage is essential in order 

to understand and appreciate the significance of futures. They are best 

explained by way of examples. 

An investor who expects the market to rise, wishes to invest in a stock index 

futures contract, such as the KLCI futures contract traded on KLOFFE. At any 

given time the margining level, determined by the clearing house and often 

raised slightly higher by brokers, may well stand at around 1 0% of the value of 

the futures contract. 

46 
Veljanovski, C., "Organised Futures Contracting" (1985) 5 lnt'l R L & Econ 25, 30 

47 Although not currently in Malaysia. 
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The value of a futures contract such as the KLCI contract is itself derived from 

the product of the price of the underlying index (the KLCI) and the contract 

multiplier (RM1 00). So for example, when the KLCI stands at 513.2, the value 

of a KLCI futures contract is RM51 ,320. However, if the margining level is 

calculated at 10%, the investor will only need to pay RM5132 to buy the 

contract. This is the concept of leverage. A relatively small sum can 'lever' a 

contract with a far larger value, thus making it a "powerful investment tool"48
• 

The concept of leverage is further illustrated by the effect of price movements 

on the futures contract. In the example above, if the value of the underlying 

index, the KLCI, were to rise to 520.0, the value of the investor's futures 

contract would also rise, to RM52000. This minimal percentage rise represents 

a financial gain of RM680, which is a very substantial gain on the small amount 

of actual investment made in the form of margin. 

However, if the index were to fall to 505.0 this would mean that the value of the 

futures contract would fall to RM50500. This represents a loss of RM820 from 

the purchase price. In such circumstances the investor, if he wished to keep 

the futures contract would usually need to make a further margin payment to 

maintain his margin level at the required figure. 

48 Sydney Futures Exchange Limited v Australian Stock Exchange Limited and 
Australian Securities Commission {Intervener) (1995) 13 ACLC 369, 378 per Lockhart 
J. 
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The reason why margin is required is to act as a good faith deposit. 

Theoretically, no margin is required where parties can be trusted to pay all their 

losses on a contract. However as such a situation is unlikely, margin is 

retained to cover the situation where a contract moves against its owner's 

wishes. Margin is comprised of two elements, initial margin and variation 

margin . In the loss-making example just given initial margin was RM5132 and, 

ceteris parabus, variation margin would be RM820. The latter is only required 

when the market moves against the investor. 

1.5 Cash Settlement and Physical Delivery 

Futures contracts can also be differentiated according to whether they must be 

settled for cash or by physical delivery at expiry. The prime example of futures 

contracts which must be settled by delivery are commodity futures contracts 

such as the Crude Palm Oil futures contract traded on the KLCE. Settlement 

by physical delivery means that when the futures contract expires traders must 

perform their contracts by delivering the subject matter of the contract, namely 

25 tonnes49 of good merchantable quality crude palm oil in Port Tank 

Installations at one of three Malaysian locations50
. 

If an investor does not possess, or wish to possess, the physical commodity, 

he may 'close out' his position before the contract expires by entering into a 

49 
Plus or minus not more than 2%. 

50 
Port Kelang, Butterworth/Prai and Pasir Gudang. 
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trade opposite to the original one. Closing out is also a method of settling a 

futures contract where final settlement is for cash. 

Settlement for cash is where at the time of expiration of the futures contract, 

investors who are 'in the money' will be credited with a sum amounting to the 

difference between the original price paid, and the final settlement value or rate 

of the contract. Investors who are 'out of the money' will similarly have to pay 

such a difference. In practice, such payment will be retained from the investor's 

margin. 

The 3-month KLIBOR futures contract traded on COMMEX Malaysia is settled 

for cash. For example, an investor may have sold, or 'gone short', a KLIBOR 

futures contract at 92.5, in the belief that interest rates were to rise. If at 

expiration interest rates have fallen, and the contract's final settlement value is 

93.0, the investor is 'out of the money'. In such a case he would need to make 

up a difference of RM125051
, which would in fact be retained from his margin 

payment, the balance being returned to him. 

51 Calculated as Variation in Index (0.5) X 100 X Tick Value (RM25). 
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2. Ruin, Risk, Role and Regulation 

"Derivatives need to be controlled and understood but we believe we do that 

well here" · 

- Sir Peter Barings, Former Chairman, Barings Bank 

2.1 Some Ruinous Tales 

The last decade has witnessed a huge explosion in the size of the futures 

industry worldwide. This alone has been enough to bring the industry under 

close scrutiny. Yet another reason for doing so has been the spectacular 

losses that have come to light, particularly since 1993 on both the OTC and 

exchange-based markets. There is a long list of undertakings that have 

suffered losses measured in millions, or even billions of dollars. A selection of 

the most widely publicised of these is set out below. 

In 1993 Metalgesellschaft, Germany's 14th largest company, lost 2.3 billion 

deutschemarks in oil derivatives through its US subsidiary, MG Corp. MG Corp 

had aimed to capture a share of the petroleum products market. It 

endeavoured to attract more customers by offering petrol wholesalers a 1 a

year deal that guaranteed supplies at 1993 prices. At the same time it 

attempted to insure itself against rising oil prices with crude oil futures on the 

New York Mercantile Exchange (NYME). As these were only short-term 

futures contracts, they planned to roll forward their position each month. 
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Unfortunately this strategy had one flaw. It assumed that oil prices would rise. 

When the opposite occurred, the huge loss was caused. Ultimately 

shareholders and bankers bailed the company out. 

Two further cases from 1994 were also well publicised. First there was Procter 

& Gamble (P&G), the venerable American chemical company, which appeared 

to welch on their trade with Banker's Trust. In fact they had entered into two 

highly leveraged trades, structured as interest rate swaps. Early in that year 

the trades moved US$150 million against them in the course of a few weeks. 

The two companies ultimately settled out of court in 1996. Second was the 

case of Orange County, which became the largest municipality ever to file for 

bankruptcy. This was precipitated by a loss of over US$1.5 billion in its 

Investment Pool caused by the adverse price movement of leveraged interest 

rate derivatives. Ultimately the bankruptcy was brought to an end by the 

issuing of bonds. Inadequate internal regulatory procedures and a lack of 

supervision by the County's Board of Supervisors appear to blame. 

Two other recent incidents involving foul-play have caused attention to focus 

on the regulation of exchange-based markets 1. First in 1995 came the most 

infamous of all derivatives failures, that of Barings Bank. The fraudulent 

trading of one 27 year-old employee, the infamous Nick Leeson, managed to 

cause the collapse of Britain's oldest merchant bank, with losses exceeding 

£800 million. This loss was ultimately covered with the sale of the bank to the 

1 
As evidenced by the Report of the FIA Global Task Force on Financial Integrity, (June 

1995); G1 0 Committee on Payment and Settlement Systems, Clearing Arrangements 
for Exchange-Traded Derivatives, (May 1997). 
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Dutch undertaking lNG, for the princely sum of £1, plus liability for all losses. 

Just as poignantly, the collapse caused client accounts to be temporarily 

frozen, thus leaving them vulnerable to market moves, until the relevant funds 

were identified and transferred out. Fortunately however no losses were 

ultimately suffered by any such clients. 

The failure of Barings has been blamed on several factors, including the lack 

of a mechanism for sharing information between exchanges and regulators on 

an international level2
. The other major contributing factor was a very poor 

system of internal controls operating within Barings itself. It is however 

apparent that such conclusions in fact conveniently divert attention from those 

most directly involved in the regulatory process, namely the exchanges and 

national level bodies. 

Second in 1996 Sumitomo Shojo announced losses of approximately US$1.8 

billion4
. This had arisen from the fraudulent activities of one of their traders, 

Yasuo Hamanaka, spanning a period of over 10 years. The Barings losses 

arose from exchange-traded futures and options contracts based on the Nikkei 

225 Index, Japanese Government Bonds and Euroyen Securities. The 

Sumitomo losses arose from exchange-traded copper futures contracts. 

2 
Lim, M.C.S. , and N.N.K. Tan, The Report of the Inspectors appointed by the Minister 

of Finance- Barings Futures (Singapore) Pte. Ltd. -Investigation Pursuant to s.231 
Companies Act, (1995), 15.43; Comments on CFTC Discussion Paper on Co-operation 
between Exchanges, Windsor, UK, May 1995, 1. 
3 

ld. , at 4.33; Report of the Board of Banking Supervision, Enquiry into the 
circumstances of the collapse of Barings (13 July 1995), 14.1; Bair, "Lessons from the 
Barings Collapse" (1995) 64 Fordham LR 1, 4. 
4 

It is however instructive to note that the corporation had a sales turnover of US$152 
billion in 1995. 
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Finally, even closer to home, Berjaya Industrial Berhad was involved in an 

alleged loss of US$14 million through its Cayman subsidiary, as a result of an 

interest rate swap arranged through Public Bank (Labuan) with a subsidiary of 

Credit Suisse. However an undisclosed out of court settlement was reached 

regarding Berjaya's claims of negligence and negligent misrepresentation5
. 

2.2 A Catalogue of Risks 

There has been much debate over the last few years concerning the risks that 

are associated with futures6
. This can be attributed to several factors: firstly 

the aforementioned well-publicised problems; secondly, the rapid increase in 

the size of the relevant markets; and thirdly the general lack of understanding , 

and thus fear, of the economic power wielded by such instruments and 

markets. Such risks may be initially categorised as either systemic or 

personal. 

2.2.1 Systemic Risk 

Systemic risk has been defined as "the risk that a disruption (at a firm, in a 

market segment, to a settlement system, etc.) causes widespread difficulties 

5 "Berjaya Public Bank reach Out-of-Court Settlement", Asian Wall Street Journal, 23 
January 1995; ct. Ho H.J ., "Legal Risks of Derivatives Trading", MSLJ (April 1997), 13. 
6 Eg. BIS, Recent Developments in International Interbank Relations, (1992); Group of 
30, Derivatives: Practices and Principles, (July 1993); Bank of England, Derivatives: 
Report of an Internal Working Group, (1993); CFTC, OTC Derivatives Markets and 
their Regulation, (1993); GAO, Financial Derivatives: Actions Needed to Protect the 
Financial System, (1994). 
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at other firms, in other market segments or in the financial system as a 

whole"7
. By disruption is meant essentially default or insolvency. It should be 

borne in mind that "it is undeniably true that the probabilities are very low that 

a systemic financial shock induced by a breakdown in payment systems will 

occur. Regrettably, however, were such an event to occur, it would have the 

potential to cause large-scale damage to the financial system and to the 

economy as a whole"8
. 

Systemic collapse is most likely to occur where there is a rapid fall in contract 

prices. This will prompt investors to liquidate their positions leading to further 

price falls. It may also cause a large number of participants to default on bank 

loans. This might in turn cause banks to fail, leading to a collapse of the 

payment system. Unfortunately such a fundamental and far-reaching risk is 

extremely difficult to eliminate completely without curtailing the activities of the 

futures market. 

2.2.2 Personal Risks 

Investors in futures are exposed to explicit, implicit and perceived risks9
• 

Explicit risks include market risk10 and the uncertainty11 of frauds and 

7 Bank for International Settlements (BIS), Recent Developments in l~terbank Relations 
fl:he Promise! Report), (1992}. 

Corrigan, E.G., Speech at the Symposium on Risk Reduction in Payment, Clearance 
and Settlement Systems, (25 January 1996}. 
9 Gibson, R. and H. Zimmermann, "The Benefits and Risks of Derivative Instruments: 
An Economic Perspective", (1994). at http: www.finance.wat.ch/Geneva. 
10 

Market risk is the risk to a party to a futures contract's financial condition resulting 
from adverse movements in the level or volatility of market prices. 
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manipulation. Such risks exist regardless of investment in the futures market. 

That is, an investor in the underlying asset market will be equally exposed to 

them. 

Implicit risks are directly linked to the environment of a particular futures 

market. One such risk is credit, or counterparty, risk12
. However, this risk 

exists even in non-futures markets, for example in the housing market, 

although the extent of the risk is somewhat different. Likewise with liquidity 

risk13 and settlement and operations14 risk15
• Legal risk16 however proves to be 

the exception, as the complexity of futures contracts and late development of 

the law that give rise to the risk are not prevalent in other markets. 

The third category of risk alluded to above is that of perceived risk. This refers 

to those risks stemming from lack of information, or lack of understanding of 

available information. It includes risks arising from lack of market 

transparency, adverse trading incentives, and from accounting, disclaimers 

and lack of education . 

11 In the Knightian (absolute) sense; ct. Ellsberg, "Risk, Ambiguity, and the Savage 
Axioms", QJ Econ, (1961), val. 75, 643-669. 
12 Credit risk can be defined as the risk that a counterparty will fail to perform on an 
obligation to the contracting party; as with systemic risk it is essentially the risk of 
default or insolvency. The two are thus linked. 
13 There are in fact two forms of this risk. First, the risk that an institution may be 
unable to unwind or offset a particular position at or near the previous market price 
because of inadequate market depth or because of disruptions in the marketplace. 
Second, the risk that the participant will be unable to meet its payment obligations on 
settlement dates or if required to make margin calls. 
14 The risk of loss due to deficiencies in information systems, internal controls, human 
error or management failure. 
15 SIS, Risk Management Guidelines for Derivatives (July 1994), 13. 
16 The risk that contracts are not legally enforceable. 
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2.3 The Role of Futures 

In the light of such risks it is instructive to note why market participants endure 

them. To this end it should be noted that futures contracts perform four main 

functions 17
. First they allow competitive price discovery, which itself leads to 

increased confidence in the underlying market. Society ultimately benefits 

through fairer and more stable prices 18
. Several studies 19 have shown that this 

function is far more significant on the futures markets than the cash markets20
. 

Second they enable the allocation of risk through hedging. This permits the 

externalisation of risk to more efficient controllers. In particular index options 

and futures allow for an increase in portfolio diversification. Third, futures 

contracts facilitate financing, and finally they allocate resources. 

The role of futures may also be analysed subjectively according to investor 

type. Investors can essentially be divided into two major categories. The first 

category comprises hedgers, namely risk-averse asset owners, producers or 

users wishing to hedge the risks inherent in the asset in order to increase the 

stability and predictability of their position. In doing so they likewise forfeit the 

chance of benefiting should their fears prove wrong. For example, an investor 

holding a basket of equities, who is of the view that the stock market is going 

17 Powers, M.J., Starting Out in Futures Trading (1993), 10. 
18 Hazen, T.L., "Rational Investments, Speculation or Gambling" (1992) Nw ULR 987, 
1008. 
19 le. Garbade and Silver (1983); Herbst, McCormack and West (1987); Kuwaller, 
Koch and Koch (1987), Schroder and Goodwin (1991). 
20 Pizzi, M.A., A.J. Econompoulos and H.M. O'Neill, "An Examination of the 
Relationship between the Stock Index Cash and Futures Markets: A Cointegration 
Point" (1998) 18 J Fut Mkts 97. 
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to fall might sell a futures contract. If the market does indeed fall his equity 

position results in a loss, but this will be offset by a rise in the value of his 

futures position. Of course the investor could have liquidated his underlying 

equity position, but often this might not prove viable due to transaction costs, 

taxation burdens or regulatory prohibition. Hedgers often include retailers, 

corporations, pension funds, exporters and importers, investment banks and 

property companies21
. 

The second category of investor is the speculator. Such investors add liquidity 

to the market, and contribute to ensuring the non-occurrence of extreme price 

fluctuation22
• This single activity accounts for the predominate proportion of all 

futures trading due to the high leverage that is offered by such contracts. 

Speculators can operate in different ways. The simplest form of speculative 

trading involves taking open positions based on absolute rate or price 

expectations. Speculators may also conduct spread trading, in which positions 

are taken with a view to price movements between different futures contracts. 

This form of trading is less risky that taking open positions, although 

conversely prospective gains are reduced. The least risky form of trading is 

arbitrage, often dealt with as a distinct category. Arbitrage traders can 

generate a virtually risk-free profit by taking advantage of relative price 

differences between the futures contract and the underlying asset. Arbitrage 

ensures that futures contracts are correctly priced vis a vis the underlying 

21 Fitzgerald, M.D., Futures (1993), 9. 
22 Hazen, T.L., "Rational Investments, Speculation or Gambling" (1992) 86 Nw ULR 
987, 1006. 
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market. 

The number, type and range of investors has increased dramatically in the 

1990s. It is however possible to identify two major categories of investor. The 

first comprises both private and corporate investors. Private investors will 

generally be speculators, whereas corporate investors will generally be 

hedgers. The second comprises institutional investors. These are fund 

managers. They have superior market knowledge and financial resources, and 

will thus be less susceptible to certain risks, such as market and credit risk . 

The reasons that are posited for regulation to protect investors carry far less 

weight with regards to the second category. This is important as their major 

participation in the markets means that such a justification for regulation is thus 

in reality far weaker than first appears, as not all investors actually require 

protection. 

Worldwide, most futures investment activity is carried out by funds, such as 

pension funds or unit trust funds. The rapid growth in the use of futures 

contracts has undoubtedly been led by these funds. Such funds already 

encounter large amounts of the various risks discussed above23 by their 

standard investment practices on the equity or commodity markets. However, 

they are so advanced as not to require the price information that traditional 

exchanges disseminate. This is because they are able to get all such 

information themselves through modern communications technology and 

analysis. In conjunction with this, investment by funds in traditional exchanges 

23 Supra, p.24 et. seq. 
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is relatively expensive. Part of this high cost is justified by the exchanges as 

they perform policing activities. However, this provides no real benefit to large 

funds, as their size alone can be used to assure their own safety. Hence the 

move to futures markets. Fund positions can be altered without high 

transaction costs, the triggering of adverse price movements and without 

worrying about the disclosure of transactions to the public. 

2.4 The Need For Regulation 

It is essential to determine the necessity of regulation having regard to 

achieving a balance between the risk and rationale of the futures industry. To 

this end this section shall first address certain motivating factors for regulation 

that should however be disregarded. It will then focus on the primary reasons 

for regulation before analysing the disadvantages inherent to regulation. 

It is not surprising, that the well-documented cases of ruinous losses 

discussed above have caused a certain fear of futures contracts, leading to a 

compulsion to regulate them. This is a result of both the 'shock-value' of the 

high sums involved, and of the speed at which such losses crystallise. In 

addition however, plain ignorance, which is "inversely correlated to the length 

of time futures markets have been established in a particular country"24
, has 

exacerbated this sentiment. This can be illustrated by the fact that in none of 

the examples cited was there any financial 'fall-out' beyond the companies 

24 Bettelhelm, E., "Regulation in Perspective", in Financial Futures, (Fitzgerald, M.D.), 
(2nd Edn. ,1993). 301. 
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themselves. 

A further motivation to regulate stems from morality, manifesting itself in the 

resistance to the concept of dealing in things that one does not own. This 

correlates to the previous religious outlawing of usury. However, whilst futures 

do not represent ownership of anything tangible, but are merely contractual 

rights, such contracts have proved fundamental to human development and 

have been with us longer than any of the major religions. There thus appears 

little justification for regulation on moral grounds alone. 

If one ignores the argument that regulation has no effect, and merely increases 

administrative costs25
, the usual and most cogent reasons posited for having 

regulation may be split into two categories: the maintenance of systemic 

stability and intra-market fairness, or investor protection26
. These correlate with 

the categorisation of risk discussed above27
. 

2.4.1 Systemic Stability 

It is the public at large that will ultimately be affected by a systemic collapse. 

The widespread nature of this risk, due to the high possibility of contagion, has 

25 Stigler, G.J. and C. Freidland, "What can Regulators Regulate? The Case of 
Electricity'' (1962) 5 J L Econ 1; contra, MacAvoy, P.W., The Regulated Industries and 
the Economy (1979), 25; cf. Fels, A., "The Political Economy of Regulation" (1982) 5 
UNSWLJ 29. 
26 Goodhart, C., Some Regulatory Concerns, Paper for Financial Markets Group, LSE, 
3; Wood, P.R., Title Finance, Derivatives, Securitisations, Set-Off and Netting, (1995), 
223; Gramm, W.L. and G.D. Gray, "Ready-Fire-Aim", in Derivatives Handbook- Risk 
Management and Control, (Eds. Schwartz R.J. and C.W.Smith), (1997), 434. 
27 Ct. supra, p.24 et. seq. 
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focused concern on the macro-economic impact of futures28
. Regulation is 

deemed necessary to ensure the stability of the payment and settlement 

system, as well as to limit the effects of single institution failure, especially 

bank runs. Some commentators have however concluded that systemic risk 

has been greatly exaggerated29
. It is nevertheless still a real risk. 

Its existence stems from the assumption that futures market participants do not 

consider the economic cost of systemic risk in conducting their business. 

Ceteris parabus, the intention of the rational market participant is profit 

maximisation. In achieving this he will consider the relevant costs of business, 

and from his individual perspective the cost of systemic risk is irrelevant. 

The idea that regulation of financial markets can be explained solely by the risk 

of market failure has however been largely discredited. Stigler, Buchanen and 

Coase all received the Nobel Prize in Economic Science for discrediting this 

'market failure paradigm' as the explanation for regulation30
. It is thus 

necessary to examine the further rationales for regulation. 

28 Goodhart, id., 4. 
29 Hentschel and Smith (1995) went so far as to state that there is a lower probability of 
default on a swap than a debt! Their analysis showed that in a market of 50 dealers, 
the odds of 5 or more defaulting during the same year was 1 in 650 billion! (Hentschel, 
L. and C.W. Smith, Jr., "Controlling Risks in Derivatives markets", J Fin Eng (1995) 4, 
101-125); cf. Kaufman, G., 'The Truth about Bank Runs' in The Financial Services 
Revolution: Policy Directions for the Future, (Eds. England, C. and T. Huertas), (1987); 
Kaufman, G., "Bank Contagion: A Review of the Theory and Evidence", J Fin Serv Res 
~1994), vol. 8, 123-150; Corrigan, loc. cit. 

0 Cf. Gulp, C.L., "Functional and institutional Interaction, Regulatory Uncertainty, and 
the Economics of Derivatives Regulation" in Derivatives Handbook- Risk Management 
and Control, (eds. Schwartz, R.H ., and C.W. Smith), (1997), 458. 
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2.4.2 Investor Protection 

In order to determine whether investors require regulatory protection one must 

first take note of the hypothesis that efficient markets31 are fair markets32 as 

they set accurate prices. To this end, free market economists argue that 

interventionist allocation of resources will lead to an inferior allocation of 

resources33
• However, it has been argued that such markets do not necessarily 

optimise resource allocation34
• Rather, there is merely a redistribution of wealth 

amongst investors. Further, where the market determines resource allocation, 

short-term views tend to predominate over long-term ones35
• As such it 

appears that the better view is that "[r]egulation is only desirable when the free 

market fails to achieve optimum allocative efficiency"36
. Due to informational 

inconsistencies, opportunities for abuse and the vice of avarice, this has 

proved the case for futures markets worldwide. 

Futures appear to have particular characteristics that lead to a greater need to 

be regulated than other financial instruments. First of all, they are complex, 

particularly as regards their valuation, stemming from their high potential 

31 A market that consistently reflects all available information; nb. this is an economic 
~udgement. 

2 Indeed the recent IOSCO consultation draft on Objectives and Principles of 
Securities Regulation (28 May 1998) sets out an objective namely: "Ensuring that 
markets are fair, efficient and transparent", nb. fairness is an ethical judgement, cf. 
supra, n.31. 
33 Mendelson, M., "The Need for Regulation: Lessons from the Eurobond Market", in 
Current Developments in International Securities and Commodities and Financial 
Futures Markets, (Eds. Koh, K.L., H.H.M. Chan, P.K. Ho, and P.N. Pillai), (1987), 51. 
34 Stout, L.A., 'The Unimportance of Being Efficient" (1988) 87 Mich LR 616. 
35 Mendelson, lac. cit. 
36 Miller, "Self-Regulation of the Securities Markets: A Critical Evaluation" (1985) 42 
Wash and Lee LR 853, 857. 
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volatility; secondly, the potential losses to which they can lead are extremely 

large, due to high leverage; and thirdly, they can be lacking in liquidity37
. Finally 

they can give rise to long-term counterparty exposure to credit risk. While the 

above are prima facie true, it should be remembered that futures are only 

potentially risky. For example if an investor is hedging appropriately, risk will 

be minimal.38 

The above characteristics should thus not be exaggerated. For example with 

regards to complexity, equity index futures would hardly appear to possess this 

characteristic. Volatility is also in fact lower39
, as a portfolio of stocks 

represented by the index futures contract is, by definition, lower than that of 

any of its individual stocks. As for leverage, following the October 1987 

stockmarket collapse, it was reported that there was no evidence of high 

leverage on futures contracts contributing in any way to the crash40
. Similarly, 

liquidity is virtually assured for exchange-traded futures by virtue of their 

continued existence; for contracts not reaching a suitable level of liquidity 

within a year of trading will usually be discontinued41
. The major risk thus 

appears to be credit risk42
. 

Two further considerations when considering investor protection are the 

37 Watson, J. (ed)., The Equity Derivatives Handbook (1993), 141. 
38 Watson, ibid. 
39 Cohen, B., Derivatives and Asset Price Volatility: A Test Using Variance Ratios, 
~January 1993), 3. 
° Final Report of the Committee of Inquiry Appointed by the CME to Examine the 

Events Surrounding October 19, 1987, 3. 
41 Nb. this has not always been the case in Malaysia (ie. the 3-month KLIBOR futures 
contract) . . 
42 Cf. supra, p.26, n.12. 
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prevention of monopoly abuse43 and the promotion of fair competition44
• These 

can be seen as two sides of the same coin, and would appear a legitimate goal 

designed to benefit investors. Nevertheless there are possible 

disadvantageous effects of competition on financial markets. It may even 

involve an increase in market volatility and the lowering of standards and thus 

result in a reduction in investor protection45
• 

Further reasons also exist for governments to promote regulation of the futures 

industry. First in order to protect the public. Common thinking (backed up by 

market forces) is that fools and their money are easily parted. In this case 

however, fools are also voters46
• Government thus takes the view that investor 

losses are unpopular and costll7 ; ergo, the need for regulation. Second, the 

government will aim to protect the public as taxpayers, for example against 

losses borne by national deposit insurance funds or government 'bail-outs'. 

Thirdly, regulation can be used to raise revenue48
• Finally, regulation can itself 

be exported, particularly to emerging markets49
• Services such as dispute 

resolution, clearing and delivery may all prove marketable, increasing revenue 

once again, but also prestige. There are thus clear incentives for government 

to regulate the futures industry to promote market integrity and certainty, 

prevent fraud, and ultimately to maintain market confidence. In fact it has even 

43 Goodhart, op. cit., 3. 
44 Bradley, C., "The Market for Markets: Competition between Investment Exchanges" 
in lnternationalisation of Capital Markets and the Regulatory Response, (Eds. 
Fingleton, J, and D. Schoenmaker) (1992), 183. 
45 ld., 195. 
46 Bettelheim, op. cit., 303. 
47 Watson, op. cit., 141. 
48 Swan, E.J., "Competition for Futures and Derivatives Markets: The Role of 
Regulation", in Derivative Instruments, (Ed. Swan, E.J.), (1994). 
49 Ibid. 
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been argued that the incentives are so strong that regulation may actually be 

for the benefit of the government itself rather than those it supposedly 

protects50
. 

2.4.3 Disadvantages of Regulation 

Several disadvantages have also been found to attach to regulation of the 

futures industry. The first is that regulation may be regarded as both stifling 

and costll1
, undermining the growth of the industry as some participants could 

be for..ced to seek alternatives to futures exchanges52
, or at least alternative 

jurisdictions. There are two opposing views as to how such a choice will be 

made. The first is that participants are most likely to select the jurisdiction that 

provides the best 'prudential protections' and the most certaintl3 . The other, 

more strongly advocated view is that there will be a 'race to the bottom'. For 

example Moody's54 have argued that member capital will "migrate to 

exchanges with looser standards and lower capital and margin requirements 

for the same contract"55
. 

If regulation is too restrictive (cynics would suggest 'too effective') the effect 

will no doubt be to drive market participants offshore to markets with less 

stringent regulatory systems56
. This is the 'race to the bottom', with different 

50 Mendelson, op. cit., 53. 
51 Watson, op. cit., 141. 
52 Reynolds, op. cit., 151-173; CME Crash Report 1987,24. 
53 Schapiro, M., Chairperson CFTC, Comments on CFTC Discussion Paper on Default 
Procedures, Windsor, UK, (May 1995), 3. 
54 In their recent analysis of clearing house risk. 
55 Dale, R., "Derivatives Clearing and Settlement: Systemic Concerns", Financial 
Regulation Report, (October 1996). 
56 Fitzgerald, op. cit., 307. 
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jurisdictions competing for limited funds through the lowering of regulatory 

standards. There is, however, evidence that in fact standards are rising 

worldwide all the time, with regulators learning from things that have gone 

wrong57
• The 'race to the bottom' argument should thus not be used to 

invalidate the need for any regulation. 

Restrictive regulation will however also impose high additional costs, pushing 

out those with little capital58
. Surprisingly, this may appear to work, as only 

industry members that are likely to return investors' money, if they infringe the 

rules, will be allowed to remain. Such regulation will thus not work in the way in 

which it is intended, namely enabling investors to make informed choices 

between competing products. 

Second an increase in the political control of a free market may introduce the 

additional risk of political uncertainty into that market. This would be 

particularly fruitless if regulation were merely for symbolic reasons, in much 

the same way as prostitution is regulated, primarily as a "symbolic expression 

of public disapproval"59
. Such regulation is not necessarily designed to stamp 

out errant behaviour. Third , regulation may create 'moral hazard' as it raises 

the perception of the security and durability of the futures market. This might 

lead to excessive risk-taking by participants60
. 

57 
Sharples, C... in Managing and Disclosing Risks of Investing in Derivatives (Ed. 

Brown), (1996) , 51. 
58 Fitzgerald, loc. cit. 
59 

Fels, A., "The Political Economy of Regulation" (1982) 5 UNSWL.J 29, 35. 
60 

Dale, A., "Derivatives Clearing Houses: The Regulatory Challenge" [1997) 2 JIBL 46, 
49; (various authors) "Controversy: Should We Regulate the Financial System?" J 
Econ, Vol. 106, No. 436, (May 1996), 677-707. 
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It has also been argued that market participants engage in 'rent-seeking' 

behaviour. That is, they in fact demand regulation when the marginal benefit of 

such regulation exceeds its marginal cost61
. 'Rent', in this context, is the 

supernormal profit that a firm can make when its market power is increased62
• 

Rent-seeking behaviour is inefficient, as it increases the cost to consumers. 

The foregoing discussion illustrates the difficulty of dissecting the question of 

whether futures should be regulated from more general questions relating to 

the financial markets, or in fact of any market. Whilst on balance it appears 

that a certain level of regulation is required to counter the inherent risks of the 

futures industry, it should be noted that there is risk in all business activities. 

Once the novelty of the industry has receded, the reasons for regulation much 

stricter than for other areas of business should become less pronounced. 

2.4.4 Clearing Houses 

In practice in a regulated market much of the burden of risk is shifted to the 

clearing house. Indeed this appears to have been the case for as long as 

futures have been traded63
. This section is intended to briefly acquaint the 

61 Stigler, The Citizen and the State: Essays on Regulation (1975); Posner "Taxation by 
Regulation" (Spring 1971) Bell J Econ 2; "Theories of Economic Regulation", (Autumn 
1974) Bell J Econ 5; Peltzman "Toward a More General Theory of Regulation" (August 
1976) Journal of Law and Economics 19, 211-240); cf. Gulp, loc. cit. 
62 Gulp, op. cit., 459. 
63 Markham, J.W., Commodities Regulation: Fraud, Manipulation, and Other Claims, 
{1997), 13B 
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reader with the basic concept of such a body. The effect of the clearing house 

on the Malaysian futures industry is examined at a later stage64
• 

Clearing houses relieve market participants of the burden of exposure, in 

particular to credit risk. The major role of a clearing house is to act as a seller 

for every buyer and a buyer for every seller, thus effectively operating as 

guarantor to all contracts entered into. Futures clearing houses differ from 

clearing associations in the banking, foreign exchange and securities markets. 

The major distinctions are that the latter do not generally "become legal 

parties to transactions, do not act as guarantors and do not act in a regulatory 

capacity"65
. 

2.4.5 Towards International Regulation 

Market participants and regulators have come to realise that there are cogent 

reasons for strengthening international regulatory ties. The three major 

initiatives taken so far are the Boca Raton Declaration, the Windsor 

Declaration and the agreements of the Futures Industry Association (FIA) 

Global Taskforce on Financial Integrity. 

The FIA Global Taskforce examined the structure and operation of 

international futures markets, focusing especially on the protection of assets, 

risk-management by both exchanges and clearing houses, the relationship 

64 Cf. infra, ch.9 . 
65 

Dale, R., "Derivatives Clearing Houses: The Regulatory Challenge" [1997) 2 JIBL 46, 
47. 

39 



between brokers and intermediaries with customers, and the communication 

of information by exchanges and clearing houses. The Taskforce made 

various recommendations66 providing general guidance to market participants, 

but did not publish definitive requirements, recognising that no one approach 

could be appropriate for all markets and participants. Nevertheless it has been 

argued that even some of these recommendations are 'extravagant', in 

particular number 24 which recommends an "attempt to harmonise conflicting 

bankruptcy regimes"67! 

The Taskforce subsequently formed sub-committees that were designed to 

implement the recommendations. One of the successes that occurred was the 

signing68 of the Boca Raton Declaration on Cooperation and Supervision of 

International Futures Markets and Clearing Organisations in March 1996. The 

declaration focuses on information-sharing between futures market regulators, 

increasing the scope for participation and ensuring that emergency contact 

lists are kept up to date. It was announced in Tokyo following a meeting of 

regulators from fifteen jurisdictions, including the Malaysian Securities 

Commission, and subsequently amended in March 1998 to address potential 

manipulative and other abusive conduct. 

66 
Futures Industry Association, Financial Integrity Recommendations for Futures and 

Options Markets and Market Participants, Washington D.C., June 1995. 
67 

Dale, R., "Derivatives Clearing Houses: The Regulatory Challenge" [1997] 2 JIBL 46, 
54. 
68 

By 14 regulators. 6 further signatories, including the Malaysian Securities 
Commission acceded later in 1997. In addition a Memorandum of Understanding and 
Agreement has been signed by 62 exchange and clearing organisations. 
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The Windsor Declaration was made by the regulators of sixteen different 

jurisdictions in May 1995. It provides measures for cooperation with regards to 

strengthening regulatory supervision, minimising systemic risk and enhancing 

customer protection. The declaration is being implemented by the International 

Organisation of Securities Commissions (IOSCO). This body also publishes 

regular reports aimed at both harmonising regulation69 as well as publicising 

the measures taken by each member jurisdiction. 

In addition, the Bank of International Settlements (BIS) 70 and IOSCO have 

issued a joint statemene1 resolving to work actively together towards the 

common goal of improving the quality of supervision worldwide and 

responding to financial market developments in a timely and effective manner. 

They list eight major principles to this end, foremost of which is that 

"cooperation and information flows among supervisory authorities should be 

as free as possible from impediments both nationally and internationally"72
• 

69 Eg. Legal and Regulatory Framework for Exchange Traded Derivatives , Emerging 
Markets Committee, lOS CO, (1996); Report on Co-operation between Market 
Authorities , IOSCO, (7 March 1996); Report on Default Procedures , IOSCO, (7 March 
1996); Report of the Technical Committee on Client Asset Protection, (August 1996); 
Guidance on Information Sharing, Report by Technical Committee of IOSCO, 
(November 1997) ; Objectives and Principles of Securities Regulation , Consultation 
Draft, (28 May 1998); Causes, Effects and Regulatory Implications of Financial and 
Economic Turbulence in Emerging Markets - Interim Report, IOSCO Emerging Markets 
Committee, (September 1998). 
70 Established 1930. 
71 

In Apri l 1996; cf. Framework for Supervisory Information about Derivatives and 
Trading Activities, Joint Report by the Basle Committee on Banking Supervision and 
the Technical Committee of the IOSCO, September 1998. 
72 

BASLE/IOSCO Joint Statement April 1996, p.6; the Basle Committee on Banking 
Supervision was established by the central bank governors of G 1 0 in 1975 following 
problems with Bankhaus Herstatt. The BIS provides the Committee's secretariat. 
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It can be seen that international cooperation is still at a very early stage of 

development. Harmonisation is not a practical target at present given the vast 

differences in legal systems, let alone regulatory systems, worldwide. Thus 

international regulation is still limited to vague terms such as 'guidelines', 

'frameworks' and 'declarations'. Further it may be argued that action taken so 

far focuses on detailed supervision rather than addressing the underlying 

problems73
. Such moves are still important however, at least in determining 

that a consensus exists, and that there is a realisation of the problems to 

address in order for the industry to operate safely. 

To this end it is salutary to note that in Malaysia the Securities Commission 

has been active in this field. The Commission recently signed an MOU with the 

Australian Securities and Investments Commission (ASIC) 74
, agreeing to 

formulate the exchange of information to enforce and ensure compliance with 

the securities and futures laws of the two countries. 

73 
Dale, R., "Derivatives Clearing Houses: The Regulatory Challenge" [1997) 2 JIBL 46, 

55. 
74 On 8111 July 1998. 
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3. Futures Contracts Defined 

" ... with definitions, we should remember that the longer way round 

is sometimes the shortest way out." 

- Michele M. Asprey1 

It is important to determine how the Malaysian law has defined the term 

'futures contract' in order to establish the scope of transactions subject to 

regulation by virtue of the Futures Industry Act 19932 ('the Act'). The definition 

is contained in s.3 and follows the Australian model now found in Chapter 8 of 

the Corporations Law3 ('the Australian law'). The definition comprises a list of 

agreements included within the term, as well as a list of those excluded. 

By way of contrast, in the United States there is no statutory definition of a 

futures contract4
. Institutional aspects thus serve to determine how a contract 

is to be regulated. The CFTC5 and the courts have identified four classic 

elements: first, they are standardised contracts, second they are offered to the 

general public, third , they are secured by margin and fourth the main reason 

1 Plain Language for Lawyers , (2nd Edn. , 1996), 113. 
2 As amended by the Futures Industry (Amendment) Act 1995 (Act A927) (w.e.f. 25 
November 1995 (P.U. (B) 547/95)); Futures Industry (Amendment and Consolidation) 
Act 1997 (Act A987) (w.e.f. 16 Apri l 1997 (P.U.(B) 131/97)) ; Futures Industry 
~Amendment) Act 1998 (Act A1042) (w.e.f. 1 November 1998 (P.U.(B) 449/98)) . 

S.72(1); it is far more detailed than the Singaporean definition in ss.2 and 2A Futures 
Trading Act 1986 (Singapore), as amended by s.3 Futures Trading (Amendment) Act 
1995 (Singapore). 
4 

Romano, R. , "A Thumbnail Sketch of Derivative Securities and their Regulation" 25 
Md LA 1, 25. 
5 Commodity Futures Trading Commission; ct. infra, pp.167-170. 
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they are traded is to shift price risk rather than to transfer the ownership of 

commodities6
. 

3.1 The 'Included' Transactions 

The four types of agreement named in the definition are eligible delivery 

agreements, adjustment agreements, futures options, and eligible exchange-

traded options. In addition provision has been made for agreements prescribed 

by the-Minister7 under the Act8
• It is necessary to examine each of the four 

nominal categories in view of the fact that they are "lengthy, convoluted and 

complicated" 9
. 

3.1.1 Eligible Delivery Agreement 

This is defined as: 

An agreement that is one of two or more standardised agreements the effect 

of which is that a person is under an obligation to make or accept delivery at a 

particular future time of a particular quantity of a particular instrument-

6 /n re Stovall, Com FLR (CCH) ~ 20,9411 (CFTC 1979). 
7 Of Finance (s.2 FIA 1993). 
8 Cf. infra, p.63. 
9 Corporate Affairs Commission (NSW) v Lombard Nash (No. 2} (1987) 11 ACLR 866, 
873 per Cohen J (in relation to the Futures Industry (NSW) Code which incorporated 
virtually identical definitions to the Malaysian Act), in addition he noted that this was 
"consistent with the current trend in legislation relating to financial and marketing 
matters". 
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(a) for a particular price; or 

(b) for a price to be calculated in a particular manner, 

whether or not-

(aa) the subject matter of the agreement is in existence; or 

(bb) the agreement is capable of being varied or discharged before 

that future time, 

and in respect of which it appears likely at the relevant time, having regard to 

all relevant circumstances, that-

(aaa) the obligation of the person in the short position to make 

delivery will be discharged except by the person making the 

delivery; 

(bbb) the obligation of the person in the long position to accept 

delivery will be discharged except by the person accepting 

delivery; or 

(ccc) the person in the short position, or long position, will assume 

an offsetting long position, or offsetting short position, as the 

case may be, under another agreement of the same kind; 

This definition is drawn from two separate definitions in s.9 of the Australian 

law, for 'commodity agreement' and 'eligible commodity agreement'. This is the 
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cause of the length of the Malaysian definition. Many of the 'building blocks' of 

the definition are further defined elsewhere in s.3 of the Act. It is necessary to 

dissect the statutory definition in order to comprehend its true meaning. 

It is in fact possible to break down the definition into four major elements. Thus 

an eligible delivery agreement must comprise of (i) an appropriate instrument, 

concerning which (ii) certain obligations have been undertaken by virtue of (iii) 

an agreement which will be (iv) discharged appropriately. 

Each of these key elements will be analysed in turn, and in doing so various 

other definitions will also be encountered. The term 'instrument' is defined in 

s.3 of the Act as: 

(a) anything that is capable of delivery under an agreement for its 

delivery; including a document creating or evidencing a thing in 

action; or 

(b) any other thing that is prescribed to be an instrument for the 

purposes of this Act. 

The definition follows that for the term 'commodity' under the Australian law, 

apart from the inclusion of Ministerial prescription in the former10
. If the 

Australian interpretation is to be followed, an instrument will include only a 

10 No 'other thing' has yet been prescribed. 
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"chose in possession and not a chose in action"11
, for a "document creating or 

evidencing a thing in action" 12 is not itself a thing (chose) in action. For this 

reason in Australia it has been held that the parallel term includes foreign 

currenc/ 3
, but not shares14

, as the latter are choses in action15
• Neither are 

share certificates included, as will be shown later. 

It is useful at this stage to note paragraph (aa) of the definition of an eligible 

delivery agreement. This widens the scope of an instrument in order, it is 

submitted, to prevent avoidance of the definition on a mere technicality. Thus 

the instrument, being the subject-matter of the agreement, does not 

necessarily need to exist. This would appear to be referring to situations such 

as where a particular commodity has been destroyed or perished, or where it 

only comes into existence subsequent to an agreement being entered into, for 

example in the case of a long-term agreement for a fast-growing crop. 

It is instructive to examine the dictionary definition of the term 'instrument', for it 

was the dictionary definition that contributed to the finding that the term 

'commodity' referred to physical property16
• The dictionary definitions of the 

11 Sydney Futures Exchange Limited v Australian Stock Exchange Limited and 
Australian Securities Commission (Intervener) (1995) 13 ACLC 369, 411 per Lindgren 
J., (hereafter SFE v ASX). 
12 1bid. 
13 Shoreline Currencies, op. cit., at 855 per Lee J. 
14 SFE v ASX (1994) 12 ACLC 1015, 1028 per Sackville J.; (1995) 13 ACLC 358, 386 
~er Lockhart J., 396 per Gummow J., 411 per Lindgren J. 
5 This has been criticised, it being argued that reference in the definition to documents 

"creating or evidencing" a thing in action is in fact legislative shorthand for "non
physical items"; Currie, J., and J. Lonie, "LEPOs: Claytons futures contracts are 
"securities"" (1995) 6 JBFLP 133, 138. 
16 SFE v ASX (1995) 13 ACLC 358, 385 per Lockhart J., 410 per Lindgren J. 
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term 'instrument' refer to "anything used as an aid in doing physical work; tool, 

implement; (leg.) document, deed"17 and "a person or thing made use of; (Law) 

a formal or written document, as a promissory note, contract, grant, deed 

etc.''18 It is thus apparent that the word is in no way consanguineous with that 

of 'commodity'. 

The second element of the definition involves the term 'obligation'. This term is 

not defined in the Act. It appears as if it is only necessary for the appropriate 

obligation to apply to one of the parties to the agreement19
• The requisite 

obligation is to "make or accept delivery" of an instrument. In Australia this has 

been narrowly defined as referring to the "voluntary transfer of physical 

possession"20
, "in the sense of the physical delivery of tangible property or 

possibly a document evidencing title to the property" 21
. This necessarily 

involved "the transfer of legal title"22 and as such excluded shares from its 

ambit23
• 

The obligation must be to make or accept delivery at a 'particular future time'. 

This includes24 a nominated day, a series of days, a specified period of time or 

17 The Penguin Concise English Dictionary (1991 ). 
18 Collins English Dictionary (1972). 
19 

Cf. Contra, Hains, M.G., "The Two-Sided Nature of a Futures Contract: Its Meaning 
and Relevance to OTC Derivatives" (1997) 8 JBFLP 185, 208. 
20 SFE v ASX (1995) 13 ACLC 358, 411 per Lindgren J.; prior to this decision Currie 
had suggested a more flexible approach, Currie, J.S., Australian Futures Regulation, 
~1994), 55, n.57. 

1 SFE v ASX (1995) 13 ACLC 358, 385 per Lockhart J. 
22 SFE v ASX (1995) 13 ACLC 358, 386 per Lockhart J. 
23 As legal title is only achieved upon registration. 
24 Halsbury's Laws of Australia at 231,024 [120-19085] . 
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an "event"25
, including the "closing of a trade"26

• With reference to an option it 

has been held in Australia that the mere fact that an obligation "may" arise is 

insufficient ·and also that the delivery obligation is "immediate, not future"27
, and 

as such options fall outside of the definition. 

Further, the delivery obligation must be for the price28
• Thus a transaction 

involving 'transfer of title' for the price would be excluded. In this way an 

obligation to deliver a share certificate29 has been excluded from the definition. 

Essentially the rationale is that although shares cannot be delivered, share 

certificates can30
, however the price paid is for the shares themselves, not the 

certificates. This has been criticised as undermining the "legislative policy"31 of 

including chases in action within the definition of the term 'commodity' (or 

'instrument' in Malaysia). It is submitted that such criticism is even more 

poignant in Malaysia as the dictionary definition32 of 'instrument' includes within 

its terms promissory notes33 which are themselves 'chases in action'. 

The Australian Corporations Law34 uses the phrase 'Chapter 8 obligation' 

rather than merely the term 'obligation', the former being defined as "an 

25 Carragreen Currency Corporation Pty Ltd v Corporate Affairs Commission (NSW) 
~1986) 11 ACLR 298, 309 per Hodgson J. 

6 Corporate Affairs Commission(NSW) v Romy & Brother Holdings Pty Ltd (1987) 12 
ACLR 289, 293. 
27SFE v ASX (1995) 13 ACLC 358, 397 per Gummow J. 
28 Paragraphs (a) and (b) of the definition. 
29 SFE v ASX (1995) 13 ACLC 358, 421 per Lindgren J; 396 per Guml1;)ow J. 
30 

This argument is now redundant in both Malaysia and Australia where trading in 
shares is now scrip less .. 
31 

Currie and Lonie, op. cit., 138. 
32 

Eg. The Oxford Encyclopaedic English Dictionary, "a formal, esp. legal document". 
33 c f. supra, p.48. 
34 S.55(1). 
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obligation or right, as the case may be, whether or not enforceable at law or in 

equity". This has been dubbed an "anti-avoidance" mechanism, making all 

recognised obligations enforceable35
. The omission of such a broad definition 

of "obligations" in Malaysia is however of little consequence for, in this context, 

obligations are only important as components of an agreement, and as will be 

seen shortly, the term 'agreement' is defined in similarly broad terms both in 

Malaysia and Australia. 

However, it has been found that the term, despite extending to moral 

obligations, does not extend to "economic imperatives"36
• In SFE v ASX & ASC 

(lntervenerl7 Lindgren J. held that "an obligation ... must "bind" or "burden" one 

party in favour of another" as opposed to being a mere "compulsion to act out 

of self interesf'38
. Therefore the taker of a low exercise price option (LEPO) 

was not 'obliged' to exercise it, even though he might usually do so. This 

moral/economic dichotomy has been criticised as redundant by virtue of the 

definition leading to the enforcement of otherwise unenforceable obligations39
• 

On balance it is submitted that the better view is that of the court. Hains makes 

a fundamental error when he states that "[t]he very notion of not being 

enforceable in law or equity dispenses with the need to bind or burden"40
, as 

35 Hains, M.G., op. cit., 192. 
36 Per Gummow J. at 398, endorsing the decision of Sackville J. in this respect, (1994) 
12ACLC 1015,1031. 
37 (1995) 13 ACLC 358. 
38 SFE v ASX (1995) 13 ACLC 358, 419; also Gum mow J. at 398. 
39 Hains, op. cit., 200; also criticised by Currie and Lonie, op. cit., 141. 
40 Lac. cit. 
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the very question of enforceability of an obligation presupposes the existence 

of an obligation, and it is this that requires binding or burdening. Just because 

obligations "not enforceable at law or in equity" are included within the 

definition of a Chapter 8 obligation does not necessarily mean that the 

meaning of 'obligation' has been extended to the least commitment. 

The meaning of 'obligation' has been found to extend to conditional 

obligations4 1
, thus enabling it to extend to options. This position has however 

been -argued to be wrong42 and it has recently been held that due to the 

evolution of the legislation43 "[a]n option is foreign to it''44
• It is submitted that 

this is the better view. Indeed, Hodgson J. in extending the definition to 

conditional obligations drew on the definition of the term 'Chapter 8 agreement' 

which extends to 'a proposed agreement' in order to justify this conclusion45
• 

This meaning is however not included in the Malaysian definition of the term 

'agreement' which is in pari materia with the definition of 'relevant agreement' 

in the Australian Corporations Law. The restriction of the Malaysian definition 

of the term to merely one aspect of a 'Chapter 8 agreement'46 would appear to 

justify the conclusion that this omission was deliberate, thus negating such an 

41 Carragreen (1986) 11 ACLR 298, 308 per Hodgson J.; note the reservations of 
Sackville J. in SFE v ASX (1994) 12 ACLC 1015, 1028 (based on the theoretical 
consequence that all stock-exchange traded options would, contrary to Parliamentary 
intention, be required to be traded on futures exchanges). 
42 Hains, op. cit., 197. 
43 From the original definition of 'forward contract'. 
44 SFE v ASX (1995) 13 ACLC 369, 420 per Lindgren J. 
45 Carragreen (1986) 11 ACLR 298, 308; definition found in s.5(2)(a)(l) Futures 
Industry Code (Australia), now found in s.72(2)(a) and s.9 Corporations Law (Australia) 
under paragraph (b) of the definition of 'agreement'. 
46 Which includes "(a) a relevant agreement; (b) a proposed relevant agreement; (c) a 
relevant agreement as varied , or as proposed to be varied .. 0" (so9) 0 
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argument in the Malaysian context. 

It is submitted that the lack of any definition of the term 'obligation' in Malaysia 

limits the scope of the term, for, as shown above, the definition in Australia of a 

'Chapter 8 obligation' has an expansive effect. As such the author's argument, 

in line with the Federal Court of Australia in SFE v ASX, that the term should 

not extend to economic imperatives, is strengthened in this country. 

The third element of the definition is that of 'agreement'. This means an 

agreement, arrangement or understanding whether formal or informal or partly 

formal and partly informal, written or oral, or partly written and partly oral, and 

whether or not having legal or equitable force and whether or not based on 

legal or equitable rights47
. As previously mentioned this follows the definition of 

'relevant agreement' rather than of 'Chapter 8 agreement' in the Australian 

Corporations Law. This seems anomalous as the former applies to securities, 

and the latter to futures. 

It is apparent that the ambit of this meaning is extremely wide. It is far wider 

than the common conception of a contract, in that there is no stipulation as to 

intention or consensus ad idem. In practice the many minor and informal 

communications that might fall within such wording will be excluded by the 

term 'standardised agreement' and subsequent terms. This style of drafting, 

whereby initially broad categories are subsequently narrowed appears to run 

47 8.3 FIA 1993. 
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throughout the statutory definitions of the Act. 

Unlike the Australian legislation, where the term 'standardised agreement' is 

defined, the only clue as to its meaning in Malaysian law is that standardisation 

must extend to at least two such agreements48
• The Australian definition states 

that such agreements must be "of the same kind". Lee J. in Shoreline 

Currencies (Aust) Pty Ltd v Corporate Affairs Commission (NSW} 49 stated that 

in order to be "of the same kind" it was not necessary that the agreements be 

between the same parties. Nor does it matter that agreements are partly oral50
, 

or that a series of agreements contains different terms, so long as the 

agreements are "substantially the same and refer to the same type or nature of 

transaction"51
• 

The definition of 'eligible delivery agreement' thus far follows that of 

'commodity agreement' under the Australian Corporations Law. It continues by 

following the separate definition under the Australian law for the term 'eligible 

commodity agreement', specifying further criteria, which were earlier classified 

as those relating to the discharge of an agreement52
, that must be satisfied for 

a transaction to fall within the wider definition. 

It must be objectively53 likely that the delivery obligation will be satisfied in 

some other way than by delivery itself. This necessarily excludes transactions 

48 From the definition of eligible delivery agreement. 
49 (1986) 10 ACLR 847; nb. Lindgren J. disagreed in SFE v ASX (1995) 13 ACLC 369, 
420. 
50 GAG (NSW) v Lombard Nash (1986) 11 ACLR 566, 569 per Young J . 
51 Ibid. 
52 Cf. supra, p.46. 
53 Currie, op. cit., 38. 
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involving forward agreements for physical delivery54
, for example of palm oil , 

rubber, or tin55
, which might otherwise be caught by futures regulation. 

The effect of the necessity for an agreement to fall within subsections (aaa) to 

(ccc) seems to highlight the anomalous interpretation of the term 'delivery'. It is 

submitted that it is futile to insist that delivery must involve the "voluntary 

transfer of physical possession"56
, only later to state that eligible agreements 

must be likely to be discharged otherwise57 than by delivery. It appears that the 

Federal Court of Australia overlooked this anomaly in order to attempt to fulfil 

the presumed parliamentary intention to exclude options on shares from the 

scope of futures regulation58
• 

The situation can be stated thus: a party must be under an obligation to 

transfer physical possession or accept such transfef9
, but must discharge 

such obligation otherwise than by transferring or accepting p)1ysical 

possession. This is, however, to some extent justified in the Australian context 

as the separation of the definition of the terms 'commodity agreement' and 

'eligible commodity agreement' allowed the Federal Court of Australia to avoid 

54 Nb. Most bulk commodities contracts are for delivery within a period of days, as 
immediate delivery would be practically impossible, eg. Crude palm oil contracts are 
usually for delivery within one month, although different periods can be negotiated. 
However, even 'prompt' contracts are for delivery within a few days. 
55 Thus the transactions effected on the Kuala Lumpur Tin Market (KL TM) are 
excluded. 
56 SFE v ASX (1995) 13 ACLC 369, 411, per Lindgren J. 
57 The author has used the Australian word as opposed to the Malaysian 'except' 
which is linguistically more confusing. 
58 SFE v ASX (1995) 13 ACLC 369, 385 per Lockhart J., and 410-411 and 420 per 
Lindgren J. 
59 See also the judgement of Young J. in CAC (NSW) v Lombard Nash {1987) 11 
ACLR 566, 569 (ie. Not a bet made on the relative price of a commodity). 
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in-depth examination of the latter term, by excluding the contested share 

options from the definition of the former term. This separation does not exist in 

the Malaysian definition. It is thus submitted that the interpretation of the term 

'delivery' under the Futures Industry Act 1993 as amended might be tempered 

to accommodate this. 

In determining the satisfaction of these criteria (aaa) to (ccc) regard should be 

had to the 'relevant circumstances', including the provisions of any agreement, 

the rules and practices of any market and the manner in which parties to the 

agreement are generally discharged. Such circumstances are to be considered 

at the 'relevant time', meaning the time when the agreement is entered into or 

the time that any agreement becomes a delivery agreement60
. 

The breadth of the overall definition of 'eligible delivery agreement' may be 

illustrated with the following examples. In Australia agreements involving 

foreign exchange have been found to fall within the definition of the equivalent 

term61
, and it has been stated that the definition was also drafted to include 

deliverable futures contracts based on ninety-day bank-accepted bills of 

exchange62
. The earlier inclusion of options over commodities has however 

been deemed to be wrong63
. Options on shares have been excluded. However, 

60 S.3 FIA 1993. 
61 Shoreline Currencies (Aust) Pty Ltd v Corporate Affairs Commission (NSW) (1986) 4 
ACLC 686; followed on this point in Carragreen Currency Corp. Pty Ltd v Corporate 
Affairs Commission of New South Wales (1987) 11 ACLR 298, 306. 
62 Hains, M.G., letter published in (1988) Co & Sec LJ 141. 
63 Per Gummow and Lindgren JJ. in SFE v ASX & ASC (1995) 13 ACLC 369, 399 and 
420; not following Carragreen Currency Corporation Pty Ltd v Corporate Affairs 
Commission of New South Wales (1987) 5 ACLC 148. 
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for the reasons stated above it is arguable that this latter decision might not be 

followed in Malaysia, although perhaps the policy considerations might be the 

same. 

The definition would seem to accommodate the inclusion of Crude Palm Oil 

Futures contracts traded on the KLCE, certainly since the enactment of the 

Futures Industry (Amendment and Consolidation) Act 199764
• These contracts 

can be settled by physical delivery, although usually they are settled for cash65
• 

In addition, by virtue of paragraph (ccc) of the definition, 'repo' contracts would 

also be included as futures contracts. 'Repo' contracts are agreements to sell 

an instrument and to repurchase it from the buyer at a later date66
. Likewise if, 

as argued above, agreements involving shares were to be found to fall within 

the scope of the definition, then transactions such as those in issue in HA 

Securities Sdn Bhd v Ng Kong Yeam67
, where one party agreed to buy shares 

on the condition that the other party would resell them to former at the same 

price if a specified event did not occur, would also fall within the definition68
. 

64 By s.14 this repealed the Commodities Trading Act 1985 and brought the Malaysian 
commodities futures market under the same regulatory system as that for financial 
futures. 
65 In practice less than 1% are settled by physical delivery. 
66 'Reverse repos' are agreements to buy now and sell back later. These agreements 
allow flexible short-term financing; see generally Markham, J.W., Commodities 
Regulation: Fraud, Manipulation and Other Claims (1997), 27-24.1 § 24.1. 
67 [1993] 3 MLJ 489. 
68 Should share futures be introduced on KLOFFE, merger and acquisition laws might 
need to be amended, depending on whether they are cash/physical settled (Ansell, S. 
"The Application of Equity Derivatives in Mergers and Acquisitions" (1997) 15 Co & 
Sec LJ 218). 
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3.1.2 Adjustment Agreement 

This definition is designed to include those contracts commonly referred to as 

'contracts for differences'69
. The definition is particularly important in the 

Malaysian context in that it appears to cover both of the financial futures 

contracts traded here, namely: 3-Month KLIBOR contracts on COMMEX 

Malaysia and KLCI futures on KLOFFE. 

The term is defined in s.3 as being: 

"One of two or more standardised agreements the effect of which is that -

(a) a particular person will either be under an obligation to pay, or will 

have a right to receive an amount of money depending on a state of 

affairs existing at a particular future time including, without prejudice to 

the generality of the foregoing, a state of affairs that relates to 

fluctuations in the value or price of an instrument or other property, or 

in the numerical level of an index, an interest rate or other factor; and 

(b) the amount of money will be calculated in a particular manner by 

reference to that state of affairs, 

whether or not the agreement is capable of being varied or discharged 

before that future time;" 

69 See in particular Sch.1 Financial Services Act 1986 (UK), City Index Ltd v Leslie 
[1992] 1 QB 98 and City Index Ltd v Morhad Sadri, unreported, (21 October 1991, 
QBD) and Futures Trading Act 1986 (Singapore) , s.2. 
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The most contentious phrase in this definition is that of "will either be under an 

obligation to pay or will have a right to receive" an amount of money. Hodgson 

J. in Carragreen70 interpreted the phrase narrowly to mean that a person was 

required to be subject to both in order to fall under the definition, basing this on 

an analysis of the term "bought position" (in pari materia with the definition of 

the term "long position" in the Act) which uses the conjunction "and" rather than 

the disjunction "or". 

This interpretation has been criticised71 in that the term "bought position" has 

no application to the definition of "adjustment agreement". Nevertheless, whilst 

this is strictly true, the definition of "bought position" explicitly refers to the 

position of a person in relation to an "adjustment agreement". It is however 

submitted that as the two definitions are in this respect irreconcilable, the latter 

should prevail as it is this that is directly in issue. 

Options appear to be excluded from the definition of "adjustment agreemenf'72
, 

as a party has a right to receive money in certain circumstances, but no 

obligation to pay money in others. Exclusion is in line with the parliamentary 

intention as found in SFE v ASX73
. The lacuna thus does not seem anomalous. 

70 11 ACLR 298, 311 ; followed by Young J in GAG (NSW) v Lombard Nash 11 ACLR 
566, 569. 
71 

Currie,J., op. cit. , 40, n.61, citing Hains, M.G., letter published in (1988) Co & Sec L.J 
141. 
72 

Hodgson J's reasoning was affirmed in Lombard Nash (No.2} (1987) 5 ACLC 148 by 
Cohen J. 
73 (1995) 13 ACLC 369. 
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The aforementioned obligation or right must depend on an ascertainable time 

and determining factor. This factor will be either "the numerical level of an 

index", thus encompassing KLOFFE contracts based on the KL Composite 

Index (KLCI) or "an interest rate" covering COMMEX Malaysia 3-month 

KLIBOR contracts. 

In addition, the amount of money that "a particular person will either be under 

an obligation to pay, or will have a right to receive" under the relevant 

Malaysian contracts will indeed be calculated in "a particular manner by 

reference to " (the aforementioned) "state of affairs" in line with subsection (b) 

of the definition. 

It is interesting to note that certain financial products, already being traded in 

other jurisdictions would strictly fall outside the definition of an adjustment 

agreement. Amongst the most innovative are Index Participation Products 

(IPs). Such contracts are based on the current value of an index. They are of 

infinite duration, and allow for a cash 'dividend' payment to be made to the 

holder every quarter. 

As there is no delivery element, IPs would not fall to be classified as Eligible 

Delivery Agreements, neither could they be classified as Futures Options or 

Eligible Exchange Traded Options (EETOs) as they are not options. IPs do 

have a certain affinity to the definition of an Adjustment Agreement, but, in line 

with Hodgson J . 's argument above, they will fall outside the definition. This is 

because despite the contract holder having "a right to receive an amount of 
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money depending on a state of affairs existing at a particular future time" there 

will be no "obligation to pay". 

Thus strictly IPs will not be classified as futures contracts. It is submitted that 

this is a serious shortcoming of the Futures Industry Act (FIA) 1993. However 

such a problem is not without precedent. In the US the CFTC, CME and CBOT 

found IPs to be futures contracts, whilst the SEC held them to be securities. 

The matter was later resolved by Judge Easterbrook who found them to be 

futures-contracts despite not constituting bilateral obligations74
• 

Similar problems would arise with Call Warrants on foreign indices. These are 

underwritten by independent issuers. Put warrants give a right to receive the 

decline in value below the strike price. Calls give the right to any increase 

above the strike price. Judge Easterbrook illustrated such situations 

graphically by saying that the court "must decide whether tetrahedrons belong 

in square or round holes"75
• The FIA 1993 ultimately deals with such problems 

in s.2B which allows the Minister to "prescribe any agreement or class of 

agreements to be a futures contract"76
. 

3.1.3 Futures Option 

This is succinctly defined to mean: 

74 CME 883 F.2d. 
75 CME 883 F.2d, 539. 
76 Cf. infra, p.63. 
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"an option or right to assume, at a stated price or value and within a 

stated period, a long position, in relation to a futures contract." 

This definition extends beyond the market conception of an option on a 

future77
, if the Australian definition of the term "(Chapter 8) right" is followed (no 

definition being provided in the Malaysian context). Such a "right" is defined78 

as existing whether or not it is enforceable at law or in equity. 

The Malaysian definition of "futures option" appears broader than the 

Australian, in that the latter may only exist "in relation to an eligible commodity 

agreement or ... an adjustment agreement", whereas the former refers to a 

"futures contract". This would thus allow an "option" on an "option". This 

difference is however superficial as a "futures option" on a "futures option" is 

unlikely to come into existence! One difficulty that does emerge however is to 

determine the precise legal nature of an option79
• 

3.1.4 Eligible Exchange-Traded Option (EETO) 

"a contract that is entered into on a futures market of an exchange 

company under which a party acquires from another party an option or 

right, exercisable at or before a stated time-

77 According to Halsbury's Laws of Australia, this appears to be intentional: 120-19100, 
~- 231,026. 

8 Corporations Law (Australia), s.55. 
79 The preferred view appears to be that it is a conditional contract as opposed to an 
irrevocable offer: Laybutt v Amoco Australia Pty Ltd (197 4) 132 CLR 57, per Gibbs J. 
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(a) to buy from, or sell to, that other party a stated quantity of a named 

instrument at a price stated in, or to be determined in accordance with, the 

contract; or 

(b) to be paid by that other party, at the time when the option or right is 

exercised, an amount of money to be determined by reference to a state 

of affairs that relates to fluctuations in the value or price of an instrument 

or other property, or in the numerical level of an index, an interest rate or 

other factor;" 

The limitation in the foregoing definition to contracts entered into "on a futures 

market" appears to endorse the view of the Federal Court of Australia that 

Parliament intended to leave options on individual shares (which have been 

traded on stock markets in other jurisdictions for a considerable time) 

unaffected by the Futures Legislation80
. The principle noscitur a sociis, and in 

particular that of expressio unius est exclusio alterius, would seem to endorse 

their finding. It would be a fallacy that such contracts might alternatively fall 

under the definition "eligible commodity agreement" when the legislation 

expressly deals with "eligible exchange-traded options". 

KLOFFE's latest proposal for a new product, the KLCI Option, would be 

included in the definition of a "futures contract" under the Act by virtue of being 

an "eligible exchange-traded option". 

80 SFE v ASX (1995) 13 ACLC 369, 417. 
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3.1.5 Prescribed Agreements 

Finally, an additional group of contracts also fall within the definition of a 

futures contract. These are namely agreements "prescribed to be a futures 

contract under s.28"81
• Section 28 itself states that the Minister may prescribe 

any agreement or class of agreements as a futures contract, although he must 

give reasonable notice to do so if parties will be affected by such an order82
. To 

date no such orders have been made. There is a trade-off between the 

relevance and the reliability of the overall definition. Investors and 

professionals prefer relevance83
. This category thus seems appropriate to 

ensure that the law keeps pace with the market. 

3.1.6 Effect of Definitions 

These comprehensive definitions constitute a marked improvement from the 

initial definition of the term 'futures contract' that existed prior to the 

amendments introduced by the Futures Industry (Amendment) Act 199584
. The 

former definitions were so narrow that only contracts related to an exchange 

fell within the definition, thus effectively preventing the regulation of 

unassociated off-market contracts, and they also did not precisely exclude 

forward contracts from their scope. 

81 Paragraph (b) of the definition. 
82 S.2B(2) FIA 1993. 
83 Waitzer, E.J., "The Balance Between Effective and Intrusive Rules" (February 27 
1997) I nt Sec Reg Rpt, 15. 
84 (Act A927) . 
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However, the current definitions are by no means perfect, particularly if one 

accounts for future developments in the industry. Firstly so-called 'exchange 

for physical' transactions (EFPs) which occur when parties both "agree to 

exchange a commodity or financial instrument . . . and then simultaneously 

agree to also take an equal and opposite futures hedge"85 may on a literal 

interpretation fall within the definitions of eligible delivery agreement or 

adjustment agreement. This is technically a serious deficiency as such 

transactions are off-market, and would thus, if construed as futures contracts, 

be in breach of s.80 FIA 199386
• This highlights the differences that still remain 

between market regulation and market practice. Such a result could only be 

avoided if, rather circuitously, the EFP was judicially considered to be a single 

transaction, rather than separate physical and futures transactions. As such it 

is submitted that the Minister should prescribe such agreements not to be 

futures contracts by virtue of paragraph (bb) of the definition87
. 

Secondly it is possible to design products that fall outside of the statutory term 

"futures contract", despite such a product having an equal need to be 

regulated. The most obvious example would be an option. It has been shown 

that options are excluded from the definition of "adjustment agreemenf'. It has 

also been shown that a contract which has no delivery obligation, and can be 

settled only for cash will be excluded from the definition of "eligible delivery 

85 MME Leaflet, Exchange of Futures for Physicals , (1998). 
86 Cf. infra, pp. 310-315. 
87 Cf. infra, pp. 68-69. 
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agreement". An option with obligatory cash settlement is thus excluded88
. So 

long as such a contract is not entered into on a futures market and is not in 

relation to a futures contract then it will fall outside of all four categories. 

In addition it might be possible for a contract to constitute more than one of the 

four nominal types of included transactions. This was found to be the case in 

Shoreline Currencies89
, where 'leveraged foreign currency contracts' were held 

to be both eligible commodity agreements90 and adjustment agreements. 

A further problem is the relationship between futures contracts and securities. 

The latter is now defined in s.2 Securities Commission Act 1993 to include 

"debentures, stocks and shares in a public company ... and ... any right or 

option in respect thereof". This is in similar terms to the definition of 'securities' 

in s.92(1) of the Corporations Law (Australia), except that the latter additionally 

contains the words "but does not include a futures contract". Even with these 

salient words judicial opinion in Australia is divided as to whether the two 

categories are mutually exclusive. 

In SFE v ASX & ASC (lntervener/1 Gummow J. foresaw that it would be 

possible for a 'dealing' to fall within both definitions, even suggesting this to be 

the case for options over certificated shares. In such a case he was of the 

86 O'Sullivan, John. "Derivatives- A Survey of the Law and Practice" (1994) JBFLP 89, 
94. 
69 Shoreline Currencies (Aust) Pty Ltd v Corporate Affairs Commission of New South 
Wales (1986) 4 ACLC 686; noted (1987) Co & Sec LJ 122. 
90 The Australian equivalent to eligible delivery agreement. 
91 (1995) 13 ACLC 369. 
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opinion that both regulatory regimes would apply92
. Lindgren J. on the other 

hand was certain that the two were indeed "mutually exclusive"93
. 

The Malaysian definition of securities includes no such negative reference to 

futures contracts. In the aforementioned case Lindgren J . dealt with such a 

legislative eventuality stating that the two definitions were nevertheless non-

overlapping. He suggested that "[e]xclusionary words are sometimes used for 

more abundant precaution and to put beyond legal doubt that two things are 

indeed mutually exclusive"94
. 

It is submitted that this view is correct. As noted by Currie and Lonie95
, if this 

were not the case it would lead to brokers requiring to be licensed as both 

futures and securities brokers, and for an exchange to equally gain dual 

approval96
. The cost of such a proposition would be prohibitive and 

unnecessarily handicap the development of the Malaysian futures industry. In 

addition problems could result from the application of insider dealing laws97
. 

One set of regulation is sufficient. 

The stock index futures contract traded on KLOFFE does not however fall 

within the definition of 'securities' as the contract is based on the value of the 

92 ld. , at 393. 
93 ld., at 407; approved by Currie and Lonie, op. cit., at 135 and Hains, M.G. , "The 
Two-Sided Nature of a Futures Contract: Its Meaning and Relevance to OTC 
Derivatives" [1997] 8 JBFLP 185, 194. 
94 Ibid. 
95 Loc. cit. 
96 Nb. s.7 Securities Industry Act 1983. 
97 Cf. infra, pp.354-362. 
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index and no rights are obtained over the underlying shares. It is likely that a 

similar argument would apply with regards to a stock index option contract, if 

one is finally introduced. More problematic, however, is the situation of share 

option contracts and share futures contracts. 

These, although not yet introduced, are fully described in the KLOFFE 

Business Rules, with a view to introduction in the future98
• The former, if 

exercised, will result in delivery of the underlying shares,99 the latter will be 

settled for cash 100 based on the shares in a particular company on an 

underlying market (undoubtedly the KLSE). In the case of the former it is 

apparent, and with regards to the latter it may be argued, that as such these 

amount to options in respect of shares in a public company. They would thus 

fall within the definition of securities, as well as constituting futures contracts by 

virtue of being eligible exchange-traded options (EETOs). 

Problems of this nature would be avoided were a more harmonised regulatory 

system established in Malaysia, following more closely the British model, rather 

than that of Australia. The former focuses on the regulation of 'investments', 

including both securities and futures, the word being defined to a large extent 

in functional rather than characteristic terms101
• 

98 
KLOFFE Business Rules 800 et. seq. and 1100 et. seq. 

99 KLOFFE Business Rule 807.2. 
100 KLOFFE Business Rule 1105. 
101 

See in particular Financial Services Act 1986 (UK), Sch.1; cf. infra, p.170. 
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Finally it should be noted that the standardisation of contracts implicit under 

the Malaysian futures legislation has various implications. First it cuts the cost 

of negotiating non-price terms and also reduces, as a corollary, enforcement 

costs. Second, it reduces the costs of a principal (ie. broker) monitoring his 

agent (ie. representative). Third, as they are perfect substitutes, or fungible , 

they become nearly as liquid as cash itself. However they are not so effective 

for hedging, but many hedgers in fact "prefer a 'poor' hedge that is cheap to a 

more perfect hedge that is relatively expensive"102 

3.2 The Excluded Transactions 

Four types of transaction authorised by Bank Negara are specifically excluded 

from being construed a 'futures contract': currency swaps, interest rate swaps, 

forward exchange rate contracts and forward interest rate contracts. One of the 

parties to these Over-the-Counter (OTC) contracts must however be a 

'licensed institution '103
, in line with the equivalent definition in Australia 

requiring one party to be an Australian bank or merchant bank104
. The four 

specified. types of transaction are themselves left undefined in order to allow 

for future market developments 105
. This flexibility is further provided by 

subsections (bb) and (cc) of the definition, allowing agreements to be 

102 Veljanovski, C., "Organised Futures Contracting" (1985) 5 lnt R L & Econ 25. 
103 Defined by s.6(4) Banking and Financial Institutions Act 1989 (Act 372) to mean 
"Banking, Finance Company, Merchant Banking, Discount Houses or Money-Braking 
Businesses". 
104 S.72 Corporations Law (Australia). 
105 c . 't 4 ume, op. Cl ., 4. 
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prescribed not to be futures contracts, or not to be traded on a futures 

Bank Negara is empowered by s.116(1) (a) (iii) Banking and Financial 

Institutions Act (BAFIA) 1989107 to issue regulations regarding "the issuance or 

acquisition, holding or disposal of derivative instruments by a licensed 

institution". The term 'derivative instrument' is defined as "an instrument the 

value of which depends upon the value of underlying indices or assets such as 

currencies, securities, commodities or other derivative instruments and 

includes a derivative financial instrument and a commodity derivative 

instrument"108
• It is thus apparent that this definition is wide enough to 

encompass both 'futures contracts' and 'excluded transactions' within the terms 

of the Futures Industry Act (FIA) 1993. 

As such various guidelines concerning authorisation have been issued by the 

bank with regards to the trading of derivatives by financial institutions under its 

control. Commercial Banks and Tier-1 merchant banks may trade in interest

rate and currency-related derivatives 109
, whilst trading in equity-based 

derivatives is limited to Tier-1 banks 110
• However, no commodity-linked 

derivatives may be traded111
. The banks must satisfy certain levels of 

106 So far this has not been done. 
107 Act 372. 
108 ld., s.2(7)(a). 
109 Bank Negara, Minimum Standards on Risk Management Practices for Derivatives, 
f26 July 1996), para. 6. 
t10 ld ., para. 3. 
111 ld ., para. 6. 
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understanding at management level in order to be granted approval. Products 

may only be offered to hedgers, the onus being on the individual bank to be 

fully satisfied of the client's underling interest112
. Various restrictions were 

however introduced for OTC currency swaps in 199711 3 following perceived 

speculation on the Ringgit. 

It has been suggested in the Australian context11 4
, that it has been left unclear 

whether options over excluded transactions might still fall within the definition 

of 'futures contract'. Such a fear seems absolutely unwarranted in the 

Malaysian context in the light of the differing definition of the term 'futures 

option' under the FIA 1993. It will be remembered that this refers to options in 

relation to a "futures contract" in contrast to an "eligible commodity 

agreement ... or ... an adjustment agreement". As the four nominal categories 

previously listed are expressly excluded from being 'future contracts' any 

semantic argument seems redundant. 

It should be noted that the trading of derivatives which are neither 'futures 

contracts' nor one of the four 'excluded' transactions will not automatically lead 

to a breach of any provisions of the FIA 1993 by a bank. Firstly, this is because 

only a facility on which contracts are "regularly traded" will be a futures 

market115
• Secondly a party to such an agreement will be trading for itself, and 

112 ld., para. 2(c). 
113 Securities Commission Annual Report 1997, 33; it appears this was done "without 
formally announcing a policy change" (Rhode, W., "Bank Negara Clamps Down on 
Local Ringgit Cross-Currency Swaps", Derivatives Week, 14 April 1997, 1, 12). 
114 Currie, .op. cit. , 45-48. 
115 Definition of "futures market", s.2 FIA 1993; cf. infra, p.1 02. 
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thus not constitute a futures braking business116
• Finally the bank would not be 

conducting a futures advice business as it would be "acting for or by 

arrangement with" the counterparty.117 

In conclusion it is submitted that the most important aspect of the definition of a 

futures contract is that it provides a level of certainty as to whether or not a 

particular agreement is governed by the futures legislation. However such 

success may itself be criticised, particularly with regards to agreements 

'prescribed' to be futures contracts, in that it involves "an unhealthy level of 

'administrative guidance'" 118
. 

116 Definition of "futures braking business", s.2 FIA 1993; cf. infra, ch. 7.2. 
117 

Definition of "futures advice business", s.2 FIA 1993; cf. infra, ch. 7.2. 
118 Ryland, M., "Derivatives Regulation: The International Aspect" (1994) JBFLP 173, 
180. 
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4. The Legal Nature of Futures Contracts 

"futures ... are a last frontier of large earnings from a small stake" 

- T.A. Heironymous 

4.1 Futures Contracts in Actuality 

Before analysing the exact legal nature of futures contracts, and the 

relationships between the parties involved, it is illuminating to first examine the 

practise of trading futures contracts in Malaysia. 

Commodity futures are traded on COMMEX Malaysia, and financial futures 

contracts on both COMMEX Malaysia and KLOFFE. A client wishing to invest 

in the market will telephone his futures broker, who will then deal with the order 

accordingly. It has been held that "once a broker ha[s] received an order from 

his client, his authority to complete it and so rid himself of the personal liability 

undertaken by him ... cannot be revoked"\ other than prior to the authority 

being acted on2
. 

On COMMEX Malaysia, in view of the 'open-outcry' trading mechanism 

employed, broker representatives on the exchange floor receive orders at 

1 Soon Theam Sdn. Bhd. v H'ng Chye Jin [1975] 1 MLJ 259, 260 per Chang Min Tat J., 
relying on Taylor v Stray {1857) 2 CBNS 175; 140 ER 380, and Seymour v Bridge 
{1885) 14 QBD 460; cited with approval in YK Fung Securities Sdn Bhd v James Capel 
(Far East) Ltd [1997] 2 ML.J 621, 627 per Mahadev Shankar JCA. 

Ibid., citing Fletcher v Marshall (1846) 15M & W 755; 153 ER 1055. 
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booths via telephone. They then proceed to the Pit. 'Open outcry' entails that 

bids3 and offers4 are made audibly in English on the exchange floor. 

Acceptance is in like manner. Exchange price reporters display the bids, offers 

and acceptances instantaneously on screen5
. KLOFFE on the other hand, 

utilises a fully electronic trading system6 through which all trades are recorded . 

The system is used by the exchange, brokers and the clearing house. 

Only exchange members may actually trade with each other. Trading 

members7 are able to trade either for themselves or for clients, whereas local 

members may trade only on their own behalf. Contracts entered into upon both 

exchanges are registered with the sole clearing house, the Malaysian 

Derivatives Clearing House Bhd. (MDCH). However they may only be 

registered in the name of a clearing member of the clearing house. If the 

exchange member trading is not a clearing member, the contract will be 

allocated to the exchange member's guaranteeing clearing membe,.S. 

An examination of the effect of the relevant rules of contract is essential in 

order to determine the rights and obligations between the parties to a futures 

contract. Such an examination will go a long way to determining the extent of 

legal risk existing within the Malaysian futures markets. In particular it should 

3 Technically offers to buy. 
4 Technically offers to sell. 
5 Utilising the MTACS (Malaysian Trade Allocation and Confirmation System) computer 
system. 
6 KATS (KLOFFE Automated Trading System). 
7 

Using KLOFFE terminology. Alternatively, General, Financial or Commodity Members 
of COMMEX (COMMEX Malaysia Business Rule 200). 
8 Nb. KLOFFE Business Rule 305.4, COMMEX Malaysia Business Rules 202A(e), 
201 B(f), 202(B)(e), 201 C(f) and 202C(e); cf. infra, p.77. 
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be noted that the futures legislation in Malaysia has a major effect on the 

contractual rules affecting agreements included within the term 'futures 

contract', whilst leaving those excluded to the generally applicable rules9
• 

4.1.1 The Market Contract 

The legal nature of the futures contract and the relationships of the parties 

involved determine the respective rights and responsibilities as between those 

parties. In line with general contractual theory, it appears that a 'market 

contract' comes into existence during trading when a bid or offer is accepted10
. 

This will arise irrespective of whether trading is conducted by open outcry, as 

on COMMEX Malaysia, or electronically, as on KLOFFE. One difference 

between the two however is that on the former bids and offers, in contrast with 

general contractual practice, will lapse unless they are immediately accepted ; 

whereas on the KLOFFE KATS11 system the general rule will still apply, 

namely that bids and offers will remain open until revoked12
. 

The 'market contract' is formed between the brokers 13 themselves as 

principals 14
. As futures brokers will often be acting on instructions from clients it 

9 Nb. Contracts Act 1950 (Act 136), Revised 1973. 
10 Board of Trade of the City of Chicago v Christie Grain & Stock Co 198 Us 236 
p9o5). 

1 KLOFFE Automated Trading System. 
12 Routledge vGrant (1828) 4 Bing. 653; 130 ER 920; Fisher, S. and Hains, M., 
"Futures market law and practice and the Vienna Sales Convention" (1993) Lloyds M & 
CLQ 531, 536. 
13 le. trading, general, financial or commodity members as the case may be. 
14 Cl. 6(b) KLOFFE Minimum Client Agreement Form (CAF); COMMEX Malaysia 
Business Rule 716 and cl. 5 COMMEX Malaysia Minimum CAF. 
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is necessary to elucidate the client-broker relationship15
. There is conflicting 

opinion as to the nature of this relationship. In the English decision of Limako 

B. V. v Hentz & Co. lnc. 16 Ackner J. held that the relationship was that of 

principal to principal, although restricting this assertion to the particular market 

in question 17
. In Australia, a different approach has been taken, resulting in the 

conclusion that the relationship is that of principal-agent18
• In Jackson 

Securities Ltd. v Cheesman 19
, Rogers J. found that following financial 

deregulation in 1983, brokers dealt with their clients as agents. The latter is to 

be preferred in Malaysia, in particular as clause 6(b) of the minimum KLOFFE 

Client Agreement Form (CAF)20 requirements states that "the Broker will be 

carrying out the instructions of the Client as the Client's agent"21
• 

4.1.2 The Terms of the Contract 

As previously mentioned, brokers contract with each other as principals22
• It 

has been suggested23 that the obligations under such a contract are 

synonymous with those found in the definitions of the terms "long position" and 

15 Cf. infra, p.216 et. seq. 
16 [1978]1 Lloyd's LR 400, 412; cf. S.N. W. Commodities v Falik [1984] 2 Lloyd's LR 
224; Praline Ltd. v Coley & Harper Ltd, unreported , QBD, 22 March 1978; Board of 
Trade v Christie Grain & Stock Co. 108 US 236 (1905). 
17 The London Cocoa Terminal Market Association. 
18 General By-Law G.1 (c) . 
19 [1986] 4 NSWLR 484, 486; cf. E. Bailey & Co. Ltd. v Balholm Securities Ltd [1973] 2 
Lloyd's Rep 404, 408; Woodward v Wolfe [1936] All ER 529; Weddle, Beck & Co v 
Hackett [1929] 1 KB 321 ; Re. Rosenbaum Grain Corp. 103 F.2d 656 (7th Cir. 1939). 
2° KLOFFE Business Rules Schedule 1. 
21 Althought he term 'agent' is not mentioned in the equivalent clause of the COMMEX 
Malaysia CAF, cis. 5 and 6 imply such a relationship. 
22 s upra, p.74, n.14. 
23 Currie, op. cit., 27. 
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"short position"24 which equate with the terms "bought position" and "sold 

position" in the Australian Corporations Law. A party going "long" an eligible 

delivery agreement thus agrees to accept delivery of that which the party going 

"short" agrees to deliver. In the case of an adjustment agreement, the party 

going "long" agrees to pay a particular amount if the agreement value falls, and 

to have a right to receive such amount if the agreement value rises; whilst the 

party going "short" agrees to similar but opposite terms. It would be apposite to 

also include the obligation to ensure that the market contract is registered with 

the clearing house. Such an obligation is apparent from MDCH Business Rule 

600(a). 

In addition there is evidence that the courts will try and avoid finding implied 

terms in contracts between broker and client. However, the courts will 

occasionally give effect to contracts even if clients have not signed the CAF25
• 

As such various terms would have to be implied into the contract, the most 

important being that brokers trade as principals even if doing so on the client's 

behalf and that the parties (other than a clearing member) have no recourse 

against the clearing house themselves. It would be likely that this would be 

done under the 'business efficacy test'26 for this appears the preferred 

approach for implying terms in Malaysia27
. Generally however, a custom will 

24 S.2 Futures Industry Act 1993. 
25 SCF Finance Co Ltd v Masri (No 2) [1986] 2 Lloyd's LR 366, 371. 
26 

The Moorcock (1889) 14 PO 64, 68 per Bowen LJ; ct. Hains, M.G.," Reflections on 
the Sydney Futures Exchange Clearing House: The Rise of the Mirrored Contract 
Theory (1994) JBFLP 257, 273. 
27 

Datin Peggy Taylor v Udachin Development Sdn. Bhd. [1984]1 CLJ 36, affirmed 
[1984] 2 CLJ 17; Kong Wah Housing Development Sdn. Bhd. v Desplan Construction 
Trading Sdn. Bhd. [1991]3 MLJ 269; cf. Phang, A.P.B., Cheshire, Fifoot and 
Furmston's Law of Contract- Singapore and Malaysia Edition, (1994), 246. 
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only become an implied term if it is "so notorious that everybody in the trade 

enters into a contract with the usage as an implied term"28
• This is likely to be 

the case as the clearing house is subjected to no other liability than that 

accruing to clearing members. 

4.1.3 Novation and Settlement 

The relationship between the broker and the clearing house is governed by the 

cleariAg house business rules. These rules determine the precise legal nature 

of contracts subject to the clearing process. Essentially, every market contract 

is novated into two "back-to-back"29 contracts between each of the clearing 

members, representing the buyer and seller, and the clearing house. As such, 

prior to this, in the case of an exchange member who is not a clearing member 

the contract has to be assigned to its guaranteeing clearing member. The 

clearing house and clearing members contract as principals as evidenced by 

MDCH Business Rule 603(a). 

Rule 602(b) of the MDCH Business Rules states that: 

"Immediately after acceptance of a Market Contract for Registration by the 

Clearing House: 

i) an Open Contract comes into existence between the Clearing House 

and the Buyer to the Market Contract upon terms identical to those of 

28 Per Jessel MR in Nelson v Dahl (1879) 12 Ch.D., 568, 575. 
29 Fisher, and Hains, op. cit., 536. 
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the Market Contract and the Clearing House will be Seller to such 

Open Contract; 

ii) an Open Contract comes into existence between the Clearing House 

and the Seller to the Market Contract upon terms identical to those of 

the Market Contract and the Clearing House will be Buyer to such 

Open Contract; and 

ii i) the Market Contract is extinguished." 30 

As was pointed out by the Federal Court of Australia31
, "since the Clearing 

House becomes a party to each registered contract, it continues to be liable to 

perform under those contracts even if another member fails to perform its 

contract to the Clearing House". This process of novation32 is essential in order 

to provide the clearing house with the control necessary to mark-to-market and 

thus minimise the risk incurred as between the clearing house and its 

members. As a result of this novation process the clearing house is at a 

market risk neutral position. In addition clients and brokers will be protected in 

the event of default by · the initial counterparty; whose obligations are 

subsumed by the clearing house. 

A potential problem arises from this novatory process, as the new contracts 

formed by the process require valuable consideration. If the market contract 

30 Cf. COMMEX Malaysia Business Rule 715(e). 
31 SFE v ASX (1995) 13 ACLC 369, 376 per Lockhart J . 
32 Cf. s.63 Contracts Act 1950 (Act 136), Revised 1973, on the effect of contractual 
novation. 
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was executory on both sides then the consideration for the new contract would 

be the mutual exchange of promises33
. However, this appears to be the case 

solely with adjustment agreements. It is thus possible that eligible delivery 

agreements, futures options and eligible exchange traded options, being 

contracts wholly executed on one side, would prima facie34 be incapable of 

such novation, although under s.63 of the Contracts Act 195035 the original 

contract would not need to be performed due to the agreement inter partes. It 

should be noted that nations adopting the Vienna Sales Convention36 would 

however avoid this problem as the convention does away with the need for 

consideration, a binding contract merely needing the requisite intention of the 

parties37
. 

In addition to the novation of market contracts to the clearing house, a further 

novation may occur where a contract is deliverable, such as the CPO contract 

traded on COMMEX Malaysia. Where physical delivery is to be made38 the 

clearing house will direct a seller of such a contract to deliver the underlying 

commodity (or instrument) to a buyer, and vice versa39
. The price at which the 

buyer and seller traded does not need to match, any difference being paid by 

the buyer to the clearing house and then on to the seller, as appropriate40
• 

Alternatively the seller must deliver to the clearing house in return for the 

33 Halsbury's Laws of England, Vol. 9, Para 583. 
34 But note the effect of S.6E FIA 1993, infra, p.97 et. seq. 
35 (Act 136), Revised 1973. 
36 The UN Convention for the International Sale of Goods, adopted 16th April 1980. 
37 Art 14(1); cf. Sum, R., "Exchange-Traded Equity Options: Market Structure and 
Participation" (1996) 7 JBFLP 5, 11. 
38 le. where a buyer of a futures contract holds it until expiry and demands delivery. 
39 MDCH Rule 801 (a)(l) and (ii). 
40 MDCH Business Rule 801 (a)(iii) and (iv). 
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payment of a settlement amount, with the buyer receiving delivery from the 

clearing house in return for the payment of a settlement amount by him41
• 

It is submitted that the only difference between these two methods is that in 

the former a novation must take place, with the position of the clearing house 

as counterparty under the open contracts being replaced with that of the buyer 

or seller, as the case may be. This analysis complies with that of Markovic42
, 

which resolved earlier doubts concerning the legal validity of contract 

settlement. 

No such problem arises with regards to the settlement of adjustment 

agreements, such as KLOFFE's KLCI stock index futures contract and the 

COMMEX Malaysia 3-month KLIBOR futures contract. Settlement for such 

agreements is for cash, with the clearing house either "paying or receiving, as 

the case may be, the settlement amount in cash calculated in accordance with 

the terms of the Open Contract"43
. 

4.2 Contractual Problems 

Various problems are caused by the nature of futures contracts. These are 

examined below. Their effect should however be considered in the light of the 

41 MDCH Business Rule 801 (b); nb. MDCH excludes liability for forged documents 
delivered to a clearing member (MDCH Rule 804). 
42 Markovic, M., "The Legal Status of Futures Market Participants in Australia" (1989) 7 
Co & Sec LJ 82, 88. 
43 MDCH Business Rule 807. 
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legislative countermeasures that have been introduced. These are analysed at 

the end of this chapter44
• 

4.2.1 Undisclosed Principals 

A possible undesired consequence that might arise from the novation of 

contracts to the clearing house is the application of the undisclosed principal 

rule. It is trite law that "a person who is not overtly a party to a contract may 

acquire- rights and be subjected to liabilities under it. In other words, an 

undisclosed principal, in much the same way as one who is disclosed, can sue 

and be sued in his own name on any contract duly made on his behalf, as long 

as the agent acted within the scope of his authority in so contracting"45
• By 

application of this rule, the clearing house could find itself liable not only to the 

relevant clearing members, but also to their clients. 

The likelihood of such a consequence has been vastly reduced by various 

measures taken by both the clearing house and the exchanges through their 

rules, articles and by-laws. Firstly the clearing house is stated not to recognise 

such a consequence. This is evidenced by the two following MDCH Business 

Rules. Rule 1 03(a) states that: 

"The Clearing House is not liable for obligations of a Clearing Member to any 

third party nor does the Clearing House assume under the Rules or under 

44 Cf. infra; p.93 et. seq. lh 
45 Fridman, G.H.L., Fridman's Law of Agency, (7 ed., 1996}, 253. 
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any Open Contract any liability or obligation to any person other than a 

Clearing member in accordance with the Rules" 

In addition, Rule 603 states that: 

"The Clearing House does not recognise any legal, equitable, contingent 

future or partial interest in any Open Contract except the interest of the 

Clearing Member who is party to the Open Contract." 

Finally, the exchange business rules provide that Client Agreement Forms 

(CAFs) must be consistent with those provided in the rules46
. These include, 

inter alia, terms to the effect that the client and broker are bound by the 

Futures Industry Act and Regulations, the exchange and clearing house 

business rules and the customs, usages and practices of the exchange and 

clearing house47
. 

As such the above-mentioned MDCH Business Rules will be binding on both 

client and the broker. The client acknowledges that the broker will be trading 

with and be liable to the clearing house as principal, regardless of assignment 

of the contract to a clearing member and notwithstanding that it is trading on 

behalf of the client. On KLOFFE such acknowledgement extends to 

acceptance that benefits or rights accruing to the trading member (broker) as 

such need not be passed on to the client48
• As mentioned above, this seems to 

46 KLOFFE Business Rule 606.1; COMMEX Malaysia Business Rule 308(d). 
47 KLOFFE Minimum CAF cl.6(a); COMMEX Malaysia Minimum CAF cl.1. 
48 

KLOFFE Minimum CAF cl.6(b); no parallel in the COMMEX Malaysia Minimum CAF. 
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go too far, in substituting an additional legal risk for the client in return for the 

perceived protection of the clearing house. Finally, the client also agrees that it 

only has rights against the broker49
• 

Three-fold protection is thus provided against the undisclosed principal rule 

affecting the clearing house. Firstly, clearing members are directly bound by 

the clearing house rules50
. Secondly brokers, who are not clearing members, 

are bound by both the CAF and by the customs, usages and practises51 of the 

clearin§ house and exchange, even where a CAF has not been used. Finally, 

the client is bound by the CAF alone. However, it should be noted that it is the 

broker's responsibility to ensure that a proper CAF is used. As such the 

clearing house may still endure a certain level of risk towards the client: 

however it is submitted that this risk is small as the broker would be committing 

an exchange offence'52 by failing to ensure that the CAF is used. Further it has 

been stated that the failure of a broker to provide a CAF does not invalidate 

the broker-client agreement53
. Currie54 also suggests, but declines to support 

due to lack of authority, the proposition that a client might additionally be 

bound by the clearing house business rules because the exchange may be 

49 KLOFFE Minimum CAF cl.5(g); COMMEX Malaysia Minimum CAF cl.6. 
50 MDCH Business Rule 1 02.1. 
51 Umako B. V. v Hentz & Co. Inc. [1978] 1 Lloyds LR 400. 
52 KLOFFE Business Rules 604.1 and 511.1 (punishment constituting either 
termination of membership, suspension of up to 60 days and/or a fine of up to 
RM250000); COMMEX Malaysia Business Rules 308(d) and 800(a) (punishment 
constituting expulsion, suspension, reprimand or a fine of up to RM500000 (or more if 
gescribed by the board)). 

COMMEX Malaysia Business Rule 308(d); no equivalent provision in the KLOFFE 
Business Rules. 
54 Op. cit., 26. 
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acting as agent for the clearing house in requiring clients to enter CAFs 

binding clients to the those rules. 

4.2.2 Errors 

Should an error occur in relation to a market contract various consequences 

may ensue. First there might be a dispute between the contracting parties as 

to what the proper terms of such a contract are55
. Second a party might 

alternately be over- or under-charged the proper level of margin. In a worst 

case scenario this could lead to a major loss by one of the contracting parties. 

The exchange and clearing house rules take steps to address such problems. 

The MDCH Rules deal with errors in recording. They empower the clearing 

house to correct a registered market contract, or register one which was 

omitted, subject to any conditions (most notably the payment of margin) 56
. 

On COMMEX Malaysia a party who discovers an error must inform the 

Manager Floor Operations within 15 minutes57
• This marks a more formal 

procedure than that previously existing under the KLCE rules. The latter 

attempted to promote an amicable resolution, by making it compulsory to 

inform the other party to the contract, the Manager only being informed should 

55 Nb. In relation to futures contracts currently offered by the exchanges, the only three 
variables with regards to which an error might arise between brokers are the price, 
number of contracts and contract month. 
56 MDCH Business Rule 601; cf. Rule 605(d) re. Designation instructions; cf. 
COMMEX Malaysia Business Rule 714(b). 
57 COMMEX Malaysia Floor Procedure 619(c). 
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such a resolution prove impossible58
. The strictness of the current procedure is 

further evidenced by Floor Procedure 619(b) which precludes any dispute 

where a Trade Form has been properly prepared and initialled by the relevant 

traders. It is submitted however that whilst this does provide a level of certainty 

to transactions in the market, the procedure may prove detrimental should a 

case of forgery arise. 

Where an error is reported to the Manager Floor Operations he must inform 

the Cl=lairman of the Floor Committee59 who will decide to either address the 

issue immediately, or alternatively wait until the close of trading60
. If he 

chooses the latter, one party to the relevant contract must crystallise or 

'establish' the loss immediately by transacting the indicated trade in the 

market61
• This effectively limits the exposure of a disputed position against 

adverse price movements. However in times of large contract price swings, 

immediate crystallisation of the loss may exacerbate the downside, as a price 

correction might later occur. It is at such times that systemic risk to the market 

is at its highest however, and as such a large crystallised loss is to be 

preferred to unlimited downside in the hope of a reduced loss. Where a party 

fails to immediately establish the loss, this is taken as evidence of an 

admission of culpability for the error62
• 

58 KLCE Business Rule 619. 
59 COMMEX Malaysia Floor Procedure 619(d). 
60 COMMEX Malaysia Floor Procedure 619(e). 
61 COMMEX Malaysia Floor Procedure 619(f). 
62 COMMEX Malaysia Floor Procedure 619(g). 
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Once the issue is before the Floor Committee a decision will be made, possibly 

following a hearing63
. The COMMEX Malaysia Business Rules rather 

confusingly allow an exchange member to refer any dispute relating to a 

market contract to either the Pit Committee or the Dispute Committee, as well 

as the Floor Committee64
• It is submitted however that by virtue of Business 

Rule 714(a), which states that the floor procedure should be complied with, the 

Pit Committee should not be complained to as the Floor Committee in fact 

exercises an appellate function with regards to it65
. It is further submitted that 

the Dispute Committee should only be referred to if, following a decision by the 

Floor Committee, the consent of both parties to a market (floor) contract and 

also of the exchange66
, which is required in order for an error to be resolved67

, 

is not forthcoming. 

The KLOFFE Rules, rather boldly, make no provision for the occurrence of 

errors. This is however to some extent justified as trading is automated. Thus, 

barring computer malfunction, the parties to a market contract are unable to 

elicit errors between themselves, and this extends to the registration of market 

contracts with the clearing house. Errors may, of course, as with the other 

exchanges, occur between client and broker. Such errors would be dealt with , 

if an amicable resolution were not possible, by reference to the Business 

Conduct Committee68
. 

63 COMMEX Malaysia Floor Procedure 619(1) and U) . 
64 Rule 714(c). 
65 COMMEX Malaysia Business Rule 107(b). 
66 Not previously required , MME Business Rule 714(b) . 
67 COMMEX Malaysia Floor Procedure 619(a) . 
68 KLOFFE Business Rule 505 .1 (f); ct. infra, ch. 9.7. 
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It has been held that once a party becomes aware that a transaction has been 

entered into contrary to his instructions, he should protest immediatell9 . 

Otherwise that party will be estopped from denying that the instructions were 

properly carried out. So long as this is not the case a party still not satisfied 

with the outcome of a decision by the relevant exchange committee, may be 

able to pursue an action in negligence before the courf0
. 

4.2.3-lnsurance 

It has already been shown that there is a possible semantic overlap between 

futures and securities71
• A similar problem arises with insurance. An insurance 

contract was defined by Channell J. in Prudential Insurance Co v IRC72 as: 

"a contract whereby, for some consideration, usually, but not necessarily, for 

periodical payments called premiums, you secure to yourself some benefit, 

usually, but not necessarily the payment of a sum of money upon the 

happening of some event. Then the next thing that is necessary is that the 

event should be one which involves some amount of uncertainty. There must 

be either some uncertainty whether the event will happen or not, or if the event 

69 Ong & Co Pte Ltd v Foo Sae Heng (1990] 2 MLJ 86 (HC, Singapore). 
7° Cf. infra, p.234 et. seq .. 
71 Cf. supra, pp. 65-67. 
72 [1904] 2 KB 658 at 663. 
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is one which must happen at some time or another, there must be uncertainty 

as to the time at which it will happen." 

As such it can be seen that this it might be possible for futures contracts to be 

included within this definition73
• This vexata quaestio has been an enduring 

issue in Australia. However in practice the Insurance Act 1973 (Cth.) 

(Australia) has been ignored. Such an approach is far from satisfactory, but 

would nevertheless also seem to be the position in Malaysia. The Insurance 

Act 199674 defines the term 'insurance' only as including 'reinsurance'75
. If 

futures contracts were found to be insurance contracts then under s.9 those 

carrying on such 'insurance' or 'insurance braking' business without a licence 

would be subject to a penalty of 10 years imprisonment and/or a RM1 Om fine 

in the case of the former, and 3 years · and/or a RM3m fine for the latter. 

Although in Hazell v Hammersmith and Fulham LBC 76 it was held that hedging 

could not be legally construed as insurance, it is submitted that legislation is 

required in order to confirm the mutual exclusivity of futures and insurance 

contracts. 

73 Indeed Jack Sandner, president of the CME, said "Because what this is, is insurance 
- could you imagine if nobody had fire insurance in this country, if nobody had life 
insurance, if nobody had theft insurance- we would be out of business", cited in Hunt 
and Heinrich, Barings Lost (1996), 27; cf. Wood, P.R., Title Finance, Derivatives, 
Securitisations, Set-Off and Netting, (1995); contra, Williams, J., The Economic 
Functions of Futures Markets, (1987), 230. 
74 Act 553. 
7s S.2. 
76 [1990] 3 All ER 33, 85, CA. 
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4.2.4 Capacity 

Another legal problem that has been faced regarding futures contracts is the 

extent to which contracts may be unenforceable due to a partyn breaching 

certain common law principles. Firstly a contract might be avoided due to the 

counterparty lacking the requisite legal capacity to enter such a contract. With 

regards to this the most notable decision is that of the House of Lords in 

Hazelf8 which rendered void agreements between over 130 local authorities 

and 7e of worlds largest banks79
• It was held that various swap transactions 

entered into by the local authorities were ultra vires their powers under the 

Local Government Act 1972 (UK) and thus unlawful. 

Secondly, the 'wider doctrine of ultra vires'80 extends to abuse of power, where 

a contract such as a futures contract may be found voidable if a person acting 

on behalf of the body did so for an illegal or improper purpose. This has 

however been mitigated by the Rolled Steef31 doctrine, which allows the 

counterparty to assume that those having actual authority will exercise it in 

good faith for the benefit of the body that they represent. However it has not 

been conclusively decided whether this doctrine applies merely in relation to 

companies, or whether it also extends to public lawB2
• 

77 The 'client' in exchange-traded business. 
78 (1992] 2 AC 1. It has been argued that the decision in Hazell was "policy-inspired", 
ie. the extent of council losses and the wish to protect ratepayers, (Bull K. , "Does 
Government Have a Future in Derivatives?" (August 1997) 25 ABLR 246, 251). 
79 Picarda, H., "Legal Risk", Seminar on Banking Law and Derivative Trading, Kuala 
Lumpur 17 April1995 (C950013). 
80 Bull, K., op. cit., 252. 
81 Rolled Steel Products (Holdings) Pty Ltd v British Steel Corporation [1986] Ch 246. 
82 Hazell (1990] 3 All ER 33, 61 per Woolf LJ, CA. 
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Finally, it may be argued that the representative of a particular body did not 

have the requisite authority to enter binding contracts. This has also been 

mitigated by the doctrine of ostensible authorit/3
. 

The problem of requisite legal capacity is a relevant issue to be addressed in 

Malaysia. Although the problem is avoided regarding companies by virtue of 

s.20 of the Companies Act 196584
, it still exists with regards to many other 

institutions. For example local government in Malaysia is governed by the 

Local Government Act 197285
. This appears to allow such bodies even fewer 

powers regarding borrowing than the equivalent British legislation86
. As such it 

would appear highly unlikely that such a body would be entitled to protect itself 

from adverse interest rate movements through the purchase of COMMEX 

Malaysia 3-month KLIBOR futures contracts, let alone through OTC swap 

transactions. It is to be questioned whether brokers are aware of this potential 

83 First Energy (UK) Ltd v Hungarian International Bank [1993] 2 Ll R 194, 201; United 
Bank of Kuwait Ltd v Hammond, City Trust Ltd v Levy [1988] 3 All ER 418. 
84 Which states that any agreement entered into by a company "shall not be invalid by 
reason only of the fact that the company was without capacity or power to do the act". 
85 (Act 171), cf. Public Authorities (Control of Borrowing Powers) Act 1961 (Act 383). 
86 In the leading Australian case on public sector capacity and ultra vires, the relevant 
contract was deemed valid due to the employment of narrow statutory construction; 
Australian Broadcasting Commission v Redmore Pty Ltd (1989) 166 CLR 454, High 
Court of Australia affirming Supreme Court of NSW (CA). 
87 Clarifying legislation should be introduced, cf. eg. Borrowing and Investment Powers 
(Further Amendment) Act 1991 (Victoria) which lists permitted derivatives, and states 
that each may be treated as being within an authority's power so long as the other 
party deals in good faith, and has no reason to suspect the contract was outside the 
authority's power. 
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Similar limitations appear to exist with regards to other important Malaysian 

institutions, for example the Employees Provident Fund88 and Bank Simpanan 

Nasional89
• The problem is not however confined to public bodies. This was 

highlighted in the recent Australian case of Re Suncorp Building Society Lt~0 

where a building society was refused a declaration that it could lawfully hedge 

against interest rate fluctuations. 

Trusts, including charitable trusts, may also lack the requisite capacity91
. 

Sections 4 and 5 of the Trustee Act 194992
, which deal with the investments 

that trustees may make on behalf of a trust, give no power which could be 

construed to allow investment in futures contracts. This omission is no doubt 

due to the fact that the legislation pre-dates the establishment of the Malaysian 

futures markets. Trusts thus lack the capacity, and trustees the relevant 

authority, to invest in futures contracts unless such a power is conferred by the 

trust instrument itself3
. The Act makes no recognition of "modern portfolio 

theory", that is the benefit of investment diversification94
. It is submitted that the 

Act should be amended95 to allow all trusts to benefit from the use of futures 

88 Employees Provident Fund Act 1991 (Act 452), s.26. 
89 Bank Simpanan Nasional Act 1974 (Act 146), ss.4(c) and 5(c). 
90 [1994] 2 Qd R 570. 
91 Adams, M., "Practical Issues for Trustees in the Application of Trust Fund Moneys in 
the Use of Derivatives", (1994) 5 JBFLP20, 24. 
92 (Act 208}, Revised 1978. 
93 Even then it would be interesting to see whether such investment would be one that 
a 'prudent man' would make Re Whitely (1866) 33 Ch D 347, 355. 
94By way of contrast, in the UK it was held by Sir Robert Megarry VC in Cowan v 
Scargi/1 [1985] Ch 270 that the Trustees Investments Act imposed a statutory duty on 
trustees to diversify fund investments; in the US the Restatement (Third) of Trusts 
(1990} s.227 has been interpreted as accepting modern portfolio theory, and thus 
enabling lawful investment in derivative products by trustees. 
95 Although ct. infra, p. 97 et. seq. as to the necessity for this. 
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contracts, whilst by the same token greatly increasing the legal certainty for 

exchange members, and ultimately the market as a whole. 

4.2.5 Undue Influence 

The doctrine of undue influence may have consequences on the validity of 

futures contracts96
. It is likely that due to the nature of their relationship there 

will be a presumption of undue influence between the broker and client97
, for it 

is likely that the client will have placed his trust and confidence in the broker, 

thus being unlikely to seek independent advice on any transactions entered 

into. This would be a presumption due to a recognised relationship, now 

categorised as Class 2A undue influence98
• The client would however need to 

prove that any contract so entered was to his or her 'manifest disadvantage'99
• 

In such cases the contract is voidable at the option of the party whose consent 

was influenced; the contract being set aside either absolutely, or upon such 

terms as the court deems just100
. Such a position could cause huge problems 

to the futures industry if left unchecked. 

This situation has however been dealt with in several ways. On a practical 

level, a client would be most likely to contend that a contract was entered into 

by virtue of undue influence if he had made a bad bargain. In such 

96 Picarda, H., lac. cit. 
97 Wright v Long (1898) 14 TLR 434, CA (business adviser and client). 
98 BCCI v Aboody [1989] 1 QB 923; Barclays Bank v O'Brien [1994] 1 AC 180. 
99 National Westminster Bank pic v Morgan [1985] AC 686; Class 2A relationships are 
not affected on this point by the decision of the House of Lords in CIBC Mortgages v 
Pitt [1994] 1 AC 200. 
100 S.20 Contracts Act 1950 (Act 136), Revised 1973. 
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circumstances he would thus face having to make margin payments to the 

broker. A client would thus at that early stage be able to extricate himself from 

the contract, by withholding performance in not making the payment, and 

either telling the broker to sell or in the alternative waiting for the broker to 

liquidate the position himself. Such outstanding margin would be for a 

maximum of 24 hours 101
• The broker is then entitled to close out the client's 

contracts 102
• If it was so excessive an amount as to render the broker unable to 

meet its own margin requirements with the clearing house, the systemic risk of 

such .default would be limited by MDCH's right to liquidate or novate the 

contract103
• The client would also be protected by virtue of the fidelity funds104

• 

In addition the exchange rules 105 are designed to ensure that broker conduct is 

unlikely to give rise to such influence. 

4.3 Legislative Countermeasures 

4.3.1 Shortselling 

Section 4(1) Securities Industry Act 1983106 prohibits short-selling. This is 

defined as a sale of securities other than where "(a) [the seller] has or, where 

he is selling as agent, his principal has; or (b) he believes on reasonable 

101 COMMEX Malaysia Minimum CAF cl. 13(c)- or earlier; KLOFFE Minimum CAF 
cl.5(f) -One hour minimum. 
102 Cf. infra, ch. 8.3- Close Out; KLOFFE minimum CAF cl.6(h); COMMEX minimum 
CAF cl.13(f). 
103 MDCH Rule 1000. 
104 Cf. infra, p.259 et. seq. 
105 KLOFFE Business Rules 603.1 and 603.2; COMMEX Malaysia Business Rule 308 
and 308A. 
106 Act 280. 
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grounds that he has, or where he is selling as agent, his principal has, a 

presently exercisable and unconditional right to vest the securities in the 

purchaser." Contravention of this subsection is punishable with a fine of up to 

RM1 million and/or up to 10 years imprisonment. 

However by virtue of s.1 00(1) Futures Industry Act 1993 the aforementioned 

section does not apply to futures trading. Neither does it apply to the sale of 

securities on an approved stock exchange (ie. KLSE) where the sale is for 

hedging purposes, so long as the particular class of securities has been 

specified in the Stock exchange rules 107 under this paragraph, the rules are 

followed, and neither the seller, nor any other person for whom he might be 

acting, is an associate of the issuer of the shares108
• This final paragraph of 

s.100(1) corresponds with s.41 (4)(c) Securities Industry Act 1983, although the 

latter does not require any hedging purpose. 

It is submitted that such a rule is prudent, although difficulties might arise in 

practice in trying to prove to a broker that a client holds a particular long 

position in the futures market, as the former would be liable under s.41 (8)(b) 

as 'offering to sell securities'. In addition, there is no equivalent to s.41 (6) 

Securities Industry Act 1983 which compels the prospective seller to inform the 

dealer that the sale is a short sale. This lack of repetition in the Futures 

Industry Act may actually be due to the difficulties discussed above. 

107 This has been done, subject to various qualifications in KLSE Business Rule 22. 
108 S.1 00(1 )(c) FIA 1993. 
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4.3.2 Wagering and Gaming 

As a consequence of being termed a "futures contract" such agreements are 

exempted from the law relating to wagering and gaming contracts by s.1 00(2) 

Futures Industry Act 1993: 

"For the purposes of any written109 1aw, a futures contract made or traded-

(a) on the futures market of an exchange company; or 

(b) on an exempt futures market, 

or anything done under such a futures contract, is not to be taken to be a 

gaming or wagering contract." 

Excluded contracts may thus be caught under the term 'gaming or wagering 

contract'. The law relating to the treatment of gaming and wagering contracts 

in Malaysia is found in s.31 (1) of the Contracts Act 1950110
: 

"Agreements by way of wager are void; and no suit shall be brought for 

recovering anything alleged to be won on any wager, or entrusted to any 

person to abide the result of any game or other uncertain event on which 

any wager is made." 

109 This is defined in the Interpretation Acts 1948 and 1967, (Act 388), Revised 1988, 
s.66 to mean: (a) the constitution, (b) Acts of Parliament and subsidiary legislation, (c) 
ordinances, enactments and subsidiary legislation, and (d) other legislation in force in 
Malaysia (eg. UK statutes). 
110 Act 136; ct. s.26 Civil Law Act 1956 (Act 67). 
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An agreement of this nature has been defined as being where "one party is to 

win and the other to lose upon a future event, which at the time of the contract 

is of an uncertain nature"111
• This enabled the court in Macphail & Co. (lpoh) 

Ltd. v Oam Prakash112 to reject a defence of wagering as the defendant, on his 

own evidence, could not lose in share transactions with the plaintiff, the court 

upholding the words of Atkin LJ that "it takes two parties to make a bet"113
• On 

a literal interpretation many contracts falling just outside classification as 

'futures contracts' under the Futures Industry Act would be caught by the 

aforesaid definition, and thus be rendered void. There is however a long 

history of a more restrictive view being taken by the courts114
. 

With regards to excluded contracts, one view is that derivatives entered into 

on a 'genuine commercial basis' will be protected. In Jackson Securities Ltd v 

Cheesman (1986) 4 NSWLR 484, the derivative in question fell outside gaming 

as one party did not stand to gain or lose115
. Hobhouse J in Morgan Grenfe/1116 

noted that Lord Templeman's view in Hazell that swaps (notably one of the 

contracts excluded by the Act) were speculative, imprudent and "akin to 

111 Thacker v Hardy (1878) 4 QBD 685, 695 per Cotton LJ. 
112 [1969]2 MLJ 19. 
113 Cooper v Stubbs [1925] 2 KB 753, 771, CA. 
114 Richardson Greenshields of Canada (Pacific) Ltd. v Keung Chack Kin 
(1988) unreported, No. C152, Supreme Court of Hong Kong; but not always, 
cf. City Index Ltd v Leslie [1992] 1 QB 98 (Bets on movements in stockmarket 
indices were only found not to be wagers as they were found to be exempted 
under the Financial Services Act 1986 (UK)). 
115 On close analysis this argument, on its own, appears flawed as a bookmaker laying 
off bets may also stand neither to gain or lose on a particular contract. 
116 Morgan Grenfell v Welwyn Hatfield District Council (Islington London Borough 
Council, third party) [1995] 1 All ER 1, 9. 
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gambling"117 was merely obiter. He was thus of the view that, at least in the 

context of interest rate swap agreements, where "entered into by parties or 

institutions involved in the capital market and the making or receiving of loans, 

the normal inference will be that the contracts are not gaming or wagering but 

are commercial or financial transactions to which the law will, in the absence of 

some other consideration, give full recognition and effect"118
. Ultimately it is a 

question of the "purpose and interest"119 of the parties. 

Thus -<lespite this latter interpretation, s.1 00(2) of the Act is still required to 

protect individual clients dealing on the Malaysian Exchanges. These 

participants are correctly referred to as speculators, and do not usually have 

the requisite intention to be excluded from s.31 (1) of the Contracts Act 1950 by 

the common law. The protection offered by s.1 00(2) is afforded them by virtue 

of the acceptance of the essential role that they play in ensuring liquidity in the 

market place120
. 

4.3.3 Legal Certainty at a Price 

In order to provide a degree of certainty in the light of the aforesaid issues the 

Futures Industry Act 1993 includes a very bold step, not only to deal with the 

problem of undue influence, but with all problems arising from futures contracts 

qua contracts. Section 6E states that: 

117 Hazell v Hammersmith and Fu/ham London Borough Council (1992] 2 AC 1, 35. 
118 Morgan Grenfell, op. cit., 10. 
119 ld., at 12. 
120 Chaikin, D.A and B.J. Moher, "Commodity futures contracts and the Gaming Act", 
(1986) Lloyds M & CLJ 390, 392. 
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"Nothing in any law relating to contracts, to the extent of its 

inconsistency with the provisions of this Act or the business rules, 

shall render unenforceable or otherwise adversely affect-

(a) any rights purported to be conferred on an exchange 

company or clearing house in relation to a futures 

contract under this Act or its business rules; 

(b) any rights purported to be conferred on a party to a 

futures contract entered into on a futures market of an 

exchange company or an exempt futures market under 

this Act or the business rules of an exchange company or 

clearing house; or 

(c) anything done or omitted to be done under or in relation 

to a futures contract entered into on a futures market of 

an exchange company or an exempt futures market." 

This would seem to have the effect of excluding the legal risk otherwise 

resulting from problems of the undisclosed principal rule, wagering and gaming 

agreements, lack of capacity, abuse of power and lack of authority. Essentially 

it "appears to be aimed at ensuring that the law of contract cannot be used to 

render unenforceable or otherwise adversely affect the rights of an exchange 
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company or clearing house in relation to futures contracts. In essence, clients 

cannot use the law of contract as a defence in court" 121
• 

The protection offered by the section extends to both the exchanges and 

clearing house122 as well as the client and broker123
• However the wording of 

the section is not precise; for in maintaining that 'rights' shall not be adversely 

affected or rendered unenforceable as towards any of these parties, the term 

'rights' is open to interpretation. For is it not a right of an unduly influenced 

party to avoid the contract, or of an undisclosed principle to bring an action 

against a counterparty. It is submitted that a court would however place a 

narrower interpretation on the term 'rights' limiting it to include merely rights 

afforded a party by virtue of the terms of the contract. 

This important section also clarifies the effect of the novation of a contract 

under MDCH Business Rule 602(b). Any lack of consideration is thus irrelevant 

to the effectiveness of the novatory process. In this respect the section 

appears salutary, for the clearing house as tons et origo of the security of the 

market system has to be effectively made a party to each and every 

transaction occurring on an exchange. 

It is as yet unclear whether normal contractual principles will apply in the 

commonly short period before a market contract is registered. This might prove 

important if there is for example a dispute as to whether a trade was made or 

121 Official response by KLOFFE to author's questionnaire, 24 November 1998. 
122 S.6E(a) FIA 1993. 
123 S.6E(b) FIA 1993. 
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not. The better view is that the normal contractual principles should not prevail 

for two reasons. First, the wide drafting of s.6E, and second, the rules and 

customs of the market are sufficiently well established to provide parties with 

the requisite degree of certainty, and a level of fairness suitable to that market. 

It thus becomes apparent that the market could survive and develop without 

reliance on a well-developed law of contract124
• 

Section 6E emulates the position in Malaysia at common law, whereby the 

courts. have, at least with regards to cases involving securities, gone to great 

lengths to find contracts valid and enforceable. This was the case in Theresa 

Choong v Kin Khoon & Co. 125 where a violation of KLSE rules had occurred, 

and in YK Fung Securities Sdn Bhd v James Capel (Far East) Ltd126 where the 

defendant attempted to avoid payment for a forward contract on GUH shares 

which had become worthless due to the Pan-Electric debacle on the grounds 

that such contracts had been made illegal by notices issued by the KLSE and 

SES127
• The latter judgement noted that s.24(e) Contracts Act 1950 states that 

an agreement is lawful unless "the court regards it as immoral or opposed to 

public policy" 128
. Mahadev Shankar JCA took a narrow view of public policy, 

and in particular found s.63(1) Financial Services Act 1986 (UK) persuasive. 

This section is in similar terms to s.1 00(2) Futures Industry Act 1993 (re. 

124 Cf. Veljanovski, C., loc. cit. 
125 (1976] 2 MLJ 253, FC; ct. s.29(1) FIA, discussed infra, p.145. 
126 (1997] 2 MLJ 621 contrast Lin Securities (Pte.) v Noone & Co. Sdn. Bhd. (1989) 1 
MSCLC 90,220, where on appeal from an Order 14 judgement involving similar facts 
to YK Fung Securities, the defendant was given leave to defend. The defence was 
virtually identical in both cases. It should be noted however that the decision was only 
on a point of law. 
127 Stock Exchange of Singapore. 
128 ld., at 668. 
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gaming and wagering), although applicable to the entire spectrum of 

investment business 129
. 

Section 6E does indeed remove much of the legal risk in terms of uncertainty 

otherwise associated with futures contracts. However it is submitted that this 

has been done at the expense of precluding wronged parties from otherwise-

existing legal safeguards by which a contract may be avoided. Nevertheless, 

barring the most extreme systemic breakdown, investors will still be protected 

from k>ss at least by virtue of the exchange fidelity funds130
• 

129 Rather than merely futures. 
13° Cf. infra, p.259 et. seq. 
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5. The Futures Market: Institutions and their Approval 

"Futures markets are an anomaly to those ... who study them least, an 

anachronism to those who study them a little more, and an 

annoyance to those whose who study them most" 

- Roger Gray1 

5.1 The Market Defined 

Section 3(1) of the Futures Industry Act (FIA) 19932 states that: 

No person shall establish, operate or maintain or assist in establishing, 

operating or maintaining a futures market that is neither a futures 

market of an exchange company nor an exempt futures market. 

Contravention of this section amounts to an offence punishable by a fine of up 

to RM1 million and/or up to ten years imprisonmene. There is however no 

corresponding statutory provision making it an offence to actually trade in 

futures contracts outside of the two listed markets4
. No futures markets have 

been exempted to date under section 3A. It is additionally an offence for 

1 Quoted in Teweles, R.J., C.V. Harlow and H.L. Stone, The Commodities Futures 
Game: Who Wins? Who Loses? Why?, (1977), 22. 
2 (Act 499). 
3 8.3(2) FIA 1993. 
4 But ct. s.80 FIA 1993 re. the execution of orders, infra, pp.310-315. 

102 



persons other than exchange companies to use the term 'futures exchange' to 

create the belief that they are such companies5
• 

The Act defines a futures market as "a market, exchange or other place at 

which, or a facility by means of which, futures contracts are regularly traded"6
. 

In order to determine the effect of s.3(1) it is necessary to examine this 

definition in some detail. 

It is apparent from the definition that the terms 'market' and 'exchange' in this 

context are considered to be geographical locations, due to the use of the 

preposition 'at' and of the noun 'place'7• It has been argued however that it is 

additionally implicit in the terms 'market' and 'exchange' that there "should be a 

number of persons competing in the one place"8
. The term 'facility' has 

however been held not be interpreted ejusdem generis with the preceding 

statutory words, it "need not mean something of the nature of a market or 

exchange constituted by some sort of electronic network"9
. As such an office 

was held sufficient to satisfy the term. It is thus apparent that the term 'facility' 

is to be read, at least in the geographical sense, coterminiously with the term 

5 S.1 05{1) FIA 1993. 
6 S.2 FIA 1993. 
7 Nb. the equivalent definition in the Futures Trading Act 1986 (Singapore) includes 
"an electronic system, whether operating in Singapore or elsewhere, through which 
trading in futures contracts is carried out". (s.2, as amended by s.3 Futures Trading 
(Amendment) Act 1995). It is submitted that this reduces ambiguity, but the overseas 
element may lead to unintended foreign exchanges also being caught by the 
legislation. 
8 Carragreen Currency Corporation Pty Ltd v Corporate Affairs Commission (NSW) 
(1986) 11 ACLR 298, 313, per Hodgson J. stating Mr. Gruzman's (counsel for the 
rlaintiff) argument. 

Ibid. 
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'place'. It is submitted that equipment suitable for conducting futures 

transactions over the internet would fall within the definition of a futures market 

due to the wide interpretation given. 

Brokers must only execute orders in futures contracts on a futures market10 

(including an exempted market11
} or on a Specified Exchange12

. Section 3 thus 

appears to give rise to a virtual 'exchange monopoly' of futures markets. This 

is essential where regulation is in the form of self-regulation13
• It also assists 

price Eliscovery and increases market liquidity. However it has been argued 

that competition would do much to eliminate abuse of this system, and that 

despite the benefits of monopoly, participants who decided to go 'off-

exchange' would do so because they found other investments more desirable 

or effective14
. 

In order to fall within the definition of a futures market, futures contracts must 

be 'regularly' traded15
. It would thus appear that there is a limited alternative to 

the 'exchange monopoly', whereby the transaction of futures contracts might 

occasionally be allowed to occur off-exchange without s.3 being breached. 

Unfortunately there is no assistance provided to determine the extent of the 

term 'regularly'. 

10 S. 80; cf. infra, pp.310-315, and see n.4 above. 
11 S.3A FIA 1993. 
12 S.1 02 FIA 1993. 
13 Although it has not prevented misconduct such as that exhibited by the Chicago 
'sting' operation; cf. Markham, J.W., "The Commodity Exchange Monopoly- Reform is 
Needed" (1991) 48 Wash & Lee LR 977, 978. 
14 Markham, op. cit., 1005. 
15 OTC transactions by banks are thus unlikely to be caught within the definition. 
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The wide interpretation of this term in Australia resulted in the activities of 

various banks being 'caught' within the definition of a futures market16
. As a 

result a number of them applied for declarations under s.1127 of the Australian 

law that they were 'exempt futures markets'. This section has its equivalent in 

s.3A of the Act. As yet no markets have been exempted. This highlights the 

relative lack of maturity of the Malaysian market in having minimal OTC 

activity. 

The prohibition on establishment of futures markets has been further extended 

by new s.3B of the Act17
. It extends to markets "within or outside Malaysia" 

where certain types of "futures contracts" are "regularly traded"18
, but not to 

exempt futures markets, or a futures market of an exchange company or a 

clearing house19
, or as ordered by the Minister~w . The inclusion of a clearing 

house may appear to entail the possibility that a clearing house may lawfully 

act for a person operating a prohibited futures market. This is not however the 

case21
. 

Before analysing the excluded types of contract the three preceding quoted 

phrases should be examined. First various issues are raised by the extension 

of the scope of the prohibition beyond Malaysian territory. Hitherto only 

16 O'Sullivan, J .. "Derivatives -A Survey of the Law and Practice" (1994) 5 JBFLP 89, 
96. 
17 Inserted by s.3 Futures Industry (Amendment) Act 1998. 
18 S.38(1) FIA 1993. 
19 S.38(2) FIA 1993. 
20 S.3B(5) FIA 1993. 
21 Cf. infra, p.113. 
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offences under the Official Secrets Act 197222
, the Sedition Act 194823 or 

offences certified by the Attorney-General as affecting national security were 

punishable as if committed in Malaysia24
. Further, even then such prosecutions 

are subject to additional certification by a diplomatic officer in that country, or if 

none, the Public Prosecuto~5 . It is submitted that such certification should, and 

would, be ascertained prior to the commencement of any prosecution under 

s.38 FIA 1993. Second the phrase "futures contract" restricts the prohibition to 

a limited range of agreements26
• Third the use of the phrase "regularly traded" 

in reference to a futures market is redundant, as by definition a futures market 

is one on which contracts are so traded27
. 

The prohibited futures contract types are those "based on" or "settled by 

reference to" the following. First, a security quoted on an approved stock 

exchange28
• Second the numerical value of an index referring to such a 

security. Third, an approved exchange's futures contract or fourth the 

underlying instrument, index value, interest rate or other factor on which such 

a contract is based. Fifth, the local currency and sixth any other prescribed 

instrument, index or factor. 

Subsection (6) provides that there is no effect on Specified Exchanges for 

trading in contracts other than those of the six types listed above. This should 

22 (Act 88). 
23 (Act 15). 
24 S.2 Extra-Territorial Offences Act (Act 163). 
25 S.127 A Criminal Procedure Code, (FMS Cap 6), Reprint 1971. 
26 Cf. supra, ch.3, p.43 et. seq. 
27 S.2 FIA 1993. 
28 8.38(1) (a) FIA 1993; cf. 8.8(1) Securities Industry Act 1983, namely the KLSE. 
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pose no problem as at present only futures contracts based on physical 

commodities are 'approved class(es) of futures contract'29 and thus fall outside 

the prohibited types. 

It is submitted as a result of the foregoing that the addition of s.3B is of little 

legal significance within Malaysia, but rather sends a strong political and 

economic message to overseas market participants and observers. The major 

political message stems from the prohibition of a futures market in the local 

currency30
. The major economic message is that the Malaysian futures 

exchanges have had their monopolistic positions further enhanced. 

This does happen to be of some extraterritorial legal significance as the new 

section ostensibly criminalises overseas exchanges which impinge on the 

territory of Malaysian exchanges. This is of importance as the Singaporean 

futures exchange, SIMEX31 had announced in April 1998 its intention to 

introduce the Dow Jones Malaysian Stock Index futures contrace2
, which 

would have competed directly with KLOFFE. The anticipated launch of the 

contract on 1 51 October 1998 did not however materialise due to "significantly 

altered market conditions"33
• It is submitted that this was in anticipation of 

measures such as those included in new s.3B, and that if this were not the 

29 S.1 02(1) (b) FIA 1993 as amended by the Futures Industry (Amendment and 
Consolidation) Act 1997; cf. Futures Industry (Specified Exchange) Order 1997, s.2, 
column (4). 
30 S.3B(c) FIA 1993. 
31 Singapore International Monetary Exchange Ltd. 
32 Nb. The Dow Jones Malaysian Stock Index is not itself a futures contract, merely a 
measure of the Value of the Malaysian share market. It has now been withdrawn, 
undoubtedly due to the legislative changes. 
33 SIMEX Press Release, 24 September 1998. 
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case such a move was in fact, for this reason alone, timeli4 . Although 

prosecutions would appear unlikely in practice due to the difficulty of enforcing 

a finding of liability, the Commission has stated that such actions are likely to 

be broughe5
. Such difficulties would of course be less significant with regards 

to Singapore. 

5.2 Safe Harbours 

In the 1ight of the aforesaid problem involving the wide definition of the term 

'futures market' the Australian Securities Commission recommended the 

creation of 'safe harbours' which would qualify as exempt futures markets36
. In 

order for this to be the case, providers must be "regulated facility providers", 

namely banks, licensed futures brokers and securities dealers with 

investment-rated debt and short-term money market dealers. Other regulated 

applicants satisfying minimum standards of capital and reporting would also be 

considered. 

The 'safe harbour' concept serves to differentiate between the regulatory 

standards applied to sophisticated and unsophisticated market participants. 

34 Indeed the amendments tot he futures legislation appear to have been partly aimed 
at preventing this, Malaysian Business, 16 November 1998, 1 0. 
35 SC response to author's questionnaire, dated 24 November 1998. 
36 Policy Statement 70. 
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The futures contracts exemptions listed in the s.2 FIA 199337 definition amount 

to safe harbours. However, the strictness of the Australian criteria has been 

roundly criticised38
• Providers falling within the so-called 'safe harbours' are in 

fact subjected to higher capital standards than for futures licence holders39
. 

There is an argument that such standards should be lower as the sophisticated 

investors dealing in such contracts do not require the paternalism necessary 

for the uninitiated. It is submitted however that higher standards may be 

justified as the systemic risk of large, possibly illiquid, investments in such 

contracts is far higher. 

5.3 The Approval of Institutions 

5.3.1 Exchange Companies 

Approval of an exchange company is by the Minister, and is subject to a 

number of requirements40
. These requirements are listed in s.4(3)(b) FIA 1993. 

They state that there shall be an adequate and properly equipped place of 

business; that operation of, and trading on, the market be only at approved 

places; that arrangements for clearing house facilities are made; that such a 

company has provision to make business rules; that it provides not to alter its 

constitution or rules without Securities Commission approval and that it shall 

37 (aa) and (bb); ct. supra, p.68. 
38 Currie, J. , "Bank Use of Derivatives: More Ideas for Reform" (1994) 5 JBFLP 225, 
227 
39 Proposed in Australian Securities Commission, Report on Over-the-Counter 
Derivatives Markets , (9 June 1994) , para. 153, n.86. 
40 S.4(1) FIA 1993. 
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arrange for the establishment of a fidelity fund41
• Finally, the constitution of the 

exchange company must include an object to act in the public interest42
• This is 

essential as the exchanges are in practice privately owned companies. 

Until recently, KLOFFE was jointly owned by four listed Malaysian companies; 

Renong Berhad, New Straits Times Press (M) Berhad, Rashid Hussain Berhad 

and HLG Capital Bhd. In July 1998 however the exchange was bought by the 

KLSE43
• Prior to this the Finance Minister had deemed it necessary to add 

section 4(3)(ba}44 to the main Act by means of the Futures Industry 

Regulations 1995 due to the possibility of a conflict of interest arising from the 

private ownership of the exchange, and the need to protect the public interest. 

KLOFFE was specifically subjected tb a system audit prior to gaining approval 

in order to ensure the quality and effectiveness of its screen-based trading 

system, KATS. This was conducted by an independent external auditor, and 

focused on areas such as the exchange's Disaster Recovery Plan, security 

issues and the matching function of the system45
• This determines which buy 

and sell orders are to be matched, and had to be deemed "fair and efficient", 

and to comply with the algorithm stated in the exchange's business rules. 

41 S.4(3)(b)-(e) FIA 1993. 
42 S.4(3)(ba) FIA 1993. 
43 For RM35 million. 
44 "[T]hat the constitution of the company includes an object to act in the public 
interest". 
45 IOSCO, ·Report on the International Regulation of Derivative Markets, Products and 
Financial Intermediaries, (31 December 1996), 1.C. 
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As mentioned in chapter 1 there were previously two other futures exchanges 

in Malaysia, the KLCE, which was incorporated as a company limited by 

guarantee46
, and its wholly owned subsidiary, the MME. The former however 

changed its name to Commodity and Monetary Exchange of Malaysia 

(COMMEX Malaysia) on 21 October 1998, and in December of that year took 

over the MME to form a single exchange. 

It should be noted that although extensive, the legislative requirements for 

approval are by no means as exhaustive as those found in the equivalent 

Australian legislation47 which lists 18 further requirements as to the contents of 

the exchange business rules. The reason for the omission of these criteria in 

the Malaysian legislation appears to be due to the fact that such 'terms and 

conditions' may be imposed directly by the Minister under s.4(4). Such a 

condition was imposed on KLOFFE when it was granted its licence. Namely 

that the exchange must complete an annual audit on its systems and business 

operation48
• 

Concomitant with the aforesaid power of approval is the Minister's power to 

revoke such approval4 9
. This may be exercised, in particular, if the exchange 

46 This is preferable to incorporation as a company limited by shares, as the shares, 
and thus membership of the latter are transferable. This would create regulatory 
problems regarding the control of exchanges; cf. Elianthamby, S. , A Critique of the 
Securities Industry in Malaysia, (1987, LLB Dissertation on file in law library, University 
of Malaya), 34. 
47 Corporations Law (Australia), s.1126(2)(c). 
48 IOSCO, Report on the International Regulation of Derivative Markets, Products and 
Financial Intermediaries , (31 December 1996), 1.C. 
49 S. 7 FIA 1993. 
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company fails to comply with any of the requirements in s.4(3) or s.4(4)50
. The 

other reasons for revocation listed include where the company ceases to 

operate a futures market or is being wound up51
, on recommendation from the 

Securities Commission under s.11 for any sufficiently serious act or omission52
, 

or 53 where it fails to comply with sections 554 and 655
. 

A further point to note is that no approval per se is required for the introduction 

of a new product by an exchange. However in practice, as exchange rule 

changes will be required for the product to be traded, a large degree of control 

is in fact exercised by the Securities Commission by virtue of s.6 Futures 

Industry Act 1993. The dependency on rule changes when new products are 

introduced is highlighted by s.6(1 B) which was added by s.4 Futures Industry 

(Amendment and Consolidation) Act 1997. This refers to the situation where 

"amendments to existing business rules involve the introduction of a class of 

futures contracts". It then goes on to state that if such contracts are based on a 

commodity falling under the responsibility of the Primary Industries Minister, 

the Commission must also consult that Minister. · 

It has been argued that the barring or delay in allowing the introduction of a 

new futures product will have a negative effect, in that it destroys wealth. The 

counter-argument is that inspection of new products is essential in order to 

50 s. ?(a) and (e) FIA 1993. 
51 S.?(b) and (c) FIA 1993. 
52 S.7 (d) FIA 1993. 
53 S. ?(f) FIA 1993. 
54 Management of Exchange Company. 
55 Approval of amendment of constitution and business rules of Exchange Company. 
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maintain the integrity of the marketplace for example by minimising the risk of 

manipulation. Such delays have occurred in Malaysia, notably regarding the 

introduction of stock index option contracts on KLOFFE, and currency futures 

contracts on MME, although in the latter it could be argued in the Malaysian 

context that such contracts might themselves destroy wealth! 

5.3.2 Clearing Houses 

Provisions similar to those for exchanges apply in relation to clearing houses. 

Clearing house facilities may only be provided to an exempt exchange56
, or if 

for an approved exchange then by a company with approval to provide such 

facilities57
. The penalty for breach of this section is also 10 years imprisonment 

and/or a fine of RM 1 m58
. The Minister will only grant approval if a clearing 

house's constitution includes an object to act in the public interest59 and the 

prescribed requirements are complied with60
. Such approval may, as with 

exchanges, be revoked61 if, inter alia, compliance with the two preceding 

criteria ceases. 

56 8.6A(3) FIA 1993. 
57 8.6A(1) FIA 1993. 
58 8 .6A(2) FIA 1993. 
59 8 .68(1 )(a) FIA 1993. 
60 8.68{1 )(b) FIA 1993; prescription has been made by Reg. 8 Futures Industry 
Regulations 1995. These include, inter alia, the making of rules for the settlement of 
disputes. 
61 8 .7A FIA 1993. 
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Prior to the addition of sections 6A and 6862 it appears that a clearing house 

could only be established by an exchange company63
• Now a clearing house 

may legitimately be an independent corporate entity. This reduces the 

likelihood of conflicts of interest arising. 

There are two substantive differences from the reasons for revocation of 

exchange approval. Firstly, it is for the minister himself to decide, without need 

for the Securities Commission to recommend, when it is justified following a 

serious act or omission by the company, a director, or an officer64
. Secondly, 

approval may additionally be revoked for failure to comply with orders under 

ss. 8, 9, 1 0 and 1365
. The inclusion of sections 8 and 9 in this list appears 

anomalous. Section 8 deals with the suspension of trading on an exchange in 

lieu of revocation of approval, and section 9 with the closure of an exchange in 

an emergency. The anomaly is that these sections both deal with directions 

made as towards exchange companies, rather than clearing houses. It is thus 

submitted that in future the legislature should remove this paragraph from 

s.7A, and move it instead to s.7. 

There is now only one futures clearing house operating in Malaysia: the 

Malaysian Derivatives Clearing House (MDCH). This merged with the 

Malaysian Futures Clearing Corporation Sdn Bhd (MFCC) on 1st December 

62 Inserted by s.12 Futures Industry (Amendment) Act 1995. 
63 Old s.4(3) (b) (iii) FIA 1993; this was also amended by the Futures Industry 
(Amendment) Act 1995 (s.9), such that an exchange company no longer needs to 
establish a clearing house, but merely to make arrangements for the provision of 
clearing house facilities. 
64 S.7A(1)(f) FIA 1993. 
65 S.7A(1)(c) FIA 1993. 
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1997 following a memorandum of understanding between the clearing houses 

and exchanges. MDCH's paid-up share capital of RM8m was contributed to 

equally by KLOFFE and MME. This highlights the necessity for the 'public 

interest' requirement. 

5.3.3 Management 

The Act also determines the management of both exchange companies and 

clearing house. By s.5(1) an exchange company is to be managed by its 

Board, which by s.5(2) is to comprise, unless varied by the Minister66
, of nine 

individuals. Three of these are to be appointed by the Minister, four elected by 

the shareholders67 and two elected by 'affiliates' of the company, the latter 

being recently varied to six where a company is limited by guarantee68
. As 

such the composition of the COMMEX Malaysia Board is affected69
• The term 

'affiliate' is defined in section 2 to mean a person who by virtue of a subsisting 

contract with the exchange company (or clearing house) agrees to be bound 

by its business rules. Futures brokers and local members are thus the most 

obvious categories to be included within this category. As clients do not have 

subsisting contracts with the exchange company they have no right to 

participate in the election of the directors. Likewise representatives of the 

66 S.5(2A) FIA 1993. 
67 Nb. Only for a company limited by shares (Futures Industry (Variation of Board 
Composition) Order 1998, Sch. Provision 2). 
68 Futures Industry (Variation of Board Composition) Order 1998, Sch. Provision 1. 
69 Article 25(b) states that the six elected affiliates are to comprise two representatives 
of general members (including at least one broker), two of commodity members 
(including at least on non-broker) and two of financial members (also including at least 
one non-broker). 
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brokers are also excluded. As the front-line of the industry, it is submitted that 

they should be given a voice in the management of the exchanges and 

clearing house. This problem has been long recognised in the US70
. 

There is no provision in the Act for the duration of tenure of the directors, other 

than that it shall be determined by the company's constitution71 except for 

directors appointed by the Minister, in which case the Minister shall determine 

the relevant period72
• It could thus be argued that such 'elected' directors are 

merely a fa9ade of democratic representation should the membership of the 

exchange alter. It is also for the Minister to appoinf3 and determine the 

remuneration74 of the Executive Chairman of the Exchange. 

With regards to clearing house managemenf5 the Act states that it too shall be 

vested in the Board76
. The Board's composition is outlined in section 6C(2) and 

detailed in regulation 9 Futures Industry Regulations 1995. This has been 

recently amended and now states that there shall be four exchange-elected 

directors, five affiliate-elected directors and two Ministerial appointees, bringing 

the total composition of the board to eleven members. In terms of numerical 

proportion there thus appears to be lower Ministerial involvement than on the 

exchange boards. However in another respect more Ministerial control is 

70 Jennings, R.W., "Self-Regulation in the Securities Industry: The Role of the 
Securities and Exchange Commission" (1964) 29 Law and Contemp Probs 663, 667. 
71 S.5(3) FIA 1993. 
72 S.5(4) FIA 1993. 
73 S.5(5) FIA 1993. 
74 S.5(6) FIA 1993. 
75 S.6C FIA 1993. 
76 S.6C(1) FIA 1993. 
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preserved than for the exchanges as directorial nominees require ministerial 

approval in order to be elected to the board77
• This power of approval is 

retained no doubt due to the pivotal systemic position of the clearing house, 

although there is no parallel power to that of appointing the Executive 

Chairman of the Exchange. 

At the initial stage of establishing such institutions there is thus a high level of 

ministerial involvement. The control exercised by the Minister is in fact such 

that were it not for s.5(7) FIA 1993 he might himself be classed as a director. 

This stems from the definition of the term 'director' in s.4 Companies Act 

196578 which includes "a person in accordance with whose directions or 

instructions the directors of a corporation are accustomed to act". 

The power of the Minister to appoint directors is in line with the wider power of 

s.8(3) Securities Industry Act 1983. This allows the Minister to appoint any 

number of persons to the board, or rather the committee, of the stock 

exchange, and appoint the Executive Chairman from amongst them. Such 

appointments are aimed at providing an impetus to the exchanges to properly 

supervise the markets and to facilitate ethnic distribution in favour of 

bumiputeras79
• 

77 S.6C(3) FIA 1993. 
78 Act 125. 
79 Elianthamby, op. cit., 36. 
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Once the companies are operating, much control is subsequently delegated to 

the Securities Commission as is evidenced by sections 6 and 60 FIA 1993 

which deal with approval of amendments to the constitutions and business 

rules. Approval of all such changes is purely in the hands of the Securities 

Commission. This would be due to the Commission's greater expertise at this 

level of detail. It should be noted that as such, in policy areas at least, 

regulation is ultimately external rather than self-regulation. This approach 

would appear correct as self-regulators would be unlikely to consider the full 

spectrum of policy options80
• 

It should be noted that there is no equivalent in the Futures Industry Act 1993 

for the establishment of bodies such as the "Futures Associations" envisaged 

by the Australian Corporations Law81
• Futures Associations were designed to 

be responsible for broker regulation on a day-to-day basis, as opposed to the 

exchanges, which were merely to be responsible for regulating market 

practice82
. This omission is propitious, as none have in fact been established in 

Australia. The Sydney Futures Exchange (SFE) rather confusingly fulfils the 

joint roles of both futures exchange and association. The exchange companies 

in Malaysia fulfill a similar role. 

8° Cane, P., "Self-Regulation and Judicial Review" (1986) 6 Civ Just Q 324, 330. 
81 5.1132. 
82 Currie, J.S., Australian Futures Regulation, (1994), 103. 
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6. Regulatory Structure 

"most . . . regulators involved in derivatives would agree that the current 

system is unusual and riddled with complexity" 

- Christopher L. Gulp 

6.1 Introduction 

This chapter begins with an analysis of various possible types of regul~tory 

structure. This is followed by an examination of the structure currently extant in 

Malaysia. It concludes with an outline of the regulatory structures of other 

jurisdictions, by way of comparison. 

6.1.1 Possible Models 

There are two major forms of regulation: passive and active 1• Passive 

regulation either takes the form of (unmandated) self-regulation or possibly of 

mere judicial regulation. Active regulation most obviously takes the form of 

legislation. The other type of active regulation is co-regulation, which is in fact 

mandated self-regulation. 

Self-regulation, in one form or another, has been in existence for several 

centuries. For example the guilds that existed in England during the Tudor and 

1 Swan, E:J., "Competition for Futures and Derivatives markets: The Role of 
Regulation", in Derivative Instruments , {ed. Swan, E.J.) , (1994) . 
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Stuart periods were governed by self-regulation2
. More recently self-regulation 

has been utilised by governments around the world in various spheres, in 

particular that of financial services. This is by virtue of the fact that its three 

necessary prerequisites are satisfied within the financial services industry, 

namely that there is an association, that it is motivated to regulate its 

members, and that it maintains sufficient powers of control for this purpose3
. In 

fact the IOSCO has recently stated that it foresees self-regulatory 

organisations (SROs) playing a significant role, and implied that the larger and 

more complex a market, the greater the involvement of SROs should be4
. 

Self-regulation involves the regulation of a body of persons by that body itself. 

Such a form of regulation has been promoted and utilised for several reasons. 

First, it is a swift and flexible means of administration, in that 'rules' can be 

amended more quickly than legislation5
. In addition rules do not need to 

employ 'statutory' language and thus general principles adaptable to 

unforeseen circumstances may be incorporated. Second, and directly related 

to the foregoing, ethical standards may be set over and above pure legal 

standards6
• Third, members of the body will have the highest level of expertise 

particularly in technical areas, enabling standards to be determined and non-

2 Ogus, AI., Regulation: Legal Form and Economic Theory (1994), 6-7; ct. supra, p. 4. 
3 Page, A. C., "Self-Regulation: The Constitutional Dimension" (1986) 49 MLR 141, 
148-149; Ferguson, R.B., and A.C. Page, "The Development of Investor Protection in 
Britain" (1984) 121J Soc L 287, 297-299. 
4 Taylor, M., "The IOSCO Objectives and Principles of Securities Regulation", Fin. 
Reg. Reporter, June 1998, 3. 
5 But nb. in the context of the Malaysian regulatory system, only with Ministerial 
approval (ss. 6 & 6D FIA 1993). 
6 AGPS, Committee of Inquiry into the Australian Financial System (Campbell Report), 
1981, 21.11. 
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compliant behaviour to be identified efficient!/. In addition, where day-to-day 

regulation is by private, well-paid staff the standard of implementation and 

enforcement will far exceed that of the equivalent service if provided by the 

government as such low-level tasks would be carried out by the lowest grade 

of civil servants8
. Fourth, compliance is more likely as regulatory controls are 

internal rather than external. Fifth, it supports ideological arguments for less 

government interference in the econom/. 

Finally, ·it has been argued that self-regulation is cheaper to the government as 

the cost will be borne by the body itself10
, and further that information costs, 

monitoring and enforcement costs, the costs of communication between 

practitioners and regulators, and costs associated with delay will all be lower11
. 

However, such a conclusion has been criticised, for ~elf-regulation also 

requires substantial expenditure and this must be borne by the industry and 

ultimately investors12
. Indeed as private sector salaries are significantly higher 

than government service, self-regulation is undoubtedly more expensive. The 

counter-argument is that industry-internal costs are likely to give better 'value 

7 IOSCO Emerging Markets Committee, Legal and Regulatory Framework for 
Exchange Traded Derivatives, (June 1996), 7. 
B ld., 6. 
9 Cane, P., "Self-Regulation and Judicial Review", (1986) 6 Civ Just Q 324, 328; nb. 
this ideological stance is not necessarily accepted by the present government of 
Malaysia, cf. Pistor, K., and P. Wallons (eds.), The Role of Law and Legal Institutions 
in Asian Economic Development 1960-1995, (1998). 
10 Gunningham, N., "Futures Market Regulation in Australia- Part I", (1992) 66 ALJ 59, 
64. 
11 Ogus, A., "Rethinking Self-Regulation" (1995) 15 OJLS 97, 98. 
12 Jennings, R.W., "Self-Regulation in the Securities Industry: The Role of the 
Securities and Exchange Commission" (1964) 29 Law and Contemp Probs 663, 677. 
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for money' and improve quality and efficiency1 3
. It thus appears to be a 

question of burdening either taxpayers in general or investors. However, this is 

not necessarily the case as government regulation could alternatively be 

funded by a tax or levy on trading alone. The government regulatory arm in 

Malaysia, the Securities Commission, is in fact funded from several sources: 

directly from the government, through levies on transactions (although this 

means has not been extended to futures in order to help the market grow) and 

licensing fees 14
. 

There are also several apparent drawbacks to such a form of regulation. First 

there is a contrary argument to the fact that self-regulation is flexible, in that 

there may be a corresponding level of uncertainty and unpredictability. 

Second, the rules may be designed to exclude outside competition and protect 

anti-competitive practices15
, thus maximising supra-competitive profits for 

those within the body. Third, standards may in fact be set at an extremely low 

level in order to avoid troubling members, thus pushing the supposedly 

protected parties, for example investors, into second place. Fourth, even if 

standards of conduct are breached, both investigation and punishment may be 

secret, and penalties imposed kept to a minimum; this would appear 

particularly likely where the party in breach is a major power within the body or 

industry16
. Fifth, there may also be a failure to comply with the doctrine of the 

separation of powers where a self-regulatory authority functions in a legislative 

13 Prentice, D.O., "Take-over bids and the system of Self-Regulation" (1981) 1 OJLS 
406, 411 
14 S.23(2) Securities Commission 1993; cf. infra, p.132. 
15 Ogus, A., op. cit., 99. 
16 Gunningham, op. cit., 65. 
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capacity to form policy, in a judicial capacity to interpret and adjudicate rules, 

and in an executive capacity by enforcing those rules17
. Sixth, there is a high 

probability of 'corporatism' whereby "groups which are not accountable to the 

body politic through the conventional constitutional powers"18 acquire power 

within the organisation. 

Self-regulatory organisations are not generally accountable to the people in the 

same way as government19
. This is important in three respects. First, such an 

organisation may for this reason abuse its power. Second, the government 

may in fact be avoiding its own responsibilities, by virtue of being able to deny 

responsibility for control that it may in fact exercise, and third due to possible 

conflicts of interest that may arise between its role as self-regulation sponsor 

and protector of public interest2°. 

On the other hand, self-regulation is in some senses more accountable than 

government itself, and has come to be perceived as such by the public. A 

typical body will provide information on its activities, consult with users, appoint 

lay members to governing bodies, provide mechanisms for dispute resolution 

and finally even often themselves be members of, or have direct links with, 

senior bodies21
• In addition it has been argued that self-regulation avoids the 

17 Ogus, A., lac. cit. 
18 Ogus, A., Regulation: Legal Form and Economic Theory, (1994), 107. 
19 Ogus, A., "Rethinking Self-Regulation" (1995) 15 OJLS 97, 98. 
20 Page, A.C., op. cit., 142-3. 
21 Page, A.C., op. cit., 164-166. 
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problems of implementation and legitimisation22 associated with direct 

governmental intervention23
• 

Nevertheless without the oversight of a public authority a "race to the bottom" 

might ensue24
• In order to avoid the problems of unchecked self-regulation, the 

Australian and Malaysian regulatory systems for futures trading have adopted 

systems of co-regulation. An alternative, and perhaps more explanatory term 

might be "enforced self-regulation". This has been adopted by Ayres and 

Braithwaite25 to refer to the situation where broker firms and exchanges, for 

example, formulate their own rules under the supervision of a regulatory body, 

primarily enforce such rules themselves and monitor their own compliance, but 

the regulatory body can enforce the rules should the need arise. 

Co-regulation is essentially "industry-association self-regulation with some 

oversight or ratification by government"26
• It is in line with Professor Gower's 

argument that self-regulation and government regulation are complementary, 

rather than being alternatives27
. As such the amalgamation of industry and 

government is ideal. It does however involve a fine balancing act on the part of 

the government between intrusive, pre-emptive oversight on the one hand and 

22 By virtue of the fact that governmental interference in a supposedly free market is 
~enerally abhorred. 

Black, J., "Constitutionalising Self-Regulation" (1996) 59 MLR 24, 25; Streek and 
Schmitter, "Community, Market, State- and Associations? The Prospective 
Contribution of Interest Governance to Social Order" in Private Interest Government: 
Beyond Market and State, (Eds. Streek and Schmitter), (1985), 22-25. 
24 Ogus, A., "Rethinking Self-Regulation" (1995) 15 OJLS 97, 102-104. 
25 Ayres, 1. and J. Braithwaite, Responsive Regulation: Transcending the Deregulation 
Debate, (1992). 
26 Black, J., op. cit., 26. 
27 Gower, L.C.B., Review of Investor Protection: A Discussion Document, (1982), para. 
6.02. 
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restrained oversight on the other. The regulatory framework needs to be both 

"disciplinary" and "developmental"28
. Such a framework must also be viewed 

as but a part of the legal system as a whole affecting financial assets and their 

owners29
. 

Gunningham30 explains the success in Australia of such a framework by citing 

various structural and cultural differences between the Australian market and 

others where it has proved less efficacious31
. The explanations of the success 

of the. framework in the Australian market are important with regards to the 

Malaysian futures markets, bearing in mind the close similarity of the two 

regulatory systems. First the Australian market comprises mostly institutional 

investors32
. Second the market is relatively small33

. Third, there are no 

"independents", that is individual brokers34
. Fourth, as such "independents" are 

not forced to bear the loss of mistakes in trading, rather it is the employing 

broker who must do so35
. Fifth, the possibility of broker insolvency is lower, 

partly because most are banks or large firms36
, and also that their clients are 

28 Securities Commission Annual Report 1997, 161. 
29 Securities Commission Annual Report 1997, 162. 
30 Gunningham, N., "Futures Market Regulation in Australia- Part 1", (1992) 66 ALJ 
128, 128-132. 
31 le. the Hong Kong and American markets. 
32 This is also true in Malaysia although not to such a great extent. The volume on 
COMMEX Malaysia is typically made up of 50-60% institutional trading, likewise on 
KLOFFE; cf. infra, p.126, n.39. 
33 Compare the 943679 futures contracts traded on the Malaysian exchanges in 1997 
with the 22953892 on SIMEX, and 200.7 million on the CME during the same period! 
34 All Malaysian Brokers must be incorporated: s.23(1) FIA 1993. 
35 The allocation of loss between broker and representative is determined solely by the 
contract of employment. 
36 There is a mixture of brokers in Malaysia, although most are large (KLOFFE, 
Response to Questionnaire dated 24 November 1998). 
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themselves primarily institutions. As such it would appear that they are less 

likely to be involved in speculation as opposed to hedging. Finally within the 

exchange the gap between "public interest'' and the self-interest of the 

dominant group (institutions) is relatively small. This stems from the nature of 

this group and manifests itself in the form of long-term commitment to the 

exchange's viability and reputation, and the realisation that abuse will be likely 

to lead to increased governmental intervention. 

Gunningham37 does however still identify various failings of the Australian 

system, which may also be applied to Malaysia. First that it has a propensity to 

be run "by the members, for the members", and in particular that in certain 

areas there are in fact a gaps between private and public interest. These are 

identified as relating to standard-setting, surveillance and compliance, and 

enforcement. Indeed self-regulatory bodies tend to gravitate towards regulation 

as a means of disarming external critics38
• 

Second, standard-setting is criticised as being over-protective of investors in a 

market largely comprising of institutions even if small, retail customers are also 

encouraged39
. Thirdly, surveillance and compliance methods remain, in many 

cases, in the developmental stage and have yet to be tested to the full40
. 

37 Loc. cit. 
38 Cane, P., "Self-Regulation and Judicial Review" (1986) 6 Civ Just Q 324, 331; 
Prentice, op. cit., 412. 
39 Institutional participation is in fact not so dominant in Malaysia, eg. KLOFFE 53% 
Institutional trading (Oct. 1998); a similar figure applies to COMMEX Malaysia, cf. 
supra, p.125, n.32. 
4° Cf. infra, ch.11, p.378 et. seq. 
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Finally, with regards to enforcement there is a high likelihood of reluctance, 

leniency, secrecy and demoralisation occurring4 1
• 

The biggest disadvantage of co-regulation is the fact that it is likely to already 

have been captured42
. This occurs when regulators cease to serve the public 

interest and begin to serve the interests of the regulated43
• Even the IOSCO 

report hints at such an occurrence by suggesting that market intermediaries 

are more likely to comply with rules imposed by SR0s44
• It is not certain 

however whether capture is an inevitable turn of events, or indeed even if it is 

an identifiable one. 

One way that it can occur is through corruption, that is the destruction of 

integrity in the discharge of public duties by bribes or favours. Capture is 

usually broader however, in that it is often motivated by ideological reasons45
. 

For example even the medieval guilds mentioned above actively sought many 

regulations in order to protect their profits from competition46
. A further possible 

reason for this is that the industry holds "the most promising prospects of 

futures employment"47
. Capture is a serious concern creating an unhealthy 

relationship between regulators and regulated. There thus needs to be a 

41 Ibid. 
42 Swan, loc. cit. 
43 Swan, loc. cit. 
44 Emerging Markets Committee of the IOSCO, Legal and Regulatory Framework for 
Exchange Traded Derivatives, (June 1996), 7. 
45 Swan, loc. cit. 
46 Ogus, lac. cit. . 
47 Gulp, C.L., "Functional and institutional Interaction, Regulatory uncertainty, and the 
Economics of Derivatives Regulation " in Derivatives Handbook - Risk Management 
and Control, (eds. Schwartz, R.J. and C.W. Smith), (1997), 458. 
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suitable mix of government legislation with SRO enforcement, overseen by a 

government observer, to check instances of capture. 

In addition to direct government intervention by means of statute, further 

limitations affect the powers of self-regulatory bodies. They will usually be 

limited by the doctrine of ultra vires and other procedural safeguards, in 

particular on disciplinary powers, which are imposed by the common law48
• 

These rules are indeed often improved on by a body's own rules. 

The general criminal and civil law also helps achieve desired regulatory aims. 

Possible abuses that may be left to laws outside of specific regulation include 

deceptive trade practices, negligent misrepresentation, professional 

negligence, breach of fiduciary duty, duty to disclose and undue influence49
. It 

should be noted that the market system itself is based on private law. This 

system provides the foundation upon which any regulation will be established. 

Regulation on the other hand is a manifestation of a more collectivist system. 

Thus despite the inherent relationship between private law and regulation, 

there remains an ideological tension between them by virtue of the market

collectivist conflict50
. 

48 Cf. infra, p. 157 et. seq. 
49 Nb. All claimed for in The Procter & Gamble Company v Bankers Trust Company 
and BT Securities Corporation. 1996 WL 249435 (S.D. Ohio), 1996 U.S. Dist. Lexis 
6435; cf. Forster, D.M., "The State of the Law after Procter & Gamble v Bankers 
Trust", Derivatives Quarterly, Winter 1996, 8. 
50 Ogus, A. 1., Regulation: Legal Form and Economic Theory (1994), 1. 
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6.1.2 Towards a Level Playing Field 

An important consideration in constructing and analysing the regulatory 

structure of the Malaysian futures industry is the distinction between functional 

and institutional regulation. The former focuses on the economic functions 

performed by products, markets and persons, whereas the latter concentrates 

on specific economic institutions. The international trend is towards the former, 

although Merton has pointed out that both types of regulation involve both 

prodl)cts and institutions51
. The Malaysian position will be evaluated in the 

conclusion of this work52
. 

One manifestation of functional regulation is the 'level-playing field' doctrine. 

This advocates that regulatory requirements should be dependent on the 

services provided by an institution, rather than on the type of financial 

institution53
• An example of the doctrine is ensuring that the capital 

requirements for insurance and securities firm affiliates are the same as for 

other market participants. 

A related issue is whether, in a co-regulatory system, supervisors should be 

separate from the central bank54
• Certainly all major market players should be 

51 Ibid. 
52 Cf. infra, ch.12, p. 397 et. seq. 
53 Schaefer, S.M., "Financial Regulation: The Contribution of the Theory of Finance" in 
lnternationalisation of Capital Markets and the Regulatory Response, (eds. Fingleton, 
J. and D. Schoenmaker), (1992), 150. 
54 Goodhart, op. cit., 24. 
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supervised, not just banks55
• Here the overlap of interests needs to be weighed 

against potential loss of credibility caused by regulatory failure. 

6.2 The Regulatory Structure in Malaysia 

6.2.1 The Securities Commission Act 199356 

The Securities Commission Act (SCA) 1993, which came into force on 1st 

March 1993, established the Securities Commission as a corporate body57
• 

The Commission must encourage and promote self-regulation by market 

bodies in the industry, although it will not limit its own functions in so doing58
. 

Its main function59 is to regulate all matters relating to securities and futures 

contracts. Its other relevant functions are to advise the Finance Minister on all 

matters relating to the securities and futures industries; to be responsible for 

the supervision and monitoring of the exchanges and clearing house, to 

maintain investor confidence by ensuring them adequate protection, and to 

promote and maintain the integrity of licensed persons60
. Commensurate with 

these, the Commission has been granted all necessary powers to perform its 

functions61
. A fundamental power is that to make regulations, in particular the 

55 Farrant, R., "International Regulation for Derivatives" in Derivative Instruments , (ed. , 
Swan, E.J.), (1994) . 
56 Act 498. 
57 S.3 SCA 1993. 
58 S.15{1 )(I) and (4) SCA 1993. 
59 S.15(4) SCA 1993. 
60 S.15(1) SCA 1993. 
61 S.16 SCA 1993. 
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power to additionally impose a penalty of up to RM25000 on offences so 

established62
. 

Prior to the establishment of the Securities Commission its role was fulfilled by 

a variety of institutions. These included the Registrar of Companies, the 

Commodities Trading Commission63
, the Capital Issues Committee and the 

Panel on Takeovers and Mergers. The latter two were both dissolved at the 

time of the creation of the Securities Commission. 

The Commission comprises of nine members64 including an executive 

chairman entrusted with its day-to-day administration65
. Members must 

disclose any interest in relation to any matter under discussion by the 

Commission66
, after which they will not be allowed to participate67

• A failure to 

make relevant disclosure is punishable as a crime carrying serious penalties, 

and in addition upon conviction that member would, as a convicted criminal , 

necessarily vacate his position68
. The .Commission is entitled to employ officers 

and servants69
. At present over 350 people are so employed. 

62 S.40 SCA 1993. 
63 Established by the Commodities Trading Act 1985(Act 324); nb. The Commodity 
Trading Commission's jurisdiction remained unaffected by the Securities Commission 
until it was dissolved by the Futures Industry (Amendment and Consolidation) Act 1997 
~ct A987), s.15. 

S.4(1) SCA 1993. 
65 S.4(2) SCA 1993, currently Datuk Dr. Mohd. Munir Abdul Majid. 
66 S.13(1) SCA 1993. 
67 S.13(3) SCA 1993. 
68 S.8 SCA 1993. 
69 S.20 SCA 1993. 

131 



The Commission is financed from three major sources70
: government funds, 

levies charged on exchange-traded instruments, and other fees and charges 

including those relating to licences71
. It is submitted however that an anomaly 

comes to light from a comparison of s.22(5) FIA 1993 with s.23 SCA 1993. For 

the latter states that the Commission's Fund shall consist of inter alia, 

"fees ... imposed by the Commission". The former however insists that "all fees 

received by the Commission for the grant or renewal of licences shall be paid 

into the Consolidated Fund". This would evidence a high level of governmental 

interest in the industry. 

With regards to futures the Commission had jurisdiction over KLOFFE and the 

MME from their inception as licensed exchanges. The jurisdiction of the 

Securities Commission has subsequently been extended by the Futures 

Industry (Amendment and Consolidation) Act 199772
, which came into effect on 

161
h April 1997. This repealed the Commodities Trading Act 198573 and in 

particular negated the application of s.15(2) SCA 1993 which excluded the 

Commission from regulating contracts traded under the 1985 Act. The KLCE, 

prior to altering its name and its merger with MME, thus became regulated by 

the Commission under the FIA 1993, as did its broker members74
. The 

70 8 .23 SCA 1993. 
71 Futures 1 ndustry Regulations 1995 (P. U. (A) 413), Sch. II ; in fact over 75% of the 
Commission's income is derived from levies (on securities) , amounting to over RM190 
million in 1997 (Securities Commission Annual Report 1997). 
72 Act A987. 
73 Act 324. 
74 8 .12 Futures Industry (Amendment and Consolidation) Act 1997, deleting s.1 08 FIA 
1993. 
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unification of the oversight of the three Malaysian Futures exchanges should 

allow for economies of scale75
. 

It should however be borne in mind that the Commission is still in its infancy: its 

role may well change in the future. For "regulatory bodies, like the people who 

comprise them, have a marked life cycle. In youth they are vigorous, 

aggressive, evangelistic, and even intolerant. Later they mellow, and in old age 

-after a matter of ten or fifteen years- they become, with some exceptions, 

either an arm in the industry they are regulating or senile"76
. To be more 

precise the evolutionary stages of a regulatory body such as the Cor:nmission, 

in terms of the aims of the body, can be summarised as follows: initially 

promotional, then advocating competition, subsequently becoming 

monopolistic, and finally aiming for national coordination77
. 

6.2.2 Futures Industry Act 199378 

The structure of the regulatory system introduced into Malaysia by the Futures 

Industry Act (FIA) 1993 is essentially five-tiered. The FIA 1993 itself is 

modelled on the Australian futures legislation found in Chapter 8 Corporations 

Law (Australia) 79
. Within the framework established by the relevant legislation, 

75 Securities Commission Annual Report 1997, 128. 
76 Galbreith, J.K., The Great Crash (1955), 171. 
77 Swan, E.J., "Competition for Futures and Derivatives Markets: The Role of 
Regulation" in Derivative Instruments , (Ed. Swan, E.J.), (1994). 
78 Act 499. 
79 Likewise the Securities Industry Act 1983 was based on the Australian Securities 
Industry Act 1980; Khaw, L.T., "The Securities Industry Act 1983- An Overview" [1984] 
JMCL 93. 
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the Finance Minister exercises ultimate control, although much of his authority 

is delegated to the Commission. The Commission in turn, by virtue of s.15(1) (I) 

SCA 1993 encourages the exchanges to exercise self-regulation. This also 

applies to the clearing house. Exchange and Clearing members are required to 

perform self-regulatory functions by virtue of the exchange and clearing house 

business rules. The lowest tier comprises the individual employees and 

representatives of these members. The effectiveness of this system is 

reinforced as trading of futures contracts, as defined in the FIA 1993, must be 

on-exchange80
• 

Of course, excluded contracts are subject to a different scheme of regulation. 

However it should be borne in mind s.15(1 )(a) SCA 1993 states that the 

Commission should keep the Minister informed on all matters relating to the 

"futures industry", an undefined term capable of including OTC transactions81
• 

The Malaysian regulatory structure is in line with that recommended by the 

IOSCO, namely a regulatory pyramid, headed by a governmental authorityB2
• 

The second tier then comprises of a self-regulatory organisation or 

organisations including the exchange(s) and clearing house(s). The third tier 

comprises of the market intermediaries, who must meet required standards, 

and at the lowest level of regulation are the employees of those intermediaries. 

80 S.BO; cf. supra, p.1 01 and infra, pp.31 0-315. 
81 In practice however the Commission is not involved in OTC futures (Official 
response to author's questionnaire dated 26 May 1998). 
82 IOSCO Emerging Markets Committee, Legal and Regulatory Framework for 
Exchange Traded Derivatives, (June 1996), 7. 
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It is useful at this stage to investigate the provisions made by the relevant 

legislation for the allocation of regulatory power and responsibility. 

6.2.2.1 The Minister 

As stated in Chapter 583 the Finance Minister84 has the power to grant and 

revoke approval to both exchanges85 and clearing houses86
• In addition he 

may, on fourteen days notice, suspend trading on an exchange, either for 

breactl of the approval requirements, or on recommendation of the 

Commission, in lieu of revocation87
• The Minister may also, by virtue of s.9 FIA 

1993, direct the closure of a futures market where there is or is likely to be a 

disorderly or unfair market by virtue of emergency, natural disaster, or 

economic/financial crisis. It should be noted that as early as 1964 it was 

recognised (in the US) that such a power was "a far too drastic sanction, 

except under the most unusual circumstances"88
. 

The Minister is also given the power, by s.1 0(5) FIA 1993 to give final 

decisions on any actions brought by the Commission under s.1 0(1) against the 

exchanges or clearing house for their shortcomings . A similar power also 

83 Infra, pp.1 09 and 113. 
64 Where there are two finance ministers, as at present, it is submitted that either one 
has the powers vested by the FIA 1993. 
65 Ss.4 & 7 FIA 1993. 
86 Ss.68 & ?A FIA 1993. 
87 

S.8 FIA 1993. 
88 Jennings, op. cit. , 671. 
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applies regarding decisions of the Commission to refuse to grant or renew a 

licence89
, and regarding appeals against Commission action in emergencies90 • 

In addition the Minister must approve all applications for the grant and renewal 

of futures braking licences91
. The Minister also has the power to prescribe 

grounds for the refusal of licences to industry participants92
• This power has 

been exercised in the Futures Industry Regulations 1995 in the form of an 

extensive list93
• This is subsidiary legislation as it has legislative effect94

• 

6.2.2.2 The Securities Commission 

The role of the Commission is to a greater extent administrative rather than 

judicial. Two of the most important roles of the Commission are with regards to 

the licensing of futures brokers and the investigation and prosecution of 

offences under the relevant legislation95
. These aspects of the Commission are 

analysed at a later stage96
. In addition, by s.1 0 FIA 1993 the Commission has 

the power to take wide-ranging action against an exchange, clearing house or 

other such body for failure to comply with that body's own rules and 

regulations, for contravening the FIA 1993 or failing to comply with 

89 S.30 FIA 1993. 
90 S.15(5) FIA 1993. 
91 S.22(1 A) FIA 1993. 
92 S.24 FIA 1993. 
93 Reg. 11. 
94 S.3 Interpretation Act s 1948 and1967 (Act 23), Revised 1988; Jain, M.P., 
Administrative Law of Malaysia and Singapore, (3'd Ed. , 1997) , 62; nb. subsidiary 
legislation is subject to the doctrine of ultra vires in relation to the establishing 
legislation and thus under court control. 
95 Parts VII and VIII FIA 1993 and Parts V and VI SCA 1993. 
96 Chs. 7 and 11 . 
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Commission directions under it. As previously mentioned, s.1 0(5) states that in 

such cases the decision of the Minister is final. 

The Commission has greater executive powers granted by s.15 FIA 1993. 

Commensurate with the Minister's power to suspend trading in emergency, the 

Commission has the power to "take such action as it considers necessary to 

maintain or restore orderly trading". In particular it may direct an exchange to 

suspend, limit, defer trading in a particular futures market, or to close out or 

invoice back particular contracts. It may additionally instruct the clearing house 

to take specific appropriate action. These powers are limited by s.15(4) to 

certain particular "emergencies", firstly market manipulation and cornering97, 

secondly "any act of any person affecting an instrument", and thirdly "any major 

market disturbance howsoever caused which prevents the markets from 

accurately reflecting the forces of supply and demand for such instrument". If 

these were not already wide enough a fourth "catch-all" provision is added 

stating that the power applies in any other undesirable market situations or 

practices. The limitation provided by this subsection is thus minimal. The action 

usually taken will comprise of directions to the exchanges and clearing 

house98
, however in addition a more drastic power is conferred by s.15(3) 

which states that where the exchange or clearing house fails to comply with 

such direction the Commission may perform the required act itself. These 

97 Ct. infra, p.319 et. seq. 
98 S.15(2) FIA 1993. 
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wide-ranging powers are once more stated to be subject only to final appeal to 

the Minister99
• 

Where a Ministerial direction is given to an exchange company by virtue of the 

aforementioned sections 8, 9, 1 0 and 15, the Commission must so inform the 

clearing house and require it to facilitate the effectiveness of the direction 100 . 

The exchanges and clearing house are bound by directions under the 

aforementioned sections by virtue of s.13, breach of which incurs a penalty of 

RM500000 and/or not more than five years imprisonment101
• 

Further executive powers are granted to the Commission by s.1 02(1 B) 102• 

These allow it to instruct brokers or fund managers 103 to desist from trading in 

any or all futures contracts on a Specified Exchange 104 or alternatively to do 

nothing more than close out such contracts 105
• This power may only be 

exercised in four situations. First, where it believes that a situation likely to 

disrupt trading on the relevant exchange exists 106
• Second, where a broker or 

its officers have acted contrary to public interest with regards to either an 

exchange company, a clearing house or a Specified Exchange107
• Third, where 

a broker has breached the Futures Industry Act, or the relevant rules, 

99 8.15(5) FIA 1993. 
100 8.15A FIA 1993. 
101 The punishment of imprisonment is obviously not directly applicable to the 
exchanges and clearing houses as incorporated bodies. However, officers and 
representatives concerned in any way with such an offence are also to be deemed 
~uilty, and may be subject to the full range of penalties, s.99(1) FIA 1993. 

2 Inserted by s.1 O(b) Futures Industry (Amendment and Consolidation) Act 1997. 
103 Inserted by s.11 Futures Industry (Amendment) Act 1998. 
104 8.1 02(1 B)(aa) FIA 1993. 
105 8.1 02(1 B)(bb) FIA 1993. 
106 8 .1 02(1 B)( a) FIA 1993. 
107 8 .102(1B)(b) FIA 1993. 
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regulations and conditions108 and fourth, where other prescribed circumstances 

exist regarding the broker109
. It is to be noted that in such cases no appeal lies 

to the Minister. 

The Commission deals with the approval of amendments to the clearing house 

business rules and constitution 110
. What is more surprising is that the 

Commission is also granted the power to amend the clearing house's 

constitution or business rules itself111
• Non-compliance with such amendments, 

or thelnaking of unapproved amendments112 carries a penalty of RMSOOOOO 

and/or a maximum of five years imprisonment113
. 

The Commission must similarly approve any amendments to exchange 

company business rules or constitutions 114
. This is backed up by s.4(3)(d) FIA 

1993 which states that the initial constitution of the exchange company should 

provide that amendments are only effective with Commission approval. This is 

essential as otherwise unauthorised amendments might be binding between 

the exchange and its members, and even clients, regardless of the lack of 

approval. Under the original FIA 1993 a similar provision was, however, 

108 S.102(1B)(c) FIA 1993. 
109 S.102(1B)(d) FIA 1993. 
110 S.6D FIA 1993. 
111 

S.6D(5) FIA 1993. 
112 S.6D(7) FIA 1993. 
113 S.6D(8) FIA 1993 
114 S.6 FIA 1993. 
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strangely lacking with regards to the clearing house constitution, but has 

subsequently been added by the Futures Industry Regulations 1995115
• 

The power of the Commission to amend business rules and constitutions also 

extends to the exchange companies116
• This last power was amended by the 

Futures Industry (Amendment and Consolidation) Act 1997117 to allow for 

Ministerial118 consultation where the proposed exchange rule-change is to 

introduce a new commodities future contract. The introduction of a new futures 

contract will necessarily involve a change of exchange rules. One criterion 

required by the Commission in such circumstances is for the new product to 

have an economic purpose119
. 

This amendment is noteworthy in that it is the only situation when the power of 

the Commission to approve amendments is any less than absolute. Barring 

this one exception it is evident that the Commission is entrusted with a high 

degree of responsibility for the ongoing regulation of the industry. 

As well as the capacity to endorse constitutional amendments, the 

Commission is empowered to recommend the revocation of approval granted 

to an exchange company to the Minister120
, but there is no commensurate 

power for recommendation regarding the clearing house. It is submitted that 

115 Reg. 8(b)(iv). 
116 S.6(3) FIA 1993. 
117 S.4, inserting new s.6(1 B) FIA 1993. 
118 Primary Industries Minister. 
119 IOSCO, Report on the International Regulation of Derivative Markets, Products and 
Financial Intermediaries, (31 December 1996), II.C.1 (a). 
120 S. 7 FIA 1993. 
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this is an oversight by the legislature, although in practice the Commission 

might take such an initiative regardless. 

The power of the Commission over those that it regulates is ultimately backed 

up by the sanction of the court 121
• The court may issue various orders breach 

of which will be an offence punishable by a fine of up to RM500000 and/or five 

years imprisonment122
. Finally, it is trite law that financial levies cannot be 

imposed by a statutory body unless its parent Act specially confers such a 

power-on it123
. The Securities Commission has such a power by virtue of 

section 24 SCA 1993. In addition sections 22 and 1 03(1) FIA 1993 allow it to 

charge licensing fees, however these are payable directly into the consolidated 

fund . 

6.2.2.3 Exchanges 

The third tier of the Malaysian regulatory system is that comprising the two 

futures exchanges and the clearing house. The exchanges liaise with each 

other, the clearing house and the Securities Commission both informally in the 

course of day to day business and for monthly meetings and an annual 

dialogue, as would be expected in a co-regulatory system. 

121 S.1 06C(1) FIA 1993. 
122 S.1 06C(5) FIA 1993. 
123 Attorney-General v Wilts United Dairies (1922] KB 897; Congreve v Home Office 
[1976] 1 All ER 697; Daymond v South West Water Authority [1976] AC 606; cf. s.44 
Interpretation Acts 1948 and 1967 (Act 388) Revised 1988, which implies that a fee or 
charge cannot be levied in the absence of specific authorisation (Jain, op. cit., 112). 
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In terms of specific powers and responsibilities sanctioned by the relevant 

legislation, the role of the exchanges appears minimal. Most powers and 

responsibilities are derived from the private law of contract as opposed to 

public law. However one should not overlook the fact that it was the same 

legislation that established the regulatory structure in which such contractual 

relationships must of necessity arise 124
• 

The involvement of the exchanges under the FIA extends from the mere duty 

to inform the Commission of the findings of an inquiry into alleged misconduct 

by a licensed person instigated by s.28(5) of the Act125 to the widest duty 

imposed by s.35. This states that the exchange shall provide "such assistance 

to the Commission as it reasonably requires for the performance of its 

functions"126
. In particular the companies are obliged to inform the Commission 

within seven days of any fine, suspension, expulsion or other disciplinary 

action against a licensed person 127
• There is however, no particular sanction 

relating to breach of this section 128
. The exchange companies are each 

additionally obliged to establish a fidelity fund129 to compensate participants for 

loss sustained due to defalcation or in respect of money held on trust130
. 

Interpretation Acts 1948 and 1967 (Act 388) Revised 1988, which implies that a fee or 
charge cannot be levied in the absence of specific authorisation (Jain, op. cit. , 112). 
124 Cf. infra, p.157 et. seq. 
125 S.28(6) FIA 1993. 
126 S.35(1) FIA 1993. 
127 S.35(2) FIA 1993. 
128 It is submitted however that breach would constitute an offence subject to the 
~eneral penalty stipulated ins. 96 (RM500000 and/or 5 years imprisonment) . 
29 S.58 FIA 1993; cf. infra, p.259. 

130 S.66A FIA 1993. 
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We have already seen how the court can order compliance with the FIA 

1993131
, licensing conditions and business rules on application by the 

Commission. The exchange company is also able to apply for such an order 

where its business rules have been contravened132
• 

Much of the exchanges' power is contractual in nature133
. This is highlighted by 

KLOFFE Business Rule 102, COMMEX Malaysia Business Rules 203 and 

303(iv) and Articles 9, 10 and 15(b) of the latter's Articles of Association, which 

state that members are bound by the rules of the respective exchanges. In 

addition KLOFFE makes it compulsory for all trading members to purchase 

one "A" preference share, thus additionally giving rise to a contractual 

relationship by virtue of the Memorandum and Articles of Association in 

accordance with s.33(1) of the Companies Act 1965134
. On COMMEX Malaysia 

all approved applicants for membership must sign an acknowledgement form 

in which they agree to be bound by the exchange rules, and the Memorandum 

and Articles of Association 135
. 

The KLOFFE Business Rules incorporate general principles allowing for a 

more purposive interpretation of the subsequent detailed provisions. This is to 

be lauded, and it is submitted similar principles should be added to the 

COMMEX Malaysia Business Rules. In fact the Business Rules of the former 

KLCE did go some way towards accomplishing this, stating that they were 

131 1 Supra, p.14 . 
132 S.106C(1)(b) FIA 1993. 
133 Cf. infra, p.157 et. seq. 
134 Act 125. 
135 COMMEX Malaysia Business Rule 205(1)(1). 
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"intended to ensure a free, open and competitive market on the exchange and 

to maintain proper and dignified trading conduct and to provide protection to 

the public in its contracts with the Exchange Company and its Members"136
• 

The KLOFFE principles are stated in Business Rule 101: 

(a) the observance of high standards of integrity and fair dealing; 

(b) acting with due care, skill and diligence; 

(c) organising and controlling one's affairs in a responsible manner and 

according to defined procedures; and 

(d) dealing with the Exchange and Commission in an open and co-

operative manner and keeping each body promptly informed of 

anything which might reasonably be expected to be disclosed to it. 

To some extent the regulatory position of the exchanges is synonymous with 

that of the Securities Commission. For example, the exchanges have the 

power by virtue of the rules to prescribe limits on Open Positions 137 as well as 

trading or price limits138
. 

136 KLCE Business Rule 900(a). 
137 KLOFFE Business Rule 613.1; COMMEX Malaysia Business Rule 719; cf. s.55 FIA 
1993 re. the Securities Commission's equivalent power. 
138 KLOFFE Business Rule 11 07; COMMEX Malaysia Business Rule 718; cf. infra, 
p.248 et. seq. 
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They also have the power to suspend trading139
, and to both revoke140 and 

suspend membership141 in certain circumstances. In such cases both 

COMMEX Malaysia and KLOFFE have rules to prevent any unwanted 

contagion from such action 142
. Where a broker is suspended or expelled from 

an exchange, the minimum client agreement form (CAF) contains a power of 

attorney clause, whereby the client authorises the chief executive officer of the 

clearing house "to do all things necessary to transfer open positions held by 

the Broker on the Client's behalf to another broker"143
• It is submitted, however, 

that such a clause is superfluous as the CAF also contains clauses to the 

effect that the client waives any cause of action against the exchanges, 

clearing house and members other than his own broker144
• The FIA 1993 also 

makes provision for the situation where a licence is revoked or suspended. 

This will be the case where exchange membership is so affected. Section 

29(1) states that in such situations agreements already entered into shall be in 

no way affected. 

The fundamental modus operandi of the exchanges is by means of committee. 

This is justified as it might help to limit industry bias. However, committees will 

only fulfil this aim if they comprise members drawn from outside of the group 

with vested interests. In addition Markham has noted that, at least in the United 

139 KLOFFE Business Rule 702.3 and 712; COMMEX Malaysia Business Rule 722. 
14° COMMEX Malaysia Business Rule 800(a)(iv) ; KLOFFE Business Rule 511.1. 
141 COMMEX Malaysia Business Rule 800(a)(v); KLOFFE Business Rules 511.1 and 
511.2. 
142 COMMEX Malaysia Business Rules 807and 808; KLOFFE Business Rule 708. 
143 KLOFFE Minimum CAF, Sch.1 , cl.8; COMMEX Malaysia Minimum CAF, Sch.2, 
cl.14. 
144 COMMEX Malaysia Minimum CAF cl.6; KLOFFE Minimum CAF, cl.5(g). 
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States, committees are "often riddled with conflicts of interest and by persons 

ill-equipped to manage the affairs of an exchange"145
, he cites by way of 

example the dearth of committee members who are lawyers, leading to due 

process violations 146
• The Business Rules of the three Malaysian exchanges 

provide for the establishment of several committees147
• In addition they lay out 

detailed rules regarding the composition and jurisdiction of each individual 

committee. 

On KLOFFE those established are the Fidelity Fund, Product Development, 

Membership and Business Conduct Committees. On COMMEX Malaysia an 

even greater number have been established; these include Fidelity Fund, 

Membership and Business Conduct Committees similar to KLOFFE. In addition 

there is a Market Committee, which it is submitted is performs a similar role to 

KLOFFE's Product Development Committee, as well as monitoring existing 

products. The other committees are the Dispute Committee, the Floor 

Committee, the Pit Committee, the Compliance Committee, the Emergency 

Committee and the Nomination Committee. These committees will, when 

called upon, be under a duty to consider relevant matters in hand and to 

furnish a complete report to the board148
. 

145 "The Commodity Exchange Monopoly- Reform is Needed" (1991) 48 Wash & Lee 
LR 977, 1011. 
146 eg. Siegel v B. 0. T., 2 Com FLR (CCH) ~ 24,983 (CFTC 1991) (chairman of 
disciplinary committee improperly acted as prosecutor on appeal to Board of 
Governors; improper inferences drawn; hearsay evidence relied on by B.O.T.) ; Laken 
v CME, 2 Com FLR (CCH) ~ 24,968 (CFTC 1990) (Respondent not provided adequate 
discovery materials; prosecutorial and adjudicatory roles of staff mixed). 
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The composition of the committees is also dealt with in the exchange rules. 

The KLOFFE Business Rules state that the Chief Operating Officer and at 

least one exchange member must be members of each committee149
. The 

COMMEX Malaysia Business Rules state that the Executive Chairman is to be 

made an ex-officio member of each committee150
, but only ensures exchange 

member representation on the Pit, Floor, Membership and Nomination 

Committees151
• The KLOFFE Business Rules also prohibit any interested 

parties from participating in a committee152
• Unfortunately this rule is only 

partially repeated in the COMMEX Malaysia Business Rules 153
• It is submitted 

that the latter should be rectified at the earliest opportunity in order to ensure 

natural justice in exchange proceedings. 

Most important in terms of regulation are the Business Conduct Committees. 

They have responsibility for conducting hearings with regard to member 

compliance with, inter alia, the business rules, conduct detrimental to the 

exchange, manipulation, cornering and client complaints 154
. The Business 

Conduct Committees have extensive disciplinary powers 155 both against 

brokers and, on KLOFFE, even with regards to clients156
. 

147 KLOFFE Business Rules 502 to 505; COMMEX Malaysia Business Rules 102-
109A. 
148 KLOFFE Business Rule 501 .1; COMMEX Malaysia Business Ru le 11 O(b). 
149 KLOFFE Business Rule 501 .3 (b) and (c) . 
15° COMMEX Malaysia Business Rule 11 O(c). 
151 COMMEX Malaysia Business Rules 107A(b), 107(c) , 105(c) and 109A(a). 
152 KLOFFE Business Rule 501.5. 
153 With regards to the Business Conduct (Rule 1 02(d)), Floor (Rule 1 07(f)) and Pit 
Committees (Rule 107A(d)) . 
154 KLOFFE Business Rule 505.1; COMMEX Malaysia Business Rule 1 02(a). 
155 KLOFFE Business Rule 508.1; cf. Rule 511; COMMEX Malaysia Business Rule 
800. 
156 KLOFFE Business Rule 509; no comparable rule on COMMEX Malaysia. 

147 



In the interests of natural justice, the composition of this committee is 

particularly important. If it comprises only industry participants there is less 

likelihood of decisions against other participants, or of suitable remedies and 

punishments being given. For example in Australia the SFE157 Business 

Conduct Committee includes 2 independent158 committee members in its total 

of 10 members159
. On KLOFFE the committee is made up of two trading 

members appointed by the board, two other appointees of the board, and the 

Chief Operating Officer160
. On COMMEX Malaysia on the other hand, it 

comprises of two directors appointed by the Minister under s.5(2)(c) FIA 1993 

(including the chairman) , three members appointed by the board and the 

General Manager161
. There is thus the possibility of a distinct lack of 

transparency due to the lack of stipulated independent committee members. 

6.2.2.4 Clearing House
162 

Regulation 8 of the Futures Industry Regulations 1995 imposed on clearing 

houses the need to provide in their constitution "for the making of business 

rules, including business rules that make provision for a quick and fair method 

157 Sydney Futures Exchange Ltd. 
158 le. non-exchange. 
159 SFE Articles of Association 9.2(f) and 13. 
16° KLOFFE Business Rule 505.3. 
161 COMMEX Malaysia BusinessRule 1 02(b). 
162 Cf. infra, p.266 et. seq. 
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of settling disputes between the clearing house and its affiliates, and between 

those affiliates and their clients"163 

The sole Malaysian clearing house, the MDCH, has regulatory responsibility 

and power only with regards to clearing members. This is to ensure that it will 

be able to assess its liabilities and the creditworthiness and standing of those 

parties, being limited in number. It has a committee in the form of a 

Membership Committee that will consider membership applications 164
• Its 

relationship with its members is contractual165
• 

It is the clearing house which determines the appropriate margining levels 166 

and which approves the type of collateral that may be used167
• The clearing 

house also has the power to impose position limits on its members168
• One of 

the main responsibilites of the clearing house is the maintenance of the 

clearing fund169 which is to compensate losses caused by the failure of a 

clearing member to meet its financial obligations 170
. The clearing house may 

additionally take 'default action' against clearing members in default171
, obliging 

notification to both the exchange and commission 172
. In addition the clearing 

house is empowered to take action against defaulting futures brokers subject 

163 Futures Industry Regulations 1995, Reg.8(b)(iii). 
164 MDCH Business Rules 105 and 202. 
165 MDCH Business Rule 102 and 205. 
166 MDCH Business Rule 613. 
167 MDCH Business Rule 616. 
168 MDCH Business Rule 1103. 
169 MDCH Business Rule 400; cf. infra, p.255 et. seq. 
170 MDCH Business Rule 405. 
171 MDCH Business Rules 1000 and 1001. 
172 MDCH Business Rule 1005. 
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to Commission authorisation173
• Finally the clearing house has the power to 

take 'special action' including emergency settlement if the financial integrity of 

the clearing house or a clearing member is threatened174
, with corresponding 

notification to the Commission and exchange175
. 

The clearing house may apply to the court for an order to enforce compliance 

with its business rules 176
• It may also instigate its own disciplinary action for 

infringement of its business rules 177 by clearing members. This may result in 

the imposition of a fine of up to RM1 million, and/or termination of 

membership178
. Such actions must be notified to both the exchange and the 

Commission 179
. 

The clearing house has not excluded liability for its own negligence180
, 

although it does provide for appropriate indemnification from clearing 

members18
\ and restricts liability to clearing members182

• 

6.2.2.5 Brokers and Clearing Members183 

The regulatory structure is ultimately focused around license-holders. Of these 

by far the most important are the futures brokers. Those (a) trading in futures 

173 8.1 06B FIA 1993. 
174 MDCH Business Rule 11 00 and 1101. 
175 MDCH Business Rule 11 04. 
176 8.1 06C(1 )(b) FIA 1993. 
177 MDCH Business Rule 900. 
178 MDCH Business Rule 901 (a). 
179 MDCH Business Rule 902. 
180 MDCH Business Rule 103(b). 
181 MDCH Business Rule 1 03(d). 
182 MDCH Business Rule 1 03(a). 
183 Ct. infra, chs. 7 and 9. 

150 



contracts on behalf of another or (b) 'holding out' that they are conducting a 

futures braking business must be licensed as futures brokers 184
. It has been 

argued that the latter is to be judged objectively185
• Futures brokers must be 

exchange members186
• As seen in chapter 5 each exchange gives them 

different names as exchange members. They are thus known as 'trading 

members' on KLOFFE, and as either broker 'general', 'financial' or 'commodity' 

members on COMMEX Malaysia. 

Trading Members are obliged by KLOFFE to "establish and maintain a proper 

system to supervise the activities of each Registered Representative, agents 

and other personnel and that is reasonably designed to achieve compliance 

with the Rules and the Futures Industry Act"187
• To this end they must each 

employ at least one qualified compliance officer whose role is to be backed up 

by written supervisory procedures188
, including an annual inspection and 

audit189
• In particular written records of solicitation and execution by Registered 

Representatives must be maintained190
• The Compliance Officer must also 

investigate prospective Registered Representatives prior to certifying their 

application 191
• Similar provisions apply to COMMEX Malaysia Broker 

Members 192
• 

184 S.16(1) FIA 1993; the importance between (a) and (b) has been analysed by Hains, 
M.G., letter published in (1988) Co & Sec LJ 141. 
165 Hains, Joe. cit. 
186 Securities Commission "Guidelines for Application of Licence Under the Futures 
Industry Act 1993", Guideline 1.4. 
187 KLOFFE Business Rule 61 0.1. 
188 KLOFFE Business Rule 61 0.2. 
189 KLOFFE Business Rule 61 0.3. 
190 KLOFFE Business Rule 610.4. 
191 KLOFFE Business Rule 61 0.5. 
192 COMMEX Malaysia Business Rules 303(c) and (d)(i)-(v). 
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It is for the brokers to furnish the client with a Client Agreement Form (CAF) 

complying with the standard form193
. The terms of this will be examined later 

on 194
. Broker responsibility extends from collection of margin payments from 

clients 195 to keeping detailed records of client complaints 196 which should be 

kept for at least 7 years on by KLOFFE trading members and 5 years by 

COMMEX Malaysia broker members. Funds collected from clients must be 

kept in Client Segregated Accounts 197
. 

Brokers are responsible for informing the exchange when they become aware 

of a position limit being exceeded198 and likewise for trading limits. Clearing 

members are obliged to provide information to the clearing house199. 

Brokers may only trade on certain recognised overseas futures markets200. 

These include only physical commodity futures markets in the United States, 

Japan and United Kingdom. Although it has been stated that the requirement 

of recognition is to satisfy the Commission that trading is conducted within an 

193 KLOFFE Business Rules Sch.1; COMMEX Malaysia Business Rules Sch.2. 
194 Cf. infra, p.241 et. seq. 
195 KLOFFE Business Rule 614.1; COMMEX Malaysia Business Rule 311: Perhaps 
the brokers' most important regulatory role, as it minimises liquidity risk. 
196 KLOFFE Business Rule 615.1; COMMEX Malaysia Business Rule 314. 
197 S.52A FIA 1993; KLOFFE Business Rule 608; COMMEX Malaysia Business Rule 
313; cf. infra, p.244 et. seq. 
198 KLOFFE Business Rule 613.3; COMMEX Malaysia Business Rule 720; cf. infra, 
~.248. 
99 MDCH Business Rules 500-505. 

200 8.1 02 FIA 1993 as amended by s.1 0 Futures Industry (Amendment and 
Consolidation) Act 1997, these are now listed in the Futures Industry (Specified 
Exchange) Order 1997, (P.U.(A) 151, 167). 
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acceptable regulatory structure201
, the limited range of these permitted 

contracts emphasises the Malaysian government's attempt to limit overseas 

trading to hedgers only. 

6.2.2.6 Employees202 

The individual representatives of the corporate licence holders must also be 

licenced, and have suitable qualifications. Provision has been made for a 

specialised examination "designed to encompass the current spectrum of 

knowledge and understanding on futures and options in Malaysia"203 which 

must be passed prior to employment in key positions. 

The conduct of broker representatives is additionally governed by the relevant 

exchange rules. All representatives must of course abide by the Futures 

Industry Act 1993, particularly with regard to the offences listed in Part VII of 

the Acf04
. 

6.2.3 Co-ordination and Standardisation 

Two definite steps towards greater co-ordination have been taken by the 

regulators. First a Joint Audit Committee was established205 in 1997 with the 

201 IOSCO, Report on the International Regulation of Derivative Markets, Products and 
Financial Intermediaries, (31 December 1996), I.A.2(b). 
202 Cf. infra, p.190 et. seq. 
203 MIFO Malaysian Futures and Options Registered Representative Course, 2. 
204 , 

Cf. infra, ch.1 0. 
205 The power to establish committees is granted to the Commission by s.18 SCA 
1993. 
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aim of standardising audit procedures, eliminating audit duplication and 

discussing common issues206
• It comprises of representatives of both futures 

exchanges and the clearing house. Additionally the Committee meets with the 

Commission regarding regulatory issues. 

Secondly a Derivatives Industry Strategic Steering Committee was established 

in July 1998 to direct domestic and international strategy, with specific 

reference to the competitive threats, such as that posed by SIMEX207
. 

6.2.4 Areas of Regulatory Overlap 

There still exists the possibility of regulatory overlap in the Malaysian 

regulatory structure, thus resulting in an "uneven playing field". First, brokers 

that are bank subsidiaries are additionally subject to regulation by Bank 

Negara. Bank Negara guidelines208 cover, inter alia, requirements for 

brokerage activity, limits in proprietary trading, limits on types of transactions, 

permissible services and the nature of bank participation in the exchanges209
• 

The problem of regulatory overlaps with foreign supervisory authorities has 

recently been addressed by the Securities Commission (Amendment) Act 

206 Securities Commission Annual Report 1997, 131. 
207 The Singapore International Monetary Exchange Ltd. 
208 Bank Negara Malaysia, Circular, "Participation of Banking Institutions in KLOFFE 
and MME", (18 December 1995). 
209 Cf. Tan, R., "Trading in Derivative Instruments - Malaysia" [1996] 7 JBFLP 180. 
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1998. First it has amended s.43B(1) to enable the Commission, upon request, 

to provide assistance to such an authority in investigating any "alleged breach 

of a legal or regulatory requirement which the foreign supervisory authority 

enforces or administers". Second, it has inserted a new subsection 438(3) 

which states, with reference to the amended s.43B(1 ), that "the provisions of 

Part V [of the SCA 1993 (Enforcement and Investigation)] shall, with such 

adaptations as are necessary, apply and have effect accordingly as if the 

breach of the legal or regulatory requirement were an offence under a 

securities law''. To this end it should be noted that under the SCA 1993 the 

term "securities law'' includes the FIA 1993. 

6.2.5 Rules and Regulators 

It can be seen that various types of rules have been utilised throughout the 

regulatory structure, for example statutes, regulations, ministerial directions, 

Securities Commission decisions, exchange and clearing house rules, and 

broker rules. It is usually the case that regulators and those that they regulate 

seek different objectives210
• In practice an environment of negotiation usually 

develops in order to assist in getting these different objectives to coincide. The 

extent of such negotiation will depend upon the type of rules employed. In this 

context it appears that the broader a rule is the greater the likelihood that it will 

lead to negotiation. 

210 Miller, lac. cit. 
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Detailed rules attempt to limit discretion, whilst object based rules are 

employed where the regulated parties can be trusted to exercise their 

judgemenf11
• Examples of the latter are requirements for recommending 

suitable products, standards of fair dealing and for giving best advice. With 

particular reference to the first of these, rules are not made more detailed lest 

they prove too limiting. Reliance is thus on the regulated, namely the brokers, 

and as such they may prove difficult to enforce. 

General rules alter the perception of regulation, increase acceptability and 

increase compliance. Detailed rules are equated with tough regulation 

particularly in upholding investor protection. They are thus necessary where 

private individual investors are involved, but not in professional markets where 

this is outweighed by needs for market efficiency. Perhaps surprisingly, 

detailed rules may possibly actually result in the lowering of standards212
• 

It is apparent that the regulatory bodies involved in the Malaysian futures 

markets use both types of rules. This reduces the tension between certainty 

and flexibility. Conversations as part of negotiation ameliorate the limits of 

rules by settling this dichotomy. This tension, and the reliance on intermediary 

conversations, may be a "consciously adopted regulatory strategy"213
• 

211 Black, J.M., ""Which Arrow?": Rule Type and Regulatory Policy" [1995] Pub L 94, 
108. 
212 Black, dp. cit., 114. 
213 Black, J. "Talking about Regulation" (1998) Pub L 77, 79. 
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6.2.6 Appeals and Judicial Review 

It has been shown above that a variety of bodies have the capability of making 

decisions relating to the functioning of the futures markets. Namely these are 

the Minister, the Securities Commission, the exchanges and the clearing 

house. It is necessary to establish whether such decisions have the potential 

to be questioned by way of appeal or judicial review214
. 

There are several instances within the regulatory framework of attempts to 

exclude any interference from the courts through the use of ouster clauses. In 

particular, section 42A SCA 1993 states that any decision under that Act made 

by the Commission is to be 'final', unless otherwise provided215
• In addition, a 

recurrent feature of the futures legislation is for appeals to be directed to the 

Minister, whose decision is also to be 'final'216
• 

It is well established217 that the statutory use of the term 'final' has the effect of 

excluding any appeal to the courts218
, but does not amount to an effective 

214 Compare the UK's FSA which is only subject to review by a single independent 
tribunal managed by the courts. 
215 There are no such examples; also Reg. 23 Futures Industry Regulations 1995. 
216 Eg. ss. 1 0(5) (Commission action against exchanges and clearing house for non
compliance), 15(5) (Commission emergency action) and 30 (Commission licensing of 
participants); criticised in the parliamentary debate of the Futures Industry Bill by Tuan 
Wee Choo Keong (Bukit Bintang) as giving the Minister immunity. (Parliamentary 
Debates, Dewan Rakyat, Official Report, 8 h Parliament, 2"d Session, 24 December 
1992, pp. 58-9, 94, 103). This is not quite the case as will be shown later. 
217 R v Smith (1670) 1 Mod. 44 
218 Court of Judicature Act 1964 (Act 91), Revised 1972, s.68(d); cf. Tye Chwee Hoon 
v Cayman Commodities (M) Sdn. Bhd. & Anor. [1989] 2 MLJ, 317, 319. Any such 
appeal would be "an abuse of the process of the court" (at 320). 
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ouster clause with regards to judicial review. It should also be noted that a 

'finality' clause of this nature might also bar an action in torf19
• 

Section 30 FIA 1993 places an additional limitation on aggrieved parties in that 

they must appeal to the Minister within 30 days of notification of an adverse 

decision from the Commission. It is submitted that, in the words of Lord 

Radcliffe, this is "pitifully inadequate"220
. Nevertheless it would appear that the 

section is effective in obviating appeal to the courts, although (once more) not 

judicial review. 

It has been argued that adjudicatory powers should be vested in tribunals 

rather than Ministers. Ministers should be relieved of "mundane, non policy, 

adjudications"221
• The futures legislation does not provide for any procedure for 

such adjudication, as in practice the Minister will merely dispose of the appeal 

from the decisions of the Commission. It is submitted that there are no policy 

considerations involved in such decisions222 and as such there is no need to 

involve the Minister. An appeal procedure to the courts would be both more 

transparent and provide valuable information to the futures markets. 

The regulatory framework contains further devices designed to limit, although 

not preclude, court intervention. For example section 104 FIA 1993, which 

219 James v Department of the Environment [1989] QB 1 . 
220 Smith v East Elloe Rural District Council [1956] AC 736 at 769. 
221 Jain, op. cit., 216. 
222 Nb. some care is needed in determining the true meaning of the term 'policy'; eg. 
Hashim Yeop A. Sani S.C.J. in Ganda Oil Sdn. Bhd. v KLCE [1988] 1 MW 174 at 175, 

158 



relates to the settlement of disputes, states that there shall be no court action 

unless all internal means are exhausted223
• Such provisions are also repeated 

in the exchange business rules224
. These provisions, known as "Scott v Avery 

clauses", do not however deprive a party of his right to pursue an action before 

the courf25. They are enforced merely as conditions subsequent to the accrual 

of a right of action226
. 

It has been shown that actions for judicial review of decisions by the Minister 

and the Securities Commission are not precluded by any of the above devices. 

As 'public decision-making bodies'227 they will indeed be subject to judicial 

review. It should be remembered however that the jurisdiction of the court is 

limited to supervision228
, where 'finality' clauses apply as above. Such 

supervision is to ensure that the principles of natural justice are upheld, and in 

order to rectify errors of law229
. 

Application for judicial review is by way of Order 53 of the Rules of the High 

Court 1980, with notice to be given to the Attorney General for leave to apply 

"the powers of the Minister under the Act (CT A 1980) are confined mainly to policy 
matters and not to the day to day running and administration of the KLCE". 
223 S.1 04 only applies in four situations: actions (a) between futures brokers, (b) 
between affiliates (members) and exchange companies, (c) between affiliates and the 
clearing house, and (d) between futures brokers and their clients. 
224 KLOFFE Business Rule 514.1 (else "may be found to have engaged in conduct 
which is substantially detrimental to the exchange"); COMMEX Malaysia Business 
Rule 1042. 
225 Scott v Avery (1846) 5 HLC 811. 

· 226 Safety Insurance Company Sdn. Bhd. v Chow Soon Tat (1975) 1 MLJ 193, FC. 
227 Page v Hull University Visitor [1993] AC 682, 701, per Lord Browne-Wilkinson. 
228 Re Yee Yut Ee [1978] 2 MLJ 142, 145 per Choor Singh J. 
229 Syarikat Kenderaan Melayu Ke/antan Bhd. v Transport Workers' Union [1995] 2 
MLJ 317. 
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for the orders of certiorari, mandamus or prohibition230
• For certiorari, this 

application must be made within six weeks of the proceeding231
• The function 

of the High Court in such cases is merely "to consider whether the inferior 

tribunal has performed its duties according to law"232
• 

It is also necessary to examine the availability of judicial review with regards to 

decisions taken by the exchanges, and most importantly, the conduct of 

disciplinary hearings. In the English cases of Datafin233 and Law234 it was 

stated that judicial review will not be available where the sole source of a 

body's power is contractual. This view has recently been confirmed by the 

English Court of Appeal in R v Lloyd's, ex parte Briggs235 and R v Insurance 

Ombudsman, ex parte Aegon Life Assurance Ltd236
• However this was recently 

found not to be the case regarding the Stock Exchange in London237. 

The position taken by the courts in Malaysia is somewhat confused. This can 

be seen from two decisions regarding Malaysian exchanges, one before the 

landmark Datafirr38 decision, the other after it. The first is the decision of a 

particularly strong Federal Court in O.S.K. & Partners Sdn. Bhd. v Tengku 

230 ROHC, Rule 1 (3). 
231 ROHC, Rule 1 A 
232 Hotel Equatorial (M) Sdn Bhd v National Union of Hotel Bar and Restaurant 
Workers [1984] 1 MLJ 363,371 . 
233 R v Panel on Takeovers and Mergers, ex p Datafin pic and another [1987) 1 All ER 
564. 
234 Law v National Greyhound Racing Club [1983) 3 All ER 300. 
235 [1993) Lloyd's LR 176. 
236 The Times, 7 January 1994. 
237 R v International Stock Exchange of the United Kingdom and Republic of Ireland, ex 
parte Else(1982) Ltd. [1993] QB 543. 
238 Loc. cit. 
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Noone Aziz & Anor39
. The appellant KLSE stockbroker sought judicial review 

of a decision by the Exchange Committee imposing a fine for alleged breaches 

of exchange rules. The court, in a decision read by Abdoolcader J., held that 

the exchange was subject to judicial review, at least in the exercise of its 

disciplinary function240
. The tenor of Abdoolcader J. 's judgement, it is 

submitted, shows that the court in fact viewed the exchange as subject to 

review, regardless of the particular function that it was fulfillil')g. 

This submission is based on the finding, which is at once remarkable in that 

the case was decided pre-Datafin , that the exchange was a "hybrid 

corporation", that is, both a company and a body recognised and regulated by 

the Securities Industry Act 1973241
. As such there was "an element of public 

flavour superimposed on the contractual element"242
. In particular the judge 

stated that "the Exchange is no more an exclusive business club than the 

Criminal Injuries Compensation Board can be said to be a welfare benefit 

society"243. This last ruling was targeted directly at the judgement of Hashim 

Yeop A. Sani J . in the court below244
. He was however to get the last word. 

In Ganda Oil Industries Sdn. Bhd. & Drs. v Kuala Lumpur Commodity 

Exchange & Anor 45
. The judgement of the renamed Supreme Court was 

239 [1983]1 MLJ 179; comprising Raja Azlan Shah L.P., Abdul Razak & Abdoolcader 
JJ. 
240 ld., at 186. 
24 1 Forerunner to the Securities Industry Act 1983 (Act 280). 
242 O.S.K. , op. cit., 186. 
243 Ibid. 
244 ld. , at 182. 
245 [1988]1 MLJ 174. 
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delivered by that same judge, newly promoted to Supreme Court Judge. The 

case involved an appeal from the decision of the KLCE to fix the price of 

contracts purchased by the appellants. It was held that this act was not subject 

to judicial review. 

Two points are instructive. First, the judge, although citing the Federal Court's 

judgement in O.S.K.246
, failed to distinguish it. In fact he merely cited247 his own 

reasoning in the High Court in that decision. As such it is still a moot point why 

this authority was not followed. Second, he agreed with the reasoning in 

Datafin248 that the source of a body's power should not be the sole test for the 

application of judicial review. He was of the view that where a body's power is 

derived neither purely from statute nor purely from contract the nature of the 

power should also be examined249
. He continued that "if the body in question is 

exercising public law functions or if the exercise of its functions has public law 

consequences, then that would certainly be sufficient to bring the body within 

the reach of judicial review but not otherwise" (emphasis added). 

In reaching his decision, the judge relied in particular on the decision of R v 

National Coal Board, ex parte National Union of Mineworkers and Others250
• In 

that case Macpherson J. stated that the NCB was only regarded as a public 

body for some purposes. He even went so far as to state that "of course it has 

public interest. Of course it deals with public money. Of course it concerns the 

246 Lac. cit. 
247 Op. cit., 176. 
248 Lac. cit. 
249 Op. cit., 177. 
250 [1986] ICR 791 . 

162 



unions and their members. But it is not, in my judgement, a decision in the field 

of public law''251
. 

This allowed the court in Ganda to reach the conclusion that "the act which is 

the subject of the challenge is, by its nature, not and should not in our view be 

made amenable to judicial review''252
• To this extent alone the decision might 

be justifiable in the light of the O.S.K decision. Unfortunately, however, the 

court confused the issue by failing to state the source of the KLCE's power. It 

can be-assumed from the foregoing that it is in between the "two extremes"253 

of solely statutory and solely contractual. However it was held that the 

relationship between the members of the exchange was contractual and, more 

importantly, that the exercise of the power of the KLCE under the relevant 

regulation was solely contractual. This begs the question whether any 

regulations are other than contractually based. 

It is submitted that the . judge ultimately confused the two concepts of source 

and nature of power, which he himself adduced. If the source of the power was 

solely contractual then it should have been irrelevant what the nature of the 

power was. For, in the words of Lloyd LJ in Datafin254 which the court itself 

cited255
, if "the source of the power is contractual, as in the case of private 

251 ld., at 795. 
252 [1988) 1 MLJ 174, 178. 
253 ld., at 177. 
254 [1987) 1 All ER 564, 583. 
255 Lac. cit. 
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arbitration, then clearly the arbitrator is not subject to judicial review" (emphasis 

added). 

The only way in which the decisions in O.S.K. and Ganda can be reconciled is 

to strictly limit the interpretation of their respective ratios. It can then be said, 

on the assumption that the source of power is not solely contractual, that an 

exchange exercising its strict disciplinary functions is subject to judicial review, 

whereas an exchange exercising its 'emergency' powers is not. As such the 

two decisions provide only limited guidance as to the application of judicial 

review. 

On the wider question it could be argued that the exchanges in Malaysia, 

although incorporated into the regulatory structure of the Futures Industry Act 

1993, derive their power from contract and thus, if ex parte Aegon256 were to 

be followed, would be found to be excluded as a whole from judicial review257
. 

On the other hand it is in practice essential , by virtue of s.22(2)(b) FIA 1993258
, 

for a broker to subject itself to exchange rules in order to trade on an 

authorised futures market. This lends credence to the view that the exchanges' 

256 Loc. cit. 
257 Nb. the Federal Court in Theresa Chong v Kin Khoon & Co [1976] 2 MLJ 253, 256 
per Gill CJ., found that the Stock Exchange of Malaysia and Singapore was a "private 
body", however the facts of the case occurred prior to the introduction of the Securities 
Industry Act 1973, which first introduced an element of governmental control. 
258 Nb. Guideline 1.4, cf. infra, p.187. 
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power is institutional rather than contractual. The English courts have however 

consistently refrained from such an argument259
• 

The test currently used by the English courts is the 'governmental interest' 

tesf60
• This comprises of two parts. First the 'but for' test: "but for this body 

would the government regulate?"261
• The second is the 'integration' test. This 

requires evidence of governmental reliance on the body's rules, particularly 

where there is evidence of a "twin track system of control"262
. Satisfaction of 

this test supercedes the contractual source of the body's power. Several 

English self-regulating authorities have thus been found to be subject to 

review263
. 

It has been argued that such decisions are correct but ought to have been 

reached on "fundamental theoretical or even policy grounds" rather than 

"existing procedural rules"264
. The English courts appear not to recognise that 

the contracts involved in such regulatory structures are in fact being used "as a 

vehicle for the exercise of discretionary power" rather than "as an instrument of 

259 R v Chief Rabbi of the United Hebrew Congregations, ex p Wachmann [1993] 2 All 
ER 249; R v Football Association, ex p Football League [1993] 2 All ER 833; R v 
Jockey Club, ex p Aga Khan [1993] 2 All ER 853. 
260 Black, J.M., "Constitutionalising Self-Regulation" (1996) 60 MLR 24, 35. 
261 Criticised as requiring judicial guesswork as to legislative intention on little or no 
evidence (Black, J.M., loc. cit.). 
262 R v Chief Rabbi, ex p Wachmann [1993] 2 All ER 249. 
263 R v International Stock Exchange of the United Kingdom and Republic of Ireland, ex 
parte Else(1982) Ltd. (1993] QB 543; Bank of Scotland v IMRO [1989] SL T 432; R v 
FIMBRA, ex parte Cochrane, The Times, 23 June 1989 (CA), R v AFBD, ex parte 
Mordens Ltd, The Times, 6 September 1990; R v LAUTRO Ltd., ex parte Ross [1993] 
QB 17 (CA). 
264 Black, J.M., loc. cit. 
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exchange between broadly equal parties"265
• As such it is submitted that it 

might still be possible for the Malaysian High Court to exclude the futures 

exchanges entirely from judicial review, despite the fact that in Huang Chang 

Hsun Francis v Hwang & Yusoff Securities Sdn. Bhd.266 it was held by the High 

Court that the "Kuala Lumpur Stock Exchange, although incorporated ... as a 

company ... is in effect a creature of statute"267
• Still the legal risk for brokers 

and broker clients remains, and as such they may have to rely entirely on the 

efficacy of the internal dispute resolution systems. 

The extent of such legal risk may appear to be reduced by the fact that natural 

justice may also be considered as an implied contractual term, particularly 

where the contract is multilateral268
. This in fact amounts to a double-edged 

sword, for it has been suggested by the Supreme Court of New South Wales in 

a futures market case269 that the rules of natural justice might be expressly or 

impliedly excluded from an exchange's rules. As such it is submitted that the 

likelihood of a Malaysian court excluding actions for judicial review is thus 

again increased. The marketplace awaits a cogent and definitive ruling from 

the courts. 

265 Black, J.M., op. cit, 42. 
266 [1992] 2 MLJ 305. 
267 Ibid. at 318, per VC George J. 
268 Frase, A.A. G., "The Role of the Exchange" in Futures Trading Law and Regulation, 
~ds. Parry, H., E.C. Bettelheim and W.Rees), (1993), 84. 

Kingston Commodities Pty Ltd v Sydney Futures Exchange Ltd & Drs (1984), 
unreported. 
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6.3 Comparison with Other Jurisdictions 

6.3.1 The United States of America270 

In the United States futures contracts are regulated by the Commodity Futures 

Trading Commission (CFTC) 271 which was established by the Commodity 

Futures Trading Commission Act 1974 (US)272 as an independent federal 

agency. It has exclusive jurisdiction over all commodities futures contracts273, 

the term 'commodity' being widely defined274
. Certain contracts are excluded 

from its ambit, for example forward contracts275
. Otherwise, contracts must be 

traded on exchanges. Off-market commodities futures trading is not 

permitted276
. Exchanges must be authorized by the CFTC as boards of 

trade277
. However following the Futures Trading Practices Act 1992 (US) the 

CFTC may exempt certain agreements and transactions. CFTC regulations 

now exempt certain swaps and hybrid transactions278
• This has created a 'safe 

harbour' from excessive regulation, scrutiny and expense. Recently other 

27° Cf. Romano, R., "A Thumbnail Sketch of Derivative Securities and their Regulation" 
(1996) 55 Md LR 1; Selig, S.F., "The US Experience" in Futures Trading Law and 
Regulation, (Eds. Parry, H., E.C. Bettelheim and W. Rees), (1993). 
271 Wet. 21 51 April 1975. 
272 Codified at 7 U.S.C. §§ 2-22 (1994). 
273 By virtue of the Commodity Exchange Act (CEA) 1974, codified at 7 U.S.C. §§ 1-25 
~1994). 

74 As "all other goods and articles ... and all services, rights and interests in which 
contracts for future delivery are presently or in the future dealt in." 7 USC §1 a. 
275 7 USC§ 1a (11). 
276 CEA ss. 4, 4b and 4h. 
277 These include the Chicago Board of Trade (CBOT), The Chicago Mercantile 
Exchange (CME), The Coffee, Sugar and Cocoa Exchange Inc., Kansas City Board of 
Trade, The Mid-American Exchange, The New York Mercantile Exchange (NYME), 
The Minneapolis Grain Exchange and the New York Cotton Exchange. 
278 The CFTC had already adopted regulations to this effect, CFTC, 54 F.R. 30684, 21 
July 1989, 'Final Regulations Concerning Certain "Hybrid Instruments"' Com FLR 11 
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regulators, namely the Federal Reserve Board, Treasury Department and 

Securities and Exchange Commission recommended legislation to ban the 

CFTC from taking any new jurisdictional steps in the OTC markee79. This 

move was triggered by the issue of a 'concept release' by the CFTC on ylh May 

1998 in which it appeared to at least be considering the imposition of a 

comprehensive scheme of regulation on the OTC derivatives market280. 

The American system provides for a large degree of self-regulation, although 

subjeGt to CFTC oversight. Notably the CFTC delegates a large proportion of 

its responsibility for registration to the National Futures Association (NFA), a 

private organization of market participants recognized by statute281• The 

requirement for registration extends to futures brokers (known as futures 

commission merchants (FCMs)), introducing brokers (IBs) and advisers 

(CTAs), fund managers (CPOs), and their respective associated persons 

(APs) . These participants must also register with the CFTC. Floor brokers 

(FBs) and floor traders (FTs) need only register with the CFTC. The NFA's 

responsibility extends to regulation of business practices and conduct. The 

other self-regulatory organisations are the registered exchanges which are, in 

addition, statutorily obliged to create and enforce business rules regarding 

conduct and compliance with the Act. 

24,493, pp.36, 130 [1987-1990 Transfer Binder]; Policy Statement Concerning Swap 
Transactions, Com FLR ~ 24,494, pp.36, 143-147. 
279 Doggett, T.,"CFTC comes under fire on derivatives regulation" Reuters, 10 June 
1998. 
280 Cf. Financial Regulation Report, June 1998, pp. 7-9. 
281 Com FLR ~ 9001 , et. seq. 
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The Shad/Johnson Accords 1982 divided jurisdiction over derivatives between 

the SEC and the CFTC282
. Nevertheless there is a considerable overlap in the 

US between futures regulation and securities regulation. The SEC is thus also 

involved in futures regulation283
• This situation arises as various US securities 

laws, SEC regulations and state 'blue sky' securities laws may also apply to 

certain futures transactions. For example, interests in commodity pools and 

possibly swaps on single equity securities. 

Recently several proposals for reform of the regulatory structure have been 

made, with Bills being laid before both the House and Senate in 1997. 

Amongst the most important proposal was the blanket exception of regulation 

of 'professional futures markets' from most of the CEA284
• The existing 

regulatory structure in the US appears over-regulated, as evidenced by the fall 

in value of turnover on the US markets, particularly when compared with the 

more liberal UK futures markets285
. On the other hand, one positive element of 

282 The division is technical: The CFTC has jurisdiction over commodities futures and 
options contracts, as well as index futures contracts and options over these. However 
the SEC maintains a veto over these index derivatives. The SEC has jurisdiction over 
pre-1973 securities options. Currency derivatives are subject to an even more complex 
supervisory division; Markham, J., Commodities Regulation: Fraud, Manipulation and 
Other Claims, 27.02-27.03, n.51 ; ct. Horwitz & Markham, "Sunset on the CFTC: Scene 
II " (1983) 39 Bus Law 67, 72-76. 
283 Benson, J.D., "Ending the Turf Wars: Support for a CFTC/SEC Consolidation" 
~1991) 36 Viii L R 1175, 1185-1186. 

84Born, B., "Deregulation of the Futures Markets: Who Protects the Public Interest?" 
Remarks before the Association of the Bar of the City of New York and the New York 
State Bar Association. 
285 Swan, E.J., United States: The Rise and Decline of Futures Trading in America 

(1997), 42 
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the US regulatory structure is that enforcement of the CEA is allowed through 

private rights of action286
• 

6.3.2 The United Kingdom287 

Financial Regulation in the United Kingdom is governed by the Financial 

Services Act 1986. The Act vests regulatory power in the Secretary of State288
• 

Such power is delegable to a non-statutory 'designated agency'. This is the 

origin of the Securities and Investments Board (SIB) which is thus empowered 

to oversee the regulatory system, regulate investment busi~ess and supervise 

exchanges and clearing houses. The SIB changed its name on 281
h October 

1997 to the Financial Services Authority (FSA), which, for the present, 

continues to exercise the same functions. This body is made up of several 

regulatory organisations (SROs). Under service contracts, the FSA carries out 

monitoring on behalf of the SROs and provides them with staff and support 

services. The FSA also recognises six investment exchanges289 and two 

clearing houses290 . The SRO that regulates securities and derivatives business 

is the Securities and Futures Authority (SFA). The SFA is responsible for most 

day-to-day regulation of 'investment business'. 

286 CEA §22 (1983); Merrill Lynch, Pierce Fenner & Smith Inc v Curran , 456 US 353, 
358-359 (1982) US Supreme Court. 
287 See generally: Parry, H., E.G. Bettelheim and W. Rees (eds.), Futures Trading Law 
and Regulation , (1993). 
268 Ss.2 and 9. 
289 Including four trading in futures the London International Financial Futures and 
Options Exchange (LIFFE), the London Securities and Derivatives Exchange Ltd 
(OMLX) , the International Petroleum Exchange of London (IPE), the London Metal 
Exchange (LME) . 
290 The London Clearing House (LCH) which clears for LIFFE, LME and IPE. OMLX 
has its own internal guarantee and clearing function. 
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British exchange-based futures contracts fall within the definition of 

'investment' under the 1986 Act. Those making or arranging deals, managing 

or advising in these investments are thus conducting 'investment business'291 

and as such require either authorisation or exemption292
. Such authorisation is 

not dependent on exchange membership. Investors dealing as principal 

require no such authorisation. The UK does not require all futures contracts to 

be traded on exchange. 

There are four exchanges involved in futures, most important of which is 

LIFFE293
. The others include the London Metal Exchange, the International 

Petroleum Exchange of London and OMLX, the London Securities and 

Derivatives Exchange. 

Futures trades are cleared by the London Clearing House Ltd. (LCH), which is 

owned by several high-street clearing banks, and is thus totally independent of 

the markets. It has been providing market services since 1888. It is recognised 

as a clearing house under s.39 Financial Services Act 1986 and as such is 

exempted from authorisation requirements. This position is however 

dependant on it ensuring the performance of exchange transactions294
. The 

LCH is supervised by the FSA. 

291 S.1 (2) and Sch. 1 (Pt. II). 
292 8 _3_ 
293 London International Options and Financial Futures Exchange Ltd. 
294 S.39(4)(c) and Sch 4. 
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Under the Financial Services Act 1986 exchanges are responsible for market 

supervision, whilst client-intermediary relationships are supervised by the 

SROs: the SFA for broker/dealers and IMR0295 for fund managers. This 

includes responsibility for fitness, capital adequacy and business rules. A 

difference is recognised between retail investment and professional · 

investmenf96
. 

The FSA operates the Investors Compensation Scheme, which was brought in 

by the 1986 Act. This provides compensation up to a maximum of £48000, and 

is funded by a levy on all authorised firms. It covers all types of investment. At 

present the FSA supervises some 1330 firms, of which about half are British, 

the others being incorporated overseas with UK branches. 

Ultimately the functions of the SFA and the other SR0s297 will be taken over by 

the FSA once the necessary legislation takes effecf98
. This move is part of a 

series of wider reforms to the UK financial regulatory system. This extends to 

the division of responsibility between the FSA, the Bank of England and the 

Treasury, particularly with regards to bank supervision and monetary policy299. 

295 Investment Management Regulatory Organisation. 
296 Tyson-Quah, K., "Developing Regulatory Attitudes on Financial Derivatives" in 
Futures Trading Law and Regulation, (eds. Parry, H., E. Bettelheim and W. Rees), 
~1993), 194-195. 

97 A total of eight bodies. 
298 This is expected to be on 1 

51 
January 2000. 

299 Blair, w. 'The Reform of Financial Regulation in the UK" [1998] JIBL 43, 46. 
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The UK regulatory bodies are highly accountable and transparent. The SIB 

used to report annually to Parliament and the Treasury. It appears that this 

tradition will continue under the new regime. 

6.3.3 Australia 

The former Australian Securities Commission (ASC) was empowered from two 

statutory sources, the Australian Securities Commission Act 1989 and the 

Corporations Law (Australia) . Its objectives were laid out in the former00 and 

included with regards to futures: 

"i) the maintenance, facilitation and improvement of the performance of futures 

markets in the interest of commercial certainty, reduction of business costs, 

and the efficiency and development of the economy; 

ii) the maintenance of investor confidence in the futures markets by ensuring 

them adequate protection; 

iii) procedural and record-keeping functions; 

iv) taking necessary action to enforce and give effect to national regulatory 

laws." 

It thus had general advisory and supervisory powers301
, and in addition wide 

powers regarding investigations and information gathering302
• It also had the 

300 S.1 (2) Australian Securities Commission Act 1989. 
301 Ss.11 (2) and (3) and 148 Australian Securities Commission Act 1989. 
302 Parts 2 and 3 Australian Securities Commission Act 1989. 
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power to approve markets303 and licence market participants. The Minister 

appointed members of the ASC304
. 

The main futures exchange in Australia is the Sydney Futures Exchange 

(SFE). The SFE is in effect responsible for market membership, representative 

registration, market surveillance, member discipline, product development and 

daily operations305
• The only other approved exchange is ASX Futures in 

Melbourne. There is a general policy of prohibiting off-market dealing306
• 

In 1997307 the Australian Treasury proposed various reforms for the regulation 

of financial markets and investment products. These recommended an 

integrated framework for all financial instruments, providing consistent 

regulation on a functional basis. This would harmonise the existing fragmented 

These reforms have been implemented with the establishment of a new 

agency, the Australian Prudential Regulation Authority (APRA) in Sydney and 

a new high level Financial Sector Advisory Council reporting to the Treasurer. 

In addition there will be a new regulator for market integrity and consumer 

303 Corporations Law (Australia) Part 8.2. 
304 Australian Securities Commission Act 1989, s.9(1) and (3). 
305 Currie, J.S., Australian Futures Regulation , 62. 
306 Corporations Law (Australia), s.1258. 
307 Following the Financial System Inquiry (or "Wallis" Inquiry) commissioned by the 
Australian Government in 1995. The Inquiry released its report in March 1997. 
308 Australian Treasury Press Release No.136 - 19

1
h December 1997; previously there 

were 5 regulatory bodies; the Revenue Bank of Australia, Australian Financial 
Institutions Commission, Insurance and Superannuation Commission, Australian 
Competition and Consumer Commission and the ASC, as well as the relevant state 
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protection, the Australian Securities and Investments Commission (ASIC) in 

Melbourne309
. This will essentially be the renamed ASC, with an enlarged 

scope covering tliat currently exercised by the Insurance and Superannuation 

Commission. Cooperation between these agencies is to be maximised by 

means of a Council of Financial Regulators (CFR) consisting of APRA, ASIC 

and the Revenue Bank of Australia (ABA). This will be a non-statutory body 

reporting to the Treasurer. The new regime was established on 1st July 

1998310
. 

A financial markets licence will be essential to industry participants. Only three 

categories of licence will exist to operate a market facility, to operate a 

clearing and settlement facility and to provide financial intermediary 

seNices311
• 

6.3.4 Singapore 

Singapore has two futures exchanges, SIMEX, the Singapore International 

Monetary Exchange Ltd. and SICOM, the Singapore Commodity Exchange. 

SIMEX commenced operations in September 1984312
. It is a public listed 

authorities; cf. Speech by Cameron, Alan, ASIC Chairman, Kuala Lumpur 8th July 1998 
~SC: internet). . · 

09 This is in fact the ASC renamed, w.e.f. 1 July 1998, cf. Financial Sector Reform 
tAmendments and Transitional Provisions) Act 1998. 
310 Australian Treasury Press Release No.027 - 19th March 1998. 
311 Australian Treasury Press Release No.136 - 19th December 1997. 
31 2 Prior to this there existed the Gold Exchange of Singapore which cl'langed its name 
to SIMEX in December 1983, and adopted new rules, regulations and a new 
constitution. 
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company owned by its corporate clearing members313
• The Futures Trading 

Act 1986314 brings the exchange under the jurisdiction of the Monetary 

Authority of Singapore (MAS)315
• MAS must approve the licensing of all brokers 

and representatives, including the setting of minimum capital requirements316
• 

It also has a wide range of emergency powers317
• SIMEX is also a self-

regulatory body with its own business rules and regulations. 

The exchange operates its own clearing house and deals only with clearing 

members. Such members must maintain paid-up capital of at least $8 million, 

and provide a security deposit of $250000 or 2.5% of average margins, as well 

as one of the highest international levels of adjusted net capital. 

It has recently been announced that SIMEX will merge with the Stock 

Exchange of Singapore (SES) by late 1999318
. The new body will be a stock 

company with ownership distinct from trading access rights. This revised 

structure is designed to reduce conflicts of interest, amongst other things. 

SICOM is in fact at the end of an evolutionary process beginning in the 1920s 

when rubber futures were first traded in Singapore. It assumed its current 

name in February 1994 to reflect its aim to broaden the range of commodity 

313 Loh Hoon Sun, "Simex: Developing and Regulating a Futures Market", in Current 
Developments in International Securities Commodities and Financial Futures Markets , 
~eds. Koh, K.L., H.H.M. Chan, P.K. Ho and P.N. Pillai), {1987), 351 . 

14 Cap 116, wef. 15 August 1986. 
315 The country's de facto central bank. 
316 S.13 Futures Trading Act 1986 (Singapore). 
317 S.41 Futures Trading Act 1986 (Singapore). 
318 Speech by DPM Lee Hsien Loong, 4 November 1998. 
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futures contracts offered. It operates a computerised trading network and, like 

SIMEX has its own clearing house. Contracts for both coffee and rubber19 are 

offered, typically with very short trading periods each day320
• The market is 

regulated by the Singapore Trade Development Board by virtue of the 

Commodity Futures Ace21
. 

319 Gazetted commodities. 
320 Often as little as 1 0 minutes. 
321 Chap. 48A [1993 Ed.] 
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7. Participants and their Approval 

"most market participants . . . involved in derivatives would agree that the 

current system is unusual and riddled with complexity" 1 

- Christopher L. Gulp 

7.1 Introduction 

In order for market professionals to participate in the Malaysian futures 

markets certain requirements have to be fulfilled in order to gain the requisite 

licence or approval. This control mechanism is multi-layered. In particular the 

most influential participants, the brokers, will need simultaneous approval from 

several bodies. . These bodies range from the Minister and Securities 

Commission to the exchanges and clearing house. Although the standards 

employed by these bodies are largely similar there are several differences 

which will be examined in the course of this chapter. In particular it will be 

noted that the nomenclature varies as between the various bodies. 

The licensing of financial intermediaries was first introduced in the Securities 

Industry Act 19732 for those dealing in or advising on securities. These 

provisions are retained in Part IV of the Securities Industry Act 1983, with 

licences being required for dealers, investment advisers and fund managers, 

1 Ct. supra, quotation at the beginning of Ch. 6. 
2 Act 112. 
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and their representatives. It is an offence to use such a title without possessing 

the appropriate licence3
. 

Part Ill of the Futures Industry Act (FIA) 1993 deals with the licensing of futures 

brokers, futures fund managers, futures trading advisers. Severe penalties4 are 

incurred for conducting such business without a licence5
. The same is also true 

of representatives of the above6
• In addition, Part IIIA7 of the Act, which was 

added by the Futures Industry (Amendment and Consolidation) Act 1997, 

makes provision for the situation where contracts are entered into with 

unlicensed persons8
. Brokers, fund managers and trading advisors are 

additionally responsible for ensuring that all their relevant9 staff are suitably 

licensed as representatives 10
. 

Certain categories of persons who might occasionally need to perform the 

functions of the above are exempted from licensing 11
, for example receivers, 

liquidators and other Court appointees. In addition a recent amendment 

enables the Minister to grant either full or conditional, limited or restricted 

3 S.1 05(2)-(5) FIA 1993. 
4 Up to RM1 m fine and/or 10 years imprisonment. 
5 Ss. 16, 16A, and 17 FIA 1993. 
6 Ss. 18, 18A, 19 FIA 1993. 
7 

Ss.35A-M FIA 1993. · 
6 Ct. infra, p.211 et. seq. 
9 S.16 FIA 1993 relating to brokers, states that only 'accredited' persons must be 
licenced (s .16(3)), the term defined in s.16(4) as including only persons authorised by 
the broker to trade in futures contracts. Ss.16A and 17 relating to fund managers and 
trading advisers, contains no such definition. It might thus be argued that all 
employees must be licenced. Following the 1998 guidelines this would appear to be 
no longer the case so far as fund managers are concerned as accountants, clerks and 
cashiers are expressly excluded (Guideline 1.6). 
10 Ss. 16(2) , 16A(2) and 17(2) FIA 1993. 
11 S.20(1)(b) as amended by Futures Industry (Amendment) Act 1998, s.6. 
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exemption on the Commission's recommendation12
. This has been exercised 

in the Futures Industry (Licensing Exemption) Order 199813
. Such exemption 

has been granted to the trustees and management companies, and their 

representatives, of unit trusts 14
. It is submitted that although perhaps useful to 

avoid over-regulation, the amendment serves to open a possible channel 

through which certain persons might escape the regulatory controls which, by 

the very existence of futures legislation in Malaysia, must be assumed to be 

necessary to satisfactorily maintain the market. However, other than the 

introduction of the concept of conditional, limited or restricted exemption, the 

amendment itself adds little to the Minister's power as 'prescribed' persons 

have been entitled to exemption since the original Futures Industry 

(Amendment) Act 199515
. 

The licensing function was previously exercised by the Licensing Officer16
, 

appointed by the Minister17
. This function is now ascribed to the Securities 

Commission 18
, who must register licencees. The register must be accessible to 

the public19
. Details will also be published in the Gazette20

. All licences are 

val id for twelve months and are renewable. With the exception o( futures 

brokers, who also require Ministerial approval21
, the Commission has co~tro l of 

12 S.20(1 )(a) as amended by Futures Industry (Amendment) Act 1998, s.6. 
13 P.U.(A) 393. 
14 Unit trusts are already subject to regulation and approval by the Securities 
Commission. 
15 S.31 (e) FIA 1993. 
16 Old s.22 FIA 1993; the licensing officer was an officer of the Ministry of Finance. 
17 Old s.21 FIA 1993. 
18 8 .22(1) FIA 1993. 
19 S.33 FIA 1993. 
20 S.34 FIA 1993. 
21 8.22(1 A) FIA 1993. 
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all aspects of licensing, subject only to appeal to the Minister whose decision is 

stated to be final22
. The fees derived from licensing are paid into the 

Consolidated Fund23
• 

Applications for licences are to be made on the forms laid out in the First 

Schedule of the FIA 1993, as amended by the Futures Industry (Amendment) 

Act 1997, s.6. Applications are judged in relation to conditions imposed by the 

Commission24 and now found in two sets of recently published guidelines25. 

The guidelines may be altered at any time, subject in cases of substantial 

prejudice to licencees, to an opportunity to be heard26
. At present with regards 

to corporations, certain of the guidelines are the same regardless of licence 

applied for, notably the imposition of the minimum level of Bumiputera equity 

ownership and Bumiputera employees, both set at 30%. 

The Commission "may" refuse to grant a licence on any grounds prescribed by 

the ministe~7. Such prescription has been laid out in Regulation 11 of the 

Futures Industry Regulations 1995. It is submitted that, in the interests of 

22 S.30 FIA 1993. 
23 8.22(5) FIA 1993. 
24 8.22(2) (b) FIA 1993. 
25 Guidelines for Application of Licence Under the Futures Industry Act 1993 (amended 
January 1997) (hereafter 1997 Guidelines) and Guidelines for Application for Licences 
for Futures Fund Managers, Futures Fund Manager Representatives and Registration 
of Compliance Officers under the Futures Industry Act , 1993 (introduced November 
1998) (hereafter 1998 Guidelines). It should be noted that the earlier set of guidelines 
have yet to be updated to take account of the recent regulatory changes involving the 
(former) KLCE, let alone COMMEX. The Securities Commission has stated that the 
guidelines "should include KLCE whenever KLOFFEJMME are mentioned" (response 
to questionnaire, 6 August 1998). 
26 8.22(3) FIA 1993. 
27 

S.24 FIA 1993. 
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certainty and credibility, the Commission should not in fact exercise any 

discretion in applying this regulation. 

The particular importance of futures brokers within the regulatory framework is 

highlighted by section 22(1 A) FIA 199328 which states that such licences may 

only be granted or renewed with Ministerial approval. It is submitted that this 

errs toward the overcautious as the Commission is quite capable of doing all 

necessary checks themselves. It also politicises an essentially economic 

decision. It should also be noted at this stage that only corporations may 

become futures brokers or futures fund managers29
• 

At the same time as exercising the power to licence, the Commission also 

holds the power to revoke such licences30
, although once again the licences 

must be given the opportunity to be heard31
. An extensive list of possible 

reasons for revocation is included in the Act32
, which also imposes a duty on 

licensed persons to inform the Commission of any change of details33. A 

licence, once granted, may also be voluntarily surrendered by the grantee34
• 

28 Inserted by s.33 Futures Industry (Amendment) Act 1995. 
29 S.23(1) FIA 1993. 
30 S.26 FIA 1993. 
31 S.26(3) FIA 1993. 
32 S.26(2) FIA 1993. 
33 S.32 FIA 1993. 
34 S.27 FIA 1993. 
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7.2 Participant Activities 

Of the several categories of participant the one subject to the greatest degree 

of regulation is the futures broker. 'Futures braking business' is defined as 

"trading in futures contracts on behalf of other persons" except where done by 

a licensed futures fund manager35
. It is this fundamental intermediary position 

which calls for such a high degree of monitoring. 

'Futures fund management business' was recently redefined, for the second 

time in as many years, by s.2(b) of the Futures Industry (Amendment) Act 

1998. It was stated in the explanatory statement to the Bill that this was so as 

to take account of the newly revised definition of the term 'fund manager' in s.2 

Securities Industry Act 198336
, which excludes futures funds from its scope. It 

has now been widened to encompass not only unit and other forms of 

participatory trust activity37
, but also trading of a discretionary account where 

an investor's funds are to be kept separate form those of other investors38. 

This clarifies a potential lacuna in the law which previously might have enabled 

a broker to trade for a discretionary account without any further requirements, 

although a 'letter of authority' giving power of attorney to the broker was still 

necessary. 

35 S.2 FIA 1993; the Futures Industry (Amendment) Act 1998 s.2(a) excludes fund 
managers trading on another person's behalf from this definition, this is necessary as 
the term "trading" is defined in s.2C(1)(e) to include inducing another person to enter 
into or close out a futures contract. It is suggested that a further clarification with 
regards to futures trading advisers is also required. 
36 Inserted by s.3(a) Securities Industry (Amendment) Act 1998 (Act A 1 042). 
37 (b) and (c); ct. Division 5, Part IV Companies Act 1965 (Act 125). 
3B (a). 
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Due to the wide scope of the definition it was found necessary to exclude acts 

by brokers trading on behalf of fund managers39
, as well as employees, agents 

and others acting "on behalf of, on account of, or for the benefit of' the 

investor40
. The latter exclusion would appear to be referring to persons such as 

receivers and those with power of attorney. A third excluded category of acts is 

those done "while employed by, or acting for, or by arrangement with another 

persor:l"41
• The use of the word "another person" rather than "the other person" 

indicates reference to a party other than the investor. It is submitted that this 

exception is designed to exclude the activities of the employees of a futures 

fund manager from themselves being treated as a conducting such a business. 

This is necessary, as otherwise they would be required to be licensed as fund 

managers in their individual capacity, which as will shortly be seen would be a 

rather expensive proposition. 

Futures trading advisers, whether individual or corporate, engage in 'futures 

advice business'42
. This includes both advice on trading futures contracts and 

publishing reports on futures43
, subject to exemptions for accountants and 

lawyers in the practice of their professions44
, newspapers, other than 

subscription-only futures journals45
, and information service transmissions 

39 (cc). 
40 (bb). 
41 (aa). 
42 Defined in s.2 FIA 1993. 
43 (a) and (b) . 
44 (aa). 
45 {bb). 
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which have wider purposes than mere futures advice46
• The exemptions extend 

to employees and agents of such persons47
• 

These exemptions may perhaps be too wide, first, as it would appear easy to 

expand one's apparent purpose beyond merely the giving of such advice. 

However the provisions may still prove effective for in ASC v Dempstel8 the 

defendant was successfully restrained from offering advice, or giving opinions, 

or making predictions as to futures contracts under the equivalent Australian 

provisions49
. Second, if the aim of the legislation is to regulate futures advice 

then all such advice should be regulated. Whatever the 'sole or principal' 

purpose of the adviser, the advice can be equally as harmful. Despite the 

existence of noble regulatory intentions, it is submitted that the rules at present 

are arbitrary and call for revision with a view to imposing a duty on all 

purveyors of such advice, rather than the current limited requirement for 

licensing. These shortcomings might account for the fact that no futures trading 

advisers have been licensed to date. 

Finally all relevant corporations whether brokers, fund managers or trading 

advisers, operate through their representatives, and must employ compliance 

officers to enforce the laws, rules and regulations relating to the futures 

46 
(cc). 

47 (dd) . 
48 

49 (1 992) 10 ACLC 1050. 
s.71 Corporations Law (Australia). 
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industry50
. As at 31 December 1997 there were 693 individuals licensed as 

futures brokers representatives51
• 

Acting in the capacity of any of the corporations or individuals who require a 

licence without either a licence or exemption from licence is a serious offence. 

The penalty is the same under both the securities and futures legislation, 

amounting to a maximum fine of RM 1 million as well as up to ten years 

imprisonment52
• This parity between the two sets of legislation marks a 

tentative step towards a more functional, rather than institutional, approach to 

regulation. 

7.3 Licensing Guidelines 

It should be noted that only intermediaries need to be licensed by the 

Securities Commission, ie. not investors or even local members. In addition 

when examining the guidelines below it should be borne in mind that it is an 

offence to give false information in such circumstances53
• 

Any form of restriction of entry to the market is detrimental to economic 

efficiency. It may be argued that it imposes an unjustified cost on investors, 

whilst providing competitive advantages to those already admitted to the fold. 

: Cf. infra, p.252. 
Securities Commission Annual Report 1997, 130; there were no fund managers or 

~dvisers. 
Ss. 16(4), 16A(3), 17(5), 18(2), 18A(4) and 19(2) FIA 1993; s.15C Securities 

~dustry Act 1983 (Act 280). 
S.87 A FIA 1993, subject to the defence of reasonable excuse; ct. infra, p.353 et. 

seq. 
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From an intra-market perspective,. such regulation thus appears unjustified. 

However justification comes from the protection that it affords to the public at 

large against systemic collapse. 

7.3.1 Futures Broker 

Although licences are issued by the Commission, the first 'barrier' to becoming 

a broker is provided by the exchanges54
• For, with regards to brokers, the 

granti1=1g of a licence is on the condition that the applicant has approval in 

principle from the exchange55
. In addition their risk management system, 

financial credibility, management and capital adequacy must be certified by the 

exchange56 and they must fulfil the minimum financial requirements provided in 

the exchange rules and the Futures Industry Regulations57
. Finally, once a 

licence is granted, the futures broker must register as a member of its 

exchange and notify the Commission Licensing Department of this58
. 

Brokers wishing to trade on a 'specified exchange'59 outside of Malaysia are 

additionally required to deposit the sum of RM1 00000 with the Commission60
. 

This will be applied if the broker is wound up, or is in default, or for other 

54 

55 
Eg. 1997 Guidelines 1.4, 1.5, 1.8(a); cf. supra, p.181, n.25. 

56 
1997 Guidelines 1.4. 

57 1997 Guidelines 1.5. 

58 1997 Guidelines 1 .3. 

59 1997 Guidelines 1.1 o. 
60 As defined in s.1 02 FIA 1993. 

S.1 03(1) FIA 1993. 
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prescribed events61
. Subsequent conditions are also directly imposed by the 

Commission. The restriction of brokers to specified exchanges is motivated by 

the perceived need to protect investors. It is thus surprising, and somewhat 

inconsistent, that there is no prohibition against investors trading in foreign 

products on foreign exchanges. Licensing of brokers is also subject to the 

setting up of a compliance department, although the composition of such 

department remains unspecified62 and to simultaneous application for at least 

one futures broker's representative's licence63
• 

7 .3.2 Futures Fund Manager 

The Commission guidelines for fund managers are more explicit than those for 

brokers as the latter, unlike the former, . must also have exchange membership, 

which will already have imposed stringent criteria64
. Applicants must have a 

minimum paid-up capital of RM2 million and must deposit a sum of RM150000 

with the Commission65
. This sum is to be utilised as a source of compensation 

where a fund manager becomes insolvent, or an officer fraudulently misuses 

monies or property held on trust66
• They must also provide comprehensive 

manuals or procedures covering all aspects of policy and operation67
. As with 

61 

62 
S.1 03(2) FIA 1993. 

63 
Cf. infra, p.252 et. seq. 

64 
1997 Guidelines 1.6. 

6 
Cf. infra, p.194 et. seq. 

5
1998 Guidelines 1.3; ct. Futures Industry Regulations 1995 (P.U. (A) 413), Regs. 

11 (b)(xiv) , 11 A and .11 Bas inserted by the Futures Industry (Amendment) Regulations 
J

6
998 (P.U.(A) 392), Regs. 3 and 4. 

6 
Futures Industry Regulations 1995, Regs. 11C(1) , (2) and (3). 

7 
1998 Guideline 1 .4. 
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brokers, application for at least one representative must be made 

simultaneousll8 . 

Whereas a broker must set up a compliance department, a fund manager 

merely requires a compliance officer who is himself required to submit reports 

to the fund manager's Board of Directors at least quarterll9. 

It has already been noted70 that unit trust management companies and 

trustees are exempted from being licensed as brokers, fund managers or 

trading advisers under the Futures Industry Act 1993. They are however still 

limited by Chapter 1 0.5.3 of the Guidelines on Unit Trust Funds with regards to 

dealing in futures. First, trading must be consistent with the fund's defined 

objectives71
• Second, it must (in the case of currently traded contracts) be for 

hedging purposes72
. Third the fund's futures exposure must not exceed its Net 

Asset Value73
. Such bodies are also subject to stringent measures including 

financial and operational requirements74
• By way of contrast however, they are 

not required to place a deposit with the Commission, but on the other hand 

they are required to publish a prospectus75
. These regulatory differences may 

to some extent be explained by the difference in the lower market risk 

applicable to unit trusts as they do not enjoy the leverage of futures funds. This 

: : 1998 Guideline 1.5. 

70 
1998 Guideline 1.1 0. 

71 
Cf. supra, p.180. 

72 
Gu!del!nes on Unit Trust Funds ch. 1 0.5.3.a. 

73 
Gu1dellnes on Unit Trust Funds ch. 1 0.5.3.b. 

74 
G~idelines on Unit Trust Funds ch. 1 0.5.3.c. 
Minimum paid up capital of RM5 million for management company (RM500000 for 

trustee); proper system of procedures (Guidelines on Unit Trust Funds chs. 4.2 and 
5.2). 
75 

Securities Commission (Unit Trust) Regulations 1996 (P.U.(A) 439), 2"d Schedule. 
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does not however explain the lack of a prospectus requirement for futures 

funds, although the required risk-disclosure statement is somewhat similar76
. 

7.3.3 Futures Trading Advisor (Corporations) 

Conditions for the granting of a futures trading adviser's licence to a 

corporation are less stringent than those for broker or fund manager licences. 

There is no requirement relating to approval by an exchange. The applicant 

must however maintain a paid up capital of RM50000077
, apply simultaneously 

for a representative's licence78
, and ensure that relevant employees are so 

licensed79
. 

Licensed offshore banks80
, offshore companies and foreign offshore 

companies81 are however exempted from being held to carry on a futures 

adviser's business, or holding themselves out to be an adviser when advising 

persons who are not Malaysian residents82
• 

76 
Securities Commission (Unit Trust) Regulations 1996 Reg. 9(1 )(c); prospectus 

additionally requires information on finances and rights (Regs. 9(1 )(a) and (b)). 
~ 1997 Guideline 2.3. 

8 
1997 Guideline 2.4. 

79 
"Executive directors; and all directors, employees or agents who procure customers, 

receive trading instructions from customers and provide investment advice to 
~ustomers." Guideline 2.5(a) and (b). 

As defined in the Offshore Banking Act 1990 (Act 443). 
::As defined in the Offshore Companies Act 1990 (Act 441). 

8.109 FIA 1993 as substituted by Futures Industry (Amendment) Act 1995, s.91. 
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7.3.4 Futures Trading Adviser (Individual), Futures Broker's 

Representatives, Futures Adviser's Representatives and Futures Fund 

Manager's Representatives 

The conditions attached to the granting of licences to individuals are aimed 

more at their intellectual and behavioural, rather than financial, suitability. 

Applicants for individual futures trading adviser, futures broker's representative, 

futures trading adviser's representative and futures fund manager's 

representative licences must all have a relevant tertiary qualification or its 

equivalent83
• The standard applied for the latter three positions are slightly 

lower in that 'in very exceptional circumstances' an applicant might be 

considered with merely SPM and 4 years highly relevant experience84
. 

Applicants for all such licences must be over 21 years of age, have never been 

adjudged bankrupt and not have a criminal record85
. They must have passed 

the MFORR86 examination87
, which alone should satisfy the further criterion 

that they have a knowledge of the futures industry88
. All applications for 

individuals must be accompanied by two references89
. 

83 
1997 Guidelines 3.1, 3.2; 4.1, 4.2; nb. Fund manager representatives may have a 

degree in any discipline (1998 Guideline 2.1), rather than merely in finance, 
~conomics, accounting, commerce or law. 

8 
1997 Guideline 4.3 and 1998 Guideline 2.2 (which also extends to diploma holders) . 

8
: 1997 Guidelines 3.3, 3.4, 3.5; 4.4, 4.5, 4.6 and 1998 Guidelines 2.4, 2.5 and 2.6. 

87 
Malaysian Futures and Options Registered Representative. 

88 
1997 Guidelines 3.8; 4.8 and 1998 Guideline 2.3; cf. infra, p.21 0 et. seq. 

89 
1997 Guidelines 3.6; 4. 7 and 1998 Guideline 2. 7. 
1997 Guideline 3.9(b); 4.11 (a) and 1998 Guideline 2.9(a). 
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Applications from individual futures trading advisers are additionally required to 

be accompanied by a detailed certified statement of assets and liabilities90
, 

there is however no mention of what standards will be applied to consideration . . -
of this document by the Commission. It is submitted that this vagueness acts 

as a deterrent, and might itself explain why there are no licensed advisers! 

Similarly, should the required level of finance be too high, this will also limit the 

expansion of this sector of the market, and is particularly unwarranted as 

advisers do not directly pose any risk to the market. 

Broker and trading adviser representatives on the other hand additionally need 

to obtain approval in principle for exchange registration91
• It is submitted that 

no such approval is necessary for the adviser representatives as there is no 

category for their registration provided in the exchange rules. The employer or 

sponsoring company must make all applications for representative licences92
. 

It is interesting to note that unit trust agents, in comparison, must be registered 

with the Federation of Malaysian Unit Trust Managers (FMUTM). This includes 

passing a pre-registration examination93
. They too must not be a convicted 

criminal or an undischarged bankrupt. They must be at least 21 years of age 

90 

91 
1997 Guideline 3.7. 

92 
1997 Guideline 4.9. 

93 
1997 Guideline 4.1 0; 1998 Guideline 2.8. 
Securities Commission, Guidelines on Marketing and Distribution of Unit Trusts, 

Guideline 2.1; cf. Futures Industry (licensing Exemption) Order 1998 (P.U.(A) 393), 
para. 4(2). 
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but merely require at least Grade 3 SPM or its equivalent94
. As such standards 

appear slightly lower in this industry. 

7.3.5 Locals Members and Compliance Officers 

Local exchange members and compliance officers merely need to register with 

the respective exchange, rather than be licensed by the Commission95
. Locals 

who act as order fillers are required to pass the MFORR examination96
• This 

strict -Criterion also applies to compliance officers97
, however the recent 

Commission guidelines merely require futures fund manager compliance 

officers to have suitable qualifications or experience for the post, with the 

MFORR examination merely providing a favourable view98
. This has relaxed 

the entry requirements for such compliance officers, which remain the same 

standard as registered representatives for other compliance officers99
• In 

respects of age and character the conditions remain the same100
. 

7.3.6 The Role of the Securities Commission 

It is the Commission's role to inquire into allegations of misconduct and 

unfitness to continue made against licensed persons 101
, this includes failure to 

- ~· 

94 
ld., Sch. A, "Minimum Standards for Registration of Persons dealing in Unit Trusts", 

chs. 1 and 4 95 . 

96 
1997 Guidelines 5.1 and 5.2. 

97 
1997 Guideline 5.2. 

98 
1997 Guideline 5.1. 

99 
1998 Guideline 3.1 . 

100
1997 Guidelines 5.3-5.5. 

101 
1998 Guidelines 3.2-3.4. 
S.28(1) FIA 1993. 
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comply with the Act, regulations or business rules and conduct prejudicial to 

clients or the public interest102
• It also has the power to suspend such licence 

pending a decision 103
• If the licencee is found guilty, the Commission has a 

choice of sanctions to impose104
• These are the revocation or suspension of 

licences for an unlimited period, the reprimand of individuals, directors or 

managers of corporations, or the imposition of a penalty of up to fifty thousand 

Ringgit. It should be noted that there is no requirement for 'local' members to 

be licensed by the Commission. 

7.4 Exchange Membership 

7.4.1 KLOFFE 

Membership of KLOFFE is currently divided into only two classes: trading 

members and local members105
• Members must either be clearing members or 

enter into an arrangement with a clearing member to clear their contracts106
, at 

present all active trading members are clearing members. Applications are 

considered by the Board subject to a 75% majority107
• 

Trading members have the right to trade in the market both for themselves and 

for clients on which they may charge commission 108
• Trading members may be 

102 

103 
S.28(7) FIA 1993. 

104 
S.28(1 A) FIA 1993. 

105 
S.28(2) FIA 1993. 

106 
KLOFFE Business Rule 300. 

107 
KLOFFE Business Rule 301.7. 
KLOFFE Business Rule 305.2(a). 
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clearing members or non-clearing members 109
• In the case of clearing 

members they may also nominate local members or trading permit holders 110
. 

Although there are no 'seats' on KLOFFE, trading members must purchase a 

single class 'A' Preference Share from the exchange 111
, these are currently 

priced at RM1.5m 112
. Trading members, are thus members in the sense of 

shareholders in the exchange company and thus additionally bound by the 

memorandum and articles of association11 3
• 'A' Preference shares do not give 

entitlement to participation in profits 11 4 or to participation at meetings 115
, 

although they are entitled to a fixed non-cumulative preferential dividend of 

In line with the Commission requirements, trading members must be 

companies. They must be incorporated in Malaysia with a minimum paid up 

share capital of RM5m 117
• Upon approval the member must additionally pay 

the annual subscription, currently AM 6000118 and contribute to the fidelity 

fund119
• The Board, in considering applications will examine the character, 

~ 08 Laid out in Guideline 3. 

1 ~~ KLOFFE Business Rule 303. 

1 KLOFFE Business Rule 304.1. 

1 ~ 1 
KLOFFE Business Rule 305.1 (a)(ii). 

11
: KLOFFE Guideline 1.2. 

11 
S.33(1) Companies Act 1965. 

4 
Article 4.1 (c). · 

11s Art· I 
11 1c e 4.1 (e). 

11 ~ Article 4.1 (a). 

118 
KLOFFE Business Rule 303; RM1 million more than on MME. 

119 
KLOFFE Guideline 1.2. 
KLOFFE Business Rule 305.3; cf. infra, p.255. 

195 



business integrity, financial probity and trading expertise of the applicant120
. It 

is to be hoped that such examination is in some depth, as it might prove easy 

for a corporate entity to reincorporate to promote a fac;:ade of integrity, 

expertise and sound finance. 

Trading members must ensure that their Memorandum and Articles of 

Association conform to the KLOFFE Business Rules and these must be 

deposited with the exchange secretary121
• In particular their purpose must be to 

conduct business as a licensed futures broker trading in contracts traded on 

the exchange122
• Any other interests must be declared123

• All amendments 

must be notified to the Board124
. 

Trading members must additionally keep the Board updated of any act, matter 

or thing affecting control of the member125
, and await its approval. Trading 

membership is transferable, subject to approval by the Board126
. It may 

alternatively be surrendered127
, or voluntarily suspended128

, the latter occurring 

for reasons such as internal restructuring, difficulties maintaining the licensing 

120 

121 
KLOFFE Bus!ness Rule 305.2(b) . 

12 
KLOFFE Busmess Rule 301.1 O(a). 

12
: KLOFFE Business Rule 302.1 . 

124 
KLOFFE Business Rule 302.1. 

12 
KLOFFE Business Rule 301.1 O(b). 

12 

5 
KLOFFE Business Rule 307 .1. 

12~ KLOFFE Bus!ness Rule 308. 

128 
KLOFFE Busrness Rule 309. 
KLOFFE Business Rule 310. 
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requirements 129 and for financial reasons. KLOFFE does however maintain a 

lien over memberships for member liabilities 130
. 

Local members are entitled to trade only for themselves 131
• 'Locals', as they are 

known, are precluded from being a director, partner, employee or client of a 

trading member unless they have leased the membership to another132
• 

Applicants must be suitably qualified individuals 133
. They require nomination by 

a trading member who is also a clearing member134
. This must comprise an 

undertaking of liability by the trading member towards the local. Both members 

have a responsibility to inform the exchange of the termination of this 

arrangement135
, which will result in the local's immediate suspension 136

• 

There is a non-refundable application fee of RM600137
• Upon approval by the 

Board further payments are required. First a non-refundable 'entrance fee' of 

RM20000, reflecting the fact that membership is a transferable asset138
, 

second a refundable deposit of RM1 0000 and thirdly the annual subscription of 

RM1200139
. 

129 
le. ensuring the correct proportion of bumiputeras equity in the company (30%) cf. 

~~curities Comn:ission Guidelines for Application of Licence, 1 .1. 

131 
KLOFFE Bus~ness Rule 301.4(b). 

132 
KLOFFE Busmess Rule 313.1 (a). 

133 
KLOFFE Business Rule 314.4. 
KLOFFE Business Rule 312.1; presumably meaning that they have passed the 

~fORA examin~tion . 
13 

KLOFFE Bus1ness Rule 314.1 (d) . 

13
: KLOFFE Business Rule 314.2(a). 

137 
KLOFFE Business Rule 314.2(b). 

138 
KLOFFE Guideline 1.3.1. 

139 
KLOFFE, Reply to Questionnaire dated 24 November 1998. 
KLOFFE Guideline 1.3.2. 
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Local membership can either be direct or leased140 subject to the Board's 

approval. Sub-leases are not however allowed 141
. Such membership is also 

eligible to be transferred142
, surrendered143 or voluntarily suspended144

• 

In addition persons may apply for trading permits145
. These are intended for 

non-trading members who intend to make markets, or to individuals who 

"intend to participate in the exchange on a short term basis" 146
• They are 

issued to corporations with a minimum paid up share capital of RM5m, 

nominated by a trading member who is a clearing member, and employing at 

least one qualified representative147
. Such corporations must additionally 

maintain an office within the premises of their nominating trading member148
. 

The usual personal requirements apply, although strangely there is no 

restriction on those with criminal records149
• The permit is issued subject to a 

RM1 0000 refundable deposit150
, and a fee, depending on the permit duration, 

of either RM600 or RM1200151
. Permits are non-transferable, and do not carry 

any voting rights. 

140 

141 
KLOFFE Bus!ness Rule 318. 

142 
KLOFFE Busmess Rule 318.5. 

143 
KLOFFE Business Rule 316. 

1 
KLOFFE Business Rule 317. 

1

44 
KLOFFE Business Rule 318B. 

1

45 
KLOFFE Business Rule 319; currently there are no trading permit holders. 

1
: KLOFFE, Reply to Questionnaire dated 24 November 1998. 

14 
KLOFFE Business Rule 319.3A. 

14
: KLOFFE Business Rule 319.3A(e). 

150 
KLOFFE Business Rule 319.3B. 

151 
KLOFFE Guideline 1.4.2. 
KLOFFE Guideline 1.4.1. 
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The final category of membership is that of Market Maker152 who must be 

approved by the Board. These are members or trading permit holders who are 

obliged, upon request to quote a bid or offer for any contracts in which he has 

been appointed153
• They are also obliged to carry out their trading in a way 

"reasonably calculated" to contribute to the maintenance of a fair and orderly 

market154
. Their purpose is to increase liquidity in the market. The incentive of 

reduced contract trading fees is offered by the exchange to attract such 

members. There are currently no market makers on KLOFFE, indeed they are 

not entirely necessary at present. It is likely however that if, and when, stock 

options are finally introduced, market makers may be designated due to the 

illiquid nature of such contracts155
. 

7.4.2 COMMEX Malaysia 

Following the recent merger of the KLCE and MME, the membership structure 

of COMMEX Malaysia is now somewhat complicated. This stems from the 

historical separation of the two exchanges, resulting in a large number of 

members only being members of one of the exchanges. This separation is 

itself a consequence of the different nature of the products traded on the old 

exchanges whereby MME dealt solely with financial futures, and KLCE was 

concerned only with commodity futures. 

152 

153 
KLOFFE Business Rule 320. 

154 
KLOFFE Business Rule 320.1. 

155 
KLOFFE Business Rule 320.3. 
KLOFFE, Reply to Questionnaire dated 24 November 1998. 
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There are thus now six categories of membership of COMMEX Malaysia. 

These are general, financial, commodity and local membership, as well as 

trade affiliates and trading permit holders. The first three in this list are 

themselves further split into broker and non-broker designations. The Board of 

Directors may modify these categories 156
• It is the Membership Committee 

however that considers, and approves or rejects applications for 

membership157
. This committee comprises of the Executive Chairman, a 

ministerially appointed director and four member representatives appointed by 

the Board158
• 

An important concept in the organisation of COMMEX Malaysia, which has 

been drawn, at least nominally, from the organisation of the former MME, is 

that of 'seats'. Membership is dependant upon the ownership or lease of seats. 

A seat represents a contractual right to be represented on the exchange floor, 

subject to admission as a member159
. Ownership or leas-e of a financial or 

commodity seat entitles a member to place a floor representative in the 

appropriate pit160
. There are three classes of seats: financial seats, commodity 

seats and individual seats, the latter being limited to local members 161
. Seats 

may be either purchased from the exchange or the secondary market of 

156 

157 
COMMEX Malaysia Business Rule 200_ 

158 
COMMEX Malaysia Business Rules 105 and 201. 

159 
COMMEX Malaysia Business Rule 1 OS( c). 

160 
COMMEX Malaysia Business Rule 602(a). 

161 
COMMEX Malaysia Business Rule 602(b). 
COMMEX Malaysia Business Rule 601 (a). 
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existing owners, or leased, subject to the exchange being informed162
. The 

exchange maintains a register of bids and offers for seats163
. 

A fundamental raison d'etre of seats is that the exchange maintains a lien over 

them for all member liabilities to the exchange, clearing house, member clients 

and other members 164
. A member may additionally be ordered to sell a seat in 

certain circumstances including cessation or suspension of membership, 

bankruptcy, liquidation and insolvency165
. The seat concept thus provides a 

level ef investor protection, which should help improve confidence in the ability 

of members to perform their obligations166
, and even perhaps help towards 

reducing systemic risk. 

A further confusion in the structure of exchange membership stems from the 

fact that COMMEX Malaysia is a company limited by the guarantee of its 

members. Membership of the exchange, and membership of the exchange 

company are not necessarily synonymous. Indeed Article 5A states that 

"[m]embership of the Exchange ... otherwise than as Members of the 

Exchange Company shall be as prescribed in the Rules". Company members 

are restricted to Malaysian corporations and public authorities167
• They must 

pay an annual fee to the company, although there is no longer provision in the 

162 

163 COMMEX Malaysia Business Rule 605 and 606. 

164 COMMEX Malaysia Business Rule 608. 

165 COMMEX Malaysia Business Rule 610(a}. 

166 C~MMEX Malaysia B_usiness Rule 615.. . . . 
Ellanthamby, S., A Cntique of the Secunt1es Industry m Malaysia (1987, LL.B. 

R~ssertation on file in library, University of Malaya}, 34. 
COMMEX Malaysia Article 5; "person[s] of good standing and business integrity 

satisfactory to the Management Board" (KLCE Article 5} are no longer permitted as 
members. 
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Articles for all company members to make payment to the fidelity fund168
, 

merely those who are additionally licensed futures brokers 169
• However, as 

guarantors, if the exchange company is wound up, such members must make 

a maximum contribution of RM 1 0000 to its assets 170
• 

Broker membership is only open to licensed futures brokers. As such it is 

restricted to corporations or bodies corporate 171
• These must maintain a 

minimum Adjusted Net Capital of the higher of RM500000 or 1 0% of aggregate 

clearing house margin 172
. Further requirements are dependent upon the type 

of broker membership. 

The first type of broker membership is broker general membership173
. Such 

members must additionally be clearing members174
, and own a total of at least 

four seats: two financial seats and two commodity seats 175
• Financially they 

require a minimum paid up share capital of RM4 million 176
, and minimum Net 

Tangible Assets of RM3 million177 "on admission". This latter phrase has been 

utilised as a device to protect current members from the substantially 

168 

169 
Compare KLCE Article 9(iii) . 

170 
COMMEX Malaysia Article 73. 

171 
COMMEX Malaysia Article 74(d). 
COMMEX Malaysia Business Rules 201A(a), 201B(a) and 201 C(a). 

172 

173 
COMMEX Malaysia Business Rule 302(a). 

174 
COMMEX Malaysia Business Rules Section 2A. 

175 
COMMEX Malaysia Business Rule 201A(f). 

176 
COMMEX Malaysia Business Rule 201A(c). 

m COMMEX Malaysia Business Rule 201A(d). 
COMMEX Malaysia Business Rule 201A(e) . 
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increased financial burdens imposed by the new exchange rules. General 

members are entitled to trade any futures contracts on the exchange floor178
. 

The other types of broker memberships are broker financial and commodity 

memberships. These are subjected to reduced requirements, representing the 

likelihood that they pose a lower risk to the integrity of the market. Thus such 

members are not required to be clearing members, but may alternatively enter 

into an agreement with a clearing member. Further, they are only required to 

own a total of two seats of the type relevant to their membership. The minimum 

figures for paid up capital and Net Tangible Assets, however remain the same. 

Commodity members may only trade in commodity contracts179
, financial 

members only in financial futures contracts on the exchange180 

These requirements represent certain alterations from those applicable until 

recently under the MME and KLCE Rules. For example, all broker members on 

MME were previously required to be clearing members 181
, and on KLCE the 

equivalent 'corporate' membership merely required paid up capital and Net 

Tangible Assets of RM500000 each182
• On the latter point transition difficulties 

have been avoided by the fact that the newly increased figures only apply to 

members joining subsequent to the incorporation of the new rules 183
. 

178 

179 COMMEX Malaysia Business Rule 203(a)(l). 

180 COMMEX Malaysia Business Rule 203C(a)(l). 

181 COMMEX Malaysia Business Rule 203B{a)(l). 

182 MME Rule 301 (f)(l). 

183 KLCE Rule 221 (a). 
Ct. supra, p.202. 
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Subsequent to admission as a broker member, various obligations are 

imposed, many reflecting the statutory duties imposed by the futures 

legislation. These include contributing to the fidelity fund, registering a 

compliance officer184
, maintaining proper systems and procedures185

, and 

providing the exchange's compliance committee with copies of its monthly 

unaudited and annual audited accounts186
. In addition broker members must 

pay an annual subscription to the exchange187
. 

Non-broker membership188
, as would be expected due to the exclusion of 

futures brokers in Malaysia from its scope189
, is not subjected to such vigorous 

criteria. However such membership is still restricted to corporations and bodies 

corporate190
, although no minimum Adjusted Net Capital is imposed. A 

minimum level of Net Tangible Assets is however imposed, however the level 

is set at the somewhat lower figure of RM1 million 191
. Likewise with paid up 

share capital of which the minimum is RM2 million 192
. Non-broker members are 

not required to be clearing members provided that they have an arrangement 

to clear through one193
. The only variation between the different classes of 

non-broker membership is in relation to seats. Non-broker general members 

are required to own at least one financial and one commodity seat194
, and non-

184 

185 COMMEX Malaysia Business Rule 303(c). 

186 COMMEX Malaysia Business Rule 303(d). 

187 COMMEX Malaysia Business Rules 206A(b)(ii), 206B(b)(ii) and 206C(b)(ii) . 

188 COMMEX Malaysia Business Rules 204A(a), 204B(a) and 204C(a). 

189 
In practise these are oil planters, refiners and millers. 

190 COMMEX Malaysia Business Rule 202A(b). 

191 COMMEX Malaysia Business Rules 202A(a), 202B(a) and 202C(a). 

192 COMMEX Malaysia Business Rule 402(a). 

193 COMMEX Malaysia Business Rules 202A(d), 202B(d) and 202C(d). 

194 COMMEX Malaysia Business Rules 202A(e) . 
COMMEX Malaysia Business Rule 202A(c). 
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broker financial and commodity members a single relevant seat195
• All broker 

and non-broker members are entitled to attend and vote at the exchange's 

annual general meeting 196
. 

Upon admission somewhat lesser obligations are imposed than upon broker 

members. They too must pay an annual subscription 197
, but are not required to 

contribute to the fidelity fund, register a compliance officer, maintain proper 

systems and procedures nor to provide copies of their accounts. 

Local membership allows direct access to the trading floor198 for "enterprising 

individuals"199
. 'Locals' may also deal in seats200

. However they are not entitled 

to attend or vote at the exchange's annual general meeting. It is submitted that 

this exclusion should be amended to allow at least a single elected 

representative of the locals in order for their standpoint to be recognised201
. 

Locals cannot trade for personal clients, being restricted to trading on their own 

account and 'order filling ' for broker members202
. Order filling arises as brokers 

may require locals to assume such a role from time to time if, for example, the 

broker is unable to comply with the law regarding the proper sequence of 

sending and carrying out orders203
. 

195 

196 COMMEX Malaysia Business Rules 202B(c) and 202C(c). 

197 
COMMEX Malaysia Business Rules 203A(a)(iii) , 203B(a)(iii) and 203C(a)(iii). 

198 COMMEX Malaysia Business Rules 204A(a), 204B(a) and 204C(a). 

199 COMMEX Malaysia Business Rule 502(a)(l). 

200 MME, "Membership Structure" Leaflet, 4. 

201 COMMEX Malaysia Business Rule 502(a)(iii). 

202 
Particularly in the light that up to 40% of trading volume is attributable to locals! 

203 COMMEX Malaysia Business Rules 501 (a) and 502(a)(ii). 
Cf. s.54 FIA 1993. It must be noted that by virtue of s.54(2) the client's consent 

must be sought first. It is usual practice for brokers to contain a clause to this effect in 
the CAF. 
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Locals must nominate, on prescribed terms, a clearing member, as they cannot 

themselves become such members204
. As only individuals are concerned, the 

other requirements for membership are somewhat different from those 

previously mentioned. These include good character, suitable qualification205 

and trading experience, and the possession of a suitable amount of risk 

capital206
. In addition admission is dependent upon the lease or ownership of 

an individual seaf07
• 

Trade affiliates are allowed to trade either on their own account, if incorporated 

in Malaysia or overseas208
, or additionally, if incorporated overseas, on the 

account of overseas clients209
. They must trade through a broker10

, but are 

entitled to a reduced rate of commission21 1
. Like locals, they are not entitled to 

attend or vote at the annual general meeting. 

Due to the limited trading rights pertaining to such membership, the 

precautionary requirements are minimal. Membership is only applicable to 

corporations or bodies corporate not conducting a futures braking business in 

204 

205 
COMMEX Malaysia Business Rules 501 (b) and 503(a) . 
These have been set by the Securities Commission to include a relevant degree or 

~quivalent qualification, or exceptional experience. Locals who wish to act as order 
f.lllers must additionally pass the MFORR examination (Guidelines for Application of 
licence under the futures Industry Act 1993 (Amended January 1997, 5) . They are also 
required to have successfully completed the Floor Trader Qualification Programme 
~~OMMEX Malaysia Floor Procedure 401 (a)). 

207 
COMMEX Malaysia Business Rule 500; currently a minimum of RM30000. 

208 COMMEX Malaysia Business Rule 500(d) . 

209 COMMEX Malaysia Business Rule 203D(a) . 

210 COMMEX Malaysia Business Rule 203D(b). 

21 1 COMMEX Malaysia Business Rule 203D(c). 
COMMEX Malaysia Business Rule 201 D(b) . 
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Malaysia, with a minimum paid up share capital of RM2 million212
• A 

membership fee and annual subscription are payable213
• 

The final category of membership of COMMEX Malaysia is that of trading 

permit holder. This category was not previously included in the rules of either 

KLCE or MME and as such appears to be based on the KLOFFE model , 

although the requirements are virtually identical to those for locals, except that 

no seat is required , and the permit is non-transferable. 

7.5 Clearing House Membership 

Applications for membership of the Malaysian Derivatives Clearing House 

(MDCH) is to the membership committee, which is advised by clearing house 

officers214
• Approval as a clearing member is conditional upon several factors. 

The applicant must be a member of an exchange215 and be licensed as a 

futures broker, if acting on behalf of or on the instructions of clients216
. There 

are in addition self-clearing members. These tend to trade only in CPO futures 

contracts, and are generally plantation companies217
. Membership is 

transferable, subject to clearing house approval, to a holding company or 

subsidiary21 8
. There is however no equivalent to the Chicago Mercantile 

212 

213 
COMMEX Malaysia Business Rule 2000. 

21 4 
COMMEX Malaysia Business Rule 201 D(b) and 202D(a) . 

215 
MDCH Business Rule 202. 

21 6 MDCH Business Rule 200(a). 

217 MDCH Business Rule 200(c). 

218 
MDCH, Response to author's questionnaire, 12 January 1999. 
MDCH Business Rule 212. 
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Exchange (CME) Rules requiring undertakings holding certain percentages of 

a member's shares to act as guarantors for any loss219
. 

In addition there are several financial requirements. A member must maintain 

its adjusted net capital at the higher of RM500000 or 1 0% of the total paid by 

the clearing member to the clearing house220
. It must lodge a security deposit 

of at least RM1 m with the clearing house, with MDCH reserving the right to 

increase this amoune21
• This can be in the form of cash or alternatively an 

lrrev~cable Standby Letter of Credit (ILOC) from a tier 1 commercial bank222
• It 

must also lodge a clearing fund contribution223 of RM1 m in cash224
, plus a 

variable amount dependent on trading carried out225
• A one-time membership 

fee of RM50000 is also payable. 

As of 31 March 1998 MDCH had 46 clearing members. As such the market 

was backed by a total of RM92 million held in the form of the clearing fund and 

security deposits. 

7.6 Total Requirements for Futures Brokers 

As at 31 December 1997 there were a total of 57 licensed futures braking 

companies, no futures advisers and no futures fund managers, although 

219 Ch" d 1cago Mercantile Exchange, Financial Safeguar s, 1994, p.4; Dale, R., 
]erivatives Clearing Houses: The Regulatory Challenge" [1997] 2 JIBL 46, 47. 

22 
MDCH Business Rule 208. This total obviously includes margin requirements. 

~ MDCH Business Rule 206. 
IOSCO, Report on the International Regulation of Derivatives markets, Products 

~d Financial Intermediaries, s.3(c) . 

224 
MDCH Business Rule 207. 

225 
MDCH, Annual Report 1997, 10. 
MDCH Business Rule 401. 
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applications for the latter are pending226
. The companies making up the 

category of futures broker are diverse. Many are part of a group of companies 

involved in stockbroking and banking. Some are multi-exchange brokers, and 

there are also a small number of 'independent' broker companies227
• 

Futures brokers, as a matter of necessity, must be both licensed by the 

Securities Commission and registered with an exchange, or exchanges. In 

practice the majority also opt to become clearing members, thus necessitating 

additional approval from the clearing house. Three separate sets of 

requirements must that be met. This makes it a very expensive proposition to 

establish a futures broking company228
. Indeed the total capital investment will 

range from approximately RM5million to RM 10 million, dependant upon how 

many futures contracts the broker wishes to trade in. Ultimately it is this 

financial strength and commitment that is intended to provide the security that 

a successful market requires. 

It is however the exchanges that play the larger role in the licensing of brokers, 

although this is done indirectly through registration as exchange members. 

This is in line with the conclusions of the 1985 National Companies and 

226 s .. 
227 

ecunt1es Commission Annual Report 1997, 130. 

228 
KLOFFE, Reply to Questionnaire dated 24 November 1998. 
It should be noted that a major constituent in this, the cost of exchange 

membership, actually reflects its monopoly value: Markham, J., "The Commodity 
Exchange Monopoly- Reform is Needed" (1991) 48 Wash & Lee LR 977, 1005. 
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Securities Commission Licensing Green Pape~29 in Australia, which 

recommended that SROs perform the greater part of licensing administration , 

subject to surveillance by the governmental regulatory arm. This ensures both 

flexibility and informed decision making, thus promoting market efficiency. 

7. 7 Representatives 

The criteria for applications to become KLOFFE registered representatives are 

essentially similar to those required by the Securities Commission230
, this is 

apparent from the requirement that exchange representatives are licensed as 

futures brokers representatives under the FIA 1993231
. In addition to those 

requirements the exchange obliges representatives to agree to abide by the 

exchange rules and to be sponsored or employed by only one trading 

membe~32 this avoids any potential conflicts of interest. Additionally approval 

is subject to the payment of a RM250 registration fee and an annual fee of 

AM120233
• 

To register on COMMEX Malaysia similar provisions apply234
. Application is 

however in fact made by Broker Members235
. A non-refundable application fee 

229 
National Companies and Securities Commission, A Review of the Licensing 

Provisions of the Securities Industry Act and Codes, Canberra, A.G.P.S. , 1985; cf. 
Latimer, P., "Futures Market Regulation in Australia: What is it Trying to Achieve?" 
~J0990) 13(2) UNSWLJ 370, 380-382. 

231 
KLOFFE Business Rule 321 .2. 

232 
KLOFFE Business Rule 321.2(g). 

233 KLOFFE Business Rule 321.2(e) and (f); 321.6. 

234 KLOFFE Business Rule 321.4; Guideline 1.6. 

235 COMMEX Malaysia Business Rule 317. 
COMMEX Malaysia Business Rule 317(c). 
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7.8 Agreements with Unlicensed Persons 

Legislation covering the eventuality of agreements being entered with 

unlicensed persons has now been introduced by s.6 Futures Industry 

(Amendment and Consolidation) Act 1997. It effectively provides for a system 

akin to that of misrepresentation in the law of contract. Clients are given the 

right to rescind any such contracf41 entered into provided written notice is 

given within a reasonable time242 and that the client has not affirmed the 

contraef43
. No such right is given however if the unlicensed person informs the 

client of this fact within a reasonable time244
• Rescission under s.35E is subject 

to the rights of third parties245
, in such cases the client may alternatively apply 

to the court to have the agreement varied246
• The unlicensed party has no right 

to enforce or rely on the agreemenf47 or to commission248
• 

In Tan Chor Thing v Tokyo Investment Pte. Ltd. & Anor. 249 it was held that 

contracts entered into by an unlicensed broker were illegal, referring to Cope v 

Rowlands250 and distinguishing Smith v Lindo251
, the two famous nineteenth 

century cases dealing with the legality of contracts entered into by unlicensed 

brokers. The plaintiff investor's innocence to the illegality however enabled the 

241 

242 
S.35E(1) FIA 1993. 

243 
S.35E(2) FIA 1993. 

244 S.35E(3) FIA 1993. 

245 
S.35E(4) and (5) FIA 1993. 

246 
S.35F(1) FIA 1993. 

247 
S.35G FIA 1993. 

248 
8.351(2) FIA 1993. 

249 Ss.35J and 35L FIA 1993. 

250 [1991] 3 MLJ 87 (HC Singapore). 

251 
(1836) ·150 ER 707. 
(1858) 141 ER 237. 
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court to allow the return of his shares, as there was thus a total failure of 

consideration252
• The court was not however referred to the decision of the 

Federal Court of Malaysia in Theresa Chong v Kin Khoon & Cif53
• In that case 

Gill CJ delivered a strong judgement to the effect that "dealing with [an 

unlicensed] remisier did not make the contract illegal as being opposed to 

public policy," by virtue of such a contract not fitting into "any of the traditional 

pigeon holes"254
• 

The two decisions can however be reconciled as the later decision was 

decided based on the construction of the relevant statute, and (although not 

specifically mentioned) would thus fall under s.24(a) Contracts Act 1950255 

which renders a contract "forbidden by a law" unlawful. 

7.9 Conclusion 

The laws, rules and regulations applicable to licensing and registration have 

been seen to be comprehensive. This has been shown to be the case in order 

to provide sufficient protection for investors. However it might be argued that 

the measures have actually gone too far, particularly with regards to the 

number of separate bodies which are involved in the process. 

It is true that a certain amount of repetition of function is served by these 

bodies. Indeed a potential market participant may have to comply with up to six 

252 0 . 
253 p.c1t., at 91. 

254 
[1976] 2 MLJ 253. 

255 Ibid., at 256. 
Act 136, Revised 1973. 
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different sets of requirements, if one also includes the Registrar of Companies 

and Bank Negara where the said participant is a bank or bank subsidiary256
. 

This is particularly striking when one realises, in global terms, the limited extent 

and depth of the Malaysian futures markets257
. It is submitted that part of the 

reason for this lack of depth is in fact the onerous nature of the above 

requirements. 

As such there is an argument for rationalisation of this part of the regulatory 

system. This is already in fact underway, and is itself being driven by market 

forces. This is shown by the recent moves towards unification of the Malaysian 

futures exchanges. This would reduce the number of sets of requirements to 

be met to a maximum of five, namely the Commission, a single unified 

exchange, the clearing house, the Registrar of Companies and Bank Negara. 

In most cases the last of these would not be involved, and the requirements of 

the Registrar are not too onerous, as they are not designed with the same 

aims as those of the futures bodies. 

Should the exchanges not actually merge in the future, it is submitted that an 

alternative means of reducing barriers to entry would be to merely insist upon 

the registration of market participants, rather than insisting upon (expensive) 

membership. The decrease in resources, per participant, available for 

consumer protection purposes could be more than made up for by the funds 

generated from an increased number of participants. Such a move would 

256 
Ct. supra, p.154. 
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amount to a decentralisation of self-regulation, with participants regulating 

themselves, rather than relying on centralised exchanges. 

A more drastic step would be to redesign the entire regulatory structure in 

Malaysia along functional lines as has recently been done in Australia258
. This 

course of action will be further examined in the conclusion of this thesis. 

257 . 
Compare the 943679 futures contracts traded on the Malays1an exchanges in 1997 

ruth the 22953892 on SIMEX, and 200.7 million on the CME during the same period! 
Cf. supra, p.173 et. seq. 
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8. Obligations of Licensed Persons 

" .. . in the darkness as in the light our obligations are yet with us" 

- Daniel Webster (1782-1852) 

8.1 Fiduciary Duties and Dual Trading 

It is well established that brokers owe a fiduciary duty to their clients 1• Such a 

duty is brought into existence due to the vulnerability of the client in depending 

on the broker for information and advice, the existence of a relationship of 

confidence and the significance of transactions to each of the parties2
. This is 

the test for the existence of a fact-based fiduciary relationship3
. The broker-

client fiduciary relationship appears to be fact-based rather than status-based. 

This is because of the exchange rules, which state that brokers dealing on

exchange do so as principals4
• This prevents any privity of contract between 

the client and the party on the other side of the transaction. As such the broker 

1 
Option Investment (Aust.) Pty Ltd v Martin [1981] VA 138, 142; Re Rosenbaum Grain 

Corp. 1 03 F.2d 656 (ih Cir. 1939), 660; contrast the position of banks with regards to 
borrowers and depositors. Such will also be the position where a supposed 'broker' 
does not enter actual trades on an exchange, but rather monitors running accounts for 
clients (Southern Cross Commodities Pty Ltd (in liq.) v Ewing [1990] 14 ACLR 39) ; nb. 
1his is now illegal, cf. s.80 FIA 193, cf. infra, pp. 310-315. 

Coleman v Myers [1977] 2 NZLR 225, 325, per Woodhouse J.; although it has been 
argued that "some derivatives transactions look more like arm's length transactions 
than relationships of trust and confidence", Goldman, G., "Creating a Suitability 
Requirement for the Sale of Over the Counter Derivatives: Should Regulators Punish 
~he Wall Street Hounds of Greed?" (1995) 95 Colum LA 1112, 1137. 

Law Commission (UK) Consultation Paper No. 124, Fiduciary Duties and Regulatory 
~ules -A Summary, (1992) , 294. 

Cl. 6(b) KLOFFE Minimum Client Agreement Form (CAF); COMMEX Malaysia 
Business Rule 716 and cl. 5 COMMEX Malaysia Minimum CAF; cf. supra, p.74. 
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will not strictly be transacting "for and on behalf of' the client despite acting as 

the client's agent, and thus fall outside the class of status-based fiduciary5
• 

This fiduciary relationship gives rise to several duties on the broker's part. 

These have been summarised as comprising four points6
: the "no conflicf' rule, 

that the fiduciary must not allow himself to have interests conflicting with those 

of the other party; the "no profit" rule, that he should not profit at the other 

party's expense; the undivided loyalty rule and the duty of confidentiality. In 

determining the exact nature of the fiduciary obligations it is important to have 

regard to the exact scope of the relationship7
. There would thus be a greater 

duty on a broker exercising a discretionary account on behalf of a client than 

on a broker merely executing a client's order. Somewhere in between would 

fall the broker who, in executing the client's order, also provides advice to him. 

Clearing members may also owe a fiduciary duty to the clients of brokers who 

clear through them, especially where a discretionary account is operated by a 

non-clearing member broker, although this might be limited by the "indirect 

customer rule". A fiduciary duty anyway is generally less extensive than a 

trustee duty, the focus being on conflicts of interest. Clearing members are in 

addition under a contractual duty (express and/or implied), and a statutory 

duty. 

5 
Cf Law C · · · 2 4 

6 · ommiSSIOn, op. c1t., s ... 
7 ld., 296. 

Re Coomber [1911] 1 Ch 723, 728-9, per Fletcher-Moulton LJ. 
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A conflict of interest might arise from the practice of brokers trading both for 

themselves and on behalf of clients. The Futures Industry Act (FIA) 1993 

specifically addresses this issue, however it is first necessary to examine the 

definitions of various key terms in the Act in order to analyse the full 

implications of the law relating to this issue. 

To begin with, the Act defines the phrase "trades in a futures contract"8
. 

Essentially this means either entering into9 or closing out10 a futures contract, 

either for oneself, or on another person's behalf11
. It thus covers the position of 

both investor and broker. However the definition in fact extends wider to 

include a person offering to do such acts12
, or persuading, or even attempting 

to persuade, another so to do 13
. 

"Trading on another person's behalf' has a similar meaning where such action 

is done on another's behalf, although interestingly it does not include inducing, 

or attempting to induce such acts14
. The phrase also does not include the acts 

of a licensed or exempt futures broker acting on behalf of a non-resident even 

if the non-resident is himself trading on behalf of another15
. Neither does it 

8 

9 
S.2C FIA 1993, inserted by s.5 Futures Industry (Amendment) Act 1995. 

10
S.2C(1)(a) FIA 1993. 

11 S.2C(1 )(b) FIA 1993. 
See also s.2D(1) FIA 1993; this extends to the complete chain of people involved, 

for example in a typical trade involving an investor, his broker, and a separate clearing 
member, the investor will be deemed to trade, and the broker and clearing member will 
~e deemed to trade on his behalf (s.2D(2) FIA 1993). In addition the clearing member 
\~deemed to have also traded on the investor's behalf (s.2D(3)(b) FIA 1993). 

13 
S.2C(1 )(d) FIA 1993. 

14 S.2C(1 )(e) FIA 1993. 

15 
S.2C(2) FIA 1993. 
S.2C(2)(aa) FIA 1993. 
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include the activities of persons employed by, or acting in connection with a 

futures broker16
. 

Another important definition is that of "own account trading"17
. This includes 

both trading as principal, or on behalf of an associate, or a corporation in which 

the person trading has a controlling interest, or where that person is a broker 

acting in partnership, his and his partner's interests constitute a controlling 

interest. 

The word 'associate' is itself comprehensively defined to include, where the 

'person' is a corporation, a director, secretary of that, or a related corporation , 

or a related corporation itself18
. It includes a corporation which is a partner in a 

futures trading business with that person, and a trustee of a trust of which the 

person trading is a beneficiary19
. If the person is a director of a futures trading 

business, the other directors are his associates20
. However that person will not 

be deemed an associate of a fellow director or partner of a non-futures trading 

business unless he "knew, or ought to have known, at the relevant time, the 

material particulars of the matter"21
. 

16 

17 S.2C(2) (bb) FIA 1993. 

18 
S.2E FIA 1993. 

19 
S.2G FIA 1993. 
"Otherwise than because of transactions entered into in the ordinary course of 

~ousiness in connection with the lending of money." (s.2H(c) FIA 1993). 

21 
S.2H(d) FIA 1993. 
S.2J(2) FIA 1993. 
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There is a final broad category for inclusion within the term 'associate', namely 

a person acting, or proposing to act, in concert with that person22
, or with 

whom he is, or proposes to become, associated in any other way, whether 

formally or informally23
. The mere giving of advice or acting on another 

person's behalf "in the proper performance of the functions attaching to a 

professional capacity or a business relationship"24 is not however sufficient to 

make that person an associate. This however begs the question of what is. 

Any association "formally or informally" would literally appear to cover golfing 

partners, rotary club members and spouses. Yet it would be strange if these 

were included within the definition of 'associate' whilst other more professional 

relationships were not. 

The importance of the foregoing definitions may be seen by an examination of 

s.50 FIA 199325
. This allows a futures broker to take the other side of a client 

order if the client has consented or the broker is, in trading on behalf of the 

client, trading on the broker's own accounf6
. The first requirement is satisfied if 

the client signs a Client Agreement Form (CAF). The KLOFFE and COMMEX 

Malaysia minimum CAFs contain two clauses that give the broker the right to 

take opposite positions to the clienf7
, and to generally trade in futures 

22 

23 
S.21(1)(a) FIA 1993. 

24 
S.21(1)(c) FIA 1993. 

25 
S .. 2J(1) FIA 1993. 
It IS also significant with regards to s.16 (Futures Brokers to be licensed) , s.83 

(Employment of devices, etc. to defraud) and s.85 (Restriction on employees of 
~6Xchange company and clearing house). 

S.SO; Austral ian equivalent s.1208(3) Corporations Law; this is in line- with market 
rJactice (SCF Finance Co. Ltd. v Masri (No.2) [1986] 1 AllER 40, 47). 

KLOFFE Business Rules, Sch.1, c1.6(f); COMMEX Malaysia Business Rules Sch.2, 
Cl.9. 
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contracts on their own account28
• Such consent under the Act partially 

excludes the broker's potential liability under the "no conflict" and "no profit" 

rules29
• The second requirement will be satisfied according to the explanations 

of s.2E et. seq. laid out above. 

Without the statutory permission it would be questionable whether such 

exclusion clauses would be capable of being upheld. Firstly it has been argued 

that a fiduciary may be breaching his duty merely by securing such an 

exclusion of liability30
• This would appear to be the case where the fiduciary 

relationship was already in existence prior to the contract being formed, and 

there was an absence of informed consenf1 on the part of the client32
• 

Although such a finding is less likely where the fiduciary relationship is fact

based, it is submitted that a broker may have the requisite prior relationship 

depending on the particular circumstances of the case. In particular this would 

depend on an analysis of such factors as which of the parties initially 

approached the other, the level of expertise of the client, and the level and 

nature of advise given by the broker. Where such a relationship exists to 

establish the breach of duty it has been suggested that the fiduciary should not 

28 
KLOFFE Business Rules Sch.1, c1. 6(1) ; COMMEX Malaysia Business Rules Sch.2, 

~~.8 (if applicable) and cf. Business Rule 307. 
There may well be an implied ouster anyway (SCF Finance Co v Masri (No.2) [1986] 

~0 All ER 40, 47); cf. Currie, J.S., Australian Futures Regulation, (1994), 111. 

31 Law Commission, op. cit. , 341-342. 
I e. That the customer must "fully understand not only what he is doing but also his 

le~al rights and that he is in part surrendering them." Boulting v Assn. Of 
tmematograph, Television and Allied Technicians [1963] 2 QB 606, 636. 

Shepherd, The Law of Fiduciaries (1981), 104-5; Matthews, P., 'The Efficacy of 
T.rustee Exemption Clauses in English Law", [1989] Conv 42, 52; Law Commission, op. 
Cit., S.3.4. 
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be able to rely on the exclusion clause, nor retain the benefit of the breach33 . 

Such a breach would only be brought about however by certain types of 

exclusion clause, for example one exempting the fiduciary from breach of 

reasonable duties. 

Secondly, even if such a prior relationship were found not to exist on the 

particular facts of a case there may still be restrictions on the use of such 

exclusion clauses. However it has been conclusively stated that the "no 

conflict" and "no profit" rules can be modified with beneficiary assent in the 

analogous case of trusts34
• The Law Commission has suggested that this 

should apply a fortiori to agents35
. It would thus appear that the above two 

clauses will anyway prove valid. 

Clause 6(b) of the KLOFFE minimum CAF suggests that profits made on a 

contract entered into by a client through a broker are not necessarily 

attributable to the client, thus protecting the broker at the client's expense36 . 

This could also be interpreted as an exclusion of the broker's duty to pass on 

any profits made under the contract to the client and as such pose a 

substantial legal risk to the cl ient. However the broker could not rely on the 

33 
Law Commission, op. cit. , 342, noting the paucity of English decisions on this, but 

~:awing on the well established doctrine in the United States. 
Date v Inland Revenue Commissioners [1954] AC 11 , 26-27; Boulting v Association 

of Cinematograph, Television and Allied Technicians [1963] 2 QB 606, 634-7; Space 
Investments Ltd v Canadian Imperial Bank of Commerce Trust Co (Bahamas) Ltd 
~i 986] 1 WLR 1072, 1073-4. 

Law C · · · 348 
36 ommlss1on, op. c1t. , . 

As well as the Clearing House. 
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clause if he failed to pass on client profits due to his own fraud37 or illegality38 

as contracting parties may not exclude themselves from the consequences of 

such behaviour. 

In particular there exists the possibility that brokers operating discretionary 

accounts, and taking the opposite position to a client, may be tempted to 

"reverse orders in the books at the end of the day in favour of the broker"39
• 

This possibility is dealt with in several ways. First, the system for recording 

trades on the exchanges make such alteration of the books technically very 

difficult. Second, it is likely that a broker acting in such a manner would 

contravene sections 79 (false trading), 83 (employment of devices to defraud) 

and 87 (falsification of records) FIA 1993. Third , such activity is likely to be 

detected by the exchanges, as the exchange rules state that the broker's 

compliance officer must review every trade on a discretionary account40
. 

Related to the above provisions is the practice of cross-trading . This occurs 

where "a Broker has a Client order to buy a Contract and an order to sell the 

Contract from a different Client and both Client orders are at the same price"41
. 

This is permitted on COMMEX Malaysia, however the bid and offer must both 

37 
S Pearson & Son Ltd v Dublin Corporation [1907] AC 351, 353, 362; Boyd & Forrest 

ra Glasgow and S W Railway Co 191 5 SC 20, 36 (H L) . 

39 
Czarnikow v Roth, Schmidt and Co [1922]2 KB 478, 488. 
Chaikin, D. A. , "Futures Fraud in the Asia Pacific Region", in The Regulation of 

fjnancial and Capital Markets, (eds., Lye, C. and R. Lazar), (1992). 
COMMEX Malaysia Business Rule 309(c); KLOFFE Business Rule 609(e); cf. infra, 

p.252. 
41 

COMMEX Malaysia Floor Procedure 615(a) . 
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first be made competitively on the exchange42
. Such activity is not permitted on 

KLOFFE, and would constitute the offence of bucketing43
. 

The detail of the FIA becomes apparent upon the examination of s.5444
• This 

deals with the sequence of sending and carrying out of orders. A futures broker 

must carry out a client's instructions himself unless the client's prior consent is 

obtained45
• Instructions to trade at or near market price must be sent in the 

sequence they are received46
, except where the broker wishes to deal on its 

own account, and is aware that a client has instructed a trade at market price 

which has yet to be sent47
. This rule is designed to prevent "front running'148 of 

client transactions by brokers. 

8.2 Suitability 

Market intermediaries who recommend persons to trade (or not to trade49
) 

must have a reasonable basis for making that recommendation where the 

advisee might reasonably be expected to rely on the advice50
, that is they must 

42 

43 
COMMEX Malaysia Floor Procedure 615. 

44 
S.80 FIA 1993; ct. infra, pp. 310-315. 

45 
The Australian equivalent is s.1266 Corporations Law. 

46 
S.54(2) FIA 1993. 

47 S.54(3), (6) and (7) FIA 1993. 

48 
S.54(4) FIA 1993. 

49 
Cf. infra, p.367 et. seq. 

50 S.52B(1) and (3)(a) FIA 1993. 
S.52B(1) FIA 1993, added by s.61 Futures Industry (Amendment) Act 1995; ct. 

COMMEX Malaysia Business Rule 303(b)(xi) and (xii), KLOFFE Business Rule 603.2. 
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act with due diligence51 . Failure to do so, where the advisee does r~asonably 

rely to his detriment gives rise to liability for damages52
• 

Similarly the exchange rules state that brokers and their representatives are 

prohibited from making trading recommendations to clients unless there are 

reasonable grounds for believing that it is suitable for the clienfl, that the client 

is capable of evaluating the risk involved54
, and is financially able to bear such 

risk
55

• Additionally, permission to trade must then be obtained from or reviewed 

by the compliance officers. KLOFFE further requires client verification of such 

information within 15 days of approval57
• These rules serve to protect 

... 
Investors from the self-interested actions of unscrupulous financial advisorsn58. 

To this end brokers are neither allowed to guarantee clients against loss, nor to 

share in their profits or losses59• 

It should be noted that by virtue of s.528{5) FIA 1993 the term 'adviser' is 

limited to futures brokers, futures fund managers and futures trading advisers. 

Individual representatives thus only owe such a duty indirectly by virtue of 

s.S9(1) FIA 1993. The latter section deems representatives involved with the 

commission of an offe.nce by a corporation liable, in addition to the corporation. 

51-=----------
52 COMMEX Malaysia Business Rule 308(a}; KLOFFE Business Rule 603.1 (a}(l). 
53 S.52B(3) FIA 1993. 

60
C0MMEX Malaysia Business Rules 303(b)(xi} and 308A(a); KLOFFE Business Rule 

54 3.2(a). 

ss COMMEX Malaysia Business Rule 308A(b). 

60 COMMEX Malaysia Business Rules 303(b)(xiQ and 308A(c); KLOFFE Business Rule 
56 3·2(b) and (c). 
s1 ~0MMEX Malaysia Business Rule 308(b); KLOFFE Business Rule 603.1 (a)(l). 
sa LOFFE Business Rule 603.1 (a)(ii). 
C Frederick, J.A., "Not Just for Widows and Orphans Anymore: The Inadequacy of the 

urrent Suitability Rules for the Derivatives Market" [1995] 64 Fordham LR 97, 102. 
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The stiff penalties involved60 should thus act as a sufficient deterrent to both 

advisers and their representatives. 

As it would be difficult in any particular case to determine whether a 

reasonable basis for recommendation existed, the FIA 1993 provides 

guidance. The standard will be satisfied if the adviser has taken into account 

the person's investment objectives, financial situation and particular needs; 

and conducted a reasonable investigation of the subject-matter of the 

recommendation 51
. It is essential that the adviser keeps his information up to 

date in order to satisfy this standard. 

The equivalent provision in the Securities Industry Act 198362 is s.40A. It is 

essentially similar to s.528 FIA 199363
, but differs in three important aspects. 

First, s.40A(3) expressly states that it is not an offence to contravene 

subsection 1. The s.528 FIA 1993 by contrast is silent on this matter, and 

without reference to the Securities Industry Act it would certainly appear that 

breach of s.528 would amount to an offence punishable by the general penalty 

in s.96 FIA 1993. It is submitted however that the approach taken in the 

Securities Industry Act should be followed with regards to the Futures Industry 

Act. This view is supported by the civil liability imposed by s.528(3) FIA 1993, 

59 

60 COMMEX Malaysia Business Rule 315; KLOFFE Business Rule 601.2(f). 
S.56 FIA 1993 (a tine not exceeding one million ringgit or to imprisonment for a term 

~at exceeding ten years or to both). 
62 S.52B(2) FIA 1993. 

63 
Act 280. 
Notably the terms of subsection 1 of each section are the same. 

226 



which should be treated as an alternative, rather than an addition, to criminal 

liability. 

Second, s.40A(5) Securities Industry Act 1983 provides an additional and 

rather confusing defence for a party giving advice where a reasonable person 

would have acted on the recommendation even if the adviser did have a 

reasonable basis for recommendation. This appears to cover the situation 

where an adviser gives a recommendation to an extremely inexperienced 

investor, who then invests and suffers loss, and the recommendation was such 

that ~ven a reasonably experienced investor would have done likewise. It is 

the author's view that this raises difficult hypothetical questions as to how 

advice would have been utilised. and as such its useage should be restricted. 

It is thus fortunate that the defence is not incorporated into the futures 

legislation. 

Third, s.40A(7) Securities Industry Act 1983 defines 'recommendations' as 

being both express and implied. This is eminently sensible as it widens the 

regulatory net to cover all detrimental activity of such nature in whatever terms 

it is couched. As such this should also be the interpretation used in s.52B FIA 

1993. 

It is submitted that although the motive behind the inclusion of the suitability 

rule and its guidelines is good, there may in practice arise various 

complications. In particular the standard of reasonableness seems actually to 

be very low. It would surely be a simple evidential task for the adviser to show 
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that he had taken the objectives, situation and needs of the advisee into 

account, and even easier to prove a certain level of investigation into the 

subject matter of the recommendation, as he will no doubt be trading in these 

every day. As such it would appear difficult for a complainant to prove the 

unreasonable basis of a recommendation. This is especially so when it is 

considered that breach of the requirement is a crime, and thus needs to be 

proved beyond reasonable doubt. 

In ad<!!tion it would appear that the adviser's burden may be discharged if the 

advisee is informed in clear terms of the risks involved in any transaction, as 

this would then allow the advisee to "make his own determination of suitability". 

It could be argued that this is done automatically when the potential client is 

given the CAF, containing risk disclosure statements64
. However it is submitted 

that this alone would not suffice, as it would negate the purpose of s.52B of the 

FIA 1993. 

In practice brokers in Malaysia generally require information such as net worth 

(total assets-total liabilities), annual income and bank references. It is 

submitted that the request for such personal information, and in fact the 

suitability requirement itself, runs contrary to the principle of caveat emptor. 

This is in marked contrast to the position of investors in the Malaysian 

securities market, and even to that of consumers of other products and 

services in Malaysia as evidenced by the distinct lack of consumer protection 

laws. 

~ . 
S.53(1 )(a)(iii); cf. Reg.15 Futures Industry Regulations 1995. 
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To some extent this special position can be justified as if there were no such 

requirement this might lead to "improvident investments which affect all market 

participants"65
. It does of course also mean that clients lose their freedom to 

make investment decisions66
, for conscientious advisers might be unwilling to 

accept well-thought out, yet high-risk orders. It may also deter investors from 

investing in futures. 

The requirement would also appear to amount to over-regulation so far as 

sophisticated (especially institutional) investors are concerned67
. This is an 

important consideration, as such investors might be tempted to invest in a 

more liberal jurisdiction instead, although no empirical evidence of this exists, 

and it has been argued that the opposite might even be the case as the added 

investor protection may prove attractive68
• The exodus may however be 

exacerbated as the statutory duty of confidentialitl9 only extends to brokers, 

and merely covers client instructions. 

Despite the foregoing, some commentators still contend that client suitability 

requirements are too onerous70
. One major argument supporting this 

65 
Hazen, T.L., "Rational Investments, Speculation, or Gambling? Derivative Securities 

and Financial Futures and their Effect on the Underlying Capital Markets", (1992) 86 
~w ULR 987, 1024. 

67 Frederick, op. cit., 102. 
In the US, Bright Line Rules are employed which impose a lower requirement 

~wards qualified investors. 
Mundheim, "Professional Responsibility of Broker-Dealers: The Suitability Doctrine" 

~J965) Duke LJ 445, 477. 

70 S.54(5) FIA 1993. 
Markovic, M., 'The Futures Broker and Client Relationship in Australia" (1989) 1 

Corp & Bus LJ 85, 107. 
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contention is that although customers might generally rely on their brokers, this 

is not necessarily the case, in particular where the broker merely acts as 

'order-clerk'71
• Another supporting argument is that the requirements are open 

to abuse from disappointed customers later claiming that they were not fully 

informed of the risks involved. However the statutory imposition of the 

requirement should ensure that rational advisers have sufficient evidence to 

defend any such action, and can thus be seen as a beneficial move72
• 

Finally, it should be noted that the common law already provides protection to 

investors with regards to the advice that they receive, in particular by the 

imposition of fiduciary, tortious and contractual duties73
. However such actions 

should no longer prove necessary to investors. This is to be commended as in 

the past the burden of proof has been difficult for plaintiffs to satisfy74
. Section 

528 FIA 1993 goes some way to resolving this issue. 

8.3 Close-Out 

It has been said from an Australian perspective that the 'close-out' of positions 

on default is the "most litigated issue in the futures industry''75
. Unfortunately 

however the dearth of futures case law in Malaysia precludes any comparison. 

By 'close-out' is meant the power of brokers to reduce or terminate a client's 

71 

72 Mundheim, op. cit., 450. 

73 Frederick, op.cit., 132. 
74 Frederick, op.cit., 132. . 

75 Eg. Stafford v Conti Commodity Services Ltd. [1981]1 AllER; cf. rnfra, p.234. 
Markovic, op. cit. , 105. 
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position where the appropriate margin payments have not been made within 

the stipulated time period76
, and is analogous to the exercise of a power of sale 

by a security holdern. It is instructive to note that the courts have tended to 

favour the broker in such 'close-out' cases78
• It is submitted that this trend is 

likely to be continued in Malaysia due to the minimum exchange CAFs, which 

state that the broker may "in its absolute discretion, and without creating an 

obligation to do so, close out without notice, all or some of the Client's futures 

contracts"79
• Thus, there is strictly no necessity for a client to have first 

defaulted80
, although this will usually be the reason for the broker to close-out. 

It has been held in Australia that brokers are not under a duty to close-out 

immediately upon repudiation by a client81
, although there does exist "a duty to 

sell in good faith". However "in most cases sale on the open exchange would 

satisfy this requirement'182
• Clients are thus at risk from brokers effecting close

outs at the least advantageous time from the client's perspective83
• There is a 

76 
Ct. infra, p.267 et. seq.; this is however subject to a minimum period of one hour 

~~LOFFE Rule 614.1 (d), and previously KLCE Rule 500(d)) . 
7 Option Investments (Aust) Pty Ltd v Martin [1981] VR 138, 142-143. 

8 
Martin v Option Investments (Aust) Pty Ltd (No 2) [1982] VR 464; SNW 

Commodities Pty Ltd v Falik [1984] 2 Lloyd's Rep 224; Khalaf Agaiby v Darlington 
Commodities Ltd (1985) ATPR 40-535; Drexel Burnham Lambert International NVv 
Nasr [1986] 1 FTLR 1 ; SCF Finance Co Ltd v Masri (No. 2} [1986] 1 All ER 40; see 
generally Hains, M.G., "Reflections on the Sydney Futures Exchange Clearing House: 
Jshe Rise of the Mirrored Contract Theory" (1994) JBFLP 257, 271. 

KLOFFE Business Rules Sch.1, cl.6(h); similarly COMMEX Malaysia Business 
~ules Sch.2, cl .13(f), in slightly less explicit language. 

81 SNW v Falik [1984] 2 Lloyds LR 224, 228. 
Dalton v AML Finance Corp Ltd (1979) ASLC 86-171, 172-173; Drexel Burnham 

~ambert, op. cit. , 8-9, 11-12. 

83 Options Investments (Aust) Pty Ltd v Martin, op. cit., 143 . 
. Fisse and Walker, "Closing-Out Futures: Margin Calls- Broker's Duty and Client's 

~lsk" (1986) 6 Adelaide University Continuing Education Law Papers 86; Markovic, op. 
Cit. , 106. 
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possibility however that the client may "order the broker to sell in any interval 

between default in providing the margin and sale by the broker''84
. On the other 

hand it has been argued85 that this is contrary to Hogan v Shaw 86(which was 

used by Lush J. in Options Jnvestments87 to support his argument), and runs 

against the broker's unfettered right to close-out88
• It is submitted that by virtue 

of the minimum risk disclosure statement issued to clients no such power is in 

fact afforded a defaulting client. Clause 1 of the statement informs the client 

that "[if] you fail to comply with a request for additional funds within the time 

prescr:ibed, your position may be liquidated at a loss as you will be liable for 

any resulting deficit" (emphasis added). The use of the term 'any' would 

appear to preclude client intervention post-default. 

The broker is provided a small level of flexibility in the situation where for 

example a client fails to make a timely margin payment. The broker is entitled 

to "top-up" any shortfall in the client's account89
, and to reclaim that amount 

should the client's position subsequently improve90
• It is submitted however 

that, despite such statutory approval, brokers should be wary of the exchange 

rules in this matter. For example KLOFFE rule 614.1 (b) concludes by stating 

that "[n]o trading Member shall provide credit or cover for a client. .. beyond 

[such period as may be prescribed by the Exchange from time to time after a 

64 0 0 

85 pt10n Investments v Martin , op. cit., 143. 

86 F1sse and Walker, op. cit. , 89. 

87 (1889) 5 TLR 613. 

88 [1981] VR 138. 

89 Markovic, op. cit., 106. 

90 S.52A(6) FIA 1993. 
S.52A(7) FIA 1993. 
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call for initial margin has been made91
]". As such any flexibility provided by the 

Act is in practice negated by the exchange rules. This is an example of self

regulatory provisions exceeding the governmental. 

In a recent decision of the High Court of Singapore92 the court analysed the 

proper measure of damages in a situation where a client's equity position had 

been sold off, due to the client's failure to pay, not immediately, but rather at a 

later date as permitted under the Stock Exchange of Singapore Ltd.'s (SES) 

Bye L~ws93 . Although the general rule is that damages are to be assessed at 

the time of the (client's) breach94
, this will not be so in all cases if injustice 

would be served. Thus in the instant case damages were assessed from "the 

date when it became clear to (sic) that the plaintiffs had no choice but to treat 

the contracts as lost and then force sell the shares in the disputed 

transactions"95
• It would thus appear that a broker can choose the time of 

forced sale, at least so long as it is within the stipulated 24 hour period, and 

would be able to recover the full loss from a defaulting client. 

91 

92 Currently 24 hours. 
OCBC Securities Private Limited v Phang Yul Cher Yeow and another [1998] 1 SLR 

826. 
93 

SES Bye-Law 11- 'Trading and Settlement, clause 4.7(a) (Both March 1995, and 
~eptember 1996 versions). 

95 OCBC Securities, op. cit., 843. 
ld, at 847. 

233 



8.4 Common Law Actions 

In other jurisdictions it is well established that brokers are under a duty to use 

reasonable care and skill in executing a client's orders96
• In addition advice 

must be given "honestly and with appropriate skill and ability"97
• Duties may be 

found to exist both in tort for negligence and in contract. In the former, victims 

have found it difficult to prove that the adviser acted unreasonably and in 

breach of his duty of care. This judicial attitude was exhibited in Stafford v 

Conti .Commodity Services Lt~8 • In the latter type of action liability has been 

established, although in one case the defendants went into liquidation and had 

no funds from which to pay damages99
• It has thus been suggested that the 

risk of litigating 'can be compared to those of the futures market itself'100
. It is 

submitted that the wording of s.528(2) 101 does not improve this position. 

There are still, however, examples where brokers have been successfully sued 

by their clients. For example in the case of Rest-Ezi Furniture Pty Ltd v Ace 

Shohin (Aust) Pty Ltd102 the defendant broker was found liable by the Supreme 

Court of New South Wales in negligence for failing to explain the existence 

96 
Drexel Burnham Lambert International N. V. v Nasr [1986] 1 FTLR 1, 12; Option 

Investments (Aust.) Pty Ltd v Martin [1981] VR 138, 142; Stafford v Conti Commodity 
Services Ltd [1981] 1 All ER 691, 696; cf. Hains, M.G. "Duties of a Futures Broker in 
~ecuting a Stop-loss Order" (1987) 61 ALJ 431. 

96 Option Investments (Aust) Pty Ltd v Martin [1981] VR 138. 

99 [1981] 1 AllER 691. 

100Merri/ Lynch Futures v York Trading Ltd (1984) The Times, 24 May. 

101 Financial Times, 13 July 1988. 

102 Cf. examination of this, supra, p.224 et. seq. 
(1987) 5 ACLC 10. 
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and effect of margin calls (even though a contract had been entered into) 103• 

Such a position, where a wider tortious duty may exist coterminiously with a 

narrower contractual duty was recently approved by the Court of Appeal in the 

United Kingdom104
. The case was however decided prior to statutory 

disclosure requirements such as those in s.53 FIA 1993 being introduced into 

Australia by s.87 Futures Industry Act 1986 (Cth.) (Australia). 

However, in the related case of Briggs v Gunner105 the plaintiff, a solicitor who 

"should have known better", sued the defendant for breach of duty in failing to 

advise him, inter alia, to diversify his investment. Foster J. found the defendant 

not liable. The judge based his decision on dicta in Schweder v Walton 106
• That 

case distinguished De La Bere v Pearson 107 by limiting its application to 

brokers. Ridley J. stated in Schweder that a broker was employed "for reward 

to execute orders given him. Any advice he volunteered was quite gratuitously 

given, and his only duty was to give it bona fide if he gave it at all. There was 

no duty to investigate the accuracy of the information imparted". Scherer 

contends that Briggs was correctly decided on its facts, but should have been 

decided according to the objective test of Hedley Byrne v Heller108
• He 

considers the decision in Schweder unfortunate, and also as being 

distinguishable from Briggs, as in the former the defendant was a country 

103 
This was particularly striking as the transaction in question was entered into by a 

~anaging director who was a Bachelor in Economics! 

105 Holt v Payne Skillington (1996] PNLR 179, (1995) The Times, Dec 22. 

106 Unreported, Ch. D., 16 January 1979. 

107 
(191 0) 27 TLR 89. 

108 [1908] 1 KB 280 
Scherer, S.W., "The Stockbroker's Duty of Care in the US and the UK (2) -

Establishing a Suitability Doctrine" (1985) 6 Co Law 164. 
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broker. It is submitted that this last point is irrelevant today as advances in 

communications technology have eradicated any informational disadvantage 

due to geographical location. 

Further support for the decision in Briggs comes from the recent decision of 

Mance J. in Bankers Trust International pic v PT Dharma/a Sakti Sejahtera109. 

He stated that "[a] recipient holding himself out as able to understand and 

evaluate complicated proposals would be expected to be able to do so, 

Whatever his actual abilities"110
• There would thus be persuasive arguments 

each way should such a case come before the Malaysian courts. It is 

submitted that the better view is that of Mance J., and as such the decision in 

Rest-Ezi Furniture should be strictly limited to its own facts, even though this 

Will make an action by an aggrieved client more difficult. Such a view is, on 

balance, more likely to promote investment in the markets as brokers will feel 

less restricted in offering advice to well-informed clients. 

Indeed It has been argued that even a disclosure form of the type required by 

the legislation will not always be sufficient to protect a broker from claims in 

negligence and must thus include detailed explanations as to margin calls, and 

that even the exchanges, in prescribing 'minimum' particulars may be leaving 

themselves open 111
• It is submitted that this argument would not prove valid in 

109 

11o p~95] 4 Bank LR 381; [1996] CLC 518. 
111 bid., at 391. 

Frohlich, E.F., case note (1987) ALJ 192. 
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Malaysia as the terms incorporated by the exchanges into the minimum CAFs 

are extremely clear112
• 

The minimum Risk Disclosure Statement states that "certain orders .... may not 

be effective because market conditions may make it impossible to execute 

such orders"113
• This is of particular importance to clients using 'stop' or 'stop

loss' orders. These are orders given in advance to trade at a price designated 

by the client. Such orders are commonly used to close out a loss-making long 

or short position. They oblige the broker to use reasonable care and skill to 

execute the client's trade if and when the market moves to the designated 

price. Once triggered, a stop-loss order becomes a market order and as such 

must be executed at the best available price. Such orders thus do not act as 

guarantees against loss. 

It might however be possible for a client whose stop order is not carried out at 

the designated price, to his loss, to establish a breach of duty114
• This would 

not however prove easy, due to the policy of the court, discussed above, and 

in Particular to the inapplicability of the doctrine of res ipsa loquitur in such 

cases
115

. As such the client would have to prove on the balance of probabilities 

112 

Eg. KLOFFE Business Rules Sch. 1, cl.5 and Sch. 2, cl.1 ; COMMEX Malaysia 
~~siness Rules Sch. 2, cl.13. 

Futures Industry Regulations 1995, Sch.3, cl.2 ; repeated in KLOFFE Business 
~~les Sch.2, cl. 2. 

It should be noted that on KLOFFE such a situation is unlikely to arise as the 
automated trading system effects an "automatic selection process in the chronological 
~rsder of their placement" for such orders (KLOFFE Rule 703.5). 

Stafford v Conti Commodity Services Ltd [1981] 1 AllER 691. 
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that market conditions did not make it impossible to execute the order. Such 

evidence might prove difficult to obtain, even in the most legitimate of cases. 

Hains
116 

however argues that "in exceptional circumstances" the duty to 

execute a stop-loss order may be triggered "when the market is bid or offered 

close to, but not yet at, the designated price". If this argument were followed by 

the court it would serve to ease the burden of proof on the client as, given the 

extended period in which the broker should have acted, it is less likely that 

market conditions made trading impossible for the entirety of such extended 

period. 

It is common for brokers to insist on the inclusion of indemnity clauses in 

representative contracts of employment, so that the representative bears 

personally any loss induced by him. However, following the decision of the 

High Court of Singapore in Lee Kam Wah v Associated Asian Securities (Pte) 

Ltd. 
117 

brokers are advised to ensure that such clauses are sufficiently detailed 

to cover fraudulent and negligent transactions. In that case the court held that 

indemnity clauses in a remisier's contract of employment were properly 

construed to cover only losses "that flow from genuine and bona fide 

transactions"118. 

116 

AW Hains M.G., "Duty of a Futures Broker in Executing a Stop-loss Order", (1987) 61 
117 431 
118 [1991] 3 MLJ 286. 

ld., at 289. 
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9. Regulatory Safeguards 

"This world is traversed by a network of motorways on which hundreds of 

thousands of cars are moving daily. The flow of traffic is ideal only when 

the regulatory framework, ie. the speed limit, has been designed in such a 

way that, on the one hand, all road users are protected in the best possible 

way so that crashes are ruled out and on the other hand, the permitted 

speed allows road users to get from A toBin a suitable time" 

- Christina Franke, Deutsche Borse AG 

9.1 Introduction 

Part V of the Futures Industry Act 1993 ('the Act') deals with trading practices. 

This part of the Act can be interpreted as providing for a trading framework in 

Which opportunity for wrongdoing is minimised, and where in the unlikely event 

of such wrongdoing there is a large amount of written evidence with which to 

trace the culprits. This part of the Act together with Part IV 'Accounts and Audit' 

and Part VI 'Fidelity Fund' form the defensive backbone of regulations to 

protect investors and ensure market integrity against systemic risk. These rules 

are essentially targeted at consumer or rather investor protection in general. 

9·2 Safeguards 

The Act makes provision for all the stages of an investor's involvement in the 

futures market from before he even decides to enter the market, until after he 
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has finished trading. To begin with it provides that the Commission must 

approve all forms of advertising relating to futures business, failure resulting in 

prohibition 1• The exchange rules also play an important role. 

They state, for example, that all broker advertisements, educational material 

and sales literature must be approved by both the compliance office,-2 and the 

exchange3 and must not contain untrue statements or omissions, false 

promises or illegible disclaimer clauses4
. 

The serious view taken with regards to the following safeguards is highlighted 

in that breach of the statutory provisions mentioned below, under the headings: 

documentation, segregation of funds, and limits and reporting, constitutes a 

serious offence punishable by a fine of up to AM 1 million and/or ten years 

imprisonment5
. However the omission of any prohibition or direct regulation of 

cold-calling of potential clients is noticeable6
. 

9·2.1 Documentation 

It should be stated at this point that this section will not attempt to examine 

documentation related to accounts and audif, but merely with informational 

11-:-~---------
S.48A(2) FIA 1993; predecessor (s.4 FIA 1986) of the parallel Australian provision 

(S. 1205)applied in Shoreline Currencies (Aust.) Pty Ltd v GAG (NSW) (1986) 4 ACLC 
~86 • Where it was also found to extend to unlicensed and unlawful market participants. 
a COMMEX Malaysia Business Rule 304(b); KLOFFE Business Rule 603.5(c). 
4 COMMEX Malaysia Business Rule 304(c); KLOFFE Business Rules 603.5(a) and (b). 
s COMMEX Malaysia Business Rule 304(a); KLOFFE Business Rule 603.5(a). 
6 8.56 FIA 1993. 
~!though this is in line with futures regulation in Australia; not however in the United 

~~g~om, cf. Financial SeNices Act 1986 (UK), s.56. 
f. Infra, p.290 et. seq. 
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documentation as between client and market intermediary. The Act ensures a 

proper system of record keeping. Such records must be kept and retained for 

the prescribed period6 of 5 years9
. Firstly, before a futures broker can even 

accept a client, the former must furnish an explanatory document including a 

risk disclosure statement and a client agreement form (CAF) to the latter10• In 

practice, a 'New Account Information Form' is also provided when a client 

opens an account for the first time. Following the introduction of the 1995 

Regulations the form of the risk disclosure statement has now been specified 11 . 

This has been repeated in similar terms in the various exchange rule books 12
• 

The exchange rules restate the necessity of compliance with s.53 with regards 

to statements and lay out a model CAF including elements on risk disclosure13• 

In order to maintain uniformity, copies of CAFs used by Brokers must be 

submitted to the relevant Exchange14
• Futures fund managers also have a 

similar obligation to provide specified information by virtue of s.53(3) 15
. This is 

in fact more detailed than that required by brokers. This takes account of the 

additional risks that may be borne by investors in fund due to the reliance 

placed on the fund manager. 

8 

9 S.54(8) and (9) FIA 1993. 
1tutures Industry Regulations 1995, Reg. 12(3). 

S.53(1) FIA 1993. By way of comparison neither the Insurance Act 1996 (Act 553) 
nor ~he Securities Industry Act 1983 (Act 280) require such disclosure. The Australian 
~qUivalent is s.121 o Corporations Law. 
12 Futures Industry Regulations 1995, Reg. 15 and Sch. 3. 
13 KLOFFE Business Rules Sch. 2; COMMEX Malaysia Business Rules Sch. 2. 

COMMEX Malaysia Business Rule 308(d) and Schedule 2; KLOFFE Business Rules 
~03.1 (iv)(A) (3) and 606.1 and Schedules 1 A and 2. 
15 COMMEX Malaysia Business Rule 308(f); KLOFFE Business Rule 606.1. 

Cf. Futures Industry Regulations 1995, Reg. 15A inserted by the Futures Industry 
(Amendment) Regulations 1997, Reg. 6 and Sch. 4. 
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The mandatory disclosure exemplified by the risk disclosure statement is 

designed to enable the investor to make fully informed decisions. Such 

disclosure is costly; and could be criticised for not allowing investors the choice 

of acquiring less information in return for cheaper transaction costs. This is 

potentially one of the major criticisms of the regulatory system, both in Malaysia 

and Australia, in that expert investors are in effect over-regulated. This criticism 

has been addressed in Europe by virtue of Article 11 of the Investment 

Services Directive (EU) 16
. This requires member states to draw up rules of 

conduct to implement the principles set out in the Directive. It states that the 

rules "must be applied in such a way as to take account of the professional 

nature of the person for whom the service is provided". It therefore envisioned 

a distinction between, inter alia, wholesale and retail investors. In the United 

Kingdom the distinction is further heightened by the fact that civil remedies for 

breach of the rules enacted by s.62A Financial Services Act 1986 {UK) are 

restricted to private investors 17
• 

The equivalent part of the Australian Corporations Law goes further than the 

Malaysian Act in prohibiting licence holders from representing or implying that 

the holder's abilities or qualifications of the licence holder have in any respect 

been approved by the Commission, although such a person is allowed to state 

that he is a licence holder18
• 

1s 
0

. 
17 1r. 93/22 [1993] OJ L 141/27. 
18 Blair, W. "The Reform of Financial Regulation in the UK" (1998} JIBL 43, 48. 

S.1204 Corporations Law (Australia). 
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If a client19 enters into a futures transaction, further specified documentation 

must also be provided. Provision for this was made by the Minister in the 

Futures Industry Regulations 1995 in accordance with the power granted him 

by s.51 of the Act and subsequently extended to cover futures fund 

managers20
• This section also impels compliance with the regulations21

. First a 

contract note must be issued as soon as practicable22
, and within at most two 

days
23

. For futures contracts currently being traded this must include 

information concerning the identities of the parties24
, a description of the futures 

contract and the details of the particular transaction25
• If and when futures 

options or eligible exchange-traded options are introduced the contract note 

contents will vary slightly26
• With regards to contract notes issued by futures 

fund managers the Minister has the power to make regulations to this end27
• 

A broker must also provide clients, for whom he has held money or property on 

account, or who maintain an open position in contracts which the broker traded 

19 
Unless he is another futures broker (Futures Industry Regulations 1995, Regulation 

~3(2)); Australian equivalent s.1206(2). 
21 S.8 Futures Industry (Amendment) Act 1998. 
22 S.51 (b) FJA 1993. 

S.49(1) FIA 1993, this mirrors s.38 Securities Industry Act 1983; the Minister may 
also now create regulations concerning contract notes to be issued by futures fund 
managers, s.7 Futures Industry (Amendment) Act 1998 adding new s.49(4A) Futures 
~dustry Act 1993. 

Futures Industry Regulations 1995, Reg. 13(1); cf. COMMEX Malaysia Business 
Rule 310 ("within the period prescribed in the Act, or the Exchange (whichever is 
~4horter)"); KLOFFE Business Rule 603.4(a) ("not later than the next business day"). 

The broker must refer to the client by the name by which he is ordinarily known 
~.49(4) FIA 1993). 
26 Futures Industry Regulations 1995, Reg. 13(3); Australian equivalent s.1206(3). 
27 Futures Industry Regulations 1995, Reg. 13(4); Australian equivalent s.1206(4). 

S.49(4A) FIA 1993 as amended by Futures Industry (Amendment) Act 1998, s.7. 
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in on his behalf, in a particular month, with a monthly statemenf8
. This must 

provide details of all transactions conducted, balances held and calls 

outstanding. This is also applicable to discretionary accounts29
. The provisions 

of the regulation mirror those of s.1207 of the Corporations Law (Australia) 

nearly exactly, although the Malaysian regulation additionally empowers the 

Commission to vary the contents of such statements. This requirement to 

provide statements is obviously to provide clients protection against 

unscrupulous use of their funds by brokers, a regulatory aim which is further 

continued by the subject under examination in the next section. It does not 

however preclude misstatements. 

9.2.2 Segregation of Funds30 

Segregation of funds is important for three major reasons. First it enables 

better monitoring and surveillance of the market, secondly it protects investors 

by facilitating the prohibition on brokers using client funds, and third it provides 

both systemic and consumer protection should a party to a futures contract 

default, particularly where this is due to insolvency31
• Segregation is maintained 

throughout the existence of a futures contract, first when client monies are in 

the hands of the broker, and second when they are transferred to the clearing 

house. 

28 
Futures Industry Regulations 1995, Reg. 14; cf. COMMEX ~ala~sia Business Rule 

31 0; KLOFFE Business Rule 603.4(b); every two weeks for discretionary accounts, 
~COMMEX Malaysia Business Rule 309(d)(iii); KLOFFE Business Rule 609.1 (b)(ii)). 

30 Futures Industry Regulations 1995, Reg. 14(2). . 
See generally Hunter v Madda Trading Co [1980-82 Transfer Bmder] Com FLR 

~~CH) ~ 21 ,242 (Sept 2 1981 ). 
Cf. infra, pp. 275 and 281 et. seq. 
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S.52A FIA 1993 introduced the segregation of client money and property from 

that of the broker32
. The broker must deposit all monies received from clients in 

a client's segregated account, and likewise segregate deposited property33. 

This must be done, at the latest, on the next business day from receipt. Such 

money can only be withdrawn by the broker to make a payment according to 

the client's written direction, in relation to a futures contract effected by the 

broker for the client, in defraying proper brokerage charges, for certain 

investment purposes34 and other payments authorised by law35
• The broker 

must pay to the client any excess balance held in such account by the broker. 

Proper accounting records are to be kept, complying with the general law 

relating to accounts under the Act. 

The exchange rules repeat that client money and property must be 

segregated36
, and the COMMEX Malaysia Business Rules add that the broker 

shall provide a statement of such to the exchange37
• In addition, where a 

member trades for its own account it must maintain a segregated account and ... 

maintain proper records38. The KLOFFE Automated Trading System (KA TS) 

Provides a system for complete segregation of all client accounts, by recording 

32 . 
Pnor to amendment by ss. 60 and 61 Futures Industry (Amendment) Act 1995, old 

~52 gave rise to problems stemming from the use of the trust concept. 
34 S.52A(1) FIA 1993. 

35 S.52A(3) (d) and (5) FIA 1993, only with the clients specific permission. 
36 S.52A(3) FIA 1993. 
37 COMMEX Malaysia Business Rule 313(a); KLOFFE Business Rules 607 and 608. 
38 COMMEX Malaysia Business Rule 313(b). 

COMMEX Malaysia Business Rule 307(a). 
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both trading information and collateral. This is one of the major advantages of 

an electronic trading system. 

Clearing members maintain two accounts with the clearing house, one 

segregated and the other unsegregated39
, the former for clients and the latter 

for proprietary trading . They must submit financial reports on a monthly basis, 

and are subject to intra-day monitoring by the clearing house40
• 

Segregated funds are not to be available for the payment of any of the broker's 

debts or liabilities41
, except to the client himself or as previously stated42

• Thus 

only 'house' account margin may be used to satisfy its obligations. If 

segregated funds have been invested by the broker with another person, the 

Property or money may not be used to offset a debt or liability of that person43
• 

This may however only be invoked for the purpose of settling any liabilities due 

to the clearing house44
• Thus where no debt is outstanding to the clearing 

house, creditors of the person with whom the client's money is invested will 

have a prima facie claim on those funds. The broker will however still maintain 

a claim or lien over any such money or property deposited with another45
• 

The Futures Industry Act 1993 has recently been amended to incorporate 

directions concerning the obligations of futures fund managers with regards to 

39 

40 MDCH Business Rule 604. 
41 MDCH, "Financial Integrity", 6. 
42 S.52A(11) FIA 1993. 
43 S.52A(12) FIA 1993; cf. supra, p.245. 
44 S.52A(14) FIA 1993. 
45 S.52A(15) FIA 1993. 

S.52A(16) FIA 1993. 
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client monies46
. These amendments were designed to provide for consistency 

with sections 4 7 A-4 7E of the Securities Industry Act 198347
• Essentially such 

money or property must be kept in a trust account maintained by a custodian48
, 

being a licensed institution49 to which the client has consented or an institution 

authorised by the client50
. Money or property received from a client must be 

deposited in the said account by the next bank business day51
. There is also 

specific provision stating that a fund manager representative must not accept 

client money or property unless he does so as an employee in the course of 

employment by a fund manager and on the latter's behalf52
. 

Similarly to the law relating to segregated accounts the contents of a trust 

account do not constitute part of the fund manager's assets with regards to the 

settlement of its debts53
. A fund manager may only use the contents of a trust 

account to pay the client54
, or any other person having a lawful claim or lien 

46 
Ss.52C-52G FIA 1993 as inserted by s.9 Futures Industry (Amendment) Act 1998 

(Act A 1 042); by s.52G the provisions do not apply where a fund manager is merely 
acting on behalf of its related corporations so long as the latter's money is not held on 
trust for anyone else, or arising from an 'investment contract' as defined in s.84(1) 
~ompanies Act 1965 (Act 125). 

48 
Futures Industry (Amendment) Bill 1998 Explanatory Statement, para.9. 
S.52D(1) FIA 1993, unless exempted by the Commission who may permit 

maintenance by another person (s.52D(2) FIA 1993), or if money or property is 
received outside Malaysia it may be paid into a trust account there, without the 
~ec_essity of having a 'custodian' (s.52D(4) FIA 1993). 

Lrcensed under s.6(4) Banking and Financial Institutions Act 1989 (Act 372); 
~0efinition in s.2 FIA 1993. 

51 
S.52C FIA 1993. 

52 
S.52D(3) FIA 1993. 

53 
S.52D(7) FIA 1993. 

54 
S.52D(6) FIA 1993 
S.52D(5) FIA 1993. 
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over it55
, or if he trades in futures contracts on behalf of the client for the 

agreed investment purpose56
. 

9.2.3 Limits and Reporting 

Limits on the trading of futures are imposed for several reasons. First, to 

prevent manipulation, especially corners and squeezes, through the 

accumulation of large positions. Second to protect the market from excessive 

volatility, and third, in the case of price limits, to act as circuit breakers, 

allowing time for the absorption of new information in times of fast markets. 

Persons trading in futures must report their positions to the Commission where 

their aggregate long or short positions, or a combination are in excess of levels 

fixed by the Commission. The Commission may also fix position limits which 

are not to be breached57
. 

For the 3-Month KLIBOR futures contract COMMEX Malaysia has set an open 

positions limit of 2000 net long or net short in the gross open positions of the 

contract (for all delivery months), unless the excess is for hedging purposes in 

Which case the exchange may relax the limit58
. There is also a limit of 500 

contracts for which a bid or offer may be made59
. For the CPO futures contract 

the position limit is 500 contracts in all delivery months60 with no stated 

55 

56 
S.52D(8) FIA 1993. 

57 S.52E(a) FIA 1993. 

58 
S.SS FIA 1993. 

59 COMMEX Malaysia Business Rule 1207. 

60 COMMEX Malaysia Business Rule 1208. 
COMMEX Malaysia Business Rule 1225A. 
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flexibility for hedging. It is submitted however that a similar provision to that on 

the KLIBOR contract should be implied, by virtue of market practice. There is 

also an extremely low transaction limit of 20 lots, other than "all-or-none" 

orders61
. KLOFFE operates the same numerical position limit as COMMEX 

Malaysia on the KLIBOR contracts62
• Market makers however are granted 

twice the above limit, which may itself be extended63
. Hedgers are also 

exempted subject to approval64
• Members are liable to a fine of RM1000 per 

contract for exceeding these limits65
. On both exchanges brokers must report 

to the exchange where a client exceeds a position of 1 00 open contracts66. 

MDCH may additionally place a position limit on any or all members67
, although 

this has not yet been done. 

Smith draws a distinction between limits set by the exchanges, and those 

imposed by the regulatory body, such as the Securities Commission, in that 

each of the former has a "strong incentive to choose a set of operating 

procedures that maximise its value"68
• As such they might, without pressure 

from the latter body, keep such limits to a minimum. 

61 
COMMEX Malaysia Business Rule 1227A; cf. COMMEX Malaysia Floor Procedure 

618A .. 
62 

63 KLOFFE Business Rules Sch. 3.1.1.2; cf. Rule 613. 

64 
KLOFFE Business Rules Sch. 3.1.2.1. 

65 
KLOFFE Business Rules Sch. 3.1.1.3. 

66 
KLOFFE Business Rules Sch. 3.1 .6. 
COMMEX Malaysia Business Rules 1206 and 1226A; KLOFFE Business Rules Sch. 

3.1.4. 
67 

68 MDCH Business Rule 1103. 
Smith, C.W. , "Market Volatility: Causes and Consequences" (1989) 74 Cornell LR 

953,958. 
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It has been argued that such limits in fact place an unjustifiable burden on the 

efficiency of the futures markets69
. This is a due to several factors. First, the 

capacity of the markets to shift risk is impaired by constraining the supply of 

risk-bearing services (by bona fide speculators). Second, limits may also 

reduce the efficiency of the markets in providing price information. Third, 

administrative costs are imposed. 

A more restricted application of such limits is preferable, for example by 

imposing delivery-month-only limits. These are less costly, but are themselves 

still to be avoided in favour of ex-post deterrence, where more information is 

available. In light of the foregoing it is submitted that the extremely low 

historical turnover of the 3-month KLIBOR futures in particular renders such 

limits superfluous, and would still be so were market activity far greater. For in 

such a small market the manipulative activities which such limits are intended 

to prevent would be possible to achieve even with a position far below that of 

the limit. 

Various other limits have also been set. Daily price limits on KLOFFE are only 

imposed on the second quarter and far month contracts. The current level is 

20% either way70
. On COMMEX Malaysia price limits are only imposed on the 

CPO futures contract. The price limits do not apply to the current delivery 

69 p · 
1rrong, S.C., The Economics, Law, and Pubic Policy of Market Power Manipulation, 

~1996), 233. 
° KLOFFE Business Rule 11 07; KLOFFE, Reply to questionnaire dated 24 November 

1998. 
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month and have an initial level of RM1 0071
• The absence of a limit for the 3-

month KLIBOR futures contract may be justified in that, historically, average 

daily volatility has remained at substantially less than 1%. In addition, no single 

client may represent so high a percentage of a member's trade as to prejudice 

its ability to meet its obligations should that client defaulf2 . It has been argued 

that price limits reduce the likelihood of default, but only on markets where 

investors cannot calculate the price themselves73
. This explains the absence of 

such limits from interest futures and the bulk of the index-based contracts, as 

price levels are readily obtainable from the underlying market. 

There is of course the possibility of traders collaborating to avoid technical 

violations of the exchange position limits74
. The exchanges should not 

exacerbate such opportunity for avoidance of the limits. This was highlighted at 

the time of the collapse of Barings Bank, where SIMEX Rules incorporated a 

position limit of 1000 Nikkei futures contracts. However it appears that Barings 

was granted an extension to 1 0000 contracts, apparently on the strength that 

margin payments were still met in fulf5
. It is submitted that in the light of the 

consequence of that extension, the Malaysian exchanges must only relax the 

position limits imposed by their respective rules in the most exceptional 

71 

72 COMMEX Malaysia Business Rule 1206A. 

73 KLOFFE Business Rule 601.2(e). 

74 B~ennan, "A Theory of Price Limits in Futures Markets" (1986) 6 J Fin Econ 213. 

75 
P.1rrong, lac. cit. 
L1m, M.C.S. and N.N.K. Tan, The Report of the Inspectors appointed by the Minister 

of Finance- Barings Futures (Singapore) Pte. Ltd. -Investigation pursuant to s.231 
Companies Act (Ch. 50), 15.31. 
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circumstances, following a thorough investigation of the reasons why such an 

extension is required76
• 

9.2.4 Compliance 

Brokers must ensure a proper internal supervisory system in line with 

achieving compliance with the rules and Act. This includes the appointment of 

one or more compliance officers. The compliance officer must have authority to 

carry out such responsibilities and be able to act independently77
• The system 

must also include a proper system of written procedure for internal records78
. 

This. will include a record keeping system for client complaints79
• 

Where a client account is discretionary, the KLOFFE Business Rules state that 

the broker's compliance officer must review the client's understanding of the 

risk80
. This is not however repeated in the COMMEX Malaysia Business 

Rules81
. However both exchanges include provision for the compliance officer 

to review each trade under an account every day82
. Brokers must ensure that 

the size and frequency of trades suit the client and the market83
. 

76 
. Nb. The Barings Inspectors themselves suggested SIMEX may have been 'overly 
~peral', and not 'sufficiently sensitive' to the risks of such a large volume, id. , 15.42. 

78 KLOFFE Business Rule 61 0.1. 

79 KLOFFE Business Rule 61 0.2. 

80 KLOFFE Business Rule 615. 

81 KLOFFE Business Rule 609(d). 

82 Although the MME Business Rules previously contained such a rule (Rule 314(a)). 

83 COMMEX Malaysia Business Rule 309(c); KLOFFE Rule 609(e). 
COMMEX Malaysia Business Rule 309(e); KLOFFE Rule 609(c). 
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Clearing members must maintain adequate back office systems, staff and 

procedures84
• Prior to the recent merger of KLCE and MME, only the KLOFFE 

Business Rules stated that there should be proper segregation between a 

broker's trading and back office settlement functions85
. This major omission 

has now been remedied in the COMMEX Malaysia Business Rules86
• This is of 

fundamental importance in the light of the Barings debacle87
. 

9.2.5 Employee Trading 

The question of whether the employees of market participants should be able 

to trade is a complex one. On the one hand they can provide a major 

contribution to the liquidity of a market, but on the other suspicions of foul play 

may arise, due to their superior informational position88
. The Malaysian 

regulatory system has therefore taken a mixed position on this, dependant 

upon the type of market participant. 

Certain employees, namely those of the exchanges and clearing house, are 

expressly prohibited from trading in futures either directly or indirectly89
. It is 

submitted that it would be difficult in practice to prove a case of indirect trading 

beyond reasonable doubt, for example where the spouse of an employee 

84 

85 MDCH Business Rule 200(b) and 205(f) . 

86 
KLOFFE Business Rule 601.2(1) . 

87 
COMMEX Malaysia Business Rules 303(e) and 307(c). 
Indeed the Report of the Board of Banking Supervision Enquiring into the 

?ircumstances of the collapse of Barings (13 July 1995} stated that this was the 

8~1earest lesson' from the collapse of Barings. 

89 
Ct. supra, p.238. 
S.85 FIA 1993; cf. S.1267 Corporations Law (Australia); MDCH Business Rule 1 06; 

COMMEX Malaysia Business Rule 112(b)(l); KLOFFE Business Rule 404. 
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traded in futures. As such it is suggested that the prohibition be replaced with 

one on more explicit terms, for example extending the prohibition to specified 

parties. 

By contrast there is no statutory prohibition on trading by broker employees. 

The matter is however dealt with in the relevant exchange rules. Both KLOFFE 

and COMMEX Malaysia allow such trading subject to certain limitations. First 

brokers may only transact trades for their own employees, not those of other 

brokers90
• Second their employees must have the "prior written consent" of the 

member's Board of Directors before entering any such transactions91
. The 

KLOFFE Business Rules provide further requirements including that the 

exchange is so informed and that such accounts are actively monitored by a 

compliance officer2
. In addition both exchanges include in their respective 

minimum CAFs a clause to the effect that the client agrees to the possibility of 

such trading93
. 

These rules are beneficial in reducing the risk of conflicts of interest arising. 

However it is submitted that a further provision should be added, either by 

statute or in the exchange rules, similar to that found in s.1267(4) Australian 

Corporations Law. This states that brokers should not extend credit to their 

employees for the purpose of dealing in futures contracts. The omission of 

:~ KLOFFE Business Rule 601.2(a); COMMEX Malaysia Business Rule 308(1). 

92 
KLOFFE Business Rule 601.2(b); COMMEX Malaysia Business Rule 308(k). 
KLOFFE Business Rule 601.2(b)(ii) and (iv); cf. COMMEX Malaysia Business Rule 

308(m). 
93 

KLOFFE Business Rules Sch.1, cl.6(1); COMMEX Malaysia Business Rules Sch.2, 
cl.a (as applicable). 
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such a provision leaves open the possibility of employees compromising their 

positions, which in turn might lead to a greater likelihood of and incentive for 

malpractice. 

9.3 Funds 

Various funds have been created as part of the Regulatory Structure. As will 

be seen these may merely in fact act as a placebo to market participants. 

There are two types of funds: the clearing house fund and the exchange fidelity 

funds. 

9.3.1 The Clearing Fund 

The clearing house has established a clearing fund94 designed to indemnify the 

clearing house against losses due to the failure of a clearing member or any 

other related financial institution95
. In fact it is designed "as a fallback to ensure 

MDCH has sufficient reserve capital to deal with a national or international 

situation, that has serious economic and financial ramifications (ie. A worse 

case scenario short of war and national emergencies) for most or all clearing 

members, in an orderly manner so as to ensure that systemic stability is 

maintained at all times"96
. The size of the fund is variable depending on the risk 

undertaken by the clearing house97
. Such provision is required by the Act and 

94 

95 
MDCH Business Rule 400. 

96 MDCH Business Rule 405. 

97 MDCH, "Financial Integrity'', 7. 
MDCH Business Rule 400(b). 
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its regulations in order to "manage the risks, liabilities and obligations with 

respect to futures contracts cleared by it"98
. 

The fund comprises of contributions by clearing members99
. These consist of 

both fixed and variable sums 100 in the form of cash. Other approved collateral 

is not in fact allowed 101
. The variable sum is calculated according to the total of 

a clearing member's daily margin for the preceding month divided by the total 

of all such margin from all clearing members in the preceding month 102
, 

multiplied by the required size of the fund103 minus the total of all fixed amounts 

payable 104
. It is thus primarily aimed at limiting systemic risk. At the year end 

1997 the fund stood at RM46m105
. Interest payable on all member cash 

balances held by the clearing house must be paid to members106
. 

If and when a loss is incurred, the clearing house will first draw from its 

reseNes and where these are less than RM2m, the Board may instead allow 

Withdrawal from shareholder's funds 107
. This would appear unnecessary at 

98 

99 
s.6B(1 )(b) FIA 1993 and Futures Industry Regulations 1995, Reg. 8(d). 

100
MDCH Business Rule 401. 

101 
MDCH Business Rule 401 (c). 
MDCH Business Rule 401 (d); MDCH , "An Overview", 5 and 10, following the July 

;0~97 c~pital adequacy requirement review. 
le. h1s proportion of trade in the previous month X the necessary amount to top up 

~~e fund (ie. far less complicated than it sounds). 

104 
MDCH Business Rule 400(b). 
MDCH Business Rule 402; VC = CMM x (TS-TF) 

1os TM 
106 

MDCH, Annual Report 1997, 15. 

107 
MDCH Business Rule 617. 
MDCH Business Rule 406(a); In fact MDCH reserves have not been set aside. 

Shareholder's funds were valued at RM6.7 million on 31 December 1998 (MDCH, 
Reply to author's questionnaire, 12 January 1999). 
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present as share capital is currently RM8m108
• Next it will draw from any funds 

that it has in excess of those needed for normal operations 109
• As at 31 st 

December 1997 current assets stood at just over RM1.26m110
• Only after these 

amounts have been exhausted will it draw on the clearing fund and clearing 

members 111
. Cash held in the clearing fund must be invested by the clearing 

house in government securities or on deposit in approved financial 

institutions 112
. 

If the clearing fund is drawn on, each member's contribution to the fund will be 

charged . The amount will depend on the size of the member's share of the 

fund113
. Each clearing member must pay ('make up') its share of such loss 

within one business day of receipt of the statement to this effect114
, unless a 

member has already served notice of resignation 115
, or it notifies the clearing 

house with in one day that it is terminating its membership, and the member 

ceases its clearing operations 116
• In this latter case liability of the clearing 

member to contribute will be limited to an additional 1 00% of its existing fixed 

and variable contributions117
. Where this happens the balance of that 

108 

10 
MDCH Annual Report 1997, p.18. 

11 ~ MDCH Business Rule 406(b). 

111 
MDCH Ann.ual Report 1997, p.22. 

112 
MDCH Busmess Rule 406(c) . 
MDCH Business Ru le 413; Approved financial institutions are those "under the 

supervisions of Bank Negara Malaysia, subject to strict counterparty limits approved by 
the MDCH board of directors" (MDCH, Reply to author's questionnaire, 12 January 
1999) . 
113 

114 MDCH Bus ~ness Rule 407. 

115 
MDCH Bus1ness Rule 407(b) . 

116 MDCH Business Rule 401 (g). 

117 
MDCH Business Rule 408(b) . 
MDCH Business Rule 408(b) . 
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member's share of loss is charged against the remaining clearing members118
• 

A member that terminates its membership in such circumstances will only be 

readmitted upon agreeing to reimburse such sum to the other clearing 

members 119
• Where the loss borne by the fund is later recovered by the 

clearing house it must be paid, less costs, to the clearing members 120 in 

proportion 121
. 

The importance of such a fund was highlighted in 1987 when the Hong Kong 

Futures market collapsed. The guarantee fund at that time stood at a mere 

HK$15 million despite dealings amounting to billions of dollars. Ultimately the 

Hong Kong government was forced to bail the market out with a HK$4 billion 

package122
. In Malaysia, in addition to the clearing fund the clearing house 

holds a security deposit of at least RM1 m from each member123
• A member's 

security deposit will be drawn on first. Only in the unlikely event that this is 

insufficient to cover the loss will resort be had to the clearing fund. The latter 

"is not intended for use in normal situations or in the event of the default or 

collapse of a single member"12
.: . Most importantly MDCH also holds member 

margin deposits. These are examined in more detail below125
. 

118 

119 MDCH Business Rule 408(c). 

120 
MDCH Business Rule 408(d). 

121 
MDCH Business Rule 412(a) . 

122 MDCH Business Rule 412(b). 
Gunningham, N., "Moving the Goalposts: Financial Market Regulation in Hong Kong 

f2~d the Crash of October 1987" (1990) 15 Law & Soc Inquiry 1. 

124 MDCH Business Rule 206. 

125 MDCH, Reply to author's questionnaire, 12 January 1999. 
Cf. infra, p.264 et. seq. 
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Above all it should be noted that MDCH operates a common bond system126
, 

in the same way as SIMEX. This means that all clearing members are jointly 

and severally liable for the clearing house's obligations 127
. To date, however, it 

has not been necessary to trigger this, even during the Barings Bank crisis 128
• 

As such it can be seen that this system is very much a last resort. 

9.3.2 Fidelity Funds 

The fidelity funds maintained by each exchange are designed primarily to 

satisfy claims "in relation to any trading or proposed trading in futures contracts 

made against affiliates of the exchange company in accordance with the Act 

and .. . Regulations"129
• These funds are necessary as an aggrieved client will 

generally have no recourse to the exchange. This is because the exchanges 

have indemnified themselves against any actions brought as a result of 

member defalcation 130 or fraudulent misuse of money or properti 31
• 

An exchange will however be liable to its affiliates for its own fraudulent or 

negligent acts or omissions132
, although s.74 Futures Industry Act 1993 

requires any damages paid to come out of the fidelity fund. It is submitted that 

this is manifestly wrong, particularly where an exchange company is a profit-

126 

127 MDCH Business Rules 406 and 407. 

128 ~r rather the exchange's obligations on SIMEX. 
L1m, M.C.S and N.N.K. Tan, The Report of the Inspectors appointed by the Minister 

of Finance- Barings Futures (Singapore) Pte. Ltd. - Investigation pursuant to s.231 
fiimpanies Act (Ch. 50), (1995), 15.48. 

130 F~tures Industry Regulations 1995, Reg. 16. 
G1bbs CJ in Daly v Sydney Stock Exchange Ltd (1986) 60 ALJR 371, 37 4 stated 

?39iter that this term might include negligence, rather than mere dishonesty. 

132 COMMEX Malaysia Business Rule 1117; KLOFFE Business Rule 616; ct. s. 77 A. 
S. 77 FIA 1993. 
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orientated entity, as the fidelity fund is contributed by the brokers themselves 

primarily to protect investors, not to indemnify the exchange for its own 

wrongdoings. 

The exchange companies are compelled to establish fidelity funds to be 

administered in accordance with the Ad33
• They may appoint a management 

sub-committee to administer the fund134
• Both Malaysian futures exchanges 

have done so135
• The assets of such funds are segregated from other 

exchange property, and kept in separate trust accounts136
• The funds are the 

property of the exchange 137
, but are held on a purpose trust. Should an 

exchange company be wound up the remaining fidelity fund is available to the 

liquidator as part of the assets of the company138
• 

Each fund comprises of preliminary amounts paid by the exchange both upon 

establishment and subsequently (including repayable advances13~, monies 

from brokers, interest and profits, monies recovered through litigation, 

insurance payments and other lawful payments 140
• The largest part is 

contributed by the brokers. The Futures Industry Act sets out the contributions 

to be made by brokers to the funds, namely an initial amount of RM30000, 

133 

134 S.58(1) FIA 1993. 

135 Reg. 17, Futures Industry Regulations 1995. 

136 KLOFFE Business Rule 502; COMMEX Malaysia Business Rule 103. 

137 
S.61 FIA 1993. 

138 S.58(2) FIA 1993. 

139 
S. 78 FIA 1993. 

140 
S.65 FIA 1993. 
S.60 FIA 1993. 
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followed by RM10000 a year for each of the five years following licensing141
• 

These payments are non-refundable142 and may be varied by the exchanges 

with Commission approval 143
• On COMMEX Malaysia a broker failing to pay 

within 7 days will be suspended, and may be expelled if it is still unpaid after a 

further 21 days144
, on KLOFFE failure to pay constitutes a major offence145

• 

As mentioned above the main function of the funds is to compensate market 

participants suffering loss connected with brokers due to either defalcation or 

fraudulent misuse of money or properti 46
• It has thus been suggested that 

"mere misuse of moneys (sic) - for example failing to place them in a client's 

segregated account"147 will not be compensatable from the fund. The fund may 

however additionally be utilised to pay costs, expenses and insurance 

premiums148
. It should be noted that the exchanges are prohibited from paying 

for claims caused by a broker using any other funds 149
• 

Generally claims must be made within six months of the claimant becoming 

aware of the loss, at the exchange's discretion 150
. However if it becomes 

apparent that a number of clients might require compensation , for example if a 

141 
S.64(1) FIA 1993; KLOFFE Business Rule 601.1 (I) ; COMMEX Malaysia Business 

~~le 1101 (a); locals are exempted from contributing by virtue of these rules. 

143 
S.64(2) FIA 1993; COMMEX Malaysia Business Rule 1101 (b). 

144 
S.64(3) FIA 1993. 

145 COMMEX Malaysia Business Rule 1101 (c). 

146 
KLOFFE Business Rule 604.1. 

147 
S.66A(1) FIA 1993; Futures Industry Regulations 1995, Reg. 18. 

148 
Currie, J.S. , Australian Futures Regulation (1994), 263. 
S.62 FIA 1993; insurance is expressly allowed (s. 76 FIA 1993) although claimants 

from the fund have no right of action against the assured in respect of such insurance 
~~gl6A FIA 1993). 

150 
S.74 FIA 1993. 
Futures Industry Regulations 1995, Reg. 20. 
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broker defaults, the exchanges may publish a notice calling for claims on the 

fund and stipulating a time limit for such claims of at least 3 months 151
• Other 

brokers (namely non-clearing members), in their capacity as clients, are not 

entitled to claim from the fund152
. 

The exchange Boards have the power to approve or disapprove claims153
• On 

COMMEX Malaysia claims will only be considered if the relevant exchange or 

its appropriate organ is satisfied that the claimant has made all efforts (other 

than court action) to recover his loss from the broker154
. The decision of an 

exchange Board is subject to appeal to the Commission whose decision is 

fina1155
. Any such appeal must be made within one month of notification of the 

decision 156
. 

Compensation is payable for actual pecuniary loss suffered including 

reasonable costs , less benefits received or receivable 157
• Interest is also 

payable on such compensation 158
. However claims are subject to a maximum 

applicable amount in accordance with the exchange business rules159
• The 

maximum payable in respect of claims against a member is RM500000, 

151 
Futures Industry Regulations 1995, Reg. 19; COMMEX Malaysia Business Rule 

; 51 05(b) - Six months unless otherwise specified. 

153 
COMMEX Malaysia Business Rule 1103(d). 

154 
Futures Industry Regulations 1995, Regs. 21 and 22. 

155 COMMEX Malaysia Business Rule 1103(b). 

156 
Futures Industry Regulations 1995, Reg. 23. 
COMMEX Malaysia Business Rule 11 09; KLOFFE Business Rules Sch.1 0.8.1 (30 

days). 
157 

Futures Industry Regulations 1995, Reg. 18(2); COMMEX Malaysia Business Rule 
{
5
106(b); KLOFFE Business Rules Sch. 10.3.2. 

Futures Industry Regulations 1995, Reg. 18(3); COMMEX Malaysia Business Rule 
;
5
11 O(b); KLOFFE Business Rules 1 0.3.3. 

s.66A(2) FIA 1993. 
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payable proportionalli 60
, or where the member is also a member of another 

exchange the lower of RM500000 or 50% of the total compensation payable 161
. 

This latter point is important as several brokers are members of both 

exchanges. However claims may only be made to one exchange. If a claim is 

made against such a member, the exchanges must appoint a single exchange 

to determine claims in respect of that broker. The appointed exchange then 

determines claims relating to that broker as against the fidelity funds of both 

exchanges. Amounts paid out are to be drawn equally from the fund of each 

exchange 162
. 

If a fund proves insufficient to pay all allowable claims it must be apportioned 

equitably amongst the claimants, with the balance being made up from future 

receipts of the fund163
• However where claims are in respect of defalcation or 

fraudu lent misuse relating to a broker and they exceed the contributions of that 

broker. the excess will be discharged as against the fund164
. The rationale 

behind this appears to be that whereas the former is wide enough to cover 

non-compensatory payments from the fund and thus have no other method of 

satisfaction, the latter type of claim may be alternatively satisfied through a civil 

law action. 

160 
COMMEX Malaysia Business Rule 1111 (b) ; KLOFFE Business Rules Sch.1 0.3.2 

and Rule 502.3; compare the statutory limitation of $100000 in Singapore, s.49J(c) 
fs~tures Trading Act 1986 (Cap.116). 

162 COMMEX Malaysia Business Rule 1111 (d); KLOFFE Business Rules Sch. 10.1 0.5. 
Futures Industry Regulations 1995, Reg. 25; KLOFFE Sch.1 0.1 0.5; not repeated in 

~OMMEX Malaysian Business Rules. 

164 Futures Industry Regulations 1995, Reg. 24(1 ). 
Futures Industry Regulations 1995, Reg. 24(2). 
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Thus, with regards to any money owing to the client from the defaulting broker, 

the former would have recourse first to the relevant exchange's fidelity fund. 

For losses over RM500000 or where a fund has been used up, recourse would 

be by way of civil action against the broker, or possibly also the exchange for 

negligence165 in failing to carry out its duty. It is thus apparent that small 

investors, who are likely to have losses of less than RM500000, are better 

protected than large investors. 

Upon making a payment from the fund the exchange is subrogated to any legal 

right or remedy of the claimant in respect of the particular loss suffered 166
• The 

exchange is also given priority in any bankruptcy proceedings in which the 

claimant may have a claim 167
. As such it can be seen that the apparent 

protection offered by the funds is in fact rather illusory, in much the same way 

as insurance, merely removing from investors the risks of litigating against 

brokers. 

In practice too such funds have been found wanting. First it has been pointed 

out that as of September 1995 no payments had been made out of the Kuala 

Lumpur Stock Exchange (KLSE) fidelity fund which at that time stood at RM6.1 

million, despite several applications (at least one of which related to broker 

165 
Exchange liability is in fact excluded (s.77A; cf. repeated in COMMEX Malaysia 

~~siness Rule 1117) apart from with regards to its own negligence or fraud (s.77). 

167 
S.73(a) FIA 1993. 
S. 73(b)(i) FIA 1993. 
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fraud) 168
. This contention can be countered however as a number of payments 

have in fact been made from the Malaysian futures exchange fidelity funds 169
• 

Second, in the Australian case of Daly v Sydney Stock Exchange Ltd 70 it was 

held that nearly A$30000 deposited with a broker as a loan "until the market 

bottomed out" was not recoverable, as failure to account did not amount to 

defalcation. The court was unable to impose a constructive trust as the broker 

was a creditor of the investors and as such could not be treated as a trustee. In 

reaching this decision the court was interpreting s.97(1 )(b) Securities Industry 

Act (Australia) 1975. The terms of this are virtually identical to those of the 

relevant section 66A of the Futures Industry Act 1993. It would thus appear 

that investors remain at risk where broker employees give advice falling short 

of defalcation or fraud , yet nevertheless resulting in the loss of the client's 

money. 

Finally it has also been stated that funds of this nature might actually "penalise" 

better managed market intermediaries by virtue of the fact that funds will only 

go towards failed intermediaries 171
. Despite these faults the funds do provide a 

visible attempt by the exchanges and regulators to provide protection to 

investors. The ultimate safeguard against market collapse however, remains 

1M . ~ 
Parliamentary Debates, Dewan Rakyat, Official Report, 9 Parliament, 151 Session, 

~gSeptember 1995, p.88, (Tuan Lim Guan Eng (Kota Malaka)). 

170 
Interview with Legal Manager, COMMEX Malaysia, 24 February 1999. 

171 (1986) 60 ALJR 371; noted (1987) ALJ 241. 
IOSCO Emerging Markets Committee, Causes, Effects and Regulatory Implications 

of Financial and Economic Turbulence in Emerging Markets - Interim Report, 
September 1998, 68. 
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the clearing house. The next section examines the precautions taken to ensure 

the effectiveness of the clearing house in fulfilling this role. 

9.4 Default and Insolvency 

The regulatory system has been designed to minimise the knock-on effect of 

default by one or more parties to futures contracts, and thus maintain the 

stability of the clearing house. This is achieved by various methods. First 

through the novation of all contracts to clearing members. Second by the strict 

enforcement of margin requirements. Third by enabling liabilities to be set off 

against one another, and finally by amending the insolvency law to 

accommodate the aberrations of the futures market. 

9.4.1 Novation 

Ultimately it is the novation of contracts to clearing members172 which most 

radically improves the position of the clearing house under insolvency law173
• 

As a result of the novation, the MDCH is not in contractual privity with non-

members. This enables it to maintain a close watch on, and risk evaluation of, 

clearing members alone. As the number of such members is strictly limited, 

and the financial obligations imposed on them are onerous, the risk of 

unsecured default is reduced to an absolute minimum. This is further 

172 

173 M~CH Business Rule 602; cf. supra, p. 77 et. seq. 
It rs to be noted that the legislation makes no specific provision for this fundamental 

principle. 

266 



discussed in the following section on margin. In addition such novation also 

facilitates the netting process 174
• 

9.4.2 Margin and Default Action 

Market financial integrity largely depends on the system of margin. The 

clearing house must therefore be entitled to retain margin and apply it against 

position losses for which it is held. Where a market participant is in default, 

margin is important in two major respects. Firstly as between clearing house 

and defaulting clearing member, and secondly as between broker and 

defaulting client. It may also in certain cases be important in a third respect as 

between clearing member and defaulting broker, if the former clears through 

the latter. 

In all three cases the former party will usually desire to take three courses of 

action 175
. First to close out the defaulting party's position and liquidate profits 

and losses. Second to set-off all such profits and losses including previous 

unpaid amounts. Third to apply margin held against net loss, which might, 

where margin is in the form of property, require realisation of that property. 

In the US, margin levels are set by the exchanges so that they will prove 

sufficient to cover 95% of 1-day market moves that have historically occurred 

174 Cf . 
175 

. 1nfra, p.276. 
Johansen, L.. "Futures Trading and Insolvency Law" in Futures Trading Law and 

Regulation, (eds. Parry, H., E. Bettelheim and W. Rees), (1993), 122. 
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over 30-day, 6 month and 1 year periods176
• This level of protection is in fact 

exceeded by MDCH, which sets a figure of at least 99% of the maximum one

day price movement177
• MDCH utilises the Theoretical lntermarket Margin 

System (TIMS) risk based system178 in order to accurately assess the requisite 

margin level179
• As at 11 January 1999 the total margin requirement was 

RM46.6 million, the total cash held by MDCH was RM108.4 million and the 

total collateral RM33.2 million. The excess is due to members' desire for some 

room for manoeuvre should the market turn against their or their client's 

positions. A reasonable rate of interest is paid on the balance held180
. 

• Broker-Client Margining 

The chance of broker default is reduced in the futures market when compared 

to the securities market as clients must pay their margin deposits in 

advance 181
. and margin calls within 24 hours 182

. It must be paid in the form of 

cash , letters of credit or bank guarantees183
. The margin deposit must be at 

least equal to that calculated by the clearing house184
. Margin is calculated by 

176 
Dale, R., "Derrvatives Clearing Houses: The Regulatory Challenge" [1997] 2 JIBL 

46, 51. 
177 

MD · 
178 CH - An Overv1ew, 6. 

179 Pr?vision tor this is made by MDCH Business Rule 613(a). 
Th1s was developed by the US Options Clearing Corporation. It is also used by 

H~FE, DTB, TCO and EOCC. Another similar system, Standard Portfolio Analysis of 
R1sk (SPAN) has been developed by CME and is used by the London Clearing House 
~~d SIMEX. . 

181 MDCH, Reply to author's questionnaire, 12 January 1999. 

182 KLOFFE Business Rule 614.1 (b); COMMEX Malaysia Business Rule 311 (b)(l). 

183 COMMEX Malaysia Minimum CAF, cl.13(c). 

184 COMMEX Malaysia Business Rule 312; KLOFFE Business Rules 614.2. 
COMMEX Malaysia Business Rule 311 (a); KLOFFE Business Rule 614.1 (a). 
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the Clearing House separately for each sub-account of the clearing member's 

segregated account and also for its unsegregated account185
• 

It must be marked to market daily and additional calls made if necessary186
• 

These are known as "variation margin". No credit or cover may be granted by a 

member, although the previous rule to this effect on MME has been removed 

from the COMMEX Malaysia Business Rules187
• This appears to be an 

oversight. As was seen in chapter 8.3 above, where a client fails to supply 

additional margin within the time fixed by the member, the member may close 

out any of the client's open positions188
• 

Margin payments are protected from misuse by the practice of segregation, 

introduced by s.52A Futures Industry Act 1993 and discussed above189
• 

However, a problem may arise, in terms of client protection, if the broker is in 

breach of s.52A and the relevant exchange rules. In such a case it would be 

likely that payments by the client to the broker, for use as margin, will have 

been used for other purposes. As such it would be likely that the 

broker/clearing member will fail to pay the required margin payment to the 

MDCH for the relevant client position. This would necessitate the MDCH taking 

the relevant default action. Such actions are examined further below. The client 

is thus reliant on the clearing house to bring the default procedures into effect 

promptly following broker default. This highlights the continuing reliance of the 

185 

186 
MDCH Business Rule 604(c). 

187 
KLOFFE Business Rule 614.1 (c); COMMEX Malaysia Minimum CAF cl.13(a). 

188 
KLOFFE Business Rule 614.1 (b); cf. former MME Rule 317(b). 

189 
KLOFFE Business Rule 614.1 (d); COMMEX Malaysia Minimum CAF cl.13(f). 
Supra, p. 244 et. seq. 

269 



client on the broker, and secondly the importance of oversight by the 

exchanges, and, if the broker is also a clearing member, of the MDCH. 

If the defaulting client's position has moved against him, he may have lost his 

margin payments regardless of the broker default. If the position has moved in 

his favour the MDCH would either liquidate the position or novate the open 

contract to another clearing member190
• It appears likely that profits accruing to 

such a position would be held on trust for the client by the new clearing 

member. 

Barring a huge swing in contract prices, margin should be sufficient to cover 

any losses sustained by the client, in particular on KLOFFE as clients must pay 

margin calls within 1 hour191
• If however such a vast price change were to 

occur, the broker would be limited to its lien over the client's deposit, margin 

and securities 192 held by it and ultimately to civil remedies in an action for debt. 

• Broker-Clearing Member Margining 

Brokers that are not themselves clearing members must register their trades 

through a clearing member (or qualifying member193
). To this end the former 

must enter an agreement with the latter194
. It is submitted that in such cases, 

190 

191 
MDCH Business Rule 1001 (a). 

192 Eg. KLOFFE CAF s.5(f). 

1 
Eg. KLOFFE CAF s.6(k); COMMEX Malaysia Minimum CAF cl.13(g). 

1
: COMMEX Malaysia Business Rules 203B(c)(ii) and 203C(c)(ii). 

COMMEX Malaysia Business Rules Sch.6. 
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on both exchanges, the clearing member may set a higher level of margin than 

that determined by the clearing house195
. 

• Clearing House-Clearing Member Margining 

Margin payments must be paid to the clearing house by clearing members on 

the same da/ 96 subject to mutual offsetting 197
. They may be in the form of 

either cash or approved collateral198
. In practice this is effected through MDCH-

approved banks. MDCH maintains an account with each settlement bank and 

requires each clearing member to maintain an account with at least one such 

bank199
. The amount of such payment is determined by the clearing house 

using the TIMS method discussed above200
. It is held by the clearing house as 

"security against the non-performance of contractual obligations of that 

Clearing Member under its Open Position"201
. Interest is payable on any 

balance held202
. For the proprietary position of a clearing member margin is 

collected on its net position, whereas margin for client accounts is collected on 

a gross basis for each such account. Margining on a gross basis provides the 

clearing house with the highest level of protection. 

195 
This is expressly stated in KLOFFE Business Rule 614.1 and implied by COMMEX 

~alaysia Business Rule 311 (a) (ie. "not less than"). 
MDCH Business Rule 614; in practice this period is extended to before the market 

?£ens for the next bus iness day (MDCH, Reply to questionnaire, 12 January 1999). 

19 
MDCH Business Rule 614(b); cf. infra, p.275 et. seq. 

19
: MDCH Business Ru le 613(c); letters of credit are so approved (MDCH Brochure, 6). 

IOSCO, Report on the International Regulation of Derivative Markets, Products and 
Financial Intermediaries , (31 December 1996). 
200 

20 
Cf. supra, p.268. 

20
: MDCH Business Rule 613(a) . 

MDCH Business Ru le 617. 
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Section 1 068203 modifies the operation of insolvency law to allow the clearing 

house (with Securities Commission approval) to liquidate or otherwise deal 

with the positions of a defaulting broker. It may also deal with, and transfer, 

client segregated funds. As a result of s.1 068(2) such action is now free from 

the risk of voidability, and of 'cherry picking'204 by the liquidator where a broker 

is insolvent, as the section supercedes the provisions of the Companies Act 

1965. This particularly excludes the operation of the Malaysian statutory 

insolvency laws to the extent that they would affect such action. 

Section 1 068 empowers a clearing house so to act with regards to any 

affiliated futures broker that satisfies one of the conditions found in paragraphs 

{a) to (c) of the first subsection. The clearing house is thus permitted only to 

take such direct action against clearing members. The conditions that must be 

satisfied in paragraphs (a) to (c) are that the broker must either be in the 

process of being wound up, or have contravened financial, margining or 

payment requirements in the clearing house business rules, or for whom 

prescribed circumstances exist. It is apparent that the first, and certainly the 

third , of these conditions do not automatically create a default situation by the 

futures broker. The wide powers of s.1 068 are thus pre-emptive, as well as 

precautionary. 

The powers of the clearing house are further clarified in the MDCH Business 

ules. These too allow the clearing house a wide power to take action against a 

2o3 A . 
204 

s mserted by the Futures Industry (Amendment) Act 1995, s.89. 
Cf. infra, p.282. 
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defaulting clearing member-2°5
• Such action may take various forms206

• First the 

clearing house may liquidate and/or novate rights and obligations under the 

defaulting member's open contracts207
• This entails the appointment of other 

members208
. It is possible that a member so appointed might be displeased 

with this state of affairs. It is submitted however that such a member's right of 

refusal is restricted by virtue of MDCH Rule 505. This states that clearing 

members must cooperate with, and comply with reasonable requests of the 

clearing house. Further s.1 068(1 )(cc) specifically allows the clearing house to 

"deal , in such manner as it thinks appropriate, with the existing positions of 

another broker". The statutory force of this rule would successfully counter any 

objection raised . 

Second the clearing house may liquidate approved collateral and calculate the 

total of all of the assets of the "Clearing Member in Default" held by clearing 

house209
. This calculation would include the security deposit (RM1 m), clearing 

fund contribution and all cash and other assets held by the clearing house, 

except for margin held in a clients' segregated accounf10
. It is instructive to 

note at this point that the term "Clearing Member in Default" in fact refers to a 

wider set of members than merely those who have defaulted. The term 

includes members who have had their membership of an exchange terminated 

or suspended, as well as members subject to either voluntary or involuntary 

205 

206 MDCH Business Rule 1000. 

207 MDCH Business Rule 1001. 

208 MDCH Business Rule 1001 (a). 

209 MDCH Business Rule 1002. 

210 MDCH Business Rule 1001 (b). 
S.52A(11) FIA 1993. 
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winding up. It might be argued that the extension of the term to the former 

category of members imbues the clearing house with the power to take 

excessive action with regards to contracts dealt with by such a member on an 

exchange other than that from which it had been expelled or suspended. This 

might prove unwarranted. It is to be hoped that were such a situation to arise 

the clearing house would exercise its discretion with care. 

The third such course of action is that the clearing house may set-off any loss 

that it incurred in liquidating and novating211 the member's position against this 

total212
. Any surplus remaining must be paid to the defaulting membe~13 • Any 

deficit is to be made up214 from the clearing house reserves, surplus funds, the 

clearing fund and ultimately in worst case scenarios from remaining 

shareholders' funds215
. This third power is in excess of those provided for in 

the Futures Industry Act 1993. 

The first of these forms of actions is probably the most important, and would 

call for decisive and highly prudent action to be taken by the clearing house. 

MDCH Business Rule 1 002 affords the clearing house a wide discretion as to 

how to best resolve such a situation. It may, with regards to open contracts in 

the defaulter's unsegregated account, appoint clearing members to liquidate 

those contracts. With regards to those recorded in the segregated account it 

may appoint other clearing members to either liquidate or novate the 

211 Th· 
21 2 

IS procedure is detailed in Rule 1002. 

213 MDCH Business Rule 1001 (c). 

214 
MDCH Business Rule 1003. 
By virtue of Rule 406 "Application of Clearing Fund". 
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defaulter's contracts. All collateral in the segregated sub-account will be paid to 

the novated clearing member. These more limited powers are in line with 

s.1 068 of the Act. Wider powers are also expressly given, namely to take 

offsetting positions in other markets216 and any other action deemed necessary 

to protect the public interesf17
. This might include restricting trading activities 

of other members for a period of time. 

The strict segregation of funds negates a problem that existed on futures 

markets in the past whereby a clearing house would be likely to liquidate all 

open positions where a clearing member defaulted, regardless of whether a 

particular client had paid the relevant margin218
• 

If the clearing house is of the opinion that "there is no available market open to 

it or to liquidate the Open Position of a Clearing Member in Default would 

disrupt a fair and orderly market"219
, the clearing house may take various 

alternative action . This includes220 the right to request the relevant exchange to 

provide an emergency settlement price, and to then liquidate the open 

contracts by cash settlement at the aforesaid price. Such cash settlement 

applies only to adjustment agreements221
• The effect of this will be to create a 

cash position held by the clearing house on behalf of the defaulting member. 

21 5 

216 
MDCH Business Rule 1004. 

21 7 
MDCH Business Rule 1 002(a)(iii). 

218 
MDCH Business Rule 1 002(a)(iv). 
Markovic, M. , 'The Legal Status of Futures Market Participants in Australia." {1989) 

7 Co & Sec LJ 82 86 
219 ' . 

220 MDCH Business Rule 1 002(c). 

221 
MDCH Business Rule 1101. 
MDCH Business Rule 807. 
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Similarly action may be taken with regards to eligible delivery agreements, 

where there has been a failure to deliver. In such cases the contract will be 

settled for cash in a similar way, but in addition the defaulter must pay a 

compensatory sum to be determined by the clearing house. This sum is then 

paid over to the disadvantaged party. It is submitted that the rules lack some 

form of guidance as to the calculation of such a sum. This creates an 

unquantifiable legal risk for parties who fail to deliver. In particular, no mention 

is made of the relevance of the intention of the defaulting party in calculating 

the said sum. 

The determination of the emergency settlement price will be of primary 

importance in determining the extent of the loss of the parties involved, namely 

the clearing house and defaulting member, but affecting also in worst case 

scenarios the entire stability of the market. The problems raised by such a 

measure were highlighted in the case of Ganda Oil lndustiries Sdn. Bhd. & 

Ors. v Kuala Lumpur Commodity Exchange & Another22 where the appellants 

brought an action to quash such a settlement price which had been fixed by 

the respondents. The appeal failed, but purely on the grounds that the exercise 

of the respondent's power was not subject to judicial review. Second the 

clearing house may liquidate approved collateral and calculate the total 

clearing member assets held by the MDCH against which set off of the default 

can be made 

222 
[1988] 1 MLJ 174; ct. supra, pp.161-164 and infra, p.288. 
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9.4.3 Set Otf23 and Netting224 

These two terms are commonly used interchangeably on the futures markets. 

However, the latter term refers to a more comprehensive process than merely 

setting off debts. In effect set off, or the ability to 'net out', secures a debtor as 

he will only need to pay any difference left after setting off the creditor's claim. 

There are two types of set off, contractual set off and insolvency set off. 

Insolvency set off refers to the statutory defence225 against 'cherry picking'226
. It 

-
is expressly allowed by the Bankruptcy Act 1967227

. Section 41 states that 

sums due from one party to the other shall be set off where there have been 

"mutual credits, mutual debts or other mutual dealings"228
. Likewise s.245 of 

the Companies Act 1965229 gives the court the power to allow set off with 

regards to contributories. In the UK at least however, this applies only to 

monetary claims, not those involving physical deliver/30
. 

Contractual set off arises purely by virtue of incorporation into the relevant 

contract. The MDCH Rules make express provision for setting off in Rule 

614(b). This states that MDCH is entitled to set off any amount due from a 

223 
Cf. Derham, R., Set-off (1987); Wood, P.R., English and International Set-off 

~989). 
4 

See generally Morse, "Legal Issues, Quest for Derivatives Answers", Financial 
rJsmes (Survey), 20 October 1993, IV. 

In the UK by virtue of Rule 4.90 of the Insolvency Rules 1986 (UK), substantially re
~~acting s.31 of the Bankruptcy Act 1914 (UK). 

22 
Discussed infra, p. 282. 

22
: (Act 360), Revised 1988. 

229 
Compare Rule 4.90 Insolvency Rules 1986 (UK). 

23 
(Act 125). 

° Kucera, F .. "Legal and Regulatory Issues of Derivatives Deals", Speech at the 
Malaysian Derivatives Conference, Kuala Lumpur, 16-17 January 1995. 
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clearing member to MDCH against any amount due from MDCH to the clearing 

member. In addition Rule 1001 (c) allows for the set off of losses resulting from 

forced liquidation or novation by the MDCH of member contracts against the 

sum of all of a member's assets held by the MDCH. 

The House of Lords in British Eagle International Airlines Ltd v Compagnie 

National Air France231 cast doubt on the contractual right to set off, in holding 

that such an agreement was void for breach of the statutory prohibition on 

distributing assets other than pari passu. The harshness of this decision with 

regard to the effectiveness of market clearing arrangements was however 

subsequently tempered in Carreras Rothmans Ltd v Freeman Mathews 

Treasure Lt~32 . The latter decision has been interpreted as allowing bilateral 

set-off provisions in a contract entered in to prior to insolvency to remain 

outside the ambit of the British Eagle decision233
• Clearing House rules must 

however make it clear that they are dealing as principals in a bilateral 

agreement. As has been seen234
, this is certainly the case in Malaysia. 

Netting ensures parties have only a net exposure by allowing parties to offset 

similar transactions. It has three main objectives. First, the reduction of 

exposure in order to protect the financial integrity of institutions and systems. 

Second, the reduction of transaction costs, due to a lower administrative 

231 
[1975] 2 All ER 390; cf. Joo Yee Construction Pte Ltd v Diethelm Industries Pte Ltd 

ll{90] 2 MLJ 66. 

233 
[1985] 1 Ch 207. 

234 
Johansen, op. cit., 124. 
MDCH Business Rule 603; ct. supra, p.82. 
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burden, and third, the lowering of delivery risk, particularly where settlement 

netting is practised235
. 

Although not specifically provided for in the futures legislation, the clearing 

house rules make provision for netting. Such a system is termed 'multi-lateral' 

netting236
. This facilitates the effectiveness of set-off. It is achieved by MDCH 

Business Rule 612. It should be recalled that open contracts come into 

existence between the clearing house and relevant clearing members 

immediately after the registration of a market contract. On each business day, 

for each open contract, two settlement-to-market contracts are also brought 

into existence. One with the parties237 in the same relationship as buyer and 

seller, the other with the roles reversed. The price for these new contracts is 

the daily settlement price. All other contract terms remain the same as in the 

open contract. 

The open contract is then immediately off-set against the settlement-to-market 

contract in which the roles of buyer and seller are reversed. This will usually 

result in a settlement difference, due to the price difference of the two 

contracts. The balance then becomes due from one or other of the parties. The 

remaining settlement-to-market contract, in which the original position of the 

parties as buyer and seller is maintained, then becomes treated as an open 

contract. This procedure can be shown diagrammatically as follows: 

235 
This reduces settlement or delivery risk, whereas the alternative, 'default netting' 

~6erely reduces exposure upon default. 
237 

As opposed to bilateral netting (used for many OTC derivatives) . 
le. the clearing house and a clearing member. 
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This system acts as a means of protection for the clearing house against 

default by a clearing member. First it acts as an early warning system, in 

ensuring that members clear their losses within a day as they accrue. Any 

member unable to do so will breach MDCH Business Rule 1000 (ii), and as 

such be subject to default action. Second the system crystallises debts as they 

accrue so that set-off may be effected under rules 614(b) and 1001 (c). 

It is however essential to note that it has been argued that the aforesaid 

practice of netting might not be effective after an insolvency petition has been 
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given238
, due to the rules relating to undue preferences239

. This ultimately 

depends on the nature of the netting agreement. It would thus appear by virtue 

of the netting agreement between clearing house and clearing member 

incorporated into the MDCH Business Rules that netting will still be effective 

post-petition to close out the insolvent broker's positions. This is mainly due to 

the fact that the said agreement makes provision for the immediate rescission 

of open contracts upon default (including insolvency)240
. In addition s.1 06B 

Futures Industry Act 1993, it will be recalled, overrides the rules stated in the 

Companies Act 1965. 

9.4.4 Insolvency 

Insolvency in Malaysia is primarily governed by the Bankruptcy Act 1967241
. 

The Companies Act 1965 provides further governance in relation to corporate 

insolvency. The insolvency laws will only be of practical importance, in terms of 

systemic risk242
, to the futures markets if other measures, including the 

margining system have failed to be effective. 

It is however important to understand the operation of the insolvency laws vis a 

vis the futures market, in order to identify the existence of any legal risk243
• This 

238 
.. Wood, P.R., English and International Set-Off (1989), 175; Yoong, N.C., 
Regulating Derivatives in Singapore and South-East Asia" IFLR, February 1995, 47-

48. 
239 

S.293(1) Companies Act 1965 (Act 125); compare s.53 Bankruptcy Act 1967 (Act 
f4~0), Revised 1988. 
241 

Wood, op.cit., 177. 
242 

(Act 360), Revised 1988. 
243 

Rather than individual credit risk. 
Department of Trade and Industry Consultative Paper, August 1990. 
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is important both to potential market participants and in order to identify the 

potential impact on the financial system as a whole. 

The Malaysian insolvency laws, much as the British, are based on two main 

principles. These are the collective participation of creditors, and the pari 

passu distribution amongst them of the debtor's available property244
. In the 

context of the futures markets, the main parties at risk of insolvency or 

bankruptcy are the futures brokers and their clients. To be more precise 

insolvency is likely to occur as a chain reaction, with client insolvency leading 

to broker insolvency. Ultimately it will be the clearing members that will be 

affected. The concentration of credit risk at each stage of the chain increases, 

culminating in the clearing house. 

Liquidation or bankruptcy has little effect on the relationship between the 

parties, except that the liquidator or trustee in bankruptcy has a fundamental 

right to disclaim unprofitable contracts. This right is commonly known as 

'cherry picking'245
. In addition the inability of an insolvent party to perform its 

contractual obligations may constitute a repudiation. 

A further potential problem is that transactions entered into in undue 

preference will be void or voidable246
. In addition a person found responsible 

244 d 
Fletcher, I. F., The Law of Insolvency, (2n Edn., 1996), 7. 

245 
Kucera, F.J., loc.cit.; s.296 Companies Act 1965 (Act 125); s.59 Bankruptcy Act 

J4~67 (Act 360}, Revised 1988. 
S.293(1) Companies Act 1965; compare s.53 Bankruptcy Act 1967. 
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for such fraudulenf47 or wrongful248 trading is held personally liable for all or 

any of the company's debts, in the case of the former, and for the payment of 

the whole or any part of that debt in the latter. Both types of trading are 

additionally subject to criminal sanctions249
. If it were not for the existence of 

s.1 068 Futures Industry Act 1993 it would be likely that the transfer of a 

defaulting member's positions to another member by the clearing house would 

have fallen within this category of undue preference. 

Anyone involved with the company who has misapplied or retained any money 

or property, or is guilty of breach of trust or misfeasance may be examined by 

the court and be held liable to account for such sum where receipt was within 

the two years prior to the commencement of winding up proceedings250
. This 

will apply even where such behaviour is also a criminal offence251
. 

Where a company which is being wound up appears unable to pay unsecured 

cr~ditors more than 50 sen in the ringgit the official receiver must be notified 

and afforded full opportunity to inspect documents252
• The Minister53 himself 

must be notified by the liquidator where any company officer has been found 

guilty of a criminal offence in relation to the company254
. There is a 

247 
8.304(1) Companies Act 1965. 

248 
8.303(3) and s.304(2) Companies Act. Although not specifically referred to as 

'wrongful trading' in there Act there is an obvious parallel with the equivalent UK 
~revision s.214 Insolvency Act 1986. 
49 

8.304(6); s.303(3) Companies Act 1965. 
250 

8.305(1) and (2) Companies Act 1965. 
251 

8.305(3) Companies Act 1965. 
252 

8.306(3) Companies Act 1965. 
253 

The Minister of Domestic Trade and Consumer Affairs, as the Registrar of 
fompanies is under his control. 

54 
8.306(2) Companies Act 1965. 
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appointed in that foreign country he has the power and function of liquidator in 

Malaysia until one is appointed. 

The liquidator must advertise in all of the countries in which the company did 

business, inviting creditors to make claims261
. Generally, that is, unless the 

court orders otherwise, the liquidator must only realise Malaysian assets and 

pay the debts and liabilities incurred in Malaysia, with only the net balance 

being paid to the foreign liquidato,-262
• 

If only the Malaysian assets of a foreign company have been wound up then 

any such net amount may be disposed of according to the court's direction263
. 

Apportionment as between creditors is otherwise the same as for domestic 

companies264
. It should be noted that reciprocal provisions have been made by 

virtue of s.1 04 Bankruptcy Act 1967265 with Singapore, Australia and the United 

9.4.5 Reducing Counterparty Risk 

Exchange members need to be sure that their exposure to counterparty risk is 

managed under the relevant statutory, exchange and clearing house rules 

without possible challenge by liquidators or other office holders. They need to 

261 

262 
8.340(3)(a) Companies Act 1965. 

263 
8.340(3) (c) Companies Act 1965 

264 
8.340(4) Companies Act 1965. 

265 
8.340(7) Companies Act 1965. 

266 
(Act 360). 
The latter two by virtue of (P.U.(B) 2/89). 
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be certain that the contractual provisions are enough in the light of the 

legislative framework. As such members are generally reliant on the 

exchanges and clearing house to enforce rules and thus protect them. It is 

submitted that the framework is sufficient to protect members against 

counterparty risk, and so long as the exchanges and MDCH act promptly, and 

barring the most extreme circumstances, they will be protected from 

liquidators. This is particularly so by virtue of s.1 068 Futures Industry Act 1993. 

Investors aggrieved at the lack of action by an exchange or the clearing house 

are afforded a civil remedy by s.11 A Futures Industry Act 1993267
• By virtue of 

this such persons may apply to the court for an order compelling the exchange 

or clearing house to enforce its business rules. It is submitted however that this 

provision is not sufficient for time will often be of the essence in default 

situations, and mere delay by the exchanges or clearing house could alone 

prove ruinous. The better view would thus be to legislate that timely 

compliance with business rules is mandatory, breach of which is to be 

punished. 

In· default situations outlined above, if all available funds have been exhausted 

in offsetting losses there may be two final sources of relief. First there is the 

possibility of a clearing house insurance policy. In fact none has been taken 

out, however it is submitted that this should be allowed by analogy with s. 76 

Futures Industry Act 1993 which empowers the exchanges to enter contracts 

267 
Inserted by s.18 Futures Industry (Amendment) Act 1995 (Act A927). 
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of insurance for such purposes. Second, it has been argued268 that "the 

government has a responsibility to provide lender of last resort support to 

clearing houses"269 • 

9.4.6 Emergency Action 

The clearing house can merely request the exchanges, in the circumstances 

elucidated above270
, to determine an emergency settlement price. There is no 

provision made for the situation where the exchange refuses to do so, although 

such a situation is unlikely to occur as the clearing house is directly owned by 

the exchanges. The relevant provisions of the exchange business rules 

regarding the 'emergency settlement price' are laid out below. 

On COMMEX Malaysia an emergency must first be found to exist by the 

Emergency Committee271
. If so found the committee may take various actions 

appropriate to the particular situation272
, including recommending to the Board 

the emergency settlement price for a contracf73
• 

On KLOFFE a special committee is formed where an emergency arises. This 

Wil l consist of the executive chairman of the Board, the chairman of the 

268 

26 
Edwards, F., and C. Ma, Futures and Options, (1992), 70. 

9 
Dale, R., "Derivatives Clearing Houses: The Regulatory Challenge" [1997] 2 JIBL 

46,49. 
270 

27 
Supra, p.276. 

27~ COMMEX Malaysia Business Rule 900. 

273 
COMMEX Malaysia Business Rule 901. 
COMMEX Malaysia Business Rule 901 (x). 
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Business Conduct Committee and the chief operating office~74 . Its powers 

include that of fixing the settlement price at which contracts are to be 

liquidated275
. It is submitted that such a direct, 'one-stop' power is beneficial. 

Otherwise valuable time might be wasted whilst the recommendation is passed 

on to the ultimate decision-making body. In addition the KLOFFE Rules are 

superior in that they make provision for the situation where not all members of 

this ad-hoc committee are valuable when an urgent decision or action is 

required276
• 

Emergency intervention of the above nature will have a fundamental effect on 

wealth distribution, and any resulting efficiency gains will be unevenly 

divided277
. It has also been argued that 'selective interventionism' is inefficient 

in that parties affected will take the opportunity to persuade the exchanges to 

intervene to obtain a larger rent-share278
• The possibility of such injustice is 

highlighted by the situation that gave rise to the cases of Ganda Oil Industries 

Sdn Bhd & Ors v KLCE279 and Palmco Holding Bhd. v Sakkapp Commodities 

(M) Sdn. Bhd. & Ors280
. In the former the KLCE advised the old Kuala Lumpur 

Commodities Clearing House (KLCCH) that a compulsory settlement price of 

$1350 had been fixed for 617 rejected CPO futures contracts. The purchaser 

274 

275 
KLOFFE Business Rule 711. 

276 
KLOFFE Business Rule 711.3(h). 

m KLOFFE Business Rule 711 .2. 
Pirrong, S.C., 'The Self-Regulation of Commodity Exchanges: The Case of Market 

~anipulation" (1995) 38 J L & Econ, 141, 158. 
8 

Milgram, P. and J. Roberts, "Bargaining Costs, Influence Costs, and the 
Organisation of Economic Activity" in Perspectives on Positive Political Economy (eds., 
Alt, J.E. and K. A. Shepsle, (1990); Milgram, P. and J. Roberts, "An Economic 
~preach to Influence Activities in Organisations" (1988) 94 Am J Soc S154. 

28 
[1988] 1 MLJ 174. 

0 
[1988] 2 MLJ 624. 
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claimed that this was given in bad faith, especially as on the two preceding 

days the exchange had fixed the price at $1520281
• In the latter, which revolved 

around forced settlement at the latter price, an element of compensation was 

included as well as the invoice back price used for purposes of forced 

liquidation282
• 

9.5 System Failure and Force Majeure 

In the event of force majeure it is likely that either the Minister-283
, the Securities 

Commission284 or the exchanges themselves will take drastic action. Both 

KLOFFE and COMMEX Malaysia have excluded liability in such situations285
• 

The exclusion extends to events such as riot, war, natural disaster, 

governmental action, both local and foreign, strike, fire, accident and act of 

God. It also applies on KLOFFE to problems with, or failure of the KATS 

system, unless the exchange is itself at fault. The same applies on COMMEX 

Malaysia with regards to technical problems. On COMMEX Malaysia a party to 

a futures contract is under an obligation to immediately inform the exchange 

where any such event prevents delivery or acceptance of an underlying 

instrumenf86
. This rule would obviously not apply to the 3-month KLIBOR 

futures contract as it is cash settled. In such an event the exchanges may 

proceed to take emergency action. 

281 
Ibid. 

282 

283 
ld., at 626. 

284 
Cf. supra, p. 135. 

28 
Cf. supra, p. 136. 

5 
KLOFFE Business Rule 713.1; COMMEX Malaysia Business Rule 725(a). 

286 
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In addition the mandatory risk disclosure form contains provisions drawing an 

investor's attention to the possibility of system failure, and the fact that limits on 

liability may be imposed by the exchanges, amongst others. It should be noted 

that despite the foregoing, an investor may well still be protected in such 

situations by the exchange fidelity funds287
• 

9.6 Accounts and Audit 

9.6.1 Accounting Records 

In addition to the statutory duty imposed on corporate market participants by 

the Companies Act 1965288
, the basic standards of accounting to be used by 

the exchanges, the clearing house, futures brokers and futures fund managers 

are set out in the Part IV of the Futures Industry Act 1993. These extend to 

broker record-keeping for trading on their own accounf89
• In addition an 

auditor of the aforesaid market participants must report any contravention of 

the Act or relevant business rules, as well as any offence, irregularity or 

insufficiency of funds to meet liabilities, of which it has actual knowledge, to the 

Commission 290
. Auditors who fail to do so will also be guilty of an offence291 . 

287 

288 
Cf. supra, p.259. 

289 
S.165 Companies Act 1965. 

29 
S.36(3) FIA 1993; cf. infra, Reg. 12 Futures Industry Regulations 1995. 

29~ 8.39(1) FIA 1993. 
S.39(2) FIA 1993. 
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This is punishable with a maximum fine of RM500000 and I or not more than 5 

years imprisonmenf 92
• 

Where the Commission receives such a report, or a participant fails to provide 

any accounts, the Commission may appoint an independent audito~93 . An 

auditor so appointed is conferred wide-ranging powers294
. These include the 

right to examine employees on oath, require the production of records both of 

any previous auditor and, where relevant, the exchange company or clearing 

house295
• Failure to comply with such requests also amounts to a crime 

carrying the same penalty as those mentioned above296
. Information obtained 

by such an independent auditor may only be divulged to the Commission or 

the individual auditor's employe~97 . 

The Commission is additionally empowered to issue further directions 

concerning auditing and bookkeeping to futures brokers and fund managers298
. 

Failure to comply is subject to the aforementioned penalties299
. The 

Commission may also in any event appoint an auditor for market participants, 

including the exchanges and clearing house300
. It is submitted that such a 

power extends beyond the purely necessary, and may give rise to 

292 

2 
8.36(5) FIA 1993. 

2:: ~::~ ;:~ ~~~~: 
:

95 
8.41 (1) FIA 1993. 

96 
8 .41 (2) FIA 1993. 

297 
8.43 FIA 1993 (it is submitted that breach of this section is not an offence such that 

the general penalty of s.96 is activated. It may however constitute the tort of breach of 
statutory duty). 
298 

8.44 FIA 1993. 
299 

8.44(5) FIA 1993. 
300 

8.47 FIA 1993. 
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opportunities for corruption in order to secure such prestigious, and 

undoubtedly lucrative, contracts. 

It is important to note that, rather strangely, auditors are granted exemption 

from liability in defamation in relation to their duties, in the absence of 

malice301
• The introduction of this section was subjected to much criticism prior 

to the passing of the Act. With respect, it is submitted however that Tuan Wee 

Chao Keong302 went too far in saying that s.48(1) gave "total immunity" to 

The section in fact amounts to no more than statutory qualified privilege, and 

as such is not quite as dramatic a move as it might at first appear. The 

common law defence of qualified privilege will apply regardless of this statutory 

intervention as auditors owe both a legal, moral and a social duty to 

communicate information to the Commission, and the Commission has a 

reciprocal interest to receive it. Statements made as part of such 

communication fall within the defence "for the common convenience and 

welfare of society"304
. 

The statutory defence thus appears merely to extend the pre-existing qualified 

privilege to any statement made "in the discharge of his duties"305
. It is 

301 
S.48 FIA 1993; s.48(2) reserves all other rights, privileges and immunities. 

:~2 Member of Parliament for Bukit Bintang. · 
3 

Parliamentary Debates, Dewan Rakyat, Official Report, Blh Parliament, 2nd Session, 
fo1 December 1992, 71. 

30 
Toogood v Spyring (1834) 1 CM & R 181, 193, per Parke B. 
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S.48(1 )(a) FIA 1993. 
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submitted that this is justifiable, as any impropriety will still be subject to liability 

due to the reference to malice. As such the parliamentary criticism of this 

section appears inapposite. The only noteworthy point is that it is indeed 

strange why such an extension of the common law defence has no statutory 

precedent. The better view would be for Parliament to provide the same 

standard for auditors in all relevant legislative areas. 

9.6.2 The 'Audit Trail' 

The term 'audit trail' refers to the record-keeping process that is used from the 

placing of an order to execution, registration and notification to the client. The 

adoption and maintenance of a precise and reliable audit trail is essential for 

two reasons. First to enable trading to be monitored, and secondly to ensure 

that effective evidence of trades is retained to prove breaches of the laws or 

rules relating to the futures markets. In particular it is an essential prerequisite 

for the detection of investment fraud306
• The NYME307 states that "[t)he sheer 

volume of trades and the volatility of the Exchange's markets makes an 

accurate audit trail imperative"308
. The system utilised in the 'open outcry' 

markets in Malaysia309
, as will be seen below, is comprehensive and 

comparable to that of the NYME itself. It is submitted however that in practice, 

particularly in the 3-month KLIBOR trading pit on COMMEX Malaysia, such a 

306 
Parry, H. and C. Cook, "Drawing the Line: Options for Enforcement" in Futures 

Jrading Law and Regulation, (eds. Parry, H. , E. Bettelheim and W.Rees), (1993), 169. 

3
°7 

New York Mercantile Exchange. 
08 

NYME Website, 'Safeguards and Standards', 'Audit Trail ' at http: www.nymex.com. 
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COMMEX Malaysia's contracts. 
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system is redundant due to the extremely low contract turnover that has 

marked the history of that contract. 

An effective system will provide an investigator with an exact record of a trade, 

particularly important for floor trades. The Futures Industry Regulations 1995310 

provide a guide to the minimum trading records that must be maintained by a 

futures broker. These refer to such aspects as the specific type of contract, 

whether the trade was a buy or sell order, the quantity, the price ordered, and 

the actual price at which the transaction was concluded. More recently specific 

provision has been made with regards to futures fund managers. They must 

ensure that each transaction effected on behalf of a client is preceded by a 

book entry relating to the client's money or property311
. These are to be made 

available for inspection by the clienf12
. 

In addition each exchange makes provision in its rules for such a system. This 

includes particular and separate record-keeping procedures for clients' 

segregated accounts313
• These rules provide for by far the most 

comprehensive system of record-keeping. 

• COMMEX Malaysia Business Rules 

310 

311 
Part IV and Regulation12. 

31 2 
S.52E(c) FIA 1993. 

3 
S.52F FIA 1993. 

13 
Ct. infra, p. 244 et. seq. 
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On COMMEX Malaysia the trail begins with the completion of a regulation 

order form recording the details of orders received on the floor14
• Client orders 

are sequentially numbered315
, dated and time stamped316

• Members must 

retain order forms for 7 years317
• 

The parties to a floor contract must also record the contract themselves in 

accordance with the floor procedure318
. To this end each relevant member 

must provide its own 'trade forms'319
• These must be of uniform design, namely 

consisting of five parts, including a white original, two yellow copies and two 

pink copies each containing a preprinted trade number and contract 

designator20
. Each member is assigned a series of trade numbers to facilitate 

this321
• The following details are recorded by the seller on the trade form on the 

conclusion of a floor contract: the price, number of lots, the code for the 

delivery month, and the respective codes of the buying and selling 

The seller must then time-stamp the form323
, generally within one minute of the 

contractl24 and ensure that the buyer initials the form325
. The seller must then 

314 
COMMEX Malaysia Floor Procedure 501 and 502(a); ct. model at back of rules. 

315 
COMMEX Malaysia Floor Procedure 502(b). 

316 
COMMEX Malaysia Floor Procedure 502(c). 

317 
COMMEX Malaysia Floor Procedure 502(g). 

:
18 

COMMEX Malaysia Floor Procedure 605. 

3

19 
COMMEX Malaysia Floor Procedure 605(b). 

2° COMMEX Malaysia Floor Procedure 605(c); ct. model at back of rules. 
321 

COMMEX Malaysia Floor Procedure 605(d). 
322 

COMMEX Malaysia Floor Procedure 605(e). 
323 

COMMEX Malaysia Floor Procedure 605(f)(i); each trading pit has four time-stamp 
;nachines, one at each corner .. 

24 
COMMEX Malaysia Floor Procedure 605(1). except during a fast market, s.606(c). 

325 
COMMEX Malaysia Floor Procedure 605(f)(ii). 
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give the two pink copies to the buyer, one yellow copy to his broker booth and 

the white original to the exchange326
• Details of all floor contracts are entered 

by the exchange into the MTACS327 computer system from this original copy. 

Members then verify these details through their own MTACS terminal328 on the 

same day329
• 

Broker, non-broker and local members must co-operate with the Audit and 

Compliance Committee, in particular by making available their accounting and 

other records330
. Broker and non-broker members are additionally responsible 

for providing a monthly return based on their accounting records, prepared 

according to generally accepted accounting principles331 and a certified copy of 

their audited accounts within three months of the end of their financial year32
• 

All members must maintain proper accounting records explaining their 

transactions and financial position333 and internal records of the date and 

nature of trading334
. These must be kept for a period of at least five years335

. 

This duty to maintain proper records extends to trades entered into by a broker 

member on its own accounf36
• 

:
26 

COMMEX Malaysia Floor Procedure 605(f)(iii) to (v). 

3
:: Malaysia Trade Allocation and Confirmation System. 

329 
COMMEX Malaysia Floor Procedure 207. 

330 
COMMEX Malaysia Floor Procedure 608(e). 

331 
COMMEX Malaysia Business Rules 303(a)(iii); 405(a)(iii); 507(a)(iii). 

332 
COMMEX Malaysia Business Rules 206A(b) (ii) (1); 206B(b) (ii) (1); 206C(b) (ii) (1). 

333 
COMMEX Malaysia Business Rules 206A(b)(ii)(2); 206B(b)(ii)(2); 206C(b)(ii)(2). 
COMMEX Malaysia Business Rules 206A(b)(iii)(1); 206B(b)(iii)(1); 206C(b)(iii)(1); 

507(c)(l). 
334 

COMMEX Malaysia Business Rules 206A(b)(iii)(2); 206B(b)(iii)(2); 206C(b)(iii)(2); 
507(c)(ii). 
335 

COMMEX Malaysia Business Rules 206A(b)(iii)(1) and {2); 206B(b)(iii}{1) and {2); 
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• KLOFFE Business Rules 

It is not so imperative to have such a comprehensive audit trail on KLOFFE, as 

trading is computerised. However the rules do provide that a broker 

representative, upon receipt of a client order, must complete and time stamp 

an order form and then immediately enter the order into the market trading 

system337
. The representative must then confirm with the client that the order 

has been successfully filled. 

Trading members must maintain internal records of orders received for a 

minimum period of seven years338
. In addition they must keep proper 

accounting records339
, although, surprisingly for no prescribed period. Local 

members merely have a duty to maintain adequate accounting records of their 

transactions and financial position340
. KLOFFE has expressly reserved the right 

to audit and investigate a member's records, both on a regular and a random 

basis341
, and to vary its record keeping requirements342

. 

9.7 Dispute Resolution and Disciplinary Proceedings 

Section 104 of the Futures Industry Act 1993 states that disputes: 

:
37 

KLOFFE Business Rule 603.3. 

3

38 
KLOFFE Business Rule 601.3 . 

3

39 
KLOFFE Business Rule 601.3(c). 

3 

4° KLOFFE Business Rule 605.1 (g). 

3 

41 
KLOFFE Business Rule 515.1. 

42 
KLOFFE Business Rule 515.2. 
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"(a) between futures brokers; 

(b) between an affiliate and an exchange company; 

(c) between an affiliate and a clearing house; or 

(d) between a futures broker and a client of that broker," 

must first have attempted to seek settlement as provided in the FIA 1993 or the 

exchange and clearing house business rules before court action can be 

commenced. It should be noted that, although comprehensive, the list of 

disputing parties in s.1 04 is not exhaustive. As such certain parties in dispute, 

such as clients and the Commission, and clients and exchanges or the clearing 

house, may be able to proceed direct to litigation, although of course other 

provisions, especially exchange rules, may prohibit this343
• In addition, it should 

be remembered that the contractual relationship (or rather lack of it) between 

the parties in the two aforementioned examples limits much liability between 

them. This is especially the case between clearing house and client. 

The Futures Industry Act 1993 itself makes provision for dispute resolution only 

with regards to the fidelity funds. It is thus necessary to examine the various 

methods available to aggrieved parties. Both exchanges provide for an internal 

dispute resolution system by arbitration344
. 

343 
See below. 

344 
KLOFFE Business Rule 513; COMMEX Malaysia Business Rules Section10 (BR10-

Settlement of Disputes) . 
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9.7.1 COMMEX Malaysia Business Rules 

The rules concerning settlement of disputes are contained in section 1 0 of the 

COMMEX Malaysia Business Rules, with the object of establishing a "fair, 

expeditious and inexpensive procedure" in an attempt to obviate recourse to 

other legal means345
. Of course this has the added advantage from the 

industry's point of view of keeping disputes hidden from public scrutiny. A 

secretariat has been established to administer the section346
, with either the 

Arbitration Panel or the Dispute Committee administering the settlement of 

disputes under it347
• The former will do so only where all parties agree and the 

dispute relates to physical delivery348
• A major difference between these two 

bodies relates to costs. For the Arbitration Panel costs are initially borne 

equally by both parties, whereas costs are initially borne by the claimant for 

claims brought before the Dispute Committee349
• 

Certain transactions, notably those for cash, which are not directly connected 

with exchange contract transactions, are excluded from either type of 

settlement under the section350
• As such it would appear that a situation akin to 

that arising in the Daly51 case would require settlement by the usual legal 

methods. 

:S COMMEX Malaysia Business Rule 1 OOO(a). 

34 

6 
COMMEX Malaysia Business Rule 1 003. 

~ COMMEX Malaysia Business Rule 1005(a). 

34 
COMMEX Malaysia Business Rule 1005(b). 

35

9 
COMMEX Malaysia Business Rule 1007. 

35~ COMMEX Malaysia Business Rule 1001 (b). 
Daly v Sydney Stock Exchange Ltd (1986) 60 AJLR 371. 
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The section goes into considerable detail as to the proper procedure to be 

followed. Parties may not be represented by qualified legal practitioners, unless 

permitted by the arbitrators352
. No strict rules of evidence including the 

Evidence Act 1950 bind the arbitrators353
. There is a ninety-day limitation 

period for claims to be broughe54
• The quorum for the Dispute Committee is 

three members355
, the committee itself comprising the General Manager, two 

ministerially appointed directors and seven member representatives356
• The 

committee may elect to conduct either summary proceedings or a full 

hearing357
• The arbitration panel has its own procedural rules, which are 

somewhat less detailed than those of the Dispute Committee358
. 

All awards made by the arbitrators are final, binding and enforceable359
. 

Appeals from decisions of the arbitrators are made to the Appeal Board360
• This 

board comprises at least three members of the management board. The 

procedure of the Appeal Board is the same as for the Dispute Committee361
• At 

both settlement stages an order for costs may be made in addition to any 

award362
• 

: COMMEX Malaysia Business Rule 1016. 

354 
COMMEX Malaysia Business Rule 1012. 

355 
COMMEX Malaysia Business Rule 1008. 

356 
COMMEX Malaysia Business Rule 1023. 

35 
COMMEX Malaysia Business Rule 107(b). 

~ COMMEX Malaysia Business Rule 1024(a). 

35 
COMMEX Malaysia Business Rule 1019-1022 (PartV). 

~ COMMEX Malaysia Business Rule 1041(a). 

361 
COMMEX Malaysia Business Rules 1031 and 1032. 

36 
COMMEX Malaysia Business Rule 1035(c). 
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9.7.2 KLOFFE Business Rules 

Dispute resolution on KLOFFE is by way of arbitration363
. Arbitrators are 

appointed by the Board on the recommendation of the Business Conduct 

Committee364
• Disputes must first be notified to the Chief Operating Officer365

, 

who decides whether arbitration is appropriate. An appeal against such a 

decision lies with the Business Conduct Committee whose decision is stated to 

be final. Clients will only be entitled to seek arbitration for claims above 

RM5000366
. Claims below that amount will be determined by the Chief 

Operating Officer alone, also with a right to a final appeal to the Business 

Conduct Committee367
. 

As with COMMEX Malaysia, detailed arbitration procedures are laid down in 

the rules. Once more there is provision, in the case of urgent disputes, for the 

arbitrator to modify these368
. The limitation period for KLOFFE disputes is more 

reasonable than that on COMMEX Malaysia, being one year369
. Qualified legal 

practitioners are also prohibited from representing parties370
. Unlike COMMEX 

Malaysia however it appears that the normal Malaysian evidence laws apply371
. 

This appears anomalous as there can be no professional representation, and 

non-practitioners would be unaware of its effect. Arbitration awards below 

: KLOFFE Business Rule 513. 

3 
KLOFFE Business Rule 513.2. 

~ KLOFFE Business Rule 513.3. 

367 
KLOFFE Bus~ness Rule 513.4. 

368 
KLOFFE Busmess Rule 513.5. 

3 
KLOFFE Business Rule 513.10. 

3~
9 

KLOFFE Business Rule 513.7(a). 

37~ KLOFFE Business Rule 513.11. 
KLOFFE Business Rule 513.6. 
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RM1 0000 are final, those above may be subject to an appeal to the Board372
. A 

refusal to comply with a final arbitration award amounts to a major offence373
• 

9.7.3 Further Possibilities 

Section 1 06C Futures Industry Act 1993374 allows the Commission, the 

exchanges and the clearing house to apply to the court for a variety of orders. 

The Commission may do so where a violation of the Act, licence conditions or 

business rules has occurred or is about to occur. The exchanges and clearing 

house may only do so where there has been a breach of the relevant business 

rules. The remedies available include orders equivalent to restraint orders, 

declarations, and injunctions (both prohibitive and mandatory) including 

interlocutory injunctions. Breach of such orders is punishable by a fine of up to 

RMsooooo and/or up to 5 years imprisonment. 

Even without specific mention in the rules, s.27 Arbitration Act 1952 provides 

that an award made under an arbitration agreement375 may, by leave of the 

High Court, be enforced in the same manner as a judgement or order to the 

same effect. There are two ways in which the losing party may prevent the 

enforcement of an award. The first is an active remedy, by having the award 

set aside on permissible grounds, the second is a passive remedy which can 

:
72 

KLOFFE Business Rule 513.16. 

3

73 
KLOFFE Business Rule 51 0.2(n). 

74 

37 
Inserted by s.89 Futures Industry (Amendment) Act 1995 (Act A927). 

5 
Defined in s.2 Arbitration Act 1952 (Act 93), Revised 1972, as "a written agreement 

to submit present or future differences to arbitration, whether an arbitrator is named 
therein or not". 
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take two forms. This would occur where either the award is incapable of 

enforcement due to defects in form or substance or where relief is granted 

outside the arbitrator's jurisdiction. The remedy in such cases is deemed 

passive as the contesting party needs merely to wait until the other party 

attempts to enforce the award. 

The Supreme Court in State Government of Sarawak v Chin Hwa Engineering 

Development Co376 held that there was an active remedy as the arbitrator in 

question had no jurisdiction to decide the validity of an order passed by the 

appellant as it was outside the scope of the arbitration agreement. However, 

as the scope of the arbitration agreement in relation to the futures exchanges 

is so wide, it would be only rarely that a court would reach such a decision. 

Nevertheless it should be recalled that arbitration awards are also potentially 

open to actions for judicial review377
. 

376 
(1995) 3 MLJ 237. 

377 
Cf. supra, p.157 et. seq. 
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1 0. Offences 

"It is appropriate that time should now be spent creating the mechanisms 

to prevent the orgy of futures fraud that was common in the 1980s" 

- David A Chaikin 

10.1 Introduction 

This chapter deals with the general offences found in Part VII of the Futures 

Industry Act (FIA) 19931
• In addition it also attempts to establish the extent to 

which certain other 'bad practices' are prohibited, despite any direct reference 

to them as specific offences. Such practices include churning, frontrunning and 

insider dealing. 

The offences listed in this chapter, and in particular the most serious offences 

of manipulation and fraud, are prohibited for several reasons. These include 

the risk of financial loss to investors, and knock-on effects to producers and 

consumers in general, for example due to increased commodity prices2
. In 

1 
Nb. Ss. 79-84 are in pari materia with ss. 50-55 Futures Trading Act 1986 

(Singapore) except for a minor difference in s.55; section 85 FIA 1993 (Restriction on 
Employee Trading) has already been examined in ch.9.2.5; s.87A FIA 1993 is 
mentioned supra, ch. 7.3; there of course other possible related offences, particularly 
those involving organised crime, for example exchange control and tax frauds, money 
laundering, illegal financing and the imposition of extortionate debts; cf. Chaikin, D.A., 
"Commodity Investment Fraud" 6 Co Law 261. 
2 

This argument is of course less applicable in Malaysia where the only commodity on 
Which futures contracts are substantially traded is Palm Oil. 
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addition they weaken the futures market through decreasing investor 

confidence, liquidity and stabilitl. 

As such the severe penalties that they attract are justified. Section 96 FIA 1993 

sets these at a fine of up to RM500000 and/or up to 5 years imprisonment. 

This is however still far less than for the commission of similar offences under 

the Securities Industry Act 19834
• Section 123(1) of that Act, which has 

recently been amended by s.15 Securities Industry (Amendment) Act (No.2) 

19985 now imposes a maximum fine of RM1 million. The discrepancy between 

the penalties imposed by the two Acts may either be an oversight, or possibly, 

it is submitted, may emphasise the greater political sensitivity of the securities 

industry. 

There has been a distinct lack of recorded decisions concerning these 

offences in either the Malaysian or Australian jurisdictions. As such recourse 

has necessarily been made to an examination of American decisions. It is 

submitted that these should be treated as of the most persuasive character in 

the Malaysian context. 

It should be noted at this point that all of the offences below are applicable to 

'persons'. This will , of course, include all legal persons, notably corporations6
. 

3 
Gunningham, N. , "Futures Market Regulation in Australia- Part I" (1992) 66 ALJ 59, 

62. 

: ~~~! !~~4o) . 
6 

Notably however under the Criminal Justice Act 1993 (UK), companies are not 
rendered criminally liable for insider dealing as this would prohibit brokering 
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If a representative is found guilty of an offence, the broker, fund manager or 

adviser to whom he is attached is also deemed guilty7
. Likewise, if a 

corporation is found guilty of an offence, its officers and representatives who 

were involved in its commission are also deemed guilty8
. It does however 

appear anomalous that offences committed by officers9 are not attributed to 

their employers, as this would both provide additional protection to investors 

and instill a higher standard of internal controls by employers. 

10.2 False Trading 

The offence created by s. 79 FIA 1993 is defined in the following terms 10
: 

"No person shall create or cause to be created or do anything that is 

calculated to create a false or misleading appearance of active trading 

in futures contracts on a futures market or a false or misleading 

appearance with respect to the market for, or the price of trading in 

futures contracts on the futures market." 

This corresponds to the offence created by s.1260(1) Corporations Law 

(Australia). Section 1260 as a whole, however goes further by additionally 

departments in financial conglomerates, due to information behind 'Chinese Walls '. 
Such companies may however still be theoretically prosecuted for the crime of 

;H~m1:~~~:r compliance Reporter, 1" June 1998, 9). 

9 
As opposed to representatives. 

10 Nb. In US v La Mantia [1977-1980 Transfer Binder] Com FLR (CCH) ~ 20,667 
(N.D.III.1978) the District Court held that the equivalent US law prohibiting 'fictitious 
trading was so vague as to be unconstitutional! 
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prohibiting, in s. 1260(2), a person from maintaining, inflating, depressing or 

causing fluctuations in futures prices by means of "any fictitious or artificial 

transactions or devices". 

Section 79 FIA 1993 contains two distinct offences; the first relating to the 

"appearance of active trading"1
\ the second relating to the appearance of "the 

market for, or the price" of contracts 12
. It now appears that the prohibited 

conduct creating such appearances can take place on the markets for 

underlying instruments as well as on the futures market itself13
. 

The omission of any equivalent to s.1260(2) Corporations Law in the 

Malaysian Act, however, appears to give rise to a lacuna by means of which 

traders might be able to escape liability for behaviour that is commonly 

perceived as detrimental to the operation of the market. This becomes 

apparent upon an examination of possible types of behaviour that the 

legislature has attempted to prohibit by the enactment of this section. 

One such activity would appear to be so-called 'wash sales'. These occur 

Where there is a simultaneous purchase and sale of the same futures product 

at or about the same price14
. In the US the CFTC look for a purchase and sale 

of the same delivery month of the same futures contract at the same (or 

:~ Corresponding to s.1260(1 )(a) Corporations Law (Australia). 

1 
Corresponding to s.1260(1 )(b) Corporations Law (Australia). 

3 
ASC v Nomura International Pic. (1999) 29 ACSR 473, 572. 

14 
Currie, J., Australian Futures Regulation, (1994), 229; ct. Slather v CFTC 834 F.2d 

762 (2d Cir 1987): case dismissed as CFTC had taken conflicting positions on what 
constituted such a trade. 
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similar) price15 and proof that this was done in a non-competitive manner16
. 

The wording of s. 79, lacking the precision of s.1260(2) might make it in 

practice more difficult to prosecute traders. This is because an accused person 

might be able to show that his conduct was not in fact 'calculated to create' an 

appearance of active trading, as it would be difficult for the prosecution to show 

beyond reasonable doubt that this was the case 17
• The same criticism applies 

to s.1260(1) Corporations Law. 

This shortcoming would appear to be addressed in Australia by s.1260(2). It 

will be recalled that this subsection prohibits "fictitious or artificial transactions 

or devices" which affect the price of futures contracts. In relation to this 

s.1260(3) Corporations Law acts as an aid to the prosecution in that a 

transaction or device may be deemed "fictitious or artificial" even if the intention 

of the parties is for it "to have effect according to its terms". It should be noted 

however that s.1260(2) would only be breached if such activity did in fact 

"maintain, inflate, depress, or cause fluctuations" in the price of a contract. As 

such it is submitted that s.1260(2) is primarily designed to be read in 

conjunction with s.1259, which prohibits manipulation. 

15 

1 
2 Com FLR (CCH) ~ 24,993 (CFTC, 1991) at 37651 . 

6 
Markham, J.W. , "The Commodity Exchange Monopoly- Reform is Needed" (1991) 

~78 Wash and Lee LR 977, 1032. 
In the recent decision of ASC v Nomura International Pic. (1999) 29 ACSR 473 it 

was held that "conduct 'calculated to create' a false or misleading appearance should 
be construed to refer to conduct intended or designed to create that appearance rather 
than conduct adapted or suited to the creation of such an appearance" (at 573 per 
Sackville J.). On the facts the defendant's activity fell within the former category. 
However this was a civil case, and thus the applicable burden of proof was lower than 
in criminal proceedings. 
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A second activity potentially falling within the scope of s. 79 might be 'cross-

trading'. Such trades, applicable only on an open outcry market, are also 

prohibited by the COMMEX Malaysia Floor Procedure18
, unless specific criteria 

are met including announcement on the trading floor. Cross-trading occurs 

where buy and sell orders at the same price are matched. Such activity 

occurred. on SIMEX shortly before Barings Bank collapsed. 

Barings traders on SIMEX were found trading with each other19
. At the time 

under SIMEX Rule 523 the definition of a cross-trade referred to trades 

executed by a single trader, and thus did not catch such activity. It was 

however caught by Rule 513, which provided "that no bid or offer shall be 

specified for acceptance by a particular trader"20
. Such activity might well 

additionally constitute a breach of s.79, as creating a "false or misleading 

appearance" of trading on the futures market. 

It is apparent that the commission of an offence under s. 79 revolves around 

the phrase "is calculated to" or rather, the element of intention. As will be 

observed late~1 this is particularly difficult to determine in futures transactions 

as the nature of futures contracts is that they enable market participants to 

commit the actus reus of offences such as s.79 with ease. Yet the motivation 

18 
Floor Procedure 615. 

19 L' M 1m, .C.S, and N.N.K. Tan, The Report of the Inspectors appointed by the Minister 
of Finance - Barings Futures (Singapore) Pte. Ltd. - Investigation pursuant to s.231 
Companies Act (Ch.B), (1995) 15.34-15.36. 
:~ Such a provision is also found in COMMEX Malaysia Floor Procedure 622. 

Infra, p. 332. 

309 



for doing so can be anywhere within the spectrum ranging from complete 

innocence, or bona fide intention, to the requisite mens rea. 

It has been suggested that in certain instances 'churning'22 would constitute an 

offence under s.1260(1 )23
, and thus by analogy also under s. 79 of the 

Malaysian Act. The motivation for the dealer to 'churn' is usually assumed to 

be the generation of commission24
. As noted by Currie25 however, this need 

not necessarily be the case. An alternative motivation might be to affect the 

market, and it is in such a case that the commission of an offence under 

s.1260(1) (s. 79 FIA 1993) might take place. In the former case, the same 

author suggests that an alternative action should be brought under s.83 FIA 

1993 (equivalent s.1264)26 for fraud. By analogy he thus seems to suggest that 

s.1260(1) will not be breached. It is submitted that there may in fact be a 

breach in such circumstances as although the main motivation is to generate 

additional commission this necessarily involves the creation of an appearance 

of active trading. It is also submitted that such activity will also, in cases 

involving non-discretionary accounts, constitute an offence under s.84 FIA 

1993 (s.1261 ), which relates to false or misleading statements27
• 

: Cf. i~fra, p. 363 et. seq. . . . . 
Curne, op.cit., 230; as to churnmg constituting an offence under other sect1ons of the 

Corporations Law, cf. Hains, M.G., "Churning and Burning: A Futures Cause of 
Action?" (1989) 63 ALJ 608. 
24 H . I . 
25 

a1ns, oc.c1t. 
Loc.cit, 230. 

26 
Cf. infra, p.345 et. seq. 

27 
Cf. infra, p.353 et. seq. 
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10.3 Bucketlng28 

This offence, contained in s.8029
, in fact comprises two different aspects. First 

it works as a positive requirement for futures brokers to ensure that all futures 

transactions are in fact effected correctly through an exchange. Second it will 

be shown that it has a negative effect in prohibiting non-futures brokers from 

trading in futures contracts, as defined in s.2 FIA 1993. 

Both aspects are to a large extent directed to the same problem. However, as 

will be shown below, s.BO of the Malaysian legislation appears to have a 

secondary aim. The main problem addressed is the perceived need to prevent 

the operation of 'bucket shops'. These have been defined as establishments 

"nominally for the transaction of a stock exchange business, or business of 

similar character, but really for the registration of bets, or wagers, usually for 

small accounts, on the rise or fall of the prices of stock, grain, oil , etc. There 

being no transfer of the stock or commodities nominally dealt in"30 (emphasis 

added). 

In fact it was "[t]he crusade against the bucket shops [that] set the foundation 

for the contract market monopoly that forms the linchpin of ... regulation 

28 
See generally Markham, J.W., Commodities Regulation: Fraud, Manipulation and 

Other Claims, (1997), 138, ch.27; cf. infra, p.388, re. the pending NAREC prosecution. 
29 

"No person shall execute, or hold himself out as having executed, an order for the 
purchase or sale of a futures contract on a futures market without having effected a 
bona fide purchase or sale of the futures contract in accordance with the business 
rules and practices of the futures market"; compare s.1258 Corporations Law 
~Australia). 

0 
Gatewood v North Carolina , 203 U.S. 531, 536 (1906) , Supreme Court; cf. United 

States v Sanders, 696 F. Supp. 327, 330 (N.D. Ill. 1988). 
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over .. . futures"31
. There were two main problems with bucket shops. First there 

was a strong possibility that a customer would not be able to cash any profit as 

trades were fictitious. Second as the 'shops' did not enter into any off-setting 

transaction they were formerly considered illegal gambling as contracts for 

differences32
• Of course the second of these two problems has now been 

overcome by virtue of s. 100 FIA 199333
. The first however remains a valid 

consideration. 

The wording of s.80 would equally appear to outlaw such practices as 

'matched trading'34 which may themselves in turn lead to bucketing. This is 

where bona fide trades are made, but not on-exchange. In practice such trades 

might prove difficult to carry out, particularly on KLOFFE where transactions 

are computerised. It would however still be theoretically possible, particularly 

between brokers themselves. Such inter-broker trades of this nature are 

termed 'accommodation trades'35 and are equally prohibited. 

30 
Gatewood v North Carolina , 203 U.S. 531, 536 (1906), Supreme Court; cf. United 

States vSanders, 696 F. Supp. 327, 330 (N.D. Ill. 1988). 
31 

Markham, J.W., Commodities Regulation: Fraud, Manipulation and Other Claims, 
(1997), 138, ch.27, 27 -14; bucket shops were particularly rife in America prior to, and 
to a certain extent post, the enactment of legislation commencing with the Futures 
Trading Act 1921 . 
32 

Hazen, T.L. , "Rational Investments, Speculation, or Gambling? Derivative Securities 
and Financial Futures and their Effect on the Underlying Capital Markets" (1992) 86 
Nw ULR 987, 1016. 
33 

Cf. supra, p.95 et. seq. 
34 

Eg. Nicholls & Co v Secretary of Agriculture 13 F2d 503, 505 (1st Cir, 1943). 
35 

Eg. CFTC v Jack Savage [1977-79 Transfer Binder] Com FLR (CCH) ~ 20926 (9th 
Cir, 1979). 
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It should be noted at this point that there is a close link between 'bucketing' 

and churning36
. In the latter, excessive trades are entered into usually with a 

view to generating extra commission for the broker, whereas in the former 

trades are carried out 'off-market' and thus without any of the associated costs 

being incurred by the broker, thus also increasing his commission. 'Bucketing' 

like 'churning ' has detrimental effects. First there is the risk that customers 

whose trades are executed off-market will not be protected by safeguards such 

as the backing of the clearing house. Second, and related to the first point, is 

that eff-market transactions are, by definition, not supervised by the 

exchanges, and there may be an increase in systemic risk as a result. 

Prima facie, it appears that the wording of s.80 is superior to that of the 

equivalent s.1258 Corporations Law (Australia). This is because the former 

refers to a person "hold[ing] himself out as having executed" an order, in 

addition to one who actually executes an order. Section 1258 on the other 

hand merely refers to the situation where a broker actually "deal[s] in a futures 

contract". The term "deal" is defined in detail in sections 25 to 28 Corporations 

Law (Australia). 

It is submitted that the term 'execute' or 'executed' utilised in s.80 is to be 

interpreted in line with the definition of the term 'trade' found in section 2C37
• In 

relation to contracts currently traded in Malaysia, this relates to the situation 

where a person: 

36 
Cf. infra, p. 364 et. seq. 

37 
In fact the use of the former terms was, it is submitted, an oversight by the 

legislature in the drafting of the section. 
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(a) enters into, or takes an assignment of, the futures contract, whether 

or not on another person's behalf; 

(b) takes or causes to be taken, action that closes out the futures 

contract, whether or not on another person's behalf; 

and includes where that person: 

(d) offers to do any act referred to in paragraph (a) [or] (b) ... 

(e) induces or attempts to induce any other person to do any act 

referred to in paragraph (a) [or] (b) ... 

This definition is very close to that of the term "dealing" in s.25 Corporations 

Law (Australia). Both refer not merely to actually effecting transactions but also 

to offers to do so. As such what initially appeared to be superior wording in 

s.80 of the Malaysian Act, in fact turns out to be mere repetition. 

Another fundamental difference between s.80 and the equivalent s.1258 is that 

the latter only refers to futures brokers, whereas the former applies to any 

person. The latter, of course needs to be read in conjunction with s.1142 

Corporations Law (Australia) which prohibits anyone other than a licensed 

futures broker from dealing in futures contracts, or holding himself out as 
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carrying on such a business. The equivalent of this section is to be found in 

S.16 FIA 1993. 

It thus appears that an unlicensed person acting as a futures broker, in 

Australia would potentially only be liable under s.1142 Corporations Law 

(Australia) , due to the fact that he is not in fact a futures broker. On the other 

hand, a person acting in a similar capacity in Malaysia would be committing an 

offence under both sections 16 and 80 FIA 1993. This, it is submitted, 

effectiyely doubles the penalty for such activity found in s.16{4). The 

secondary aim of s.80, referred to above, thus becomes apparent. This is to 

further ensure that all dealing is on-market, and as such subject to proper 

supervision and regulation. 

10.4 Dissemination of Information About False Trading 

Section 81 38
, deals with the dissemination of information and makes this an 

offence where it relates to contract price movements caused by the action of a 

person or group which the informer knows involves false trading in breach of 

section 79. The COMMEX Malaysia Business Rules39 similarly prohibit such 

conduct, but in wider terms to extend the offence to informers who "ought 

reasonably to know". This, unlike the statutory offence, imposes a high 

standard on market participants to verify the veracity of information. 

38 
Compare s.1263 Corporations Law (Australia) and s.88 Securities Industry Act 1983 

~Act 280) (Dissemination of information about illegal transactions) . 
9 

Business Rules 206A(c)(l). 206B(c)(l), 206C(c)(l). 2050, 303(b)(vii) and 507(b)(l) . 
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The offence would appear to include improper reporting of trades in a 

discretionary account, and also improper set off trades in order to show better 

trading results, for example not matching trades with the oldest positions 

held40
• As such the offence is particularly applicable to fund managers. 

Section 81 is substantially derived from s.1263 Corporations Law (Australia). 

There are however three of fundamental differences between the two sections. 

First, s.81 relates solely to actions in breach of the false trading offence found 

in s. 79, whereas s.1263 extends to actions in contravention of sections 1259, 

1260, 1261 and 1262 of the Corporations Law41
. These correspond to section 

79 and sections 82 (manipulation) and 84 (false or misleading statements) FIA 

1993. Second, a breach of s.81 is committed where an informer merely has 

knowledge that the action is in breach of s. 79, whereas s.1263 Corporations 

Law is only breached where the informer has himself committed the said 

action, or expects or has received 'consideration or a benefit'42 for 

disseminating the information. Third, the operation of the Australian section is 

restricted to relevant information relating to futures markets solely within that 

jurisdiction, whereas the Malaysian section has no such limitation. Each of 

these differences will be examined below. 

The first-mentioned difference is important as it reduces the range of 

information that is prohibited in Malaysia. It has been noted that there is no 

40 
Bromberg, A.R. and L.D. Lowenfels, Securities Fraud and Commodities Fraud, (2nd 

Ed., 1977), 82,422. 
41 

S.1263(a) . 
42 

S.1263(b)(ii). 
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defence under s.1263 Corporations Law (Australia) for an informant who either 

did not know or could not reasonably be expected to know that the information 

was in breach of sections 1259 to 126243
• It might thus be argued that the 

more limited scope of s.81 FIA 1993 is justified as the offence created by 

s.1263 appears to be rather harsh. However, on closer inspection it can be 

seen that this harshness has already ruled out of s.81 by virtue of the inclusion 

of the phrase "to his [the informant's] knowledge". 

In light of the above it is thus submitted that the limitation of s.81 to information 

arising from a breach of s. 79 alone restricts the opportunity for the authorities 

to stop actors whose conduct falls short of manipulation or itself amounting to 

a false statement. As a result s.81 appears to grant a license to aid and abet 

such activity. It is this author's suggestion that this omission be amended at 

the earliest opportunity by the legislature. 

The second difference between 'knowledge' in s.81 FIA 1993 and 

'consideration or benefit' in s.1263 Corporations Law (Australia), has partly 

been dealt with already. Section 1263 uses the factor of consideration as a 

device to limit liability in preference to providing a defence based on lack of 

knowledge. It is obvious that the 'consideration' limitation is in fact even 

narrower than that of 'knowledge'. For example, the former would prevent an 

informant from being prosecuted even if he had actual knowledge of the fact 

that information was based on a breach of the relevant sections of the 

43 c . . urne, op. c1t., 237. 
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Corporations Law if no consideration could be proved to exist. Proof of such 

consideration would undoubtedly be difficult to obtain as it could easily be 

concealed. As such it is submitted that s.1263 imposes too high a burden on 

the prosecution. Section 81 FIA 1993 is thus to be preferred, as it allows 

innocent informants a defence, whilst not affording the guilty remission on a 

mere evidential technicality. 

In the context of s.81 it is still necessary however to identify the proper burden 

of proof of knowledge. It is submitted that the term should properly be 

interpreted to include only actual knowledge, rather than constructive 

knowledge. This is as it would be unfair to place a duty on all persons to verify 

the innocence of all price information before themselves disseminating it. The 

proper view, it is submitted, is that it is for the regulators themselves to 

investigate, in addition to those who in fact act on such information. The 

inclusion of the latter group accords with the maxim caveat emptor, although in 

the context of the futures market the maxim caveat vendator could equally 

apply, as upon receiving price information a market participant may of course 

either buy or sell futures contracts. As s.81 is a criminal offence it will be for the 

prosecution to prove that the informant has the requisite knowledge, rather 

than for him to prove that he does not. 

The third and final difference between the sections is that relating to 

jurisdiction. By limiting the offence under s.1263 to information relating to 

futures markets within the Australian jurisdiction the Corporations Law has 
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missed a useful opportunity to take account of the international nature of the 

futures markets, and wrong doing related to them. 

It is not beyond the realms of possibility to imagine a situation in which a 

manipulator of the Kuala Lumpur Composite Index (KLCI), for example, 

passes on material to overseas conspirators or agents, with instructions to 

disseminate information to market participants. Such conspirators and agents 

could not be prosecuted under s.1263, as the KLCI is not within the Australian 

Court's jurisdiction. 

The omission of such a limitation in s.81 of the Malaysian Act is thus to be 

treated as a blessing. It could also be viewed as a proactive attempt by the 

Malaysian regulatory system to encourage greater international harmony and 

cooperation between financial markets. This has in fact been taken further with 

regards to the securities industry. Section 88C Securities Industry Act 198344 

expressly extends the offence to conduct occurring outside Malaysia. This 

enforces the previous assertion, and for the sake of clarity the Futures Industry 

Act 1993 should likewise be amended. 

44 
Act 280; as inserted by s. 7 Securities Industry (Amendment) Act (No.2) 1998 (Act A 

1 040) . 
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10.5 Manipulation 

The fear of manipulation has traditionally been one of the most apparent45
, 

particularly to the layman, with regards to the futures market. Despite this pre-

occupation it should be noted that futures market manipulation is not easy as a 

large amount of capital is required46
. 

As will be seen later, defining the type of activities to be prohibited has been 

an extremely difficult task. The main reason for this is that the factors that 

create manipulative price conditions are inherent in the structure of futures 

contracts47
• In fact it could be argued that it should be speculation that is 

limited, as it is frequently in speculators' interest to manipulate the market! In 

addition, there is not necessarily a need for any intention to create a situation 

that appears manipulative. 

Section 82 FIA 1993 states in deceptively simple language that: 

No person shall, directly or indirectly -

(a) manipulate or attempt to manipulate the price of futures contracts 

that may be dealt in on a futures market, or of any underlying 

instrument which is subject of such futures contract; or 

45 
It can in fact be traced back to Ancient Greece! Markham, J.W., "Manipulation of 

Commodity Futures- The Unprosecutable Crime" (1991) 8 Yale J Reg 281, 288, n.3. 
46 

Fischel, D.R. and D.J. Ross, "Should the Law Prohibit "Manipulation" in Financial 
Markets" (1991) 105 Harv LR 503, 547. 
47 

Davidson, G.A. "Squeezes and Corners: A Structural Approach" (1985) 40 Bus LR 
1283, 1284. 
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(b) corner, or attempt to corner, any underlying instrument which is the 

subject of a futures contract. 

This wording is in stark contrast to that of the equivalent s.1259 Corporations 

Law (Australia) which refers to transactions which are "intended to have, or are 

likely to have" the effect of: 

(c) creating an artificial price for dealings in futures contracts on a 

futures market in this jurisdiction; or 

(d) maintaining at a level that is artificial (whether or not it was 

previously artificial) a price for dealings in futures contracts on a 

futures market in this jurisdiction. 

In this part it will be shown that the Malaysian prohibition contains inherent 

problems of language and classification. Although partly addressed as regards 

to ambiguity in the equivalent Australian section, this has been done at the 

expense of restricting otherwise legitimate trading. 

The problem then, essentially, is to determine what type of behaviour amounts 

to a manipulation of the price of a futures contract or its underlying instrument. 

A conclusive answer to this fundamental question is not helped by the dearth 

of decisions on point in Malaysia. Neither are there any decisions on point in 

Australia. 
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One possible source of aid would however be the various exchange rules 

relating to this offence. Unfortunately the offence is only specifically referred to 

in the COMMEX Malaysia Business Rules48 which themselves refer purely to 

"manipulative acts" and as such are of little interpretive use. 

In the light of the above it is necessary to draw on the American experience, 

which although not directly related to the Malaysian regulatory system, does 

provide an insight as to the problems of interpreting the meaning of the term 

"manipulation" and possible regulatory responses to this. In particular it 

provides us with a framework with which to compare the effectiveness of the 

Malaysian anti-manipulation laws. 

The term 'manipulation' usually refers to two particular activities, the "squeeze" 

and the "corner". It has however been suggested that the term in fact includes 

a much wider range of activities such as fraud and false rumours49
. In 

particular Easterbrook states it is a species of fraud50
. This view has however 

met with disapproval from other commentators. Fischel and Ross51
, state that 

manipulation does not depend solely on the intention of the accused, but rather 

on objective criteria (such as a false statement). Purdue52 goes further and 

decries Easterbrook's analysis for stepping beyond the contention that fraud is 

48 
Business Rules 206A(c) (ii), 206B(c) (ii), 206C(c) (ii), 205D(c) (ii), 303(v) (viii) and 

507(b)(ii); the closest parallel in the KLOFFE Business Rules is 601.2(g) which refers 
to "improperly influencing the price". 
49 

Markham, J.W., "Manipulation: The Unprosecutable Crime" (1991) 8 Yale J Reg 281 
50 

Easterbrook, F.H., "Monopoly, Manipulation, and the Regulation of Futures Markets" 
~;986) ~9 J Bus S103 at S106. 

Op. Cit., at 511-512. 
52 

Purdue, W.C., "Manipulation of Futures Markets" (1987) 56 Fordham LR 345, 387. 
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merely one of a number of aspects of manipulation. As the Malaysian 

legislation specifically addresses fraud53
, false trading54 and false statements55 , 

the author will use the term 'manipulation' in its narrower sense. 

The prevention of manipulation has been a pre-eminent aim of the American 

regulatory system since federal regulations were first introduced to regulate the 

commodity futures markets. This stemmed from the popular belief that such 

behaviour was rife from the start of the modern trade in the 1860s. This primal 

fear of manipulation is evidenced by the fact that 60 percent of the CFTC's 

operational expenses are incurred as a result of surveillance dedicated to 

detect manipulatory behaviouf6
. 

The rationale for prohibiting manipulation is instructive, and remains in dispute 

by commentators. The adverse consequences of manipulation include the 

belief that such activity distorts prices, induces uneconomic commodity flows, 

distorts production, storage and transport oecisions, redistributes wealth to the 

manipulator, increases trading costs for others, increases basis risk (harming 

hedgers) and reduces information content of futures prices57
. In addition 

manipulated markets will exhibit the 'traditional badges of manipulation' -

53 
S.83 FIA 1993. 

54 
S. 79 FIA 1993. 

55 
Ss. 84 and 87A FIA 1993. 

56 
Pirrong, S.C., The Economics, Law, and Public Policy of Market Power Manipulation, 

~1996), 5. 
7 Pirrong, S.C., "The Self-Regulation of Commodity Exchanges: The Case of Market 

Manipulation" (1995) 38 J Law & Econ 141, 149. 
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matched orders, wash sales, fictitious accounts and dissemination of false 

information58
, themselves also offences. 

It has however been noted that corners and squeezes may actually increase 

exchange business by exciting speculative interesf9
. There is evidence to 

suggest that exchange members will benefit financially as a result. For 

example in 1910 the price of a seat on the New York Cotton Exchange (NYCE) 

rose from $8000 to $20000 during the infamous Patten corner60
. 

In Malaysia, the well-documented corner of the KLCE in January 198461
, the 

subsequent short-corner by Loo Cheng Ghee and finally the de- and re

registering of 761 disowned lots62 led to the CPO futures market's volume 

virtually drying up. Although it is true that shortly before the long corner 

became apparent trading activity had reached "feverish pitch" this was 

58 
US v Mulheren 938 F 2d 364, 370-371 (2d Cir, 1991). 

59 
Pirrong, S.C., The Economics, Law, and Pubic Policy of Market Power Manipulation , 

~1996), 248. 
0 

Pirrong, ibid. , citing Bouilly, R.W. "The Development of American Cotton Exchanges, 
1870-1916 406, 436 (Ph.D. dissertation, University of Missouri, 1975). 
61 

Tech, B., "KLCE on the Skids", Malaysian Business, (April1984), 10; Yeo, H.Y, 
"Kuala Lumpur Commodity Exchange (KLCE): Case Study of Crude Palm Oil Futures 
Market", in Current Developments in International Securities Commodities and 
Financial Futures Markets, (eds. Koh, K.L., H.H.M. Chan, P.K. Ho and P.N.Pillai), 
~1987), 296. 

2 
Yeo, H.Y., id., 297; cf. Ganda Oil Industries Sdn. Bhd. v KLCE and Anor. [1988] 1 

MW 17 4, and Palm co Holdings Bhd. v Sakkapp Commodities (M) Sdn. Bhd. & Ors. 
[1988] 2 MLJ 624. 
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extremely short-lived63
. No prosecutions were brought, as such conduct was 

not prohibited by the Commodities Trading Act 198064
• 

American legislation65 prohibits manipulation first by only allowing futures 

contracts that are not vulnerable to manipulation to be registered and traded, 

by allowing regulatory bodies to intervene in markets to prevent it66
, and of 

course by making such activity an offence. 

In practice case law and academic analysis has centered purely on commodity 

market manipulation. This is because cash settled contracts are not subject to 

most types of manipulation, namely so-called 'squeezes' and 'corners' as 

these can only occur where there is a limit on the supply of the underlying 

commodity or instrument. As such much of the following analysis will only be 

applicable to the CPO futures contract traded on COMMEX Malaysia. 

In commodity futures supply becomes more inelastic as contract expiration 

approaches, as it can only be increased by diverting other supplies, and thus 

63 
Compare the daily average turnover of 1400 contracts per day in September 1983 

with 122 contracts per day two years previously. By March 1984 turnover was back to 
below 200 contracts per day and this fell to only 13 by November 1984! (Yeo, H.Y., id., 
295, 297 and 298). 
64 

(Act 229). The offence was first introduced as a result by s.72 Commodities Trading 
Act 1985 (Act 324), wef. 1 March 1986 (P.U.(B) 86/86). 
65 

Grain Futures Act 1922 (US), Commodities Exchange Act (US) 1974 7 U.S.C. §§ 1-
25 (1994) and the Commodity Futures Trading Commission Act (US) 1974 7 U.S.C. §§ 
2-22 (1994) . 
66 

Commodity Exchange Act (US), s.8a(9). 
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incurring significant transport costs67
. In addition, substitution is more difficult in 

commodity futures than in other securities. 

It is commonly accepted that the law emerging from the aforesaid analysis is 

"extraordinarily confused". This has been attributed to the fundamental 

difficulty facing judges, regulators and scholars, namely that "drawing a line 

between legitimate trading and trading with manipulative intent is sometimes a 

very difficult task"68
. 

The Commodity Exchange Act (CEA) (US), in a similar vein to the Malaysian 

Futures Industry Act 1993 specifically prohibits corners. This is important, as 

the majority of cases involving manipulative activity in America have in fact 

involved a corner69
• Johnson defines a "corner" as the "control or domination of 

the available supply of a cash commodity ... for the specific purpose of 

influencing market prices of the cash commodity or its related futures 

contract."70
. This emphasis on the cash commodity is apparent from s.82(b) 

FIA 1993 which refers to a person cornering, or attempting to corner, "any 

underlying instrument which is the subject of a futures contract". Corners 

involve the exercise of market power, being a situation in which the open 

interest of an expiring futures contract exceeds the deliverable supply of a 

commodity because longs own and withhold part of the deliverable supply from 

67 Fischel, D.R. and D.J. Ross, "Should the Law Prohibit "Manipulation" in Financial 
Markets?" (1991) 1 05 Harv LR 503, 543. 
68 Kosuga, V. W. (1960) 19 Agric. Dec. 603, 615. 
69 Markham, op. cit., at 390-389 shows that 37 out of 44 manipulation cases brought 
under the CEA (US) involved market power manipulation. 
70 Johnson, P.M., "Commodities Market Manipulation" (1981) 38 Wash and Lee LA 
725, 730 
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the markef1
• Neither the term "manipulation" nor "corner" is defined in the CEA 

(US), likewise the FIA 1993. 

Squeezes are also regarded as falling within the definition of unlawful 

manipulation72
• Davidson73 explains that this is where a trader "acquires "long" 

contracts for a very large quantity of the commodity in relation to the 

deliverable supply and then holds onto his contracts late into the contract 

period, as if he would hold them for delivery. The holders of the short contracts 

cannot find sufficient deliverable supply in the cash market and are therefore 

"squeezed"; they are forced to come to the holder of the long contracts and 

buy their way out of their contractual obligations at high prices". A 'squeeze' is 

a situation in which the open interest of an expiring futures contract exceeds 

the deliverable suppl/4
. Squeezes are rare, although not unknown, in 

securities markets as there is usually only limited short interesf5
. 

The traditional definition of manipulation is "the creation of an artificial price by 

planned action, whether by one man or a group of men"76
• As with the relevant 

Australian legislation, the emphasis is on price artificiality. This definition 

71 
Fischel, D.R. and D.J. Ross, "Should the Law Prohibit "Manipulation" in Financial 

Markets?" (1991) 1 05 Harv LR 503 at 543, n.180. 
72 th . 

Votkart Bros. v Freeman, 311 F.2d 52, 58-59 (5 Crr. 1962). 
73 

Davidson, G.A., "Squeezes and Corners: A Structural Approach" (1985) 40 Bus Law 
1283. 
74 

Fischel and Ross, op. cit., at 543, n.180. 
;: Friedman, op. cit.,45. th . 

General Foods Corp. v Brannan, 170 F.2d 220, 231 (7 Crr. 1948). 
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constitutes a three-part test77
. There must be: 

i) an artificial price; 

ii) caused by the accused trader; 

iii) with the intention of doing so. 

1 0.5.1 Price Artificiality 

The existence of artificial price has traditionally been determined through the 

use of historical price comparisons. In Cargill, Inc. v Hardin78 the Eighth Circuit 

Court of Appeals relied on a combination of factors. First the size of the price 

rise in the last hour of trading prior to expiration, second, the size of the May-

July spread, third, the size of the spread between Kansas City and Chicago 

wheat and finally, the large margin by which the futures price exceeded the 

cash market price. 

This approach has been criticised as no standard was set for determining the 

relationship between deviation and artificialit/9
. As such historical price data 

was ignored by the CFTC commissioners in Indiana Farm Bureau80 and Co:KJ1
• 

77 Johnson, M. and T. Hazen, (1988) 3 Commodities Regulation 32-54; Pirrong, S.C., 
The Economics, Law, and Pubic Policy of Market Power Manipulation, (1996), 153; nb. 
In re Cox [1986-87 Transfer Binder] Com FLR (CCH) ~ 23,786 at 34,061 (CFTC 1987) 
incorporates a four-part test, including 'market dominance' as an additional element to 
those used in the text. 
78 

452 F.2d 1154 (1971). 
79 

Pirrong, op. cit., 154. 
80 In re Indiana Farm Bureau Cooperative Association [1982-1984 Transfer Binder] 
Com FLR (CCH) ~ 21,796, (CFTC 1982). 
81 Cox [1986-87 Transfer Binder] Com FLR (CCH) ~ 23,786 (CFTC 1987). 
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Instead a complete analysis of overall supply and demand conditions82 was 

suggested, as price-variation comparisons could arise in the absence of any 

artificial manipulation. This rejection of historical data is criticised by Pirrong83 

as it does at least provide useful evidence that a particular market may have 

been manipulated. In addition he points out that prices themselves reflect 

supply and demand. 

Purdue distinguishes between two approaches used to identify artificial 

pricing84
• The first examines the relationship with other prices from a set of 

expected price relationships85 in order to determine whether pricing is unusual. 

This appears to be the preferred approach of the courts, and has gained some 

acceptance at least with the CFTC, although more recently the usefulness of 

such comparison has been doubted with the CFTC putting the onus on the 

parties to prove that such evidence is relevant86
• The second interprets price 

as being artificial where it fails to truly reflect demand and supply. This was the 

approach used by the majority in Indiana Farm Bureau87
• Friedman criticises 

this second approach in that an essential function of futures markets is to 

82 
In re Indiana Farm Bureau Cooperative Association [1982-1984 Transfer Binder] 

Com FLR (CCH) ~ 21,796 at 27,287 (CFTC 1982); cf. concurring - Purdue, W.C., 
"Manipulation of Futures markets" (1987) 56 Fordham LR 345; Van Smith, "Preventing 
the Manipulation of Commodity Futures Markets: To Deliver or Not to Deliver?" (1981) 
32 Hastings LJ 1569; Lower, "Disruptions of the Futures Market: A Comment on 
Dealing with Market Manipulation", (1991) 8 Yale J Reg 391; Johnson and Hazen, lac. 
cit. 
83 

Pirrong, op. cit., 155-157. 
84 

At 365. 
85 

Eg. Cargill, Inc v. Hardin, 452 F.2d 1154, 1167 ~81h Cir. 1971 ); Great Western Food 
Distributors, Inc. v Brannan, 201 F.2d 476, 482 (7' Cir. 1953); Volkart Bros., 20 Agric. 
Dec. 306, 334-35 (1961). 
86 

Cox [1986-87 Transfer Binder] Com FLR (CCH) ~ 23,786 at 34,064 (CFTC 1987). 
87 

At 27,288 n.2 (CFTC 1982). 
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incorporate factors other than the "real world" factors of physical supply and 

demand88
, although not to the extent of being "divorced from the actual supply 

and demand"89
. Pirrong also points out that historical comparisons of supply 

and demand will not reflect constant conditions90
• 

Purdue concludes that an historically unusual price alone falls short of proving 

that manipulation has occurred91
• Whatever the usefulness of historical price 

evidence, it can safely be stated that this on its own will not provide sufficient 

proof that manipulation has occurred. In addition it has been suggested that an 

"overly aggressive regulator" might mark certain price shocks as being the 

result of manipulation through the use of a statistical test92
. This might then be 

used to justify intervention, inter alia, to amend prices, although a price change 

alone is unlikely in practice to afford sufficient cover for such action. 

1 0.5.2 Causation 

It must be shown that a trader was capable of causing an artificial price93
. This 

involves a demonstration of market power similar to that in competition law 

cases94
• In order to do so it is necessary to define the relevant market, and to 

prove the ability of the accused to affect the market price. 

880 . p. Cit., 55. 
: Pirrong, op. cit., 160, criticising Lower. 

ld.,159. 
91 

Op. cit., at 369-370; Freidman, R., "Stalking the Squeeze: Understanding 
Commodities Market Manipulations" (1991) 89 Mich LR 30, concurring 55. 
92 p· . 
93 

1rrong, op. c1t., p.158. 
Cargill, Inc v. Hardin , 452 F.2d 1154, 1169. 

94 
Pirrong, op. cit., 160; Freidman, lac. cit. 
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Difficulties have arisen in defining 'deliverable' stock. It has been held by the 

courts to be extremely elastic, that is liable to increase significantly as demand 

rises. In particular it has been found to include stock committed to export 

sales95
• This has been criticised by Pirrong96 due to the fact that rational 

owners of such stock would only sell at high monopolistic prices as they would 

be aware that they would likewise have to pay a similar price to reacquire the 

stock. Likewise it has been found to include stocks capable of being physically 

moved into a deliverable position97
• This too has been criticised as such 

quantities will usually be large enough to make proof of causation virtually 

impossible. 

It has been argued that the question of causation is an intractable one. It is not 

possible to establish whether the long or the short in fact caused the price98
. 

For example in Volkarf9 and Indiana Farm Bureau100 it was found to be the 

shorts, whereas in Cargi/1101 it was the long 102
. The courts have in fact used the 

artifice of 'market dominance' in order to determine this question. It is apparent 

however that such dominance is not in fact necessary to establish 

manipulation 103
. 

95 
Indiana Farm Bureau, loc. cit. 

96 
Op. cit., 161-163. 

97 
Cox, [1986-87 Transfer Binder] Com FLR (CCH) ~ 23,786. 

98 
Purdue, op. cit., 376. 

99 
311 F.2d 52. 

100 
[1982-1984 Transfer Binder] Com FLR (CCH) ~ 21,796 (CFTC 1982). 

101 
452 F.2d 1154. 

102 F . d . ne man, op. crt., 57, n.57. 
103 

Eg. David G. Henner30Agric. Dec.1151 (1971). 
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It has also been shown that market dominance does not even give rise to a 

presumption of manipulation. Purdue states that the mere fact of a large 

position is in itself of no evidential merit, noting that "[a]s the maturity date 

approaches, markets almost always become more concentrated, and the last 

trader in the market will necessarily control 100% of the market"104
• 

In addition Friedman criticises the classical approach to the question of 

dominance for its binary approach in requiring either a strictly affirmative or 

negative answer. He submits that dominance is "inherently a matter of 

degree"105
. He contends that it varies in relation to the amount of the 

commodity that other participants would be able to supply or buyers demand at 

high prices, and on the size of the trader's long position 106
. 

1 0.5.3 Intention 

It has been suggested that many cases of manipulation, especially squeezes, 

have been unintentional107
, in fact being caused by climatic or transportation 

problems or unusually high demand. In addition natural corners sometimes 

arise. Conflicting signals have emerged from American cases as to what 

exactly constitutes intent. 

104 
Op. cit, 378; cf. Cargill, Inc v. Hardin, 452 F.2d 1154, 1169. 

105 0 . 
106 

p. Cit., 53. . 

107 
ld., at 55 and Appendix (p.61) . 
Cargill, Inc v Hardin 452 F.2d at 1162; Volkart Bros., Inc. v Freeman, 311 F.2d at 

59; Great Western Food Distributors v Brannan, 201 F.2d at 479. 
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On the one hand it has been held that intent may only be inferred if a trader 

deliberately "exacerbates the congestion" at expiration of the contract108
• Thus 

in Indiana Farm Bureau109 and Volkhart110 the accused were found to be 

blameless by virtue of the fact that they had merely sought to make the most of 

the existing situation. In particular it was found in Abrams111 that an accused 

manipulator had "done nothing beyond what speculators normally do, and 

indeed must do to make markets function". Neither does concealment amount 

to intent, as it is necessary for a trader to profit from his ability to predict future 

supply and demand112
• On the other hand in Cargi//113 the court held that a 

trader may not exploit a natural squeeze. 

In contrast s.82 FIA 1993 does not refer to intent at all. This omission could 

prove problematic as it is essential for any definition of manipulation and 

cornering to include the element of intent in order to distinguish legitimate 

market activity114
• This is particularly important as the Securities Commission 

has stated that due to low trading volumes "players trading in large volumes 

could exert significant influence over futures prices"115
• Section 1259 

Corporations Law (Australia) does not make intention a necessary element. 

Instead it refers to the "intended ... or ... likely'' effect of price artificiality. This is 

108 
In re Indiana Farm Bureau, op. cit., at 26,285. 

109
1bid. 

110 
Loc. cit. 

111 In re Abrams, [1988-1989 Transfer Binder] 2 Com FLR (CCH) ~24,408 at 35,786 
~CFTC 1989). 

12 
Fischel and Ross, op. cit., 545; Easterbrook, F.H. "Monopoly, Manipulation, and the 

Regulation of Futures Markets" (1986) 59 J Bus, S103, Sll8. 
113 

Loc. cit. 
114

1bid. 
115 Securities Commission Annual Report 1997 
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an objective test. In the absence of any court decision, Currie suggests that 

the relevant standard should be that of the reasonable and experienced 

market observer116
. It is submitted that such an interpretation is to be preferred 

over the subjective approach favoured in the United States. 

Three alternatives thus exist for the Malaysian courts in interpreting this aspect 

of s.82. Either to exclude the necessity of any element of intention in an 

accused manipulator's conduct, or to examine any intention on a subjective 

basisr or to do so on an objective basis. It is submitted that the third alternative 

is preferred. This is firstly in order to identify illegitimate behaviour. Secondly, it 

would also provide a more consistent standard than the subjective basis, by 

which market participants and regulators may judge behaviour. 

One potential problem raised by this third limb of the traditional test is the 

determination of what in fact amounts to intention. It has been noted117 that it 

would be strange if intention referred to the alteration of price in relation to 

supply and demand, as an alleged manipulator is unlikely to have considered 

such an effect. The intention of a manipulator, as with other market 

participants, is to maximise his profit. 

116 
Op, cit. , at 227. 

117 
Purdue, op. cit., 375-6. 
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1 0.5.4 Alternative Legal Approaches 

The traditional test for manipulation has been described as a "rickety three

legged stool, ready to collapse under the slightest weight"118
. Several 

commentators have criticised reliance on evidence of price artificiality in 

particular. Others conclude that no reliable test exists to determine 

manipulative behaviour, and as such regulation should be solely by means of 

ex ante restrictions 119
• 

Van Smith emphasised the paradox of cases such as Volkart Brothers, Inc. v. 

Freeman 120
• Here the appellant firm was found innocent of both manipulation 

and attempted manipulation. The Fifth Circuit court of appeals found that 

Volkart had merely exploited a squeeze, rather than causing it121
• The court 

was of the view that Volkart were merely enforcing their strict legal right by 

insisting on delivery, and if found manipulative this would have excused the 

sellers from performance of their obligations under the contracts. 

The paradox is that Volkart in fact had no reason for holding out for delivery 

other than in order to force the shorts to settle at a high price. Van Smith jumps 

from criticism of the Volkart decision in Cargill, as allowing manipulation by 

I 

squeezes, to the suggestion that there be a rebuttable presumption that ~: 

manipulation had occurred where a trader insisted on delivery after a certain 

118 p· . 175 1rrong, op. c1t., . 
119 

Davidson, "Squeezes and Corners: A Structural Approach" (1985) 40 Bus Law 
1283; Markham, J., "Manipulation: The Unprosecutable Crime" (1991) 8 Yale J Reg 
281. 
120 

311 F.2d 52 (5th Cir. 1962). 
121 

ld., at 59. 
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date122
• Purdue123 refutes this suggestion on two grounds. First that delivery is 

in fact an essential element of the futures markets, and second that Van Smith 

has not in fact solved the problem as of establishing manipulation, but merely 

shifted the burden from prosecutor to trader. 

McDermott sees the essence of a squeeze as being that a trader "buys or 

threatens to take delivery of the same product twice"124
, or rather after he has 

already secured ownership. Such behaviour he states "serves no purpose 

except. .. to hinder or prevent performance and inflate prices to the benefit of 

the long trader on its resale"125
• As such it breaches the common law principle 

of prevention or hindrance of performance of a contract. He argues that by 

negating reliance on establishing a "dominant position", his theory is superior. 

Purdue however criticises McDermott's analysis of the doctrine of hindrance, 

arguing that the doctrine will only apply where it is implicit in the contract126
. 

Secondly she derides the lack of reasons posited as to why a long should not 

insist on a short fulfilling its contractual obligation. 

Purdue herself criticises the focus of the traditional approach on the 

identification of an artificial price. Firstly because it is inadequate to identify 

122 
Van Smith, "Preventing the Manipulation of Commodity Futures markets: To Deliver 

or Not to Deliver?" (1981) 32 Hastings LJ, 1606. 
123 0 . p. Cit., 385-6. 
124 

McDermott, "Defining Manipulation in Commodity futures Trading: The Futures 
Squeeze" (1979) 74 Nw ULR 202, 214. 
125

1bid. 
126 

Purdue, W.C., "Manipulation of Futures Markets: Redefining the Offence" (1987) 56 
Fordham LR 345, 383. 
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unsuccessful attempts to manipulate127
. This is particularly important in the 

Malaysian context as it has been seen that s.82 FIA 1993 specifically refers to 

attempted manipulation. Secondly that it apparently provides a defence for 

manipulators who move prices away from an artificial level128! Her reasoning 

for this was supported in the decision of the Court of Appeals for the 71
h Circuit 

in General Foods Corp. v Brannan129 where the accused manipulators were 

acquitted as their action was aimed at stabilising the price of rye, by 

maintaining it at previous prices. Thirdly the requirement of proving both 

causation and intention potentially triples the number of problems raised. 

In the light of these deficiencie-s Purdue suggests a new "price impacf'130 test, 

drawing an analogy with the concept of predatory pricing in competition or anti

trust law. This classifies manipulation as "any conduct where the anticipated 

profitability of that conduct depends on its affecting the price of the commodity 

traded"131
. This test is certainly more effective than the traditional approach in 

apprehending unsuccessful manipulative conduct132
. In addition, as Friedman 

points out, it is a simple one-part test and is capable of being applied to all 

types of manipulation, be it by misinformation or corners and squeezes 133
. 

127 
ld., 373. 

128 
ld., 374. 

::
9 

170 F.2d 220 (ih Cir. 1948). 
0 

So named by Friedman A.D., "Stalking the Squeeze: Understanding Commodities 
Market Manipulation" (1990) 89 Mich LR 30. 
131 p d . 
13 

ur ue, op. crt., 396. 
2 

As in David G. Henner 30 Agric. Dec. at 1177 where the named defendant bought 
all offers on the market shortly before the close of trade, and then bid for one final 
contract at a highly inflated price as the closing bell rung. His rationale was apparently 
to trigger other traders into believing that a "key reversal" of price had occurred. 
133 F. d rre man, op. cit., 36-37. 

337 



Friedman134 added to Purdue's formula in that he extended her use of the term 

"conduct" to include a failure to act. For as he states it is in fact "the refusal to 

liquidate until the last minute, even though the shorts have no other way out -

that drives the market in the direction he wants" (emphasis added) 135
. 

He goes on to state however that the 'price-impact test' is not of itself sufficient 

to establish manipulation 136
, notably where a participant is an 'ordinary 

monopolist', a market is thinly traded and where a long is trying to unload a 

large position. Friedman focuses on the fact that "the price impact of the 

trader's conduct in exploiting the vulnerability of the shorts to sanctions for 

default must be a but-for cause of the conduct"137
, or alternatively 'but for the 

vulnerability of the shorts, would the trader have acted as he did?' He notes 

that the penalties that would be imposed on a short who defaults are so severe 

that they will nearly always pay the market price rather than default138
. 

Friedman explains the efficacy of his proposed test in the following way. First 

he posits an alternative scenario in which the only sanction imposed on a short 

who defaults is the ordinary contractual measure of damages, namely sufficient 

to put the other party (the long) into the position that he would have been in 

had the contract been properly performed. If a long had no need for the 

physical commodity such damages would probably amount to zero, and in any 

134 F . d . rre man, loc. c1t. 
135 

ld., 37. 
136 

ld., 40. 
137 

ld. 46. 
138 ' 

ld., 47-48. 
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event would be limited to the difference between the price at which the long 

would later sell the produce minus the price of the original contract. 

In such a scenario the rational short, on the other hand, would probably 

choose to breach the contract and pay this minimal level of damages, as 

breach would prove cheaper than delivery. The short would not then be 

vulnerable to the long. On the other hand if the long did in fact have a need for 

the physical, a similar measure of damages would be high, reflecting the 

higher market price at which the long could resell the commodity. This would in 

turn force the short to comply with the contract, as breach would not offer any 

advantages over default. The long would have no incentive to push the price 

above that of ordinary cash commodity contracts. 

From this hypothesis he lays down a new two-part "Modified-Sanctions" test 

comprising of .two questions, each requiring an affirmative answer in order to 

prove a squeeze: 

i) Is there any less restrictive course of conduct that the trader would 

have found preferable to his actual conduct if the actual conduct had in 

fact led to the same price as this less restrictive course? 

ii) If the ordinary measure of contract damages was the only sanction for 

default by a short, would the long have withheld supply to a lesser 

extent than he did? 
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This test of manipulation focuses on a trader's intent as a matter of rationale 

rather than purpose 139
, and thus focuses on the theory that a trader in a 

dominant long position must circumscribe his aim of maximising profits to the 

extent that there are certain factors that must not be exploited. 

Pirrong recommends a new test involving the adoption of new terminology140 

which, however, he admits correlates with the traditional categories of price 

artificiality, causation and intent. First there must exist a high probability that 

competitive interactions between traders did not produce the observed market 

outcomes, thus allowing the inference that it was a trader or traders exercising 

market power. The relevant probability would be calculated through systematic 

empirical examination of price, shipment and receipt, and delivery patterns. 

Second it needs to be determined whether the accused manipulator's conduct 

is consistent with an abuse of market power. This should be done by 

comparing the number of deliveries prevented by the alleged manipulator with 

the number of deliveries taken by other traders of a similar type. In addition it is 

necessary to compare these numbers in previous delivery periods. The focus 

is on the level of similarity between the actual activity and that predicted by the 

manipulation model, rather than a merely trader's ability to manipulate. As such 

there is a presumption that the alleged manipulator will stop an unusually large 

number of deliveries, whilst liquidating a substantial proportion of his position . 

Also that he will stop a large number of deliveries relative to the total number of 

139
1d. 58. 

140 t 

Op. cit., 181. 
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deliveries made. Finally he will liquidate his futures position at a price in excess 

of the units delivered to him. 

Thirdly it must be determined whether any other explanations for such conduct 

are possible. These might include commercial purposes, legitimate hedging, 

tax considerations 141
, and stupidity or ignorance. Each of these explanations 

will be extremely difficult for a manipulator to establish. 

Fischel and Ross argue that manipulation is "self-deterring"142 as it gives shorts 

an incentive to find additional deliverable supplies. In addition, as mentioned 

above, manipulation requires vast amounts of capital. Moreover, so far as 

certain contracts are concerned such as stock index futures and interest rate 

futures, manipulation is unlikely as settlement is for cash and the settlement 

price is determined in a reference market much larger than that of the futures 

Pirrong 144 argues that self-regulation will not prove sufficient to deter 

manipulators. As such he criticises the propositions of several other writers145
• 

141 
Minpeco, S.A. v Conti Commodity Services et al673 F. Supp. 684 (S.D.N.Y. 1987). 

142 
Op. cit., 547. 

143 
Ibid., n.193; the latter is true of the Malaysian futures contracts. 

144 p· 0 1 9 rrrong,op.crt., 4-150. 
145 

Easterbrook, op. cit., S118; Edwards, L.N. and F.R. Edwards, "A Legal and 
Economic Analysis of Manipulation in Futures Markets" (1984) 4 J. Fut Mkts 333; 
Fischel, D.R. "Regulatory Conflict and Entry Regulation of New Futures Contracts" 
(1986) 59 J Bus S85; Fischel and Ross, loc. cit.; Abolafia, M.Y., "Self-Regulation as 
Market Maintenance: An Organization Perspective" in Regulatory Policy and the Social 
Sciences, (Ed. R.G. Noll), (1985), 312; Fischel, D.R. and S.J. Grossman, "Customer 
Protection in Futures and Security Markets" (1984) 4 J Fut Mkts 273; Kyle, AS. 
"Trading Halts and Price Limits" (1988) 7 R Fut Mkts 426; Miller, M.H., Financial 
Innovations and Market Volatility (1991 ). 
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His views stem from an examination of anti-manipulation self-regulatory 

measures, noting that prior to the Grain Futures Act 1922 (US) such 

enforcement was "virtually non-existent"146
. In particular he highlights the 

Chicago Board of Trade's self-regulatory measures against manipulation prior 

to the implementation of relevant federal laws 147
• 

It is apparent from the foregoing that there exist a wide variety of tests 

available to the Malaysian regulators and courts in determining whether 

manipulation has occurred. It is submitted that the traditional test is the most 

likely to be used, despite its drawbacks. This is due to its wide publicity, and 

the number of American decisions in which it has been used. However a ruling 

should be made at the first opportunity in order to inform market participants 

precisely what type of conduct is prohibited, in order that they may act 

accordingly. 

1 0.5.5 Cross-Market Manipulation 

Manipulation may transcend the boundaries of an individual contract market. 

For example, in order to manipulate the KLCI futures contract traded on 

KLOFFE, trading could be conducted on the key stocks dealt on the KLSE 

which make up the index. Such manipulation is known as cross-market 

manipulation 148
. There is no case law on this point, even in Australia. However 

146 0 't 1 p. Cl., 42. 
147

1d., 169-183. 
148 

Cf. Black, A, "Regulating Market Manipulation: Sections 997-999 of the 
Corporations Law" (1996) 70 ALJ 987, 992-3. 
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such behaviour would be unlikely to breach s.85 Securities Industry Act 

1983149
, on stock market manipulations, as this refers purely to ''the price of 

securities of [a] corporation on a stock market in Malaysia". 

In America, the SEC views the threat of such manipulation as real. For 

example it objected to the application for the Standard & Poors Energy Index 

futures contract as the company Exxon constituted fifteen per cent of the 

index. The fear was that inside information on Exxon could be used to profit on 

the futures contrad 50
• 

Such activities would however, it is submitted be caught by s.1259 

Corporations Law (Australia} 151
• This section, dealing with futures market 

manipulation, refers to transactions "whether any of them is a dealing in a 

futures contract or not". This would appear to cover dealings on related 

markets. Likewise, the wording of s.82 FIA 1993 additionally refers to the 

manipulation of "any underlying instrument which is the subject of [a] futures 

contract". The clear words of this section most certainly cover cross-market 

manipulation. To this extent, the relevant Malaysian provision is the clearer of 

the two. However, the Australian section is wider in its ambit, and would also 

149 
As amended by s.17 Securities Industry (Amendment) Act 1998. 

150 
Letter from Fitzsimmons, G.A., Secretary, Securities and Futures Commission to 

David Horner, Director, CFTC Division of Economics and Education (Nov. 29, 1983) 
cited in Brodsky, W .J., "The Globalization of Stock Index Futures: A Summary of the 
Market and Regulatory Developments in Stock Index Futures and the Regulatory 
Hurdles Which Exist for Foreign Stock Index Futures in the United States" (1994) 15 
Nw J lnt'l L & B 248, 290; nb. In Malaysia, Telekom Bhd. comprises over 20% market 
capitalisation of the KLCI! 
151 

Black, op. cit., prefers the view that such activity is "self front-running"; cf. infra, p. 
368 et. seq. 
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allow any other transactions to be prosecuted, for example bribes, or secret 

commissions. It is possible that a similar meaning could be read into the 

Malaysian section, but this would involve broadening the aforesaid definition of 

manipulation to cover these activities as well. This might cause uncertainty for 

market participants. 

The Malaysian section does ultimately appear wider than the Australian 

however in that it does not limit its scope to prohibiting only 'transactions' . 

Thus in Malaysia, several other forms of behaviour, such as falsely proclaiming 

that one is an insider, for example in disseminating price information on the 

internet152
, could also fall within s.82. Indeed this would seem extremely likely 

as s.82 refers to 'indirectly' manipulating contract price. 

In Australia such activities would not fall within s.1259, as they do not 

constitute 'transactions'. They might however still be caught instead by s.1260. 

This targets false trading and market rigging. A parallel is found in s.79 FIA 

1993153
. Two separate actions would thus be able to be brought against such 

activity in Malaysia. 

152 
Cella Ill, J.J. and J.R. Stark, "SEC Enforcement and the Internet: Meeting the 

Challenge of the Next Millenium -A Program for the Eagle and the lnternef' (1997) 52 
Bus Law 815, 826; with regards to securities manipulation on the internet cf. SEC v 
Charles 0. Huttoe, Litigation Release No. 15, 153, 63 S.E.C. Docket (CCH) 427 
~g.o.c. Nov.?, 1996). 

Cf. supra, p. 306 et. seq. 
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10.6 Fraud 

Section 83 FIA 1993154 states that: 

"No person shall, directly or indirectly, in connection with any 

transaction with any other person involving trading in [a] 155 futures 

contract-

(a) employ any device, scheme or artifice to defraud that other 

person; 

(b) engage in any act, practice or course of business which 

operates as a fraud or deception, or is likely to operate as a 

fraud or deception, of that other person; or 

(c) make any false statement of a material fact, or omit to state a 

material fact necessary in order to make the statements made, 

in the light of the circumstances under which they were made, 

not misleading 156
." 

This section is based on. s.1264 Corporations Law (Australia), which is itself 

based on s.4b Commodity Exchange Act (US) 157
• There are however several 

fundamental differences between the Malaysian and Australian sections. 

These will be referred to in the following discussion. 

154 Cf. COMMEX Malaysia Business Rule 303B(v) which also extends to attempt. 
155 This word was omitted from the original, no doubt mistakenly. 
156 This section is virtually identical to s.10b-5 US SEA 1934, and s.87A Securities 
Industry Act 1983 (Act 280}. 
157 

7 usc § 6b. 
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Section 83 essentially makes fraud an offence in relation to the futures 

markets. However, as can be seen from its structure, the section actually 

creates three distinct offences. 

An offence under s.83 may, it appears, be committed by any person who is 

involved in a futures transaction with another. Thus all market participants from 

brokers to novice customers could be potentially caught in its net. This differs 

markedly from s.1264 Corporations Law (Australia), which restricts application 

of the section to brokers, their employees and agents, and those interested or 

concerned in the transaction. In addition to this the latter section only applies to 

broker-client dealing, and continues in paragraph (c) to refer to defrauding the 

client alone. It is thus submitted that a client or customer himself could not be 

prosecuted under the Corporations Law (Australia), but could be under the 

Malaysian Act. This difference might be used to create a wider liability in 

Malaysia. For example it has been suggested158 that a client of broker A 

defrauded by an employee or agent of broker B would not be protected by the 

Corporations Law (Australia). On a literal interpretation of s.83 FIA 1993 

however, such a situation might constitute an offence. 

The reference in s.83 to "any transaction with any other person" might appear 

to limit the scope of the section to situations where a contract has actually 

been entered into, by virtue of the use of the term "transaction", although the 

term is ambiguous. In comparison s.1264 Corporations Law (Australia) uses 

the term "dealing". This word is fully defined in s.25-28 Corporations Law 
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(Australia), and is the equivalent term to "trade"159 in the FIA 1993. It is 

submitted that it would have been preferable to incorporate the latter term 1n 

preference in order to clarify the extent of the relationship between two parties 

necessary in order for an action to be brought under the section. 

The first of the three distinct offences is found in s.83(a). This prohibits "any 

device, scheme or artifice to defraud". It has already been noted above that 

there is no specific reference in the FIA 1993 to the client. Instead reference is 

to "that other person", ie. the party on the other side of the transaction. The FIA 

1993 does however go further than the equivalent in the Corporations Law 

(Australia) by describing the means by which a fraud might be perpetrated. 

It is important to determine the meaning of the term 'defraud' in the Malaysian 

context. 'Fraud' as a general term has a potentially wide scope, but is 

commonly interpreted as occurring where a person obtains a material 

advantage over another through the use of unfair or wrongful means. The term 

is not however limited to situations of wrongful monetary gain or loss 160
. On the 

other hand it is essential that the proper mental element is established161
. 

The classic definition of the mental element of fraud is that of Lord Herschel! in 

Derry v Peek162
. He defined fraud as a false statement "made knowingly, or 

158 c . . 2 urne, op.ctt., 35. 
159 

Defined by s.2C FIA 1993. 
16° Cheang, M., Criminal Law of Malaysia and Singapore: Principles of Liability, (1990), 
52. 
161 

Cf. Allen v Gotch {1883) VLR 371, 375. 
162 

{1889) 14 App. Cas. 337. 
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without belief in its truth, or recklessly, careless whether it be true or false"163
, 

or rather one which the representor did not at the time honestly believe to be 

true. Intention is indeed essential for the offence to be made out, but not 

merely an intention to cause economic loss. Neither need the requisite 

intention be to defraud the particular person in question. In the American case 

of Ernst & Ernst v Hochfelder164 the Supreme Court held that scienter was 

required for the commission of the offence. However the court refused to state 

whether this involved actual intent or merely recklessness. The lower federal 

courts have endorsed this, although the term 'recklessness' itself has not been 

uniformly defined165
• 

The second distinct offence is established by s.83(b) FIA 1993. This appears 

to widen the offence of direct fraud in s.83(a). It applies to "any act, practice or 

course of business". It is not certain whether the use of these three terms are 

meant to be significant in distinguishing the offence in s.83(a) which refers to 

"any device, scheme or artifice". It is submitted that any distinction drawn 

between the two would be artificial. 

The paragraph differs in one significant from the corresponding s.1264(d) 

Corporations Law (Australia), for the latter also refers to a person omitting to 

do an act. On its own this would appear to be a shortcoming in the FIA 1993 as 

163 
ld., at 374. 

164 
425 us 185 (1976). 

165 Mahoney, P.G., "Precaution Costs and the Law of Fraud in Impersonal Markets" 
(1992) 78 Va LR 623, 649; eg. McLean v Alexander 599 F.2d 1190, 1197 & n.12 (3d 
Cir. 1979), Rolf v Blyth, Easman Dillon & Co, 570 F.2d 38, 44-46 (2d Cir), cert. denied, 
439 us 1 039 (1978) 0 
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it would exclude cases where for example a broker, in breach of a client's 

instructions, does not trade a contract for some ulterior motive166
. However, 

this shortcoming might be less real than apparent should the courts be willing 

to give a wide interpretation to the phrase "practice and course of business". 

Section 1264(d) Corporations Law (Australia) does not refer to the term "fraud" 

itself, but talks in terms of knowledge or reckless indifference as to deception. 

This is where s.1264(d) ends. It is submitted that there is in fact no difference 

between paragraphs (c) and (d) of s.1264, other than that it covers omissions 

in addition to positive acts. 

Section 83(b) FIA 1993 however does appear to differ substantially from 

s.83(a), although it contains no element of intention other than that implied by 

the use of the terms "fraud" and "deception". The major difference is that it 

applies to acts "likely" to operate as a fraud. This extends the offence to cases 

in which the fraud has failed, and as such removes any necessity to prove 

damage suffered. It is probable that the "likelihood" of such an outcome would 

be judged objectively. However, it is submitted that this could prove either 

harsh or difficult in its application, for, as noted above any person might commit 

an offence under s.83. Thus it would be harsh to judge a novice customer 

according to the objective standard of the reasonable market participant, and 

difficult to determine any other more appropriate objective standard, for 

example that of the reasonable category of market participant of which the 

accused is a member. 

166 Perhaps as part of a manipulation, or for cash-flow reasons. 

349 



The third distinct offence established by s.83(c) FIA 1993 extends to false 

statements. In this paragraph, surprisingly, the offence is explicitly extended to 

omissions, which by contrast are not covered in the corresponding s.1264(e) 

Corporations Law (Australia). This extension appears anomalous167
. Firstly 

because omissions are not covered in the two preceding paragraphs of the 

section, and secondly because the offence in paragraph (c) makes no 

reference to fraud or intention. As such it appears to create a strict liability 

offence that might be prosecuted without any mental element being 

necessarily proved. Thirdly s.1264(e), which is narrower in .that it only covers 

positive acts, does contain a mental element, namely a requirement of 

"knowledge" or at least "reckless indifference" in the accused. 

On the other hand it could be argued that specific reference to omissions was 

necessary, as it is well known that in general silence does not itself amount to 

a false statement168
. This is accepted, but somewhat misses the point. Namely 

that an offence that can be committed by means of an omission should be 

limited by a suitable mental element in order that the na"lve, and even 

completely innocent, might avoid liability. 

Section 83(c) may be criticised, for by imposing liability on all relevant false 

statements it appears to over-deter "beneficial speech"169
. If a mental element 

167 Although it is repeated with regard to false statements in s.84; cf. infra, p. 350. 
168 Keates v Lord Cadogan (1851) 10 CB 591. 
169 

Mahoney, P.G., op. cit., 648. 
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were incorporated (such as in s.1264 Corporations Law (Australia)) this would 

be avoided as lies cannot be overdeterred! 

A recent American case highlights the type of conduct that may fall foul of s.83. 

In re Grossfeld and Stein 110 the two defendants had blatantly defrauded clients 

whilst working in senior capacities for the Chicago Commodity Corporation 

(CCC) between the years 1984 and 1988. 

This took the form of false statements made both by themselves and their 

associated persons (APs) with their knowledge. These included those made to 

induce customers to open accounts. For example they claimed that CCC was 

an "old, well-established firm" when in fact it had only been operating for a few 

years and that the firm had "extensive research capabilities" even extending to 

experts who "would actually go out into the soybean fields and check the 

condition of the deans themselves" when in fact there was no research 

department171
• In fact Stein went so far as to threaten to fire some APs if they 

actually did any research 172! Further, he instructed the APs to inform 

customers that he was an expert in the relevant markets, when in fact he had 

previously been a car salesman 173! 

In addition potential clients were informed that investors habitually made 

extraordinary profits, when in fact most customers lost money, and likewise 

170 No.89-23 (CFTC Dec.1 0 1996) reported in Sec & Com Lit R, January 8, 1997. 
171 ' ' 

ld., at 3. 
172 

ld., at 7. 
173 

ld. at 6. 
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that risk of loss was minimal174
• This latter form of deception included 

comparisons of futures and options trading to investment in real estate175
• One 

customer in fact was led to believe that he was investing in government 

Such deception continued once a customer had been persuaded to open an 

account. For they were then subjected to statements downplaying the 

significance of risk-disclosure statements, commonly being told to dismiss 

them as a mere formality177
. In addition customers were coached as to the 

responses that they should give to CCC's compliance officers178
. 

The defendants' practices did have very real consequences for investors. This 

is shown by the fact that of a sample of 257 customer accounts that were 

analysed, out-of-pocket losses were over US$2 million. From this figure it was 

estimated that the total losses incurred by CCC's customers between February 

1987 and September 1988 were over US$27 million 179
. 

Both defendants were found guilty of a breach of s.4c(b) of the Commodity 

Exchange Act180
• They were fined US$1.8 million and US$500000 respectively 

by the CFTC. In Malaysia such conduct would, it is submitted, constitute a 

breach of each of the three distinct offences created by s.83. As such the 

174 
ld. at 3-4. 

175 
ld. at 5. 

176 
Ibid. 

177 
Ibid. 

178 
ld., at 5-6. 

179 
I d., at 39-40. 

180 7 U.S.C. § 6c(b) . 
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liability of each defendant could amount to 1 million Ringgit, and/or up to 10 

years imprisonment181
• In addition civil compensation might be payable182

• The 

case demonstrates that fraud is a very real threat in relation to the futures 

market, and as such needs to be dealt with earnestly. It also highlights that a 

proper means of ongoing enforcement is essential in order to deter such 

activities. 

1 0. 7 False Statements 

Section 84 FIA 1993183 prohibits the direct or indirect making of false, 

misleading or deceptive statements where these are to induce trading of a 

futures contract. The prohibition extends to statements that are misleading due 

to an omission. In this context, therefore, silence does amount to a false 

statement184
• 

This creates a strict liability offence, as it seemingly applies to statements 

made in total innocence. To this extent s.84 differs from its equivalent in the 

Corporations Law (Australia), s.1261. The latter requires that an offence is 

only committed if the person making such statement is "recklessly indifferent 

as to whether the statement or information is true or false" or "knows, or ought 

reasonably to know, that the statement is false or misleading". As such liability 

181 S.88 FIA 1993; nb. it is submitted due to the wording of this section ("any of the 
wovisions"), the breach of thre~ subsection~ will still only give rise to ~ si~gle penalty. 
82 S.98 FIA 1993; nb. It is poss1ble that, as rn the US, proof of causat1on IS not 

required (Basic v Levinson 485 US 224 (1988)). 
183 Cf. s.1261 Corporations Law (Australia) and Securities Industry Act 1983 (Act 280); 
compare COMMEX Malaysia Business Rule 303(b)(vi). 
1~ ) S. 18 Contracts Act 1950 (Act 136 . 
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is only incurred for statements fraudulently or negligently made. It is submitted 

that this is to be preferred. 

A person found to be in breach of s.84 is liable to be fined up to RM1 million 

and/or imprisoned for up to ten years. These are extraordinarily harsh 

penalties for ostensibly innocent acts185
• One possible justification available is 

that the existence of strict liability amounts to a deterrent, providing an 

incentive for market participants to exercise a high degree of care before 

publis~ing any relevant statement. 

A second possible justification is that false statements might be used in order 

to manipulate markets 186 and as such are deserving of harsh sanctions, even if 

innocently made, due to the inherent problems of proving any level of intention 

in cases of manipulation. 

10.8 Insider Trading 187 

Even the existence of insider trading as an offence is a thorny issue. It has 

been suggested for example that insider trading in fact benefits society188
, 

185 Nb. the equivalent section in the Futures Trading Act 1986 (Singapore), s.55, 
appears harsher still as it also extends to "attempting to induce". It is submitted 
however that this in fact makes no difference as the essence of the offence is the 
~urpose of the statement, not the result. 
86 Currie, op. cit., 230; Johnson and Hazen, op. cit., 86. 

187 See generally Levmore, S., "Securities and Secrets: Insider Trading and the Law of 
Contracts" (1982} 68 VaL R 117; Summe, P. and K.A.McCoy, "Insider Trading 
Regulation: A Developing State's Perspective" (1998) 5 J Fin Crime 311; Wang, 
W.K.S. and M.l. Steinberg, Insider Trading, Reviewed by Razzano, F.C., (1997) 52 
Bus Law 1431. 
188 The main proponents of this view are James D. Cox, Mark Klock and (to a lesser 
extent) Frank Easterbrook. 
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although the preferred view today is that it does not, as it deters public 

participation in the market place due to the belief that markets are rigged189
• 

The next problem is to determine the proper legal grounds on which the 

offence has been committed. On this point there are two commonly stated 

alternatives. The first is that insider trading represents a breach of fiduciary 

duty to shareholders 190 resulting from the insider-company relationship 191
, as 

such it should not apply to outsiders. The second is that everyone should be 

entitled to equal access to, and concerns the misappropriation of, 

information192
. This view focuses on breach of fiduciary duty to the possessor 

of information, and as such imposes liability regardless of whether the insider 

owed any duty to shareholders. The latter view appears to have prevailed, at 

least in the United States 193
, and now also in Malaysia with regards to 

securities 194
. 

189 Razzano, op. cit., 1432, citing Wong and Steinberg op. cit., ch.1; also, Fischel, D., 
H. Manne and M.B.Fox, "Insider Trading in a Globalizing Market: Who should Regulate 
What?" (1992} Law & Contemp Probs 263, 266. 
190 In the context of securities dealing: eg. Cady Roberts & Co v Securities and 
Exchange Commission 40 SEC 907(1961}. 
191 This is known alternatively as the "special relationship", "traditional" or "classical" 
theory; cf. O'Hagan, 117 S.Ct., 2207. 
192 Eg. SEC v Texas Gulf Sulphur Co, 401 F 2d 833 (1968}, cert denied 394 US 976 
(1969); Shapiro v Merrill Lynch, Pierce, Fenner & Smith Inc, 495 F 2d 228 (US Court of 
Appeals for the 2nd Circuit, 1974); and United States v Carpenter, 791 F 2d 1024 (US 
C of A for the 2nd Circuit, 1986}; US v Chiarella, 445 US 222 (US Supreme Court, 
1980); Dirks vSEC, 463 US 646 (1983} [cited in Carley, op. cit., 436-7]. 
193 The "misappropriation theory" was recently accepted by the US Supreme Court: 
United States v O'Hagan 117 S.Ct. 2199 (1997}. 
194 Cf. ss.89 and 89A-890 Securities Industry Act 1983, as inserted by Securities 
Industry (Amendment) Act 1998, ss.24 and 25. 
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It is possible for different approaches to be taken to counter the negative effect 

of insider trading. For example, disclosure might be made mandatory, rather 

than non-disclosure. The latter, traditional view has however prevailed. A 

related problem to which we shall return at the end of this section, is whether 

not disclosing, or trading on, information might amount to an offence. It is 

submitted that this would not be the case where the "misappropriation theory" 

prevails. This appears to be the case in Malaysia with regards to securities, by 

virtue of s.89E Securities Industry Act 1983. 

Insider dealing, in the widest sense of the term, may occur on a futures market, 

although usually the impact of information on price is likely to be lower than on 

the securities markets. For example dealing on information that a particular 

plantation company is to have a vastly reduced yield, or that a bank needs to 

hedge the interest rate on a large loan, or that two large public listed 

companies are to merge. The reduced price impact reduces the imperative to 

absolutely prohibit trading on such information on the futures markets, as 

opposed to the securities markets. 

Although not named as such, s.86 FIA 1993 deals with that offence known to 

the securities markets as insider dealing 195
. The section prohibits the improper 

195 This was formerly in pari materia with s.90 Securities Industry Act 1983 (Act 280) 
prior to amendment by ss.27 and 28 Securities Industry (Amendment) Act 1998 (Act 
A1017); cf. KLOFFE Rule 601.2(h). It has been argued that the offence described in 
s.86 is merely aimed at preventing abuse of information obtained in an official capacity, 
and as such is distinct from the offence of insider dealing (Gengatharen, A.. 
"Regulating Derivatives in a South-East Asian Market" (1998] JIBL 93, 98). With 
respect, the former is a subset of the latter, and thus any distinction is merely in terms 
of extent; also compare s.132(2) Companies Act 1965 (Act 125). 
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use of 'insider' information for gain. Such information is stated as being that 

which a person holds (a) "by virtue of his capacity or former official capacity"; 

(b) which would not reasonably be disclosed apart from in the proper 

performance of that capacity; and (c) which he knows "is unpublished price-

sensitive information in relation to an underlying instrument which is the subject 

of a futures contract or in relation to the trading in a futures contract"196
. It is 

submitted that the drafting of this section may give rise to problems in that local 

exchange members might fall within its terms, as they will undoubtedly gain 

price information before the public. 

A further distinction needs to be made between actually using inside 

information to trade, and trading whilst in possession of inside information, but 

without making any use of it. This involves a question of causation. It is 

submitted that if insider trading were viewed as a breach of fiduciary duty the 

'insider' would be under a duty to refrain from acting, following the acquisition 

of such information. Although it would not be impossible for a court to 

determine if information had been used, a rule based on 'possession' of 

information however would be easier to apply. It is thus a question of balancing 

certainty against fairness. A 'use' test has been applied in several US cases 197
. 

196 The wording of paragraph (c) avoids the difficulties inherent in a definition of 
"specific confidential information", formerly used in s.89 Securities Industry Act 1983, 
cf. PP v G. Choudhury [1981] 1 MLJ 76, (Singapore CCA); nb. S.89 has now been 
replaced by s.24 Securities Industry (Amendment) Act 1998. 
19 Eg. SEC v Adler [1995-1996 Transfer Binder] Fed. Sec. L. Rep. (CCH) ~ 98,956 
(N.D.Aia.Oct 24); Miller v Pezzani (In re. Worlds of Wonder Securities Litigation) 35 
F.3d 1407 (91h Cir. 1994); see generally Horwich, A, "Possession Versus Use: Is there 
a Causation Element in the Prohibition on Insider Trading?" (1997) 52 Bus Law 1235. 
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It is instructive to note at this point that neither s.86 FIA 1993 nor the 

equivalent provision of the Corporations Law (Australia) make the mere 

disclosure of 'inside information' an offence. The new offence of insider dealing 

in the securities legislation 198 does however contain an 'anti-tipping' provision. 

This prohibits the communication of non-public information regarding a 

company's securities to another person, if the insider knows or should know 

that the other person is likely to engage in securities transactions or is likely to 

induce a third person to buy or to sell securities on his behalf. 

It is necessary to analyse each of the three elements contained in s.86. The 

first problem encountered in s.86(a) is the use of the term "official capacity". 

This term is not defined in the Act. However, the term "officer" is 199
, but in two 

different contexts. First in relation to the Securities Commission200
, and second 

in relation to a corporation201
• Despite the lack of pointers in the Act. it is 

submitted that in line with the equivalent Corporations Law (Australia) the term 

should be construed as relating to officers of corporations. This includes 

directors, secretaries, executives and employees202
, certain receivers and 

managers203
, and certain liquidators204

• 

198 S.89E(3) Securities Industry Act 1983, as inserted by s.25 Securities Industry 
~Amendment) Act 1998; also s.1 002G (3) Corporations Law (Australia). 
99 

S.2 FIA 1993. · 
200 Paragraph (a) of the definition. 
201 Paragraph (b) of the definition. 
202 Paragraph (b)(l) of the definition. 
203 Paragraphs (b)(ii),(aa) and (bb) of the definition. 
204 Paragraphs (b)(iii) and (cc) of the definition. 
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A second point to note is that the term "former official capacity" is left open-

ended. An employee who leaves a corporation, it appears, is thus potentially 

precluded from utilising any price-sensitive information for an indefinite period. 

There seems to be no logical reason for this, and in the equivalent section205 of 

the Corporations Law (Australia) a limitation of six months post-termination is 

included. 

The restriction of the application of s.86 to information held in an "official" or 

"form~r official" capacity is now in marked contrast to the newly revised offence 

of insider trading in the Securities Industry Act 1983206
. This now extends the 

prohibition to "any person who possesses inside information". By virtue of the 

amended 1983 Act, insiders are also now prevented from communicating 

information207
, and the term 'insider' even extends to the 'tippee'208 in contrast 

to the futures legislation209
. It is submitted that these amendments, and the 

lack of similar provisions relating to futures further highlights the reduced 

significance of such trading on the futures markets due to the lower price 

impact of information. 

Section 86(b) helps to identify the relevant information. It applies an objective 

standard, although allowing a measure of flexibility for the court to take into 

account the nature of a defendant's actual post. The Corporations Law 

205 
S.1253(1). 

206 Ss. 89 and 89A to 890, inserted by Securities Industry (Amendment) Act 1998, 
w.e.f. 1 Apri11998; cf. Speech by Dato' Dr. Mohd. Munir Abdul Majid, Chairman of the 
SC, on "Amendments to the Securities Law". 
207 I e. acting as 'tipper'. 
208 S.89E(1) Securities Industry Act 1983 (Act 280). 
209 The latter contrasts with the Corporations Law (Australia), s.1253(3}. 
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(Australia) contains no equivalent to this. To this extent, therefore, the activities 

of potential 'insiders' are less restricted. 

Thirdly section 86(c) applies a subjective standard as to the relevant 

information. The test will in fact be quite difficult for a prosecutor to satisfy. The 

'insider' must know that the information is (i) unpublished, (ii) price-sensitive, 

and (iii) related to the underlying instrument on which a futures contract is 

based or to the contract itself. In addition there is a further objective test to be 

satisfied in identifying relevant information, in that "if generally known it might 

reasonably be expected to affect materially the price of the subject matter''. 

It should be noted that in addition to the differences noted above, the 

Australian approach expressly prohibits all trading by affected persons in 

contracts related to their corporation. It is a form of 'blanket' prohibition. By 

focusing on the person, rather than the information the Corporations Law 

provides a higher degree of certainty. It also aids enforcement. In addition it 

avoids the problems inherent in the Malaysian prohibition of determining the 

relevant information and of interpreting the scope of the term "improper use". 

On the other hand it could be argued that the Australian 'blanket' prohibition is 

unduly restrictive, and might even lead to such consequences as reduced 

market liquidity as such a large number of potential participants might be 

excluded from the market. 

It is submitted that such fears would be unwarranted in light of the fact that, at 

least in the Malaysian market there are in fact only a few companies whose 
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employees might possess information relevant to the futures market. These 

would include (i) companies comprising a significant percentage of the KLCI 

index210
, (ii) companies involved in the palm-oil industry and (iii) certain 

financial institutions. 

As such s.86 appears to be unduly complicated in comparison with the 

Australian law. A final problem with s.86 is that the section appears to apply 

only to legal persons who are also humans, to the exclusion of corporations 

themselves. It would thus appear that although a corporate employee or 

former employee might be prosecuted, a corporation would be immune. This 

point is specifically addressed in the Corporations Law (Australia)211
• The 

omission of such a provision in the Malaysian Act appears unwarranted212
• 

A final point, which deals with prohibitions of insider dealing in general, is that 

it might be possible for an insider who does not trade on relevant information 

to be found to have gained an "indirect advantage". For the insider 

nevertheless allow others to trade by not disclosing the information. This point 

brings us back to the general divergent views mentioned at the beginning of 

this section as to what is the rationale of the offence of insider dealing and 

secondly what is the best means of preventing it. 

210 Eg. Telekom Bhd. and Tenaga Bhd. 
211 

S.1254. 
21 2 But cf. s.99 FIA 1993 re. where the insider is a 'representative'. 
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It is submitted that in such a situation a Malaysian court would be unlikely to 

find an insider to have committed a breach of s.86. This is because the idea of 

an absolute omission giving rise to serious criminal sanctions is anathema to 

the common law. 

Finally the recent amendments to the Securities Industry Act 1983 provide 

additional measures against insider dealing, again in contrast to the futures 

legislation. First, new section 89P213 has extended the offence to cover extra-

territorial conduct. Second, commission of the offence of insider dealing may 

give rise to civil proceedings resulting in an award of damages of up to three 

times the profit made by the inside~14 • It is surprising that the futures 

legislation has not also been amended in the interests of consistency. 

Although the link to the futures market is less direct, and thus possibly more 

infrequent, the dichotomy caused by the new securities provisions may divert 

insider activity to the futures markets in order to avoid the wider jurisdiction 

and tougher sanctions of the securities legislation. 

10.9 Falsification of Records 

The falsification of records relating to the business of an exchange company, a 

clearing house, a futures broker or a futures fund manager is made an offence 

213 Inserted by s.1 o Securities Industry (Amendment) Act (No.2) 1998 (Act A 1 040). 
214 S.90A Securities Industry Act 1983 (Act 280) inserted by s.28 Securities Industry 
(Amendment) Act 1998 (Act 1017). 
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by s. 87 FIA 1993215
• This relates to the destruction, removal or falsification of 

records or similar materials216
• It is also an offence to destroy, conceal or alter 

a relevant book, or to remove it from Malaysia217
. It is apparent that these two 

offences are somewhat overlapping. This results from them being drawn from 

two separate sections of the Corporations Law (Australia). 

Unlike the equivalent sections, 1271 and 1272, of the Corporations Law 

(Austmlia), there is no defence prescribed in s.87218
• The Australian s.1271 (1) 

establishes a defence where intention to defraud, or prevent, delay, or obstruct 

the exercise of authority is proven not to exist. Further, s.1272(2) allows an 

even stronger defence, namely where "it is established that the person acted 

honestly and that in all the circumstances the act or omission constituting the 

offence should be excused". It is submitted that, once again, the omission of 

defences is against the interests of justice. This omission effectively 

criminalises behaviour that is both (i) innocent, and (ii) not necessarily harmful 

to any other person. Once more this is particularly unwarranted in the light of 

the serious sanctions that appl/19
• 

215 Cf. equivalent ss. 1271 and 1272 Corporations Law (Australia); compare new s.38A 
Securities Commission Act 1993 (Act 498), discussed infra, p. 384. 
216 S.87(1 )(b) FIA 1993; cf. s.1272 Corporations Law (Australia) . 
217 S.87(2) FIA 1993; cf. s.1271 Corporations Law (Australia). 
218 This is in contrast to s.87A (False .statements in licence applications, hearings or 
compliance with the Act) which implies the defence of 'reasonable excuse'. 
219 S.87(4) FIA 1993. 
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10.10 Churning 

Churning has been defined as being the situation where "a dealer, acting in his 

own interests and against those of his customer, induces transactions in the 

customer's account which are excessive in size and frequency in the light of 

the character of the account"220
. 

Churning is not specifically prohibited by the futures legislation. However there 

is a consensus that such conduct should be outlawed, stemming from the 

fiduciary duty owed by brokers to their clients. As such churning might 

constitute the commission of a variety of statutory offences dependant upon 

the particular circumstances of the case221
• 

It is possible that churning constitutes a breach of sections 79 (false trading) 222 

and 83 (fraud). In addition s.84 (false or misleading statements) may also be 

breached if a client is induced to trade because of a misrepresentation by the 

broker. It has a/so been suggested that churning might constitute constructive 

fraud223 and breach of fiduciary duty224
• 

Currie225 suggests that the offence committed will depend on the motivation of 

the broker. Thus where the motivation is market-based, s.79 would be 

220 Anon, "Churning by Securities Dealers" (1967} 80 Harvard LR 869, citing Looper & 
Co., 38 S.E.C. 294,296 (1958). 
221 Cf. supra, pp. 309-310 and 312. 
222 This is in similar terms to s.84 Securities Industry Act 1983, as amended by s.16 
Securities Industry Act 1998 (Act 280}, s.16. 
223 

Anon., loc. cit. 
224 Hains, M.G., "Churning and Burning: A Futures Cause of Action" (1989) 63 ALJ 
608. 
225 Op. cit., 230. 
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breached, whereas if the motivation is to profit, the proper action would be one 

for fraud under s.83. 

The activity known as 'churning' occurs when three elements are satisfied226
• 

The first is that there must exist control over an account. This will be fulfilled 

where an account is discretionary, but is more difficult to establish where this is 

not the case. This will be a question of fact, to be determined with regards to 

all the circumstances of the case, including inter alia, the level of the client's 

sophistication, the extent of the client's involvement and the type of contracts 

traded. 

Second, the broker must derive a benefit, such as the generation of 

commission from the trading under examination. This element does not usually 

cause any problem. The third and final element is that it must be proved that 

the broker has conducted an excessive level of trading. This is a difficult 

question of fact. Several different approaches have been utilised in the United 

States in order to establish this element. These have included comparing the 

commission to equity ratio227
, the commission to investment ratio228

, the ratio of 

commission to trading loss229 and the examination of account 'turnover'230
. In 

addition the proportion of short-term ('day' or 'in and out') trades is relevanf31
• 

226 Hains, M.G., op. cit., 609; Anon., op. cit., 871. 
227 Total commission divided by average daily ledger balance; In re Lincolnwood 
Commodities Inc [1982-1984 Transfer Binder] Com FLR (CCH) ~ 21,986. 
228 Total investment divided by total commissions. 
229Parciasepe v Shearson, Hayden, Stone, Inc. 2 Com FLR (CCH) ~ 22,461; cf. 
Lincolnwood at first instance. 
23° Cost of purchases over time divided by the amount invested; Anon, op. cit., 875. 
231 Eg. Lincolnwood. 
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It is thus apparent that the lack of a singularly exclusive and precise test to 

determine whether or not excessive trading has occurred inhibits the 

deterrence of churning232
• It also gives rise to an increase in legal risk for 

participants, as even bona fide transactions might exceed the level of trading 

deemed excessive by the regulators and courts. 

Churning is to some extent further prevented by the obligations imposed on 

brokers by virtue of section 528233
• This, it will be recalled, insists that 

advisers234 have a reasonable basis for recommending trading to a client. An 

adviser will be liable to pay damages to a client who suffers loss caused by his 

advice235 unless he proves that such advice was 'appropriate'236
. In addition 

breach of this section constitutes an offence punishable by a maximum fine of 

RM1 million and/or up to ten years imprisonmenf37
. 

Brokers are faced with a potential problem with regards to s.52B if client 

investment policies are not clear, as it will be difficult for them to establish the 

existence of a 'reasonable basis'. However, it would appear that the standard 

is an objective one. In America repeated breaches of the suitability doctrine 

have resulted in prosecutions for churning238
. 

232 
Anon., op. cit., 874. 

233 Compare the more straightforward wording of KLOFFE Rule 609(c). 
234 By virtue of s.52B(5) FIA 1993 this includes a futures broker, futures fund manager 
or futures trading adviser. 
235 

S.52B(3) FIA 1993. 
236 

S.52B(4) FIA 1993. 
237 

S.56 FIA 1993. 
238 Eg. Thomas Arthur Stewart 20 S.E.C. 196 (1945) . 
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Prosecution for churning by means of the above actions will still afford the 

accused various defences. These may include239 ratification, waiver, estoppel 

by conduct, laches, statutory defences and the exclusion of liability due to the 

lapse of any relevant limitation period240
. Profitable trading of a client account 

has not been allowed as a defence in America241
, although Hains242 suggests 

that it might possibly be successful in Australia if profits are reasonable. This 

appears the more acceptable view. 

As mentioned above damages are available to a client for a breach of s.528. In 

addition this would be the case if a common law action were alternatively 

pursued under for breach of fiduciary duty or constructive fraud. The measure 

of such damages is examined belo~43 . 

Finally, it should be noted that there are important differences between 

securities and futures that must be considered when establishing proof of 

churning. First, futures have a faster inherent turnover, due to their short 

expiration periods. Second, futures are more highly leveraged and therefore 

trades are usually more frequent to realise small gains (in terms of price rise) 

or limit small losses (after small price drops). Third, futures prices may be 

volatile, and fourth , commissions are generally lower per trade for futures. 

239 H . . 619 ams, op. c1t., . 
240 

Nb. 8.98(3) FIA 1993 states that actions for compensation under s.98 may only be 
brought within two years from date of conviction, or from the final disposal of any 

~RP~~C in Fields v Cayman Associates Ltd (Opinion and Order, p.6, n.6); Piskur 
~£pini?n and o.rder, pp. 10-11). . 

Hams, op. c1t., 620; Anon., op. c1t. , 878-9. 
2~ • 

Infra, p. 373. 
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10.11 Frontrunning244 

Frontrunning has been defined as "trading a stock, option, or future while in 

possession of non-public information regarding an imminent block transaction 

that is likely to affect the price of the stock, option or future"245
• 

At least three types of frontrunning have been identified246
• First, there is 

simple frontrunning. This is where a broker receives an order from a client and 

executes a similar order for himself before completing the client's order. The 

broker will then sell his contracts at a profit. As with all forms of frontrunning, 

only client orders which are large enough to move the market will be useful to 

a broker to make a profit in this way. Second is inter- (or cross-) market 

frontrunning. This involves using advance information of trades on the futures 

market to make a virtually risk-free profit on the securities market, and vice 

versa. This form of frontrunning may also involve a broker passing on 

information of price-moving transactions to third parties who will then enter the 

market with large amounts of capital, profit, and compensate the broker by 

means of commission. 

244 See generally Carley, J., "The Future of Frontrunning" (1995) 13 Co &. Sec LJ 434; 
Howard, M.S., "Frontrunning in the Marketplace: A Regulatory Dilemma" (1991) 19 Sec 
Reg W 263. 
245 Carley, ibid.; Lowenfels, L.D. and A.A. Bromberg, "Securities Market Manipulations: 
An Examination and Analysis of Domination and Control, Frontrunning, and Parking" 
~1991) 55 Albany LA 293 at 313. 

46 Howard, op. cit., 264-269. 
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The third type of frontrunning is self-frontrunning. This occurs when a market 

participant trades in both futures contracts and in the underlying instrument at 

the same time. Theoretically this allows such a person to profit twice over from 

his transaction. One problem with this particular form of frontrunning is that it is 

viewed in some quarters as a legitimate practice whereby a participant hedges 

against self-created price fluctuations247
• 

Frontrunning is not explicitly prohibited as a named offence248• However 

frontrunning may constitute an offence by breaching other provisions of the FIA 

1993. Simple frontrunning might be caught by the provisions of s.83, which, it 

will be recalled, prohibit fraudulent activity249
• However it has been noted that 

fraud requires proof of loss by the party defrauded250
. As such prosecution 

under s.83 would prove difficult as a client is unlikely to suffer any foss, 

particularly where a broker's linked-trading is comparatively small251
. It could 

also be argued that "self-frontrunning" and inter-market frontrunning are caught 

by s.82 as forms of manipulation.252
. 

All three types might also be caught by KLOFFE Business Rules 601.1 (d) and 

f(iv) and COMMEX Malaysia Business Rules 303(a) and (b). These state that 

247 
Markham, "'Front-running'- Insider Trading Under the Commodity Exchange Act" 

~1988) 38 Cath UL Rev 69, 78-79. 
48 

This also applies to the Securities Industry legislation; cf. KLOFFE Rule 603.3, 
which although also not explicitly naming the offence, is more direct in its prohibition; 
compare s.37 A Futures Trading Act 1986 (Singapore) which explicitly prohibits it. 
249 

Cf. Currie, op. cit., 237 re. the equivalent s . 12~4 Corporations ~aw (!ustralia) . 
250 

Meagher, Gummow and Lehane, Equity Ooctnnes and Remed1es (3 Edn., 1992), 
~ara . 1210. 

51 Carley, op. cit., 442. 
252 

Black, A., "Regulating Market Manipulation: Sections 997-999 of the Corporations 
Law" (1996) 70 ALJ 987, 992-3. 
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brokers must act so as to maintain the goodwill and public image of the 

exchanges and trade properly, consistent with just and equitable principles. 

The US exchanges commonly rely on their equivalent rules in order to prevent 

and punish such conducf53
. 

Frontrunning in any form is also arguably a form of insider trading, and might 

thus fall foul of s.86. It would be open to a Malaysian court to interpret the 

phrase "official capacity" as applying to the employees of brokers. The FIA 

1993 is superior to the equivalent sections of the Corporations Law (Australia), 

which do not prohibit dealing where information relating to the proposed 

dealing of another corporate body has been obtained in the course of an 

officer's duties254
• As the rationale of the Malaysian prohibition of insider has 

yet to be ascertained it would be open to the court to include self-frontrunning 

within s.86. It should be noted however that in the United States self-

frontrunning does not constitute insider-trading as there is no 'misappropriation 

of information'255
. 

In addition the application of sections 83 and 86 would give rise to practical 

problems of proof. In the former it is necessary to prove that harm has been 

suffered whereas under the latter it is necessary to show that a brokers 
I 

decision to trade arose after the receipt of a client order. Although brokers 

253 CBT Rules 350.05, 500.00, 504.00; KCBT Rules 1131.00, 1173.00; NYME, Ch.B, 
Rules 8.53(F), 8.53(G). 
254 S.1254(3)Corporations Law (Australia). . . 
255 Russo and Vinciguerra, "Financial Innovation and Uncertam Regulation: Selected 
Issues Regarding New Product Developments" (1991) 69 Tex LA 1431, 1529. 
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must ensure that the time of receipt of orders is appropriately recorded256
, it is 

unlikely that a client would notice or recall such timing to the exact minute. 

In addition to these measures, frontrunning is further prevented by virtue of the 

measures imposed by s.54. These relate to the sequence of sending and 

carrying out orders. The section is comparable to s.1266 Corporations Law 

(Australia). This prohibits "dual-trading frauds" whereby brokers take positions 

in the same markets as their clients257
, and is based on fiduciary principles. 

Section 54258 imposes a general requirement that instructions to trade are to 

be sent and carried out (in the case of floor traded contracts) by a broker in the 

sequence that he has received them259
. There is an exception however where 

a broker wishes to trade for his own account. In such cases the broker must 

send known client instructions first before commencing to trade on his own 

accounf60
. The KLOFFE Rules contain provisions corresponding with s.54261

. 

There are however several problems inherent in the application of this section 

with regards to frontrunning . First, and most importantly it does not apply to 

trades executed by a futures broker on a market to which he has direct access, 

but are in fact executed through another broke~62 . For example where a 

broker 'gives up' an order to a local. Second it does not apply to inter-market 

256 S.54(8) (b) FIA 1993. 
257 Carley, op. cit., 434. 
258 The Australian equivalent is s.1266 Corporations Law. 
259 S.54(3) and (6) FIA 1993. 
260 S.54(4) FIA 1993. 
261 KLOFFE Rule 603.3(a). 
262 S.54(1 )(a) FIA 1993; cf. Carley, op. cit., 440. 
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frontrunning, for example where a broker receives a large client KLCI futures 

order, and, rather than executing a similar order in the same contract, instead 

purchases a basket of shares on the KLSE. Thirdly the measure set out in s.54 

apply only to brokers, and as such do not affect such activities as self-

frontrunning by clients. Fourthly s.54(3) refers to "instructions to trade ... at or 

near the market price". It is thus questionable whether this subsection applies 

to client orders such as "stop-loss" orders. These are where a client states in 

advance a price above or below market price at which the broker should trade. 

Several different rationales have been proposed for deterring the practice of 

frontrunning . These are similar to the reasons for the prohibition of insider 

trading noted above, in that frontrunning also relates to the exploitation of 

information that would not have been known but for the perpetrator's position. 

It is apparent however that there is a more direct fiduciary duty involved in the 

context of frontrunning by a broker. 

The better view appears to be, as in the case of insider dealing, that 

arguments stressing the economic efficiency of such activity should be 

discounted. This is especially so for frontrunning as such activity may in fact 

delay the release of information to the market place263
• 

Carley suggests264 "a general prohibition against a broker trading for a house 

account when the broker is in possession of a client's order". To this extent 

frontrunning should be directly prohibited in a way similar to manipulation. He 

263 Carley, op. cit., 439. 
264 ld., 442-443. 
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continues however by prescribing exceptions to the general prohibition if a 

broker can demonstrate that he has no knowledge of client orders. This could 

be done through the creation of 'Chinese walls'265
. A new offence of this nature 

would lead to a reversal of the burden of proof, with the broker having to rebut 

the presumption of knowledge. He submits that this would be appropriate as it 

would be the broker who would be avoiding his fiduciary duty to the clienf66
. In 

order to be effective any offence must apply to other related markets. The 

current classification of contracts thus proves unhelpful. 

In conclusion it appears that the problems inherent in the Corporations Law 

(Australia) have at least partly been addressed by the FIA 1993, in relation to 

frontrunning. However, due to the lack of decisions on the application of this 

section, it is still not certain how a court would in fact interpret and apply s.86. 

The ambiguous language employed should thus be clarified in order to reduce 

the extent of legal risk to which market participants are currently exposed, 

especially with regards to self-frontrunning. 

10.12 Compensation 

Damages are payable to a person suffering loss by a person convicted under 

the FIA 1993, where the loss arises due to "the difference between the price at 

265 This is the practice of placing informational divisions within a business organisation, 
whereby different departments are segregated, and a system implemented to allow a 
diversity of corporate functions whilst maintaining market integrity. 
266 Carley, op. cit., 443. 
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which the trading took place and the price at which it would have been likely to 

have taken place if the contravention had not occurred"267
• 

A victim is to compensated for ''the actual pecuniary loss suffered" by him268
• 

This would appear to cover both trading losses and 'out-of-pocket' expenses. 

Personal actions for compensation under the Act are thus to be preferred to 

actions for breaches of the common law269
• However there may in practice 

develop a tendency for brokers to settle out of court to avoid penalisition and 

adver-se publicitl70
• 

Under the recently amended Securities Industry Act 1983, a party who has 

suffered loss as a result of entering an agreement with a person who has 

committed the offences of either false trading271
, manipulation272

, false 

statements273
, fraudulent inducemenf74 or illegal dissemination275 may be 

subject to civil action, regardless of any criminal prosecution. It is submitted 

that this provision be repeated in the futures legislation for the sake of 

uniformity and a 'level playing field', particularly as the burden of proof is lower 

in civil actions. 

267 S.98(1) FIA 1993; the similar provision in Singapore, s.57(3) Futures Trading Act 
1986 (Cap 116), additionally provides for a two-year limitation period from the date of 
conviction. 
268 S.98(2) FIA 1993; cf. Tye Chwee Hoon v Cayman Commodities (M) Sdn. Bhd. and 
Anor. [1989] 2 MLJ 317, 319; followed [1990] 2 MLJ 23. 
269 Such as breach of fiduciary duty, the tort of deceit or constructive fraud. 
270 Anon, 'Churning by Securities Dealers' (1967) 80 Harvard LR 869. 
271 Cf. s.84 FIA 1993. 
272 Cf. s.85 FIA 1993. 
273 Cf. s.86 FIA 1993. 
274 Cf. s.87 FIA 1993. 
275 Cf. s.88 FIA 1993. 
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1 0.13 Conclusion 

The sections examined above constitute a veritable 'battery' of offences, 

outlawing a wide variety of conduct. Indeed, as a developing country with 

nascent financial markets, the necessity for such an armory of offences might 

well be questioned. By way of contrast the markets of America were not 

subjected to such regulation at a similar stage of development. 

In closely following the provisions of the Australian Corporations Law, the 

Malaysian Futures Industry Act has inherited many of the problems of the 

Australian legislation. In fact in certain instances it seems to have exacerbated 

them, notably by failing to include defences applicable to innocent behaviour. 

To this extent, the Malaysian law has substituted the criterion of certainty in 

place of that of justice. The same does not however apply with regard to 

objectionable behaviour that is not specifically prohibited, such as churning 

and frontrunning, for it is uncertain whether such conduct will in fact be 

prosecuted by the regulators276
. 

The burden of proof that is required for successful prosecution of the offences 

examined in this chapter is that applicable to criminal cases, namely proof 

beyond reasonable doube77
• This is one of the reasons why it has been 

argued that "criminal proceedings bring with them many weaknesses in the 

276 It would in fact appear that ex-ante deterrence at least is employed by the 
Commission and exchanges, IOSCO, Report on the International Regulation of 
Derivatives Markets, Products and Financial Intermediaries, (31 December 1996), 
7(a); cf. infra, pp.380-381 . 
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prosecution of economic crimes"278
• As will be shown in the next chapter, 

prosecution is thus not a straightforward task. As such the recent changes to 

the securities legislation are a welcome development, allowing offenders to 

alternatively or additionally face the prospect of being subject to the lower 

standard of the balance of probabilities applicable in civil actions. Interestingly, 

the chairman of the Securities Commission has been reported as stating that 

derivatives institutions will be advised to amend their internal codes of conduct 

accordingly279
• 

However, particularly with regards to the new civil actions available against 

insiders280
, whereby shareholders can seek disgorgement of up to three times 

the profit made by the insider, the civil action may in fact have a punitive, 

rather than compensatory rationale. It may thus be argued that a civil action is 

not the proper forum for this, as a defendant will not be afforded the procedural 

safeguards of a criminal action. This may result in unnecessary litigation. 

Corporate crime is far more costly in economic terms than street crime281
• It 

thus seems only right that the offences listed above are the subject of hefty 

sanctions. In particular, one should not be surprised at the high level of fines 

277 Likewise in the UK. 
278 Summe, P. and K.A.McCoy, "Insider Trading Regulation: A Developing State's 
Perspective" (1998) 5 J Fin Crime 311, 330 and 327-328. 
279 The Star (Malaysian Newspaper), 2 Apri11998. 
280 S.90A(5) Securities Industry Act 1983 (Act 280), as inserted by s.28 Securities 
Industry (Amendment) Act 1998 (Act A1017). 
281 Snider, L., "The Regulatory Dance: Understanding Reform Processes in Corporate 
Crime" (1991) 191J Soc L 209. 
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laid out in the Futures Industry Act. By way of comparison, the American 

company Drexel Lambert was assessed US$650 million in fines. Drexel's 

employee paid fines of $200 million and placed $400 million in a fund to 

compensate investors, as well as being sentenced to 10 years 

imprisonment282
• 

The sanctions laid out in the legislation are however useless unless the 

regulators have both the will and mechanisms to enforce the relevant law. This 

is the focus of the following chapter. 

Finally, the development of a scheme that precisely identifies violations, such 

as that in part VII of the Act, has ultimately been argued to be futile283
• Such a 

scheme imposes a standard on market participants far in excess of other 

activities. The tolerance for any level of deception is extremely low, whereas a 

similar degree would be treated "as a benign white lie in medical care or mere 

puffery in consumer advertising"284
. 

282 Summe, P. and K.A.McCoy, "Insider Trading Regulation: A Developing State's 
Perspective" (1998) 5 J Fin Crime 311, 318. 
283 Shapiro, S. "Collaring the Crime, Not the Criminal" (1990) 55 Am Soc R 346, 357. 
284 Ibid. 
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11. Surveillance, Investigation and Enforcement 

"There is no point in marvellous rules if they are not enforced" 

- P. Bovey1 

11.1 Introduction 

The term 'enforcement' has been defined as "the consistent application of 

formal rules, including sanctions, to secure compliance with the enabling 

legislation"2
. In the conclusion of the preceding chapter we noted various 

obstacles to the successful enforcement of the futures industry legislation. This 

chapter attempts to identify the ~ethods employed to this end in the Maraysian 

futures markets and to provide an analysis of their effectiveness. 

Enforcement action within the futures markets has four main aims. First to 

prevent unlawful situations arising. Second to gather information on market 

practice. Third to deter future unlawful conduct , and fourth to achieve a 

measure of justice. It is apparent that the deterrent function is implicit in the 

first of these three aims. However it is poignant to note that this function arises 

more from the fear of getting caught rather than the fear of punishment
3

. 

1 "Company Law Lecture- Self-Regulation", 12 Co Law 3. 
2 Snider, L., "The Regulatory Dance: Understanding Reform Processes in Corporate 
Crime" (1991) 191J Soc L 209, 213. 
3 "It is undoubtedly the case that it is the fear of being caught, rather than the severity 
of the punishment, that is the most effective deterrent", Parry, H. and C. Cook, 
"Drawing the Line: Options for Enforcement" in Futures Trading Law and Regulation 
(eds. Parry, H., E.C. Bettelheim, and W. Rees), (1993), 170. 
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The surveillance and investigation of malpractice in the futures industry is a 

particularly complex task. It has been pointed out that "where contributions to 

an illicit task are segmented and particularised, even co-conspirators may be 

unaware of the larger misdeeds to which their seemingly honest efforts 

contribute't4. The victims and witnesses of offences are also often unaware of 

the fact until it is too late. Investigators therefore "are in the unenviable position 

of having to enlist the assistance of their suspects to build a case against them 

once their suspicions are aroused or to relegate the task to insiders, deferring 

to systems of self or individual regulation"5
. 

In addition trustees, individuals and organisations "often manipulate 

organisational structure, chains of responsibility and accountability, and 

reporting procedures to assert their ignorance and escape prosecution'.s. It is 

thus imperative to examine the methods employed in the Malaysian markets to 

counter such practices, and to determine the level 

of success that has been achieved. 

The co-regulatory system employed in futures market regulation in Malaysia 

engenders an interplay of several different enforcement options, primarily split 

between the exchanges and the Securities Commission. In Australia co-

regulation also involves the Immigration Department, the National Crime 

4 Shapiro, S., "Collaring the Crime, not the Criminal" (1990) 55 Am Soc R 346, 353. 
5 1d., 350. 
6 ld., 355. 
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Authority and the Federal Police7
. Similarly in Malaysia both the Attorney 

General's office and the Police are involved. One benefit of such cooperation is 

that it markedly decreases the effect of capture, which might otherwise deter 

the use of certain means of enforcement. 

11.2 Exchange Enforcement 

The exchanges must maintain a programme of financial audit and 

surveUiance8
. This is primarily to ensure that the exchange rules are complied 

with and that the financial integrity of members is maintained. In practice such 

a programme comprises daily market surveillance, surveillance of trading 

member activity and periodic audits, including surprise audits. 

With regard to market surveillance, the exchanges are further required to 

provide the Commission with a weekly market surveillance report. This will 

include information relating to frontrunning and churning, as well as possible 

manipulation in the form of the concentration of positions and unusual trading 

patterns towards contract expiry or at times of important company 

announcements9 . To this end members are also required to furnish the 

exchanges with reports 10
. 

7 Latimer, P., "Futures Market Regulation in Australia: What is it Trying to Achieve?" 
~1990) 13(2) UNSWLJ 370,390. 

IOSCO, Report on the International Regulation of Derivative Markets, Products and 
Financial Intermediaries, (31 December 1996), 4(a); cf. s.10(1)(a)(l) FIA 1993. 
9 ld., 7(a). 
1° Cf. supra, p. 294 et. seq. 
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Surveillance of broker activity is carried out on both exchanges by means of 

the audit trail procedures examined in chapter 9.6.2 above. In addition, on 

COMMEX Malaysia each trading pit is filmed by three video cameras to 

provide a comprehensive record of activity. On KLOFFE surveillance is 

facilitated by the data generated by the KATS computerised trading system. 

Audits are carried out on both a regular and random basis by the exchange 

Audit and Compliance departments. These are designed to ensure the 

financial soundness of members, and in particular to detect fraudulent and 

prohibited behaviour such as the use of segregated client funds. The exchange 

auditors are given important investigative powers in order to maximise their 

utility. 

In practice however a significant proportion of breaches will only be discovered 

following complaints by investors 11
. This is particularly true with regards to the 

suitability rules12
• As such many offences may go undetected. Arguments for 

greater surveillance may however be countered in that a balance must be 

struck between utility and cost, and also by the fact that no method of 

surveillance is likely to be foolproof. 

Where a breach is discovered enforcement action will be taken in accordance 

with the procedures elaborated in chapter 9.7 above. The enforcement process 

may well involve negotiation and bargaining between the accused and the 

11 Interview with Legal Manager, COMMEX Malaysia, 24 February 1999. 
12 Cf. supra, p. 224 et. seq. 
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exchange. Black has noted that the process can be based on either a 

'compliance' model or a 'deterrence' model13
, the former model being 

conciliatory and educational, the latter adversarial. It is apparent that the 

exchanges tend to adopt the former. This will commonly be the case "where 

there is an ongoing relationship between regulator and regulated, and 

particularly where the individuals involved know one another or share a 

common background or outlook"14
, as is the case with the exchanges and their 

members. Where any disciplinary action is taken by an exchange against a 

licensed member it must report relevant details to the Commission within 

seven days 15
. 

11.3 Securities Commission Enforcement 

11.3.1 Surveillance 

Surveillance is conducted in various ways. First there are the aforementioned 

reports and referrals from the exchanges. Second the Commission conducts its 

own surveillance and audit, and third the Commission acts on complaints 

received. It is submitted that in the light of the dearth of actions commenced by 

the Commission with regards to the futures industry, as compared with a 

number of actions leading to disciplinary actions by the exchanges 16
, much of 

13 Black, J.M., "Talking about Regulation" [1998] Pub L 77. 
14 1d., 88. 
15 S. 35(2) FIA 1993; action has indeed been taken, (Interview with Legal manager 
COMMEX Malaysia, 24 February 1999}. 
16 Although empirical evidence is not available, this appears to be the case, (Interview 
with Legal Manager, COMMEX Malaysia, 24 February 1999}. 
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the surveillance function is left to the exchanges as self-regulatory 

organisations. This conclusion may equally be reached with regards to the 

Commission's investigative and punitive functions. 

Further, in 1996 only one out of twenty-one Commission investigation papers 

involved a case under the Futures Industry Act. That involved the licensing of a 

futures broker. There were in fact no complaints from the public concerning 

improper or prohibited practices in trading in futures contracts in that year. In 

1997 five new complaints were received concerning improper or prohibited 

practices in trading in futures contracts. 

11.3.2 Investigative Powers 

Where the Commission decides to proceed to investigate the conduct of a 

market participant it has an impressive array of powers at its disposal. In 

analysing these it is important to keep in mind that the existence of such 

powers highlights the dichotomy between public and private interests; or in 

other words the friction between effective regulation and protection from 

excessive administrative powers 17
. 

17 Kluwer, J., "ASC Investigations and Enforcement: Issues and Initiatives" (1992) 
15(1) UNSWLJ 31; cf. Longo, J.P., "The Powers of Investigation of the Australian 
Securities Commission: Balancing the Interests of Persons and Companies under 
Investigation with Interests of the State", Australian Institute of Criminology Conference 
(March 1992), (1992) 10 Co & Sec LJ 237. 
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The Commission is empowered to appoint any number of investigating 

officers 18
• Such officers are granted wide-ranging powers. These include 

extensive rights of search, inspection and detention of properti 9 (including 

travel documents20
) and extend to effecting forcible entr/1

. The procedure for 

seizing and detaining property has recently been clarified. The procedure 

includes recourse to determination by a Magistrate when the officer is unable 

to determine who is lawfully entitled to any seized propert/2
, but overall 

appears to lack sufficient judicial oversight to prevent misuse of such powers . 

These powers may only be utilised where the investigating officer has "reason 

to believe that an offence has been committed against [the Futures Industry] 

Act"23
. In Australia, with regards to a similar provision, it has been held that an 

investigation may be stayed where the party under investigation proves that 

the relevant suspicion is absenf4
• 

Those obstructing the officers whilst exercising their powers are liable to a 

RM1 million fine and/or five years imprisonmenf5
. New sections 35A and 358 

Securities Commission Act (SCA) 199326 have given similar powers to the 

Commission itself, allowing examination of the books of licensed persons, and 

18 S.35 SCA 1993. 
19 S.36 SCA 1993; repeated in nearly identical terms in s.90 Futures Industry Act 1993. 
20 S.36D SCA 1993 as inserted by s.6 SC(A)A 1998. 
21 S.37 SCA 1993; repeated exactly in s.91 Futures Industry Act 1993. 
22 S.36A(5) SCA 1993. 
23 S.90(2)(b) FIA 1993. 
24 NCSC v Sim (No. 2) (1986} 11 ACLR 171; Sim v NCSC (1988) 13 ACLR 191. 
25 S.36(3) SCA 1993 as amended by s.5 Securities Commission (Amendment) Act 
1998. Previously the figures were RM50000 and three years; nb. The penalty for the 
exact same offence under s.90(4) Futures Industry Act 1993 remains at RM100000 
and three years. There is no apparent reason for this discrepancy. 
26 Added by s.4 Securities Commission (Amendment) Act 1998. 
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in limited circumstances this may also extend to taking possession of such 

materials. In addition new s.38A SCA 199327 imposes an exceptionally high 

level of punishment, namely a fine of up to RM1 0 million and/or 10 years 

imprisonment, on those convicted of destroying, concealing, mutilating, altering 

or conspiring to remove any required records or accounts. 

The officers are also granted extensive powers of examination28
• Examinations 

are oral, and statements can be taken. Of exceptional importance is the 

obligation imposed on an examined person by s.38(2) SCA 199329 to state the 

truth30
. Further, such an individual must "not refuse to answer any question on 

the ground that it tends to incriminate him"31
• In addition harsh sanctions apply 

for failure to attend an examination, refusal to answer a question or providing 

false information32
. The right to silence is thus well and truly absent in this area 

of the law. It is submitted that the eradication of such a basic right would be 

better suited to civil, rather than criminal actions. However this must be 

27 As inserted by s.8 Securities Commission (Amendment) Act 1998. 
26 S.38 SCA 1993; prior to the changes implemented by Securities Commission 
(Amendment) Act 1998 this was repeated exactly (bar the penalty) in s.92 Futures 
Industry Act 1993. 
29 Also s.92(2) Futures Industry Act 1993. 
30 This in itself is no different to the Criminal Procedure Code (FMS Cap 6), s.112(3). 
31 This is similar in effect to s.68(1) Australian Securities Commission Act 1989. 
Contrast s.112(2) Criminal Procedure Code (FMS Cap 6). 
32 S.38(5) SCA 1993, as amended by s. 7(d) Securities Commission (Amendment) Act 
1998 (Act A 1 017) which raised the level of the fine from RM50000 to RM 1 million, and 
the prison term from three to five years; the penalty under the equivalent s.92(5) 
Futures Industry Act 1993 remains at RM100000 and three years imprisonment. Nb. 
There is no equivalent to s.69 Australian Securities Commission Act 1989 which 
makes certain important exceptions with regards to lawyers' professional privilege, nor 
to s.92 of that Act which protects forced informers from civil liability; ct. Kluwer, op. cit., 
37-38. 

385 



weighed against the great difficulty of proving a case should the privilege 

against self-incrimination be allowed33
. 

All such testimony is admissible as evidence before any Court34
• It could be 

argued that this is somewhat dangerous as new s.38(3A) SCA 199335 states 

that examination "shall take place in private" and the person being examined 

may be given directions "about who may be present during the examination". It 

would thus appear that there is no guarantee that a lawyer will be present 

during this time36
. On the other hand it might be argued that this discretion is 

necessary in order to expedite information gathering. The better view is that 

any information so given, where the presence of an attorney has been refused, 

may well prove unreliable. 

S.38(3A) SCA 1993 should be read in conjunction with sections 39E to 39G. 

These state that offences punishable under the securities law are seizable37
, 

allowing the arrest of a suspect without a warrant by a police Inspector, or 

officer of higher rank, or by an investigating officer8
. If an arrest is made by an 

investigating officer then the suspect must be turned over to the police 'without 

33 Nb. A similar provision in fact exists in the Companies Act 1965 creating an 
overriding statutory duty for directors to assist receivers (s.250(4)). Thus they cannot 
plead self-incrimination in answering questions (A similar provision is found in s.236 
Insolvency Act 1986 (UK); cf. Re JeffreyS Levitt Ltd [1992] 2 AllER 509). 
34 S.38{4) SCA 1993; s.92(4) FIA 1993. 
35 Inserted by s. 7(c) Securities Commission (Amendment) Act 1998. 
36 There appears to be no general rule either way, as "[d]ecisions are made on a case 
bl case basis" (SC response to author's questionnaire dated 24 November 1998) . 
3 S.39E SCA 1993. 
38 S.39F SCA 1993. 
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unnecessary delay', thereafter being dealt with under the Criminal Procedure 

Code39
. 

Suspected persons are further disadvantaged by virtue of new s.390 SCA 

1993. This provides for protection of informers, and extends to information 

provided by such persons. Nothing pertaining to the identity of such a person 

or the contents of such information is to be disclosed in any proceedings. The 

only deterrent to the abuse of such protection is that the provision of such 

information with knowledge of its falsity is an offence, punishable by a fine of 

up to RM1 00000 and/or up to 10 years imprisonment40
• In light of the 

aforementioned secrecy however it is difficult to see how this may be proven! 

Such protection is useful in engendering an environment in which persons will 

be more willing to provide incriminating information. It is submitted however 

that the section goes further than is strictly necessary, and indeed this may in 

fact disadvantage any resulting prosecution. For s.390(1) states that "the 

information referred to in the complaint and the identity of the person from 

whom such information is received shall be secret between the officer who 

made the complaint and the person who gave the information". As such it 

would appear that an officer in this position would be unable in any 

circumstances to refer to the information, even if absolutely necessary to the 

conduct of a case. 

39 (FMS, Cap 6); s.39G SCA 1993. 
40 s.39D(4) SCA 1993. 
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This literal interpretation is such that it might seriously inhibit the Commission's 

role. Firstly, in gathering information, and secondly as in any resulting 

prosecution, material evidence must be withheld. This would particularly be the 

case where the information referred to a single, specific, unrepeated incident. 

In such circumstances the difficult question of whether indirect references 

might amount to a breach of the officer's duty of confidentiality arises. It is 

submitted that a better approach might be to allow an officer in this position to 

disclose at least the contents of the information to the Commission's 

investigation team, who should still as a group keep such information secret. 

The Securities Commission's investigative powers will arguably make cases of 

malpractice or manipulation easier to prosecute. The dearth of prosecutions, 

successful or otherwise, thus appears anomalous and open to conjecture. One 

possible explanation however might be that "hard evidence is difficult to obtain. 

Everything is circumstantial"41
• Another on a more censorious note is that 

although the Commission "may have the powers to raid an office ... do they 

know what to look for?"42
. 

11.3.3 Prosecution 

Prosecutions may only be commenced with written consent from the Public 

Prosecutor43 . 8.93(2} Futures Industry Act (FIA} 1993 states that "[a]ny officer 

41 Shanmugam, M., "More Bite; Greater Governance", Malaysian Business, 16 
November 1998, 6, 7. 
42 ld., 10. 
43 8.93(1) FIA 1993; s.39 SCA 1993 . 
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of the Commission authorised in writing by the Chairman of the Commission 

may conduct any prosecution for any offence under this Act". This was 

previously in pari materia with s.39(2) Securities Commission Act (SCA) 1993. 

However the latter has now been deleted by s.9 Securities Commission 

(Amendment) Act 1998. 

The repeal of s.39(2) SCA 1993 followed the decision of the High Court in 

Repco Holdings Bhd. v Public Prosecutor44
• Gopal Sri Ram JCA., sitting as a 

high c_ourt judge found that the subsection was "unconstitutional, void and of 

no effect"45 in that it contravened Article 145(3) of the Federal Constitution. 

That article vests the power of prosecution solely in the Public Prosecutor. The 

judgement is only of prospective effect however, as it would be "a manifest 

injustice to render a retrospective ruling"46
• According to this judgement 

therefore, an officer of the Securities Commission who prosecutes a case must 

first obtain the consent of the Public Prosecutor, and not that of the Chairman 

of the Securities Commission47
• 

In the light of the decision in Repco Holdings, and the subsequent repeal of 

s.39(2) SCA 1993, it appears anomalous that Parliament did not take the 

opportunity to also repeal s.93(2) FIA 1993, which being in the same terms as 

s.39(2} SCA 1993 must also be "unconstitutional". The omission is particularly 

poignant as the Futures Industry (Amendment) Act 1998 and Securities 

44 [1997] 3 MLJ 681; indeed it was referred to in the Bill's explanatory statement. 
45 ld., 691. 
46 ld., 692. 
47 In fact such consent in the form of an authorisation letter from the Attorney General 
was submitted the very next day (3 October 1997}. 

389 



Commission (Amendment) Act 1998 were debated concurrently in Parliament. 

It is submitted that s.93(2} FIA 1993 should be repealed at the earliest 

opportunity. 

The Commission for the first time pressed charges under the FIA 1993 on 16 

March 1997. Twenty two charges of bucketing were brought under s.80 

together with s.99(1), dealing with the guilt of corporations, against North 

American Resources Consultant Sdn. Bhd. (NAREC) and one of the 

company's directors Lew Lee Yin. The trial has not to date been reported. 

Any prosecutions brought by the Commission will not be easy cases, for white-

collar accused persons have legal advantages. First they can afford and retain 

better counsel. Second they have the resources for a successful defence. 

Third, they benefit from economies of scale due to repetitive use of the legal 

system, and fourth, although perhaps not to such a great extent in Malaysia, 

they benefit from the "empathy of judges and other enforcement officials to 

defendants from social backgrounds similar to their own"48
• 

On the other hand prosecution in Malaysia is aided somewhat by the fact that 

jury trials have been abolished49
• The benefit arises as the involvement of 

complex matters in such cases "invariably confuse the jury''50
, and lead to 

longer and more expensive litigation. In the light of the various difficulties, 

48 Shapiro, op. cit., 358. 
49 Criminal Procedure Code {Amendment) Act 1995 {Act A908). 
5° Chaikin, D.A. "Commodity Investment Fraud" 6 Co Law 261, 269. 
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reports of prosecutions are to be eagerly anticipated to conclusively determine 

the efficacy of the Commission. 

11.3.4 Punishment 

The general penalty laid out for offences under the FIA 1993 is a fine of up to 

half a million Ringgit, as well as up to five years imprisonment51
. The 

equivalent under the SCA 1993 is up to Rm1 million and a similar period of 

imprisonment, or RM5000 per day for a continuing offence52
• In addition, most 

important sections of the FIA 1993 include specific provisions concerning 

punishment53
. As a result the general penalties are in fact of little practical 

significance54
. 

Certain problems are faced when it is found necessary to punish a corporation. 

It is impossible to impose a term of imprisonment on a corporation, and this 

seemingly obvious statement is given statutory force by s.39B(1) SCA 1993. 

51 Urn Guan Eng (MP for Kota Melaka) complained that limits on penalties will 
indirectly encourage mischief-makers, and recommended a minimum limit instead 
(Parliamentary Debates, Dewan Rakyat, Official Report, 8th Parliament, 2nd Session, 
24 December 1992, 89-92). 
52 S.39A. 
53 Eg. FIA 1993, 3(2) (Rm 1 m/1 Oyears); s.3B(7) (RM 1 m/1 Oyears); s.6(6) (RM500K/5 
years); s.6A(2) (RM1 m/1 0 years); s.6D(8) (RM500K/5 years); s.13(2) (Re. ss. 
8.9.10,15 and 15A) (RM500K/5 years); s.14(2) (Rm100K/3 years); s.16(4), s.16A, 
s.17, s.18, s.18A, s.19 (RM1 m/1 0 years); s.32 (RM50K/2 years); s.36(5), s.39, s.44 
(RM500K/5 years); s.56 (Re. Part V) (Rm1m/10 years); s.aa (Re. Part VII) (RM1 m/1 0 
years); s.90(4), s.92(5) (Rm1 OOK/3 years); s.94(3), s.95, s.1 02 (RM1 m/1 0 years); 
s.1 05(5) (RM1 OOK/3 years); s.1 06C (Rm500K/5 years). 
54 In fact they only seem to apply to s.35 (Exchange company and clearing house to 
provide assistance to Commission),s.43 (Restriction on auditor's and employee's right 
to divulge certain matters), ss.57 to 78 (Fidelity Fund) and s.1 03 (Amounts to be paid 
for trading in Specified Exchanges) FIA 1993. 
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Punishment is thus restricted to fines. However these tend to be viewed by 

corporations as "a cost of doing business"55
. The level of fines is also an 

important consideration, for even larger fines may "tend to be passed along to 

others"56
. 

Due to these problems and the consequent possibility of a lack of deterrent 

effect the Acts allow for liability to be attributed to officers of the corporation. 

8.398(2) SCA 1993 states that a director, executive officer, employee or 

secretary shall be deemed guilty of the same offence as the corporation. This 

is subject to that person being able to prove that he did not consent to, or 

connive in such activity and that he acted with suitable due diligence in the 

circumstances. 8.99 FIA 1993 applies to a similar group of persons57
. Guilt 

under this section is only attributed to such individuals if they are "by act or 

omission directly or indirectly, concerned in, or a party to, the commission of 

the offence". 

The difference between these two sections may give rise to practical problems 

as the burden of proof is different in each. Under s.39B SCA 1993 guilt is 

assumed, it being for the accused individual to prove his innocence, whereas 

under s.99 FIA 1993 it is for the prosecutor to prove beyond reasonable doubt 

that the individual is proximate to the offence. As a result it will no doubt be 

easier to secure conviction of an individual under the Securities Commission 

55 Shapiro, op. cit., 355 
56 Ibid. 
57 Although it narrowly defines the term 'officer' as directors and those in a similar 
position (s.99(3)) it does also extend to representatives (s.99(1 )). 
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Act rather than the Futures Industry Act58
. It is submitted that this detracts from 

the modern conception of a 'level playing field' for participants in the financial 

markets. This, and the other discrepancies between the two pieces of 

legislation, should be rectified at the earliest opportunity. 

In addition to the criminal penalties imposed by the Futures Industry Act 1993, 

s.98 also imposes liability to pay compensation to those wronged by any 

breach of the Act, subject to a two year limitation period59
. The section applies 

where a person has traded with the wrongdoer and suffered a pecuniary loss 

"of the difference between the price at which trading took place and the price at 

which it would have been likely to have taken place if the contravention had not 

occurred"60
. This wording appears to limit the application of the section to 

offences that have a causal link to the loss suffered. This prevents the section 

amounting to an arbitrary means for disadvantaged investors to avoid a bad 

bargain. 

Section 97 FIA 1993 and s.39C of the SCA 199361 allow for the compounding 

of offences by the Chairman of the Commission with the consent of the Public 

Prosecutor. This applies only to prescribed offences. At present no such 

58 It might of course be argued that offences under the SCA 1993 are more serious 
(being mainly to do with take-overs and mergers) than those under FIA 1993, by citing 
the generally more severe penalties in the former. However the better view is that both 
t~pes of prohibited behaviour are capable of causing dire consequences. 
5 S.98{3) FIA 1993. 
60 S.98(1) FIA 1993. 
61 Inserted by s.1 0 Securities Commission (Amendment) Act 1998. 
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prescription has been made and thus no offences have yet been 

compounded62
. 

By way of comparison, in the absence of futures industry examples we may 

examine the penalties imposed by the courts in two recent prosecutions by the 

Securities Commission under the Securities Industry Act 1983. In Ng Weng 

Fatt the accused was fined RM1 00000 upon conviction on four counts of short 

selling63
• In addition the Commission later revoked his licence after he failed to 

reply to a show cause letter64
. In Chong Kah Kin the accused was fined 

RM300000, or 2 years jail on eight similar charges65
. This punishment was in 

addition to the trading loss of RM154086.75 that he incurred! It is thus 

apparent that the courts both appear to favour financial penalties to custodial 

ones and are willing to impose significant sums as punishment. 

11.4 Conclusion 

Recent events in the securities industry such as the failure of certain security 

houses have led to the perception that regulators have been ineffective66
. The 

major problem facing the regulators is the proper maintenance of the balance 

between legal theory and economic reality. This manifests itself in particular in 

62 SC Response to author's questionnaire, 24 November 1998. 
63 Unreported, JB Sessions Court, 1 October 1997. 
64 1 December 1997. 
65 Unreported, Kuching Sessions Court, 16 December 1996. 
66 IOSCO Emerging Markets Committee, Causes, Effects and Regulatory Implications 
of Financial and Economic Turbulence in Emerging Markets - Interim Report, 
September 1998, 61. 
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the relationship between the Securities Commission and the exchanges as 

SROs. 

As with all large bureaucracies, the Commission is prone to exhibit a conflict of 

form against purpose. This is anathema to the exchanges. As such it may be 

argued that the administrative burden placed on the latter by the former, 

ostensibly for the purpose of regulation, is overly heavy in the light of the 

limited practical cognisance that appears to be taken by the former of material 

so obtained. 

This eventuality is in part due to the pressures placed on the Commission both 

domestically and internationally to at least appear to be maintaining a safe 

investment environment. Thus the lack of prosecutions brought may be due to 

the fact that even if successful these might be interpreted to amount to an 

admittance that such prohibited practices were extant, and further that, at least 

for a certain period, they remained undetected67
. 

Further, the apparent diligence with which the exchanges carry out their 

regulatory role, to the extent of taking action against wrongdoers, should be 

studied in the light that such proceedings are not open to public scrutiny and 

are thus free from the disincentives affecting the Commission. In addition, 

· 
67 Failure to prosecute is not always to be decried for "[l]n some cases of fraud and 
related offences it can be argued that the public interest would best be served not by 
prosecution but by regulatory action" (Royal Commission on Criminal Justice (1993) 
Report (HMSO) Cm 2263, 115; cited in Parry, H., and C. Cook, "Drawing the Line: 
Options for Enforcement" in Futures Trading Law and Regulation, (eds. Parry, H., E.G. 
Bettelheim and W.R. Rees), (1993), 166-167. 
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although empirical evidence is not available, it would appear reasonable to 

argue that punishments imposed by the exchanges are likely not to be overly 

harsh. 

It is apparent from the foregoing that the efficacy of the enforcement of the law 

and business rules affecting the futures industry will be largely tempered by the 

long-term relationships in which the regulators are involved: the Commission 

with the government, the public and international bodies, and the exchanges 

with their members and investors. 

The regulators must ensure that their public and private faces are in practice 

the same. If not they may be open to charges of capture. It is also implicit that 

however strict or lax they are, they must above all ensure consistency of 

treatment. This might be done by means of post-hoc reports or through the use 

of persuasive 'codes of market conduct' along the lines of the Financial 

Services Authority in the United Kingdom68
• The lack of openness as to 

Commission and exchange enforcement dealings prohibits any comment on 

the extent to which these considerations are taken account of. This is in itself 

instructive for ultimately credibility will be enhanced by transparency. 

68 Staple, K and K. Anderson, "Tough New Powers for Regulators", Fin Reg Reporter, 
June 1998, 16, 
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12. Conclusion 

"Over-Regulation is an invisible barrier to invisible exports" 

Paul Newall, Lord Mayor of London 

I~ is by now apparent that the regulation of the futures industry, and its 

implementing legislation, are certainly comprehensive. Much of it too is 

commendable. Indeed the transposition of an essentially Australian framework 

has been carried off with a high degree of success. The absence of recorded 

scandal or systemic breakdown, particularly in the harsh economic climate of 

the past two years may be used to highlight the system's overall effectiveness. 

However certain problems have been observed in the course of this work, 

some stemming from the original material, others from its implementation in 

Malaysia. It is these that shall be the focus of this concluding chapter, in order 

that recommendations for possible improvement may be made. The problems 

may be placed in four major categories: legislation, operations, over-regulation 

and anomalies. 

There are in addition certain drawbacks that are inherent within any rule-based 

regulatory system. In particular rules are "anticipatory, generalised 

abstractions"1 which as such "doom decision making to mediocrity by 

mandating the inaccessibility of excellence"2
. Further it can be argued that they 

1 Black, J.M., "Talking about Regulation" [1998] Pub L 77, 89 
2 Schauer, F., "Formalism" (1988) 97 Yale LJ 509, 539 
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fail at controlling behaviour3
, in particular as there is a certain amount of "moral 

ambivalence" surrounding breach of regulatory rules4
• However, as no 

effective alternative has been established, it is superfluous to dwell on this 

issue. 

12.1 Legislation 

On a technical level there are two initial problems with the Futures Industry 

Act, both of which, to some extent at least, are also solved elsewhere in that 

piece of legislation. It is these solutions which are of particular interest as they 

are to some extent problematic themselves. First there remains some 

ambiguity in the scope of the definition of a futures contract5• As such the 

power of the Minister to prescribe agreements is particularly important, 

although somewhat arbitrarl. Second there is the possible overlap between 

futures, securities and insurance7
. This has been partly solved by s.6E8

, as is 

the problem of ultra vires9
. However that section leaves other potential 

difficulties untouched, in particular that of possible over-regulation where a 

contract falls under two or more different regulatory areas 10
• 

3 Black, loc. cit.; cf. Sunstein, C., "Problems with Rules" (1995) 83 Cal LR 954 
4 Black, op. cit., 87. 
5 Cf. supra, pp. 44-60 and 64-65, esp. pp. 59-60, re. adjustment agreements. 
6 S.2B FIA 1993. 
7 Cf. supra, pp. 65-67 (securities) and 87-88 (insurance). 
8 Cf. supra, p.97 et seq. 
9 Cf. supra, pp. 89-92. 
1° Cf. supra, pp.64-65 and 88. 
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12.2 Operations 

No matter how good a regulatory framework, its effectiveness, particularly in 

engendering investor confidence, may be impeded by political interference. 

This may take many forms. From a market perspective the decision of the 

Securities Commission not to allow currency futures to be traded on the MME 

(as it then was) appears politically motivated and is an example of regulation 

stifling innovation. Further, government restrictions placed on swaps have 

been argued to have led to a depreciation in the value of equities as overseas 

investors tried to hedge their positions 11
• 

Direct political influence is also exhibited in the powers of the Minister of 

Finance to grant and renew broker licences 12
. Such involvement is 

unnecessary, the Securities Commission being better placed to exercise such 

powers. 

Partly due to the aforesaid political influences, there is a perception of the 

ineffectiveness of the regulators, strengthened by the problems of stockbroking 

companies during the recent Asian economic crisis. Even more striking was 

the Repco13 fiasco, which was a humiliation for the Securities Commission. 

Attempts to deflect criticism towards the legislature are ineffectual, as the 

11 IOSCO Emerging Markets Committee, Causes, Effects and Regulatory Implications 
of Financial and Economic Turbulence in Emerging Markets - Interim Report, 
September 1998, 58. 
12 Cf. supra, p.180. 
13 Repco Holdings Bhd. v Public Prosecutor [1997] 3 MLJ 681; cf. supra, p.383. 
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Commission is one of the main contributors to the drafting of securities and 

futures legislation. More embarrassing still is the failure to uniformly eradicate 

the offending section from the futures legislation as well as the securities 

legislation 14
. The latter failure adds strength to the argument for unifying the 

regulatory system along functional lines, discussed below. 

12.3 Over-Regulation 

Over.regulation is to be abhorred, as it is expensive and inefficient, driving 

business to other products or locations. Various accusations of over-regulation 

may be levied against the regulatory system. Those affected include 

sophisticated investors15
, futures market participants in general16 and in 

particular those trading 3-month KLIBOR futures17
, and various parties 

overseas 18
. More generally there is the large number of regulators involved19

, 

and the administrative burden that is placed on market participants and the 

exchanges. This is apparent when contrasted with regulation of other business 

activities20
• It may be argued that this is to be expected as Commission, and 

possibly certain exchange, employees "have incentives to ensure that rules 

which are promulgated provide more work for them"21
• 

14 Cf. supra, pp.389-390. 
15 Cf. supra, p.229. 
16 Due to the concept of exchange membership, cf. supra, p.214. 
17 Cf. supra, p.293. 
18 Cf. supra, pp.1 05-1 08. 
19 Cf. supra, p.154-155 and 213-214. 
2° Cf. supra, p.377. 
21 Fingleton, J. and D. Schoenmaker, The lnternationa/isation of Capital Markets and 
the Regulatory Response, (1992}, 195. 
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In addition in certain areas the law appears overly stricf2
, particularly with 

regards to the absence of defences from certain of the offences23
. The strict 

liability that attaches to certain of the offences is particularly harsh on novice 

investors and market participants24
• It is submitted that the over-regulation of 

the Malaysian futures industry, which mostly stems from measures introduced 

by the Futures Industry (Amendment) Act 1995, may be attributed to the 

propinquity of the Barings debacle25
. 

12.4 Anomalies 

Several anomalies are apparent from the preceding chapters. The most 

striking is the lack of Commission prosecutions, despite being in possession of 

apparently sufficient resources and powers, as well as referrals from the 

exchanges26
. This is particularly disconcerting with regards to the lack of 

initiative to investigate the activities of so-called 'spot commodity' traders who 

are apparently operating in Malaysia unregulated27
. 

Other anomalies are more technical but equally important. These include the 

different penalties applicable for ostensibly the same offences under the 

22 Eg. the open-ended nature of the insider trading offence (s.86 FIA 1993) with 
regards to 'former officials', cf. supra, p.358. 
23 Cf. supra, pp.363 and 375. 
24 Cf. supra, pp.349 and 353. 
25 By way of comparison, the Mures industry in Singapore is to some extent even 
more heavily regulated, eg. the separate regimes for financial futures and commodity 
futures; cf. supra, p. 175 et. seq. 
26 Cf. supra, p.388. 
27 Evidence of this has been gleaned from cold-calls received by the author from such 
undertakings and subsequent official confirmation (Interview with Legal Manager, 
COMMEX Malaysia, 24 February 1999). Empirical data is not however available. 

401 



Futures Industry Act 1993 and the Securities Industry Act 198328
, differing 

burdens of proof9
, and the different phraseology applicable to similar 

offences30
• It is submitted that these should be rectified as soon as possible31

• 

This will entail a move amongst the senior regulators towards functional 

regulation, and will involve interaction between specialists in the respective 

futures and securities industries. 

12.5 Recommendations 

The primary recommendation to enhance the effectiveness of industry 

regulation is, not surprisingly in the light of the foregoing, that the underlying 

framework should be re-targeted towards a functional or objective-based 

approach, rather than an institutional approach. Indeed, "the proliferation of 

new derivative finar.cial products . . . has obviated the once separate 

boundaries between the securities industry and the futures industry"32
• 

Functional regulation removes much of the risk of over-regulation and 

regulatory inconsistencies. It levels the playing field. 

Although some progress has been made in this direction, beginning with the 

formation of the Securities Commission to deal with both securities and futures, 

28 Cf. supra, p. 305. 
29 Cf. supra, pp.374-375 and 392 re. punishment of officers. 
30 Eg. insider dealing; ct. supra, p. 354 et. seq. 
31 As has been done to some extent by the Futures Industry (Amendment) Act 1998, 
s.9; ct. supra, p.246-247. 
32 Russo and Vinciguerra, "Financial Innovation and uncertain Regulation: Selected 
Issues Regarding New Product Developments" (1991) 69 Tex LR 1431, 1436. 
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and the subsequent expansion of its role into the commodity futures markee3, 

weaknesses are still apparent. These have been highlighted above. Falling 

short of a functional regulatory system, but still a positive step, is that of 

rationalisation. On a positive note the industry itself appears proactive towards 

this with the anticipated merger of the two Malaysian futures exchanges in the 

next two to three years, and on a wider level, the mooted possibility of a pan

Asian exchange34
• 

It is submitted that the remaining inertia in the move towards functionality 

stems back to the fear instilled by futures markets, and the concepts of margin 

and leverage, to the uninitiated. Objectively, the legislators should observe, 

inter alia, the similar characteristics of the securities markets, particularly when 

stockbrokers also allow shares to be bought on margin. The move towards 

functionality should ultimately encompass all aspects of the financial and 

monetary system35
. 

The second recommendation is to increase transparency, with a view to boost 

investor confidence. The current lack of transparency is illustrated by s.94 FIA 

1993 and s.43 SCA 199336 which both impose harsh penalties for unauthorised 

disclosures by employees of the regulators37
• These sections alone would be 

33 Nb. also the Securities Industry (Amendment) Act 1998 which removed the 
involvement of the Registrar of Companies from the securities industry. 
34 "Kioffe trades one millionth contract", The Star, 6 August 1998, p.3, quoting KLOFFE 
COO John Duggan. 
35 Taylor, M., "Systemic risk: a worry shared" Fin Reg Report, June 1998, 1, 2 
36 As amended by s.11 Securities Commission (Amendment) Act 1998. 
37 Some measure of secrecy is common amongst international regulators, eg. 
Australian Securities Commission Act 1989, s.127A(2). 
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of little hindrance if more authorisation were given by the Commission. Without 

this however information is only to be disclosed for the purposes of the 

legislation, or for legal proceedings. The Australian equivalent makes a further 

admirable exception, namely "to the extent necessary to perform his or her 

official duties"38
• It is submitted that this wording is more workable, and will give 

rise to fewer technical breaches of the relevant section which the legislature 

surely had no intention of criminal ising. 

In addition the exchanges should be urged to make the constituency of their 

committees, particularly the Business Conduct Committees, more 

transparene9
. To this end it would also be beneficial if more information 

concerning the issues brought before the committees were made publicly 

available, possibly after a short delay in order to prevent misplaced adverse 

public sentiment. 

The issue of transparency is not however solely an issue for the regulators. 

The legislation should additionally be amended to allow appeal to the courts, 

rather than merely to the Commission or to the Minister40
. Another important 

group of contributors are those involved in the preparation of the law reports. 

At present very few, if any, prosecutions brought by the Commission are 

reported. Such reports are however essential in order to determine the risks 

involved in the futures markets and to provide an understanding of the exact 

38 1bid. 
39 Cf. supra, p.299. 
4° Cf. supra, p.158. 
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nature of conduct that will fall within the scope of the offences included in the 

futures industry legislation. 

The third and final recommendation concerns the timing of regulation. It can be 

seen that historically regulation is most likely post-crash41
• For example the 

offence of manipulation and cornering was only introduced in Malaysia 

following the near collapse of the KLCE in 1984. Later the Futures Industry 

(Amendment) Act 1995 was largely inspired by the Barings crisis. More 

recently the various amendments made to the FIA 1993 and SCA 1993 in 1998 

were triggered by the Asian economic crisis. Although it is easy to be wise after 

the event, such measures as were necessary could have realistically been 

implemented prior to these eventualities. It is hoped that works such as this 

thesis will provide some measure of assistance to this end. 

41 Banner, S., "What Causes New Securities Regulation? 300 Years of Evidence" 
(1997) 75 Wash ULQ 849. 
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