
CHAPTER 15 

Market Regulation 

This chapter is written at a time (January, 1976) that is either clumsy or 
opportune. The Commodity Futures Trading Act was signed into law in October, 
1974 and became operative six months later. The law is an extensive revision of 
and addition to the Commodity Exchange Act of 1936. It is a very comprehen
sive piece of legislation and the process of implementation was only just begun 
in 1975. The full implementation will require, at a minimum, several years, 
There were numerous changes in the old areas of regulation and the Congress 
mandated numerous new areas for regulation. The writing of new rules and 
regulations is a lengthy and tedious task, fraught with controversy. The whole 
of the process will be tested in the courts for years to come. Thus, we cannot 
describe existing regulation because it is in a state of flux, but it presents an 
opportunity to draw attention to some things that may be central to decisions 
yet to be made. 

There is a philosophic change in the law, the implications of which may have 
a major impact on regulation. For the first fifty years, federal regulation of 
futures trading had an anti-speculation bias that hampered market growth and 
development. This anti-speculation bias was not limited to governmental regu
lation alone but had, in part, to be laid at the doorstep of market self governance 
as well. The markets themselves tended to have a negativeness toward specu
lation. Part of it was the result of a public attitude that put the markets on the 
defensive. The easy thing to defend is risk shifting, and speculation has been 
easiest to defend by treating it as a necessary evil. Part is the result of a puritani
cal attitude toward speculation held by many members of exchanges who are not 
speculators. Part stems from members of exchanges and of the commodity 
trades who experience competition from speculators in their cash trading activi-
ties/Speculators are the natural enemies of hedgers and cash traders even though 
these people use futures markets and laud them as risk shifting institutions. 
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Everyone approves of competition—for the other guy. Speculators are a competi
tive force keeping the commodity trades people who do not use futures honest. 
Finally, part stems from the poor image that speculators project. There are 
greedy, vain, unskilled, and underfinanced people who speculate in commodities. 
People come in, lose money, let their losses run to unreasonable amounts, and 
some scream "foul." The competent ones are quiet and have a low profile. It 
is easy for exchange officials and commission house operators to form a negative 
impression of the speculating public. All of this carried over into legislation 
and regulation. 

The anti-speculation bias gave way gradually as markets came to be more ex
tensively used and understood. Legislation was introduced and hearings held in 
1964 that would have strengthened anti-speculation regulation. These measures 
failed to get out of committee until 1968 when extensive changes in the Com
modity Exchange Act were made. The anti-speculation elements were eliminated 
and, on balance, the law shifted toward a tolerant, if not favorable, attitude. 

The 1974 Act was born out of the rapid price rises and great volatility of 
1972 and 1973. Again, much of this was blamed on excessive speculation and 
several bills were introduced to increase regulation and curb speculation. Again, 
the legislative process was deliberate and the punitive aspects of proposals gave 
way to a constructive attitude toward the economic usefulness of futures markets 
and speculation. The CFTC has a mandate from the Congress to direct its activi
ties toward the growth and development of futures markets. The future of regu
lation is uncertain. It may work out in a way that provides a climate within 
which competitive markets can grow and prosper. It may be that, under the stress 
of controversy regarding decisions about detailed issues, actions will be stifling. 
Or it may be that the best intended actions result in overprotection and regu
lation that prevent the forces of competition from surfacing and thus prevent 
growth and development. For, as we have seen, competition is not an orderly, 
benign process—a thing of beauty and of joy forever—but is disorderly, mean, 
and ruthless. 

The bias of this chapter is toward the growth of speculation and the fostering 
of competition. It is a brief review of the history of regulation and the scope of 
the Act and a discussion of some of the issues that may be central as the CFTC 
develops. 

Development of Regulation 

The history of the regulation of futures trading is essentially as old as futures 
trading itself. Where there is an activity there must be rules about its conduct. 
The first seventy years of futures trading was a period of self regulation without 
significant governmental interference and there has now been more than a half 
century of regulation by the federal government. 
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Pre-1920. In Chapter 4 we looked at the history and development of futures 
trading prior to World War I. We found that one of the central themes was 
the development of rules and regulations. These were written as problems 
developed and were consistently in the direction of fostering competition. They 
were aimed at making prices representative of the commercial value of the com
modities traded, at enabling all participants to have equal access to trading 
opportunities and information, and at the prevention of corners, squeezes, 
fictitious prices, false trades, and other forms of price distortion. 

During the early development of futures markets as risk shifting-financing 
institutions little of the constructive aspects of trading was apparent to farmers. 
What appeared to them was a period of unbridled speculation, repeated market 
manipulations, and spectacular price fluctuations. From these apparent abuses 
stemmed repeated efforts of State legislatures, from the 1860's onward, to 
abolish futures trading. During the fifty years beginning with 1874 a long suc
cession of bills to abolish futures trading was introduced in the Federal Con
gress. Bills levying a prohibitive tax on futures contracts in grains, cotton, and 
certain other commodities were passed by both houses of Congress in 1892-
1893. This legislation failed only because a two-thirds approval was needed at 
one juncture of the House proceedings. 

The general agricultural opposition to futures trading persisted but at a lower 
level as agricultural prices rose from about 1895 to 1920. During this period the 
development of improved regulation by exchanges and better grading methods 
and quality standards quieted much of the clamor and changed its direction 
from one of prohibition to improved regulation. The importance of futures 
trading to the development of a commercial agriculture and to international 
trade in grains and cotton was gradually becoming appreciated. The: clamor for 
prohibition was by no means ended. As we have noted, a law prohibiting futures 
trading in onions was passed in the late 1950's. The prohibition remains in the 
1974 Act. There were bills introduced to prohibit futures trading in potatoes in 
the late 1960's and early 1970's. 

The Grain Futures Act. Following World War I grain prices fell sharply and 
speculative excesses were, as usual, blamed. The Futures Trading Act of 1921 
was passed. It was based on the taxing power of the federal government and, 
on this basis, was declared unconstitutional. It was reintroduced in 1922 as the 
Grain Futures Act, based on the interstate commerce clause and held constitu
tional. 

The Grain Futures Act of 1922 enabled the government to deal with ex
changes themselves rather than with individual traders. The exchanges had to 
be licensed and designated. A condition of designation was that the exchanges 
effectively prevent price manipulation by their members. There was a weakness 
in the effectiveness of this in that the only recourse was suspension which was 
correctly considered overkill. There were provisions against manipulation and 
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some legal actions were taken. These proved ineffective because of limitations 
in the law. 

The most effective point of the 1922 law was the provision for continuous 
fact-finding and supply of continuous trading information. The Grain Futures 
Administration made several major studies that provided information and 
analysis of market operation. Some of these identified sources and patterns of 
what was thought to be excessive speculation and manipulation. In 1927 the 
United States Department of Agriculture began submitting recommendations to 
the Congress for changes in the law. Hearings were held in 1934-36, resulting 
in major changes, including renaming to the Commodity Exchange Act of 1936. 
It is worth noting that this occurred during a period of continuing commodity 
price distress. 

The principal contributions of the Grain Futures Act were the development 
of greatly increased knowledge about futures trading and the movement of 
control of trading to the public sector. The exchanges were put on notice that 
the effects of futures trading were of public concern and therefore subject to 
regulation as a part of interstate commerce. 

The Commodity Exchange Act of 1936. Under this act authority was granted 
to deal with market abuses by traders generally as well as exchange members, to 
prosecute price manipulation as a criminal offense, to limit the scope of opera
tions by large scale speculators, and to extend regulation to the field of Futures 
Commission Merchants to suppress cheating, fraud, and fictitious transactions 
in futures. 

Futures trading in designated commodities was prohibited on other than 
designated, licensed exchanges. Futures Commission Merchants had to be regis
tered, as did brokers. Funds deposited by customers of commission houses had 
to be segregated and there was provision for audits to assure compliance. There 
were extensive provisions for the submission of information and power to make 
investigations into apparent or alleged market abuses. 

Between 1936 and 1968 there were several amendments to the Act which 
brought additional commodities under regulation and enabled better informa
tion and tightened control of individual trader actions. During this period there 
were numerous charges of manipulation and other violations brought against 
individuals and firms and a substantial amount of case law was developed. The 
Congress did not specifically define manipulation and other forms of price dis
tortion but left the matter for the courts to develop. 

The Commodity Exchange Act of 1936 provided, in the main, for adminis
tration by the Commodity Exchange Authority which was a part of the United 
States Department of Agriculture. Administration of some provisions of the 
Act was reserved to the Commodity Exchange Commission which was com
posed of the Secretary of Agriculture, the Secretary of Commerce, and the Attor
ney General. Most notable among these was the establishment of limits on 
speculative transactions and positions. 
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The 1968 Amendments. The several bills introduced between 1964 and 1968 
culminated in several significant changes. These were: (1) it required that 
Futures Commission Merchants meet certain minimum financial standards, (2) 
increased the penalties for certain law violations such as manipulation and 
embezzlement, (3) authorized the issuance of cease and desist orders when 
violations of the law were established, (4) required contract markets to enforce 
their trading rules and contract terms—put teeth in the self regulation require
ments, and (5) brought livestock, livestock products, and frozen concentrated 
orange juice under regulation. 

Thus matters stood in April 1975 at the time of effectiveness of the CFTC 
Act of 1974. The Commodity Exchange Act was predicated in findings and con
clusions of the Congress that (1) transactions in commodity futures are carried 
on in large volume by the public as well as by persons engaged in the business 
of buying and selling agricultural commodities in interstate commerce, and (2) 
such transactions and prices are susceptible to speculation, manipulation and 
control, and sudden and unreasonable price fluctuations, and such fluctuations 
are an unreasonable burden upon interstate commerce and make regulations 
essential in the public interest. This remained as the legal basis for the CFTC 
Act. 

In broadest outline, regulation under the Commodity Exchange Act was 
designed to (1) assure that the exchange rules force competition in commodity 
trading, (2) prevent price distortion, and (3) protect the public from fraud and 
noncompetitive prices. 

The Commodity Futures Trading Act of 1974. The Act is in the form of an 
amendment to the Commodity Exchange Act as amended. It consists of 27 pages 
of fine print such as "Sec. 216. The Commodity Exchange Act, as amended, is 
amended by inserting the following new section immediately after section 8 b 
(7.4.S.C.12b). . . ." The Act as it stands in its entirety with the new amend
ments included and the appropriate deletions made is 45 pages of small type. 
What is attempted here is a brief statement of the principal changes. The Act 
consists of four titles: 

Title I. Creates an independent regulatory Commission called the Commodity 
Futures Trading Commission consisting of a Chairman and four other Commis
sioners. They are appointed by the President with the advice and consent of the 
Senate. The President is to seek a balanced Commission including persons of 
demonstrated knowledge in futures trading or its regulation and persons of 
demonstrated knowledge in the production, merchandising, processing, or dis
tribution of commodities. 

1. Not more than three of the members of the Commission shall be of the 
same political party and are appointed for staggered five year terms. 

2. The Commission shall have a general counsel and an Executive Director 
with the executive director subject to Senate confirmation. 
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3. The Secretary of Agriculture shall appoint a liaison officer to be housed 
with the Commission and have the right to attend and observe all deliberations 
and proceedings of the Commission. There is an opposite liaison officer ap
pointed by the Commission and housed in the U.S.D.A. 

4. All existing authority under the Commodity Exchange Act and the Com
modity Exchange Commission was transferred to the CFTC as were existing 
personnel. 

5. A reparation procedure before the Commission is authorized for handling 
complaints which arise from violations of the Act. A reparative order by the 
Commission is subject to judicial review in the Court of Appeals. The repara
tions procedure is not to become effective until one year after the date of the bill. 

6. The Commission—in issuing any order, rule, or regulation of a contract 
market—is to take into consideration the public interest to be protected by the 
antitrust laws and to endeavor to take the least anticompetitive means of 
achieving the objectives of the Act. 

Title II. Provides broad authority to the Commission to regulate futures 
trading and exchange activities. 

1. All goods, articles, services, rights, and interest traded for future delivery 
are brought under Federal regulation. 

2. Commodity Trading Advisors and Commodity Pool Operators are required 
to register with the Commission. In addition, the existing registration and exami
nation for futures requirements applicable to futures commission merchants and 
floor brokers are expanded to include all individuals handling customers' 
accounts. 

3. The Commission will determine whether trading by floor brokers and 
futures commission merchants for their own account and at the same time 
trading for their customers will be permitted. The Commission shall further 
determine the circumstances under which it will be conducted. The Commission 
may make separate determinations for different contract markets. 

4. Contract markets are required to demonstrate that futures contracts for 
which they seek designation will not be contrary to the public interest. 

5. The Commission may establish additional points for the delivery of a com
modity in order to diminish price manipulation, market congestion, or abnormal 
movement of the commodity. 

6. Contract markets must submit for Commission approval bylaws, rules, 
regulations, and resolutions which relate to the terms and conditions of futures 
contracts or other trading instruments. In addition, the Commission may require 
a contract market to make changes in its rules and practices which are necessary 
or appropriate for the protection of the public interest. 

7. The Commission has the authority to go directly into court to enjoin any 
contract market or other person from violating the Act or restraining trading 
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in any commodity for future delivery. However, no restraining under injunction, 
or writ of mandamus will be issued ex parte. 

8. The Commission has authority to act in emergency situations and direct a 
contract market to take such action as is necessary to maintain or restore orderly 
trading. 

9. Penalties in amounts up to $100,000 can be imposed in both administrative 
and criminal proceedings in violation of the Act. 

10. The Commission has authority to regulate transactions for delivery of 
silver bullion, gold bullion, or bulk silver coins or bulk gold coins persuant to 
standardized margin or leverage account contracts. 

Title III. Provides enabling authority at the discretion of the Commission for 
persons registered under the Act and in the commodity trading business to estab
lish voluntary futures associations for regulating the practices of members. 

Title IV. Provides for several miscellaneous things, mainly relating to the 
establishment of the Commission operation. 

1. It is a felony for Commissioners, employees, or agents of the Commmission 
to participate directly or indirectly in any transactions in commodity futures or 
commodity options or in actual cash commodities. It is also a felony to transmit 
confidential information. 

2. The ban on trading in options in commodities under regulations at the 
time of the passage of the Act is continued. Options trading with respect to all 
other commodity futures is also banned if contrary to Commission rules or regu
lations prohibiting or allowing such trading. The Commission is to prescribe the 
regulations governing such trading within one year after the effective date of the 
bill unless the Commission notifies the Senate Committee on Agriculture and 
Forestry that it is unable to do so within one year. 

3. The Commission, in fixing trading and position limits, is authorized to 
exempt transactions known to the trade as "arbitrage." "Arbitrage" in domestic 
markets is defined as being the same as a "spread" or "straddle." The Commis
sion is authorized to define the term "international arbitrage." 

4. The Commission is authorized to define bona fide hedging transactions or 
positions. Certain transactions are required to be included in the definition. 

5. The Commission is authorized to conduct regular investigations of the 
markets and furnish reports of its findings to the public on a regular basis. 

6. Every clearing house and contract market must maintain daily trading 
records. 

7. The Commission is to establish research and information programs to in
vestigate the feasibility of trading by computer and the expanded use of modern 
information systems technology. 

It is readily apparent that the scope of regulation of trading was greatly in-
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creased, that the degree of control of the Federal government over the actions 
of people in the futures trading industry other than actual trading was increased 
and extended to more kinds of people, that regulation was extended to include 
redress of grievances of public users of markets, and there are numerous ques
tions that must be answered and numerous regulations that must be formulated 
by the commission. It is to some of the questions and issues that we will next 
turn. 

Issues: Market Operation 

As is shown by the above summary of changes in the law, there are several 
facets of regulation of market operations that require fairly early decisions by 
the Commission. There are other matters stemming from the law as it stood be
fore amendment and from legislative proposals that were not included that will 
be under consideration during the years ahead. 

Regulation of Cash Commodity Trading. The Act provides broad authority 
to deter price manipulation of "any commodity in interstate commerce, or for 
future delivery. . . ." (Section 6 b, 6 c, and 9 b) . The CEA exercised authority 
over cash-price manipulation only in conjunction with the regulation of futures 
markets or spot markets operated by designated contract markets. This limited 
the intrusion of government into cash market activities to those cash markets 
for which there were futures markets and to cash transactions associated with 
suspected manipulation of futures prices. The CEA construed its mission in 
matters of price manipulation as limited to futures price manipulation. 

The question, "Should the Commission undertake a program to prevent 
manipulation in all cash transactions in all commodities or should it adapt a 
policy limiting its authority to preventing manipulation in situations related to 
transactions on futures markets, cash markets operated by futures markets, or 
leverage contract markets?" arose during the early deliberations of the Com
mission. This question opens a Pandora's Box that should be promptly closed. 
The name of the Act and its entire thrust is toward futures markets and trading. 
There are not futures markets in either goose eggs or cabbages and the CFTC 
would certainly seem to be going quite far afield were it to inquire into possible 
manipulation of the price of either. The question serves the useful purposes of 
illustrating the broad scope of the Act and the possible scope of the activities 
of CFTC should it, at some future time, run out of something to do in relation 
to existing futures markets. 

The mandate to do at least some regulation of cash markets raises some 
interesting questions about where the authority of the CFTC should stop. Sup
pose an individual acquires a dominant position in frozen pork bellies, takes 
delivery of the total supply of bellies, and extracts a monopoly price, both cash 
and futures. It would appear clear that the cash operation is a part of a manipu-
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lation. But suppose that the same individual simply buys all of the bellies that 
other people take on delivery until he has a dominant position and can extract 
a monopoly revenue without ever participating in the futures market himself. 
Has he now done something more or less manipulative than had he cornered 
the market in goose eggs ? Likely, he would be a part of a conspiracy, else he 
wouldn't try it, but suppose he is not? Lines of authority will need to be drawn. 

Margin Requirements. One of the more interesting aspects of the CFTC Act 
is that it does not include direct authority for control over margin requirements. 
There is indirect authority through the power to disapprove of exchange rules 
but direct authority is conspicuously absent. There was a long campaign on the 
part of the Commodity Exchange Authority to gain control over margin require
ments. There were numerous proposals to amend the Act to include margin con
trol. For example, such a provision was included in the Defense Production Act 
of 1950 and defeated in Congress. The 1966 amendments included margin con
trol but this was taken out in committee. It was argued that low margins con
tribute to excessive speculation that results in excessive price variation. Some of 
the principal examples cited included the collapse of the cotton market in 
October, 1946, the boom in grain prices in 1947, the successive market breaks in 
February, 1948 and February, 1949, and the soybean boom in 1950. The argu
ments were made at length and the examples were examined in detail. In most 
instances speculative accumulation was described in rising markets and specu
lation liquidation cited in declining markets. The arguments were persuasive 
until the circumstances of the cash commodity markets were examined. The 
boom in grain prices in 1947 was the result of a real shortage of grain induced 
by government buying for war relief. The collapse in 1948 was the result of 
oncoming large crops following a short crop year. The break in 1949 was associ
ated with general economic stagnation that caused a decline in the demand for 
grain. The 1950 soybean boom was partly the result of short supplies relative to 
requirements, partly the outbreak of the Korean war, and had manipulative 
overtones relative to large positions held by a group of Chinese. 

The argument was made that small margins enable speculators to pyramid 
positions in rising markets so that prices are forced to much higher levels than 
would otherwise exist and that thinly margined speculators are forced to 
liquidate when prices decline slightly with the result that markets collapse in
stead of correct. 

There are several arguments against granting authority to establish margins 
to the government. The presumption is that there would be, at least on occasion, 
higher margins than would otherwise exist. CEA officials stated in testimony 
that the authority would be used sparingly—only when they had reason to be
lieve that there was danger of sudden or unreasonable fluctuations in prices. 
However, the result would be higher margins and the use of margins to attempt 
to control price variations. 
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The minimum margins that exchanges set for commission house customers 
tend to be as small as the exchanges judge is consistent with the guarantee of 
contracts. The purpose of margins is to assure the financial integrity of the con
tracts. As we have seen, the system works very well; the contracts are valid. 

One point that has caused confusion in margin discussions needs to be cleared 
up: Commodity margins are in no way comparable to margins on securities. The 
commodity margin is a guarantee of performance; earnest money. It is not a 
down payment on a purchase as is so often suggested. A futures contract is an 
agreement to later buy and sell; title does not change. When delivery is made 
and taken, payment is made in full with no credit involved between the clearing 
house as the deliverer and the member as the recipient. Both the short and long 
sides are margined. Security markets are spot markets in which title changes. The 
security margin of, say, 65 percent is not a margin in the commodity sense but, 
rather, is a part payment for property received. The balance is a loan made to 
the purchaser on which he pays interest. The extension of credit in the purchase 
of securities can be inflationary, can lead to inflated values in proportion to the 
credit extended. Such is not the case in commodity margins because commodity 
margins are a two way street. For every long, there is a short, and both post 
margins. If small margins posted by longs are construed as inflationary then 
small margins posted by shorts must be construed as equally deflationary. 

An increase in margin requirements would increase hedgers' cost of doing 
business and reduce economic efficiency. The high proportion of the value of 
commodities that can be borrowed at banks and the low interest rates paid by 
merchants and processors result from the price certainty afforded by hedges. The 
cost of this certainty is lower as margin requirements are lower. If margin re
quirements were higher interest costs would be greater as would marketing costs. 

If margin requirements were greatly increased some hedgers would find it 
advantageous to carry their own risks. As we have seen, there are a lot of "some
times" hedgers. A major increase in margins could result in a sufficient decrease 
in hedging to destroy markets. With firms forced to finance their own risks, 
business would migrate to the largest, best financed companies and competition 
would be reduced. 

An increase in margin requirements would reduce equity capital availability 
and increase its cost. As we have seen—whatever the motivation—the equity 
capital furnished hedgers by speculators has no measurable cost in the high 
volume, heavily speculated markets. It has a substantial cost in the thin, under-
speculated markets and in informal forward contracting markets. The negligible 
cost of the equity capital that is raised in futures markets is probably the result 
of the existence of the great leverage that low margins make possible; the pos
sibility to turn an unimportant amount of money into an important amount. 

There is a multiplier effect in margin increase because both sides—short and 
long—are margined. To illustrate, suppose that margin requirements were 
raised to 100 percent. The capital for commodity ownership must be provided 
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by the banking system. Hedgers would similarly provide the full capital for 
margin, perhaps obtainable from the banking system, and speculators a like 
amount for a total capital of 300 percent. No system can endure such an 
absurdity and any system is weakened by some part of such an absurdity. 

An important reason for not granting margin control for the purpose of pre
venting price excesses is that it would not work. Suppose that a speculative boom 
gets started and grows on what it feeds on and that the controlling authority 
recognizes the rise as a price excess. He imposes higher margins. The longs will 
not have any trouble; they already have profits and experience no difficulty. The 
shorts will have difficulty since they have losses; it is their capital position that 
is extended. An increase in margin requirements would force them to buy in 
short positions, lending further upward impetus to prices. Long speculators do 
not mind larger margins in rising markets; the shorts do. The thinking of the 
people who proposed governmental control of margin requirements has long 
since been intriguing. 

We noted that variations in securities prices appear to be greater than vari
ations in commodity prices (Chapter 13). One of the reasons for this is the 
low speculative margins on commodities. Low margins provide incentive to do 
the careful analysis that results in finely tuned markets. A five percent price 
move is a 50 percent return (gain or loss) on a ten percent margin but only 16 
percent on a 30 percent margin. A five percent price move on a security is 7.7. 
percent on capital when "margin" is 65 percent. There is not so great an in
centive to fine tune. 

The most offensive thing about the margin proposal and proposals that grant 
government officials power to issue cease and desist orders when they judge 
price aberrations are incipient is that they would supplant the wisdom of the 
market with the judgment of the officials and convey the power to manipulate 
prices. They would permit an official to compel traders to comply with his 
notions of what price behavior should be. They presuppose that the official 
could recognize incipient cases of price distortion. This goes back to the difficulty 
of anticipating price changes. Seemingly erroneous courses of prices often, if not 
usually, turn out to be quite correct when we gain the advantage of hindsight. 
The wisdom of the market is greater than that of government officials; this is a 
basic tenet of a competitive system. Were authority to control margin granted 
to government, it would be for the purpose of enabling government to cause 
prices to be something other than they would have been; for the purpose of 
manipulation. This is the antithesis of competition. 

Manipulation 

Historic Corners. The question of manipulation is both old and complicated. 
In Chapter 4 we referred to the endless allegations of corners and manipulations 
that occurred throughout the first half century of futures trading. Because these 
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were so important in generating and shaping legislation, they deserve a further 
look. The detail of the activities of the giants of the era, the record of the other 
activities in the markets, and, most importantly, the commercial circumstances 
relating to cash commodity values were never chronicled. The records that exist 
have to do with who was long and who was short and who made and who lost 
and contain little of cash supply, demand, and price. More is known of the 
"Three Big Corners" of the era, Hutchinson, Leiter, and Patten that occurred 
in 1888, 1898, and 1909.* In May of 1888, the Hutchinson year, the government 
crop report forecast a shortage of wheat and the price rose moderately. Hutchin
son started buying September futures in August and was estimated to be long 5 
million bushels. There was serious frost damage reported; the price rose sharply. 
In late August, European prices rose because of European crop shortages. 
Hutchinson received and paid for large quantities of wheat in September and 
started buying December wheat. The price rose to $1.00 on September 22. 
Hutchinson sold one million bushels without checking the price advance. It 
became clear that the Northwest had suffered a major crop disaster. The price 
rose to $1.28 on September 27, $1.50 on September 28, and $2.00 on September 
29. December wheat was $1.04 on October 1 and rose to $1.08 on a further re
duction in the crop estimate. The market turned dull and variations were narrow 
for the balance of the year. Hutchinson was again very active in 1890 but with 
no appreciable fireworks. The stocks of wheat at Chicago reached the compara
tively low level of 3-6 million on September 1, 1888. The cash price of wheat 
rose from about $.80 in the spring to $.94 in late May, declined to $.85 in 
August, was $.92 September 1, $.91 on September 15, $.96 on September 22, 
$1.45 to $2.00 September 29, $1.14 on October 6 and $1.15 on October 27. 

Hutchinson apparently foresaw a shortage of wheat developing and profited 
from the rise from $.80 to the $1.00 level. He saw the relatively small stocks in 
Chicago and acquired them by both cash purchases and taking delivery. The 
shorts apparently did not discover the identity of the ownership until too late 
in September to buy elsewhere to fill contracts. Hutchinson controlled the 
limited stock of wheat in Chicago for long enough to extract a monopoly 
revenue of something up to $1.00 per bushel from the shorts. He, by no means, 
controlled a significant proportion of the total wheat in the U.S. The price of 
wheat at Chicago was clearly distorted for a few days. Some giants played a 
game and one of them won. Neither farmer nor consumer prices were signifi
cantly affected nor the wheat and flour industries disturbed. 

The Leiter corner occurred in 1897-98. Joseph Leiter, a young man, came out 
from the East, apparently backed with his father's money, and started buying 
wheat futures. He accumulated a large long line through the early spring. The 
cash wheat price was $.81 in January and drifted down to $.69 by early July. 

1 See Boyle, James Ernest, "Speculation and The Chicago Board of Trade," Macmillan Co., N.Y., 
1920. 
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There were rumors of a corner in July and the price rose to $.79 on July 26. 
Deliveries were made and these were taken by Leiter and shipped to Europe. 
The European crop was short. The price continued to rise and reached $1.07 at 
the end of August. The rise was credited to the short European and Indian crops. 
Stocks of wheat in Chicago declined from 10 million bushels in late April to 
1.7 million at the end of August. The price declined moderately in October and 
November and attention switched to December when the climax was expected. 
Leiter was long a lot more wheat futures than there was cash wheat in Chicago. 

The main short was Philip Armour of the Armour Elevator Company and 
Armour & Co., the meat packers. He had been a dominant factor in both cash 
and futures trade at Chicago for years and was immensely wealthy and success
ful. He had been in most of the futures contests of the preceding decade. Find
ing himself caught short without deliverable stocks, he started putting wheat in 
deliverable positions. Some of his efforts were heroic, including running tugs 
continuously and using dynamite to keep the frozen waterways open from 
Duluth. Stocks of wheat at Chicago increased from 1.7 million at the end of 
August to 9-7 million at the end of December. Armour filled all of his contracts 
and the price of spring wheat fell to $.90 at the end of December. 

Wheat continued to arrive at Chicago throughout the first half of 1898. Leiter 
held the operation together until June 10 with wheat prices rising from $.90 in 
January to $1.83 in May. The government crop report on June 10 forecast a 
record crop and the price collapsed to $.80 to $.87 on June 17. Leiter also col
lapsed, lost several million dollars, failed to settle in full, and was indefinitely 
suspended from the Board. 

Leiter moved into a basically strong wheat market and made money. It 
appears that he tried to create and take advantage of a technically short deliver
able supply at Chicago late in the year and was defeated by an astute and re
sourceful merchant. How much Leiter lost moving wheat out of Chicago and 
how much Armour lost moving wheat into deliverable positions is not known. 
Perhaps the movement at Chicago was forced out of line by the long positions 
so that Leiter and his followers had to not only "corner" the deliverable supply 
at Chicago but absorb all of the wheat west of Chicago. They could not do this 
and the effort failed. 1897-98 was a year of real shortage and price strength. If 
the price was distorted it was only during May, 1898. But stocks at Chicago 
declined from over 10 million bushels in January to less than 400 thousand 
ahead of the new crop harvest. Perhaps wheat at Chicago was really worth more 
than $1.50 in late May and would have sold that high had there not been a con
test in futures. 

The Patten corner culminated in May, 1909. Patten accumulated wheat from 
July, 1907 onward, staying long in a situation of successive short crops and large 
export demand. The price of cash wheat rose from $.85 to $.90 in July 1908 to 
$1.44 at the beginning of May, 1909, to $1.50 on May 25. On June 1, the cash 
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price was $1.511/2 and ranged upward to $1.55 to $1.60 in the middle of June. 
It declined to $1.24 when the new crop came in. The top price for May futures 
was $1,351/2 and the trading expired at $1.34. Because the cash price was above 
the May futures and continued even higher after the May was settled and be
cause prices at other markets were in line with Chicago, the alleged corner could 
not have existed. Patten was blamed for the rising cost of wheat and he replied 
that he had kept wheat in America and the high prices were due to fundamental 
supply-demand forces. The price was not distorted; the seasonal variation would 
doubtless have been greater without Patten's actions. This was the corner that 
was not a corner at all. 

Such was the fabric from which the original legislation was cut. There were 
contests among giants. The so-called corners worked when the economic funda
mentals favored rising prices and then failed when they did not. There were 
short-term price distortions that resulted from inadequate supplies in delivery 
positions. These worked when the shorts were caught unaware and when the 
longs had enough money to absorb selling. They failed when the longs could 
not absorb the stocks or some of the longs deserted the operation to avoid 
absorbing the over-priced deliverable supply. 

As time passed, the frequency of the distortions decreased and the number of 
successes declined. The shorts became more prudent, the merchants became more 
sophisticated in making delivery preparations, and the would-be manipulators 
became the target of other speculators who saw distortions as profit opportu
nities. The rules were gradually changed to allow the shorts greater oppor
tunity to make delivery and to reduce the congestion at the expiration of the 
delivery month. The problems of extreme power plays had been mainly cured by 
competitive forces and adjustments in the rules to establish competitive balance 
by the time the first legislation was passed. The last of the big power plays was 
the alleged Patten corner. A strong man did an economically sound thing and 
made money. The shorts, who were fundamentally wrong about the value of 
wheat cried "damn the evil speculators" and in this climate legislation was 
passed. 

The Modern Era. Section 9 b of the CFTC Act provides "It shall be a felony 
punishable by a fine of not more than $100,000 or imprisonment of not more 
than five years, or both, together with the costs of prosecution for any person 
to manipulate or attempt to manipulate the price of any commodity in interstate 
commerce, or for future delivery on or subject to the rules of any commodity 
market, or corner or attempt to corner any such commodity. . . ." At no place 
in the act or in preceding legislation is there a definition of manipulation. The 
Congress discussed, in hearings and debate various definitions but deliberately 
left definition to the courts. Through decisions in a succession of cases, the courts 
have arrived at a succession of implied definitions. In one of the more recent 
cases that has been concluded, Volkart Bros., Inc. v. Freeman, 31F 2nd and 52 
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(5th Cir. 1962) the court accepted a definition offered by Arthur B. March, 
President of the New York Cotton Exchange before a Senate Committee in 
1929: "Manipulation is any and every operation or transaction or practice . . . 
calculated to produce a price distortion of any kind in any market either in itself 
or in relation to other markets. If a firm is engaged in a manipulation using 
devices by which the prices of contracts for some one month in some one market 
may be higher than they would be if only the forces of supply and demand were 
in operation. . . . Any and every operation, transaction or device, employed to 
produce these abnormalities of price relationship in the futures market, is 
manipulation." The most prevalent forms of alleged manipulations that have 
been tried under the CEA have involved: 1. A dominant or controlling futures 
position, 2. A dominant or controlling position in deliverable supplies, 3. An 
artificial price, and 4. Manipulative intent. Most cases have also included ele
ments of false information, concealment of records, concealment of positions, 
and collusion. In short, manipulation is causing with intent, the price to be 
something other than it would have been under the "ordinary" forces of supply 
and demand. 

A manipulation may be either a long side or short side operation. In the long 
manipulation, the operator buys futures in excess of the immediately deliverable 
supply, accepts the delivery that is made, and exacts an artificially high price 
from the shorts. The price at the delivery market is forced abnormally high in 
relation to other markets or in relation to the price immediately following the 
liquidation of the outstanding futures contracts. Most of the cases that have 
reached the courts have involved long side operations. 

In the short manipulation the operator puts an inordinate quantity in de
liverable position, sells more futures contracts than the quantity of the cash 
commodity owned and hammers the price down with delivery. The deliveries 
fall into weak, unsuspecting hands who must not only redeliver but must sell 
long positions as well, adding to the debacle. Rarely are such accusations made. 

Formal charges of manipulation are infrequently brought. The suggestive 
power of government is very great. In addition, the exchanges are sensitive in 
the matter of manipulation. A manipulation case is bad publicity and they have 
quite enough image problems without them. 

Manipulation Is Difficult. The manipulation of a futures market is a difficult 
and hazardous undertaking. In the long side operations, the first problem is 
the corpse. If the price at the delivery point is distorted the manipulator gets 
ownership of all of the readily deliverable supply. He may dispose of it as he 
gets it by shipping it out of the market at a loss. The supplies that he ends up 
with must be eventually sold. Because the only time at which effective control 
of the deliverable supply can be gained is at the end of a season, he ends up 
merchandising old crop supplies into lower new crop markets. If the distortion 
is large enough to be very profitable the corpse is most likely to be very large. 
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The shorts are sometimes vindictive enough to pull supplies in for delivery when 
they could buy their way out of the short futures positions cheaper. The cost of 
the funeral tends to be at least as great as the profits on futures. 

The short side operations run the risk of having the supply taken away. An 
inordinately depressed futures price is the cheapest source of supply and there 
are always smart merchants around to take delivery. In addition, speculators can 
recognize real cash bargins. A bear raid of much magnitude is essentially impos
sible in markets where large scale, well financed speculators are present. 

It Takes Two to Tango. An interesting thing about alleged manipulation is 
that it is always the winners who are guilty. When a price is apparently distorted 
upward it is the longs who draw the charges. But futures trading is a zero sum 
game—for every long there is a short. For every long who stands for delivery 
when delivery supplies are very small or owned by the longs, there is a short who 
cannot readily make delivery. Who is responsible for the distortion? In May, 
1971 there was a very small quantity of wheat available for delivery in Chicago. 
Most of it was owned by speculators who had earlier taken delivery. At the 
outset of trading on the last day, a substantial share of the open interest was 
held by two speculators. Wheat had been trading quietly with little movement in 
price except that the May futures had been weak in relation to the July future. 
On the last day the May price rose 95/s cents, slightly less than the limit, when the 
longs sold. Accusations of manipulation were made against the longs. There was 
one major short who appeared to be capable of moving wheat into delivery 
position before the end of May. Instead of taking such steps he elected to pay 
the price and get out. Leaving aside the question of whether a minor aberration 
of this sort should be identified as an artificial or manipulated price we pose the 
question of who was to blame. The longs had held their position for a long 
period of time and it was widely rumored that there was concentration in the 
May open interest. The longs simply stood in the pit with their hands in their 
pockets. It was the shorts who bid the price up at the close. The longs contended 
that wheat was really worth more and they only got out because they had been 
urged to see that there was an orderly market. The short imprudently got him
self into a position in which he preferred to pay up rather than take the steps re
quired to fill his contracts. Doubtless he was lulled into a sense of security by 
the expectation that the longs would not stand their ground. Among the reasons 
for thinking this was the belief that if the longs stayed, they would be accused 
of manipulation. The longs were pushing the shorts but the shorts were also 
pushing the longs. The effect of the law in this instance was to say "Go ahead 
and play the game but don't win." 

The court recognized the joint responsibility for price change in Volkart Bros., 
Inc. v. Freeman, 3IF. 2nd and 52 (5th Cir. 1962). The case related to a runup in 
the price of cotton. There were adequate deliverable supplies of cotton but only 
a small quantity had been certificated for delivery. Enough could have been 
certificated but the shorts didn't bother. The court found that control of the 
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certificated supply was not effective control of the supply so long as other stocks 
could have been certificated in time to make delivery. 

Let the Market Trade Out. What all of this says is that the original legislation 
prohibiting manipulation was based on the belief that much greater market 
abuses existed than was truly the case; that accusations and prosecutions of 
manipulation under the law have been directed at market events that were of 
minor general economic significance; that price distortions due to futures trading 
are extremely difficult to identify because it is not possible to determine what the 
price would have done under the "ordinary" forces of supply and demand; that 
there are fewer instances of real distortion than is generally thought; and that 
responsibility for price distortions must be placed on the losers as well as the 
winners. None of this should be construed as condoning market performance 
that results in a futures price that fails to accurately reflect real economic value. 

Futures trading is a contact sport played by competitive people who place a 
high value on winning. A futures market is not a scholarly seminar in which 
learned men debate what is, and arrive at, an equilibrium price; it is a game in 
which businessmen compete, with money at hazard, to establish a market price 
that works. Competition is sometimes a vicious business but it works well. 

A distorted futures price is the result of inadequate delivery rules or in
adequate speculation or both. In earlier chapters we placed the primary respon
sibility for price during the delivery month on the people in position to make 
or take delivery and counseled commission house customers—the speculating 
public—to stay out of the delivery month unless they are on very firm ground 
and prepared to accept the consequences of their actions. Market officials should 
continually examine price behavior, particularly near the expiration of contracts. 
When aberrations appear to have existed, the rules should be carefully examined 
for possible weaknesses that may have made the aberration possible. 

Exchanges, with the government continually looking over their shoulders, are 
too sensitive to the contests that sometimes occur near the expiration of con
tracts. When they note congested situations—those in which there is a large 
open interest and small deliverable supply or in which a large proportion of the 
open interest is held by one or a few interests—they sometimes take steps to 
assure an "orderly" liquidation. Orderly is construed as without much price 
variation. Their powers of moral suasion are great. Some have rules under which 
they can direct that trading be for liquidation only or even suspend trading and 
fix settlement prices. These have been used sparingly but the threat is always 
present. This process reduces the extent to which the full forces of competition 
are allowed to work themselves out in price formulation. Any directed settle
ment reduces the strength of one side or the other and is thus, in itself, a manip
ulation. The objective in operating a market is to develop situations in which 
power is equally met with countervailing power. To achieve this markets must 
be allowed to trade out. Such "leaning" that has been done has tended to come 
down hard on speculators. In the 50 year effort to curb "speculative excesses" 
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the weight of control has weakened the position of speculators and tended to 
reduce speculation. This reduces the ability of markets to establish fully competi
tive prices. 

Manipulation is its own best cure. To manipulate a price is to put it where it 
doesn't belong. The over-priced inventory or the under-priced commitment in
variably leads to losses. Space does not permit making the argument but a strong 
case can be made that most alleged manipulations get started defensively. The 
long who is thought to finally squeeze the market gets his inventory position 
started by defending a long position from what he thinks is overzealous delivery 
with manipulative overtones. It is when he finally gets control and hits back that 
he gets accused. The cost of carrying the inventory and the cost of burying the 
corpse costs him more than he gains from the punishment that he metes out to 
the shorts. 

In the actively speculated markets the forces of countervailing power effec
tively prevent manipulation. It is only in the thin markets that power plays cause 
minor distortions which are profitable. A speculator of moderate scale com
mented, "Show me a market that someone has distorted and I will show you a 
way to make money, both with him and against him." The greater the level of 
speculation, the less is the amount of hanky-panky. Let them trade out. 

Definition of Hedging 

Section 4 a of the CFTC Act provides for the fixing of limits on the size of 
positions that speculators may hold. Section 4 a (3) states "No order issued 
under paragraph (1) of this section shall apply to transactions or positions 
which are known to be bona fide hedging transactions or positions as such term 
shall be defined by the Commission. . . ." Thus the Commission must define 
hedging in a way that identifies the kinds of transactions that are exempt from 
speculative limits. 

The definition of hedging in the context of the CFTC Act is extraordinarily 
difficult, if not impossible. It assumes that "hedging" and "speculation" are at 
least different, if not opposite. They are not. All hedges are more or less specu
lative and all speculative positions are more or less hedged. There is not a simple 
solution to the problem of establishing a process for granting exceptions from 
speculative position and trading limits. 

Hedging. Hedging can and is defined in various ways, depending on the pur
pose. In earlier chapters we defined hedging as: (1) to hedge is to assume a 
position in futures equal and opposite to an already existing or immediately 
anticipated cash position, and (2) to hedge is to shift the risks of price level 
change while retaining the opportunity to speculate in changes in price relation
ships. For purposes of granting exemptions from speculative limits we should 
add: To hedge is to use futures contracts in managing risk exposure associated 
with commodity ownership and commitment and with variable price relation-
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ships among commodities and related commodity products to levels consistent 
with profit maximization and/or profit regularization and with capital preserva
tion and expansion. The first definition is descriptive of a process of risk aver
sion. The second is descriptive of a process of highly selective risk assumption. 
The third is descriptive of commercial uses of futures in a broad spectrum of 
activities in which capital and earnings are subject to risk exposure resulting 
from variation in commodity prices and price relationships. It opens the door 
to a long list of legitimate exemptions to speculative limits. 

One thing is common to the three definitions: They all imply a reduction in 
risk exposure from levels that would otherwise exist or the maximization of 
profits from variations in cash commodity or commodity product prices or price 
relationships. The test, then, of whether a specific futures activity is a hedge is: 
Does it reduce risk exposure ? Or, does it contribute to an attempt to maximize 
profits from business activities associated with cash commodities ? On the other 
hand, if an activity in futures contracts is designed to obtain earnings from price 
or price relationship changes in futures, it is speculation. Or, if it increases risk 
exposure, it is speculation. 

Development of Exemptions. When the law providing for speculative limits 
was originally passed in 1936, the list of exemptions was quite short and was 
strictly equal and opposite in the same commodity, plus one year's production 
of a farmer. By 1968, it was expanded to include product hedging and the 
accumulation of up to one year's production requirement. In 1975 the list was 
expanded to include wheat against prospective flour requirements, corn against 
prospective production of dry milling products, corn against sales of seed and 
sweet corn, and product futures against raw material positions. With this we 
were on a middle ground with the door open for a long list of equally valid 
cases for other exemptions. It would seem that there would be no stopping-point 
so long as a trader had some cash commodity base for his operations. 

In looking at the broad definition of hedging, it was clear that more kinds of 
futures activities should be added to the exemptions list. It also seemed that 
some things were included in the list that need not meet the criterion of risk 
reduction. As it stood, there were opportunities for taking large positions not 
offset by cash commitments. 

Several kinds of futures activities warrant special comment. 
Anticipatory Hedging. By this is meant the purchase of futures against ex

pected sales of products or the sale of futures against the expected requirement 
of raw material. Whether the purchase of futures against anticipated sales of the 
cash commodity or products from the cash commodity is risk reducing depends 
upon the relationship of buying and selling prices. When raw material and 
product prices move up and down togther, purchases without offsetting priced 
sales add to risk exposure and so are not hedges. But, if product and raw 
material prices do not move together, anticipatory purchases may be risk mini
mizing. Flour and wheat prices move together. Thus, wheat purchased in antici-
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pation of eventual flour sales is not risk-reducing. But behavior within an 
industry is not uniform. Proprietary brands of margarine have quite sticky prices, 
so that advance purchases of soybean oil to the amount of stickiness of prices 
are risk-minimizing. When to cover is a speculative decision that cannot be 
avoided. In this instance, the decision that now is the time to fix raw material 
cost is speculative, but it is also a hedge. On the other hand, prices of private 
label brands of margarine relate closely to soybean oil prices. To take forward 
cover is to speculate rather than hedge. 

In the corn wet milling industry there is a saying, "If you are not long, you are 
short." Corn starch prices are sticky and do not relate closely to corn prices in 
the short run. A wet miller once calculated his automatic position; the size of 
the long corn position that he needed to minimize his risk exposure. It was three 
months corn requirement in a rising corn market and one month in a declining 
market. How large a position was a hedging one depended on whether the 
price of corn was going up or down. 

The 1975 exemption list appeared to permit the purchase of a full year's raw 
material requirement. It is doubtful that very many firms avail themselves of the 
opportunity. For virtually all commodity users it would be the grossest kind of 
increased risk exposure. For example, no meat packer in his right mind would 
buy enough cattle futures to cover a year's kill. The anticipatory hedging exemp
tion appears to include a lot of room for speculation. 

Partial Hedging. Partial hedging is the use of futures to cover part of an 
existing cash position. A better term is selective hedging. One hedges when and 
to the extent that he elects not to speculate. Selective hedging is also selective 
speculation. 

Partial hedging is a legitimate risk management practice. In some circum
stances, to be partially hedged results in less risk exposure than being fully 
hedged. It also enables the hedger to reach a balancing point between risk 
avoidance and profit maximization. 

A farmer is a good example in making the case for partial hedging. One con
struction of his least risk program is to space sales at frequent intervals across 
the whole time spectrum of a crop season. If he does this, he takes the average 
price for the season. At the other extreme, he may attempt to maximize his 
return by attempting to select the single best time (highest price) to sell. By the 
same construction this is his highest risk policy. He usually makes a compromise. 
If he is short futures, it is usually in an amount less than his total production. 

Partial hedgers can reasonably change the size of their futures positions. If the 
price offered by futures is a highly profitable one and there appears to be sub
stantial risk of adverse price change, he may elect to be fully hedged. But, if the 
price changes substantially so that it is unprofitable and there is little risk of 
further adversity, he may elect to remove all or part of his hedges. Trading-in-
and-out is a legitimate activity and should be permitted. 

There are no rules that require hedging. A firm can speculate with cash com-
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modify inventories or obligations to whatever extent that it elects. A soybean 
processor may carry a five year inventory of crush if he wants to and can 
arrange the financing. But this election of hedging or not is fraught with prob
lems in futures market regulation. Suppose that a soybean processor accumulates 
an inventory of six months crush of soybeans. He thinks prices are low so he 
doesn't hedge. Prices rise to what he judges to be dangerous levels so he hedges. 
They decline, so he unhedges, etc. If he has a large enough commercial base, as 
many processors and exporters do, he can trade in and out of futures market in 
large amounts at will. This activity can conceivably be disruptive of prices. It 
would appear that the only way to prevent such disruptive activity with position 
and trading limits would be to require that firms that are granted exemptions 
follow policies of being fully hedged or hedged to some fixed proportion of risk 
exposure. This is hardly an acceptable suggestion, but regulations regarding 
exemption from limits should recognize and cope with problems associated with 
partial or selective hedging. 

Cross Hedging. The concept of cross hedging was not brought into the 
exemptions list in 1975. It should be. To cross hedge is to assume a position in 
futures opposite to an existing cash position in a different but price related 
commodity. This may be done because there is no futures market in the com
modity on which market risks are outstanding or because existing futures 
markets are not sufficiently liquid, or because the use of futures in a different 
commodity is judged to be a better hedge than one in the same commodity. 

In the matter of using futures in a different commodity, a good example is 
hedging soybean meal inventories by selling soybean and buying soybean oil 
futures. Price relationships are sometimes such that a soybean oil hedge involves 
less risk or greater profit opportunity than a direct meal hedge. It is equal and 
opposite and risk-reducing, hence, a hedge. 

There are no futures markets for many commodities. When a wheat miller 
buys wheat and books flour at firm prices, he is long millfeeds. Millfeeds prices 
fluctuate and there is not a futures market. Prices fluctuate in relation to other 
feed prices such as corn, oats, and soybean meal and risks can be hedged. By the 
same token, cottonseed oil can be reasonably hedged in soybean oil futures, corn 
gluten feed in a combination of corn and soybean meal futures, and pork inven
tories in live hog futures. 

The problem in the matter of cross hedging exemption from speculative limits 
is how far afield the hedger may be allowed to go. Some degree of co-variation 
of prices is essential for a cross hedge to be legitimate. How close the relation
ship need be is related to the degree of risk. When prices of the commodity to be 
hedged are fairly stable, the co-variation needs to be fairly close else the opera
tion may be risk-increasing rather than risk-reducing. But when prices are highly 
volatile and risks of adverse price changes are great, co-variation can be very 
much less—any old port in a storm. 

Legitimate cross hedges go far afield. Bakery wastes are collected and proc-
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essed into animal feeds. They are bought on long term contracts—up to several 
years—at firm prices. The product is priced date-of-shipment on the basis of the 
current price of corn. The sale of corn futures is a nearly precise hedge. The 
hedging of bakery wastes in corn futures should be exempt from speculative 
limits. 

Every position is a hedge against something. A long position in a commodity 
future is opposite a long position in money just as the ownership of real estate 
is a hedge against a decrease in the value of money. And a short position in com
modity futures is a hedge against an increase in the value of money. Some 
commodities, such as gold, are widely judged to be storehouses of value. If a 
holder of an inventory of money is apprehensive about inflation, he can trade it 
for gold in an attempt to preserve its value in real terms. But, he may judge that 
gold has been already bid up to levels that make it a poor hedge for money; 
but that wheat is very cheap relative to gold. He thus hedges money in wheat. 

Bonds can be hedged in silver spreads. Bond prices go down as interest rates 
go up, and vice versa. Silver spreads widen as interest rates increase. Thus, if 
one is long bonds and fears an increase in interest rates, he can buy distant and 
sell less distant silver futures as a hedge against his bond position. The gain 
from the silver spread should offset his bond loss if interest rates increase, and 
the gain in bonds offset his silver spread loss if interest rates decrease. 

The point of all this is that cross hedges are a bona fide hedging use of 
futures; but it is difficult to draw a line between what-is and what-is-not a cross 
hedge, and it appears virtually impossible to specifically list all exemptible cross 
hedges. 

Raw Material and Product Spreads. The soybean complex is unique in that 
there are active futures markets in a raw material and its products, and that raw 
material and product prices are closely related. Processors can sell cash products 
against cash soybean inventories, sell product futures against cash soybean inven
tories, sell cash products forward against soybean futures positions, and sell 
product futures against soybean futures positions. Soybean processors are in the 
business of selling the service of processing soybeans into meal and oil. They do 
this at a margin described by the difference between soybean and product prices. 
Margins are variable and only rarely are they as wide as the cost of processing. 
These are highly developed and highly speculated markets. The objective of the 
processor is to sell his services at as wide an average margin as possible. The 
industry has had a history of operating below cost profitably. They do this with 
trading skills. It is skill in the timing of putting on and taking off of crush and 
by skill in basis—cash to futures—operations. The whole operation is a remark
able tribute to the efficiencies forced by a fully competitive pricing system. Fully 
competitive is essentially synonymus with highly speculative. 

If soybean processors are to continue to operate at such remarkable efficiency, 
they must be allowed to have a full range of opportunities to use their skills. 
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This should include not only the putting on of crush by buying soybeans and 
selling products, but the taking off of crush by selling soybeans and buying prod
ucts. In their operations, processors are opposed by speculators who have long 
since learned to trade in processing margins. 

The cattle feeding complex is as complete as soybean processing with futures 
markets in feeder cattle, feedstuff's, and fat cattle. However, trading is less 
highly developed and used, and price relationships are not as closely related. 
But it is developing. 

Approaching these two are the hog and broiler production activities in which 
there are futures markets in feeds and finished products. These markets, too, 
are developing and expanding as producers make increased use of them. 

The use of futures on both sides of these several processing activities are risk-
reduction operations, hence, bona fide hedging. They should certainly be exempt 
from speculative position limits. It is to be hoped in the interest of productive 
efficiency that these kinds of fore and aft futures operations with full speculative 
participation can be extended to many more parts of the economic system. The 
only reasonable restrictions would be related to production capacity. 

Toward a Solution. From this, three things stand out, (1) to qualify as a 
hedge a position, or set of positions, should be risk-reducing, (2) in anticipatory 
hedging and partial or selective hedging there are opportunities for abusive prac
tices if large positions do, indeed, enable abuses, and (3) it appears to be virtu
ally impossible to specifically enumerate the kinds of positions that exemptions 
from speculative limits will be automatically granted. There will be risk-
reducing activities left out and there will be included room for the taking of 
positions that are risk-increasing rather than risk-reducing or that permit the 
trading in and out of markets on a large scale. 

A reasonable solution to the problem is twofold. First, to exempt strictly 
equal and opposite cash-to-futures offsets in the same commodity, with the 
promise that all cash transactions be kept essentially fully hedged. Second, to 
broadly define hedging in the context of risk-reduction and require that firms 
seeking exemption apply for it. The application should include justification in 
terms of the general definition, a statement of policy, a description of proposed 
operational practices and proposed position sizes. Each application would then 
be judged on its merit and the allowable practices and positions described. It 
would be necessary to establish a system of auditing to assure compliance. 

Position Limits 

The rather long foregoing discussion of a hedging definition is by way of 
preface for advancing the notion that speculative position limits should be 
eliminated. This is not to say that there should not be some system of monitoring 
and, in some instances, restricting position size to avoid market dominance. 
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Perhaps there should be, but the distinction between hedger and speculator 
should be eliminated. 

Section 4a of the CFTC Act states: "Excessive speculation . . . causing 
sudden or unreasonable fluctuations or unwarranted changes in price is an undue 
and unnecessary burden on interstate commerce. . . . For the purpose of dimin
ishing, eliminating, or preventing such burdens, the Commission shall, from 
time to time . . . proclaim and fix such limits on the amount of trading which 
may be done or positions which may be held. . . ." 

In 1938 speculative position limits of two million bushels of grain (wheat, 
corn, oats, barley, flaxseed, rye) either long or short, were fixed. In June, 1971 
these limits were increased to three million bushels of corn and soybean futures. 

Position limits on cotton were fixed at 30,000 bales in 1940. The same posi
tion limits as grain were fixed for soybeans in 1951. Maximum positions of 150 
carlots of eggs (with lesser positions for certain delivery months) were fixed in 
1951. Potato limits of 150 carlots were added in 1964. In 1953, position limits of 
3.6 million pounds of cottonseed oil, 3-0 million pounds of soybean oil, and 1.6 
million pounds of lard were fixed. However, following vigorous opposition by 
market interests, this order was suspended and, finally, revoked in 1968. 

Limits on speculative positions have met with a high degree of trade accep
tance and only recently has the size of some of the limits begun to be called into 
question. The general notion is that no one person should be allowed to have 
such a position or trade in such volume that he could push the price around with 
his sheer bulk. 

Basis for Limits. In looking at the question of position limits it is again neces
sary to go back to the beginning. The legislative history of the CEA of 1936 
establishes three studies made in the 1920's as the basis for the law and the 
amounts of 2 million bushels of the grains. These were Senate Document No. 
135, "Fluctuations in Wheat Futures," USDA Bulletin 1479, "Speculative 
Transactions in the 1926 May Wheat Future," and USDA Technical Bulletin 
No. 79, "Major Transactions in the 1926 December Wheat Future." The last of 
these was the most influential. These three reports taken together covered a 
period of two years, the first extending from January 2 to April 18, 1925; the 
second from April 19, 1925, to May 29, 1926, and the third from June 1 to 
December 31, 1926. The results of the third study were said to confirm and 
strengthen the earlier conclusions. A summarization of the summary follows. 

In the third study three groups of traders were analyzed. The first group con
sisted of the 42 largest speculators operating on the Chicago Board of Trade. 
They comprised all of the speculators whose market position reached 500,000 
bushels or over in any one future at any time during the period. 

The second group consisted of the customers of 15 clearing firms. The busi
ness of these 15 judged to be representative of the small and medium sized 
speculative traders. The customers of these firms carried an average of 39 per-
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cent of the total open contracts on the long side of the market and 30 percent of 
the total of all contracts open on the short side. 

The third group included all of the hedging accounts on the Chicago Board 
of Trade which at any time during the period reached a position of 500,000 
bushels or more. There were 22 of these accounts representing milling com
panies, elevator companies, and grain shippers. 

The trading operations of each of the three groups were compared with the 
price for the 1926 December wheat future and for all futures combined. This 
consisted of comparing the combined net position of each group at the close of 
the market each day with the closing price of the appropriate future. This com
parison revealed a pronounced direct relationship between the trading of the 
group of large speculators and the price. This relationship when measured 
statistically showed a direct correlation of +0.71. 

The second group, consisting of the small trader customers, when compared 
with price revealed an equally striking relationship, but inverse in character, 
the correlation coefficient being —0.83. On days on which the price advanced, 
this group sold more than it brought; and on days on which the price declined, 
it bought more than it sold. The group of 22 hedging accounts also showed an 
inverse relationship, although not as pronounced as the small traders. 

Further analysis of the trading of the 42 large speculators was made. It was 
found that five of the 42 each accumulated a long or short position in the market 
of over 2,000,000 bushels at some time during the period June 1 to December 
31, 1926. One of the five reached a maximum position of over 12,000,000 
bushels short and another a position of over 10,000,000 short. It was further 
found that the combined trading of these 5 largest speculators accounted almost 
entirely for changes in the position of the 42, the transactions of the 5 being di
rectly related to price to the extent of a correlation of +0.72. The individuals 
comprising the remaining 37 of this group traded at irregular intervals, but as a 
class their trading showed no significant relation to price movements. 

By uniting the trading of these five leading speculators, a single figure rep
resenting the combined net trade for the group of five was obtained for each 
day. There were, in all, 94 days of a total of 176 on which this group traded a 
net amount of 500,000 bushels or more. On 64 of these 94 days, or 68 percent, 
the price moved in the same directions as the net trade of the group. The net 
trading of the five amounted to 1,000,000 bushels or more on 56 days; on 44 
of these days, or 79 percent, the price moved in the same direction as the net 
trades. There were 28 days on which the net amount traded was 2,000,000 
bushels or over and on 24 of these days, or 86 percent, the price moved in the 
same direction as the net trade. There were five days on which trades exceeded 
5,000,000 bushels and in each case the futures price moved in the same direction 
as the net trade. 

From these findings it was concluded that without the accumulation of long 
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or short lines of millions of bushels by a very few leading speculators, the major 
swings in price would not have been so large. And so originated the 2,000,000 
bushel limit (raised to 3,000,000 bushels for corn and soybeans in 1971). 

These were interesting pieces of pioneering work that contributed a great deal 
to the knowledge about how various groups of traders behaved. Unfortunately, 
they were not critically reviewed and the conclusion that large scale traders could 
and did cause excessive and unwanted variations in prices, was held valid. A 
closer look at the evidence does not completely back up the conclusions reached 
above. For example, during the period May through December of 1926, the 
price of the nearby wheat futures followed an erratic pattern, centering on $1.38 
per bushel. It declined from $1.43 in early May to $1.34 the third week of May, 
then rose to $1.42 the second week of June, but then declined to $1.32 on the 
first of July. It rose to its season's high on July 19, declined to $1.33 September 
4, rose to $1.45 October 2 and traded between $1.38 and $1.42 for the balance 
of the season. The range during the period was almost exactly 10 percent of the 
median value. There were frequent reversals in direction. The period from pre
harvest on was one in which the size of the crop was uncertain and flour book
ings were heavy and erratic. We would question whether there were excessive 
and unwarranted changes in prices. Would not a reasonable man judge the 
speculative performance of the market as respectable ? 

The aggregate positions of the 5 leading speculators were net short during 
nearly all of the period studied. They were net short about 10 million bushels 
during May, got even during June, went net long up to 8 million bushels during 
the peak of the July harvest, gradually switched to a net short position of nearly 
24 million bushels the first week of September, gradually liquidated this net 
short position until they were net long on October 20. They went short again 
immediately and were net short 8 to 16 million during November and Decem
ber. They were short an average of about 8 million bushels from May to Decem
ber. They were short when the price rose and they were short when it went 
down. It appears that, on balance they about broke even. They were not making 
money coming and going as the conclusions of the study imply. 

The correlation values are impressive but they relate only to the relationship 
of direction of change in price and change in net position. No analysis of the 
relationship of size of change in price to size of change in net positions was 
made. Inspection of the data suggests that the relationship was not close. There 
were days of substantial change in price on which there was little change in net 
position of the large traders and vice versa. Did a major change in net position 
sometimes cause a change in price but fail to cause a change in price at others ? 
Or did both price and speculators respond to the same outside forces? The 
question was not examined. 

The large scale speculators accommodated the market. There were both long 
and short hedges in the market throughout the period. The hedgers were net 
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about even during May and June. There was fairly large hedge buying during 
early July so that the hedgers became net long. This was at the time that the 
price rose to its seasonal high. Hedgers were net short about two million bushels 
at the end of July. The amount of long hedges increased and the short hedges 
decreased during August so that the hedgers were net long 12 million bushels in 
early September. This net long position gradually decreased to about 4 million 
bushels at the end of the year. 

The commission house customers—the speculating public—maintained net 
long positions throughout most of the period. They were about even at mid July 
and built up a net long position of 15 million bushels in early September. They 
liquidated down to a net long position of 5 million in late October. They main
tained a net long position of 14 million for the balance of the period. 

The maximum net long position of hedgers and one of the larger net long 
positions of the public coincided with the maximum net short position of the 
five leading speculators in early September. The hedgers were net long because 
flour bookings and other hedge purchases exceeded sales by farmers. The large 
scale speculators offset the positions of hedgers and, in part the speculating 
public. They supplied the market with the wheat it wanted and could not get 
from farmers. 

What would have been the price pattern of wheat had the large scale specu
lators not been in the market? The price would probably have been higher 
during July and August when millers and small scale speculators were buying 
and lower later as the price fell back to its equilibrium. Did the large traders 
cause excessive price variations or did they prevent excessive price variation ? A 
definitive answer cannot be made at this late date but we should note that a 10 
percent variation about the median is not a swinging market. 

From all of this we must conclude that the legislation authorizing position 
limits and the 2,000,000 bushel limits that lasted all of those years was on shaky 
ground. The most recent increase for corn and soybeans may be partial recog
nition of this view. 

The Case for Review. Two things suggest that the matter of volume of trading 
and position limits should be reviewed. First, they are very old. It seems unlikely 
that what was appropriate for the wheat markets of the 1920's is also appropri
ate for the broader spectrum of commodity markets of the 1970's. (The position 
limit for wheat has since been raised to 3,000,000 bushels.) 

Second, the studies that led to the imposition of limits were limited to actions 
in futures markets, failing completely to take into account the commercial fac
tors relating to cash commodities that influence prices and price patterns. As 
we have said repeatedly, futures markets are a part of the real commercial world 
of the commodities traded. The study of futures markets should not be con
ducted in a vacuum. 

The Case for Large Speculators. A strong case can be made that large scale 
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speculators are not the evil musclemen they were described as a half century ago 
but, instead, are an asset to the market and should be encouraged. 

Large scale operators carefully avoid influencing prices. They stay out of situ
ations in which they are apt to hold a large share of the open contracts, particu
larly in an expiring future. A speculator with a large share of the open interest 
is his own worst enemy. He loses his liquidity and cannot change positions on 
the basis of changed market factors but must wait until the holders of the other 
side of the contracts change their minds and let him loose. He is their man rather 
than his own. The smart speculator maintains his liquidity unless he decides that 
he can gain control of and influence the equilibrium price of the total of a cash 
commodity. This reluctance to try to dominate a market should not be attributed 
to a higher motive of accurate price establishment or to business morality but, 
rather, to a humility born of the lessons learned while becoming a large scale 
speculator. 

Large scale speculators relieve hedging pressure during periods of peak sup
plies. Invariably, they are found in net long positions when short hedges, re
flecting cash sales, are large. 

Large scale speculators contribute to the fine tuning of the price structure. In 
large measure, hedgers are nulls in the market, taking positions when they 
make purchases or sales. The speculating public appears to have a long side 
bias and to trade with less sophistication than the large traders. Large traders 
are more pliable in their position directions and sizes, are better informed, and 
respond quicker to changed market circumstances. Almost by definition, the 
large speculators are the smartest traders; they are professionals because they 
are good, not good because they are professionals. 

The markets are in need of more and better skilled speculation. It is indeed 
strange that the expression of their skills should be arbitrarily cut off at levels 
established many years ago. 

Large speculators are the strongest defense that markets can have against the 
predatory behavior of large hedgers. As we have seen, it is the large scale specu
lators who stand ready to take delivery, keeping hedgers from forcing wider 
carrying charges, and holding the price of storage at its market value. Again, 
as we have seen they arbitrage between raw materials and product values, help
ing to keep processing margins competitive. 

Some of the commercial interests in commodity markets are large—large mer
chandising and warehouse firms, processors, exporters, etc. They can, if they 
elect, take very large positions in cash markets and hedge in and out of futures 
markets at will. Cash interests are the forces that have the muscle required to 
force futures markets out of line. This is not to suggest that they do but rather 
to suggest that the temptation would be greatly reduced if they knew there were 
no limits on the countervailing power permitted speculators. 

Toward a Solution. Should it be found desirable to fix and maintain position 
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and trading limits to avoid market dominance by one or a few firms or indi
viduals it should be recognized that the matter is more complex than casting 
certain bushelages or tonnages in stone and leaving them for all time as has 
been the case in the past. The objective of limits should be to prevent the exer
cise of market power to the extent of distorting price. Exercise of market power 
is the essence of the definition of manipulation which is in violation of the law 
and the rules of all exchanges. The concept of limits is redundant and at most 
they should be considered only a tool to assist in the prevention of price 
artificiality. There are other tools: prosecution and punishment of manipulation 
and cease and desist injunctive power in congested situations. 

If position limits are to be employed they should apply equally to all classes 
of traders, commercials and speculators alike. As we have repeatedly noted, the 
possibilities of distorting a price are greatly enhanced by the existence of an 
associated cash position. The history of the development of regulation shows an 
anti-speculation bias that is not justified in the light of the way that markets 
really work. Much of this bias was eliminated from the CFTC Act of 1974. This 
philosophy should be implemented by equal treatment of commercials and 
speculators. 

If position limits are to be employed they should be flexible and kept appro
priate to the circumstance at hand. A position limit appropriate to the last de
livery month of a crop year is quite different than one appropriate to the far out 
months covering the whole of a crop year. For example, a 10 million bushel 
position in August soybeans in a year of a small carry-over might be dominating 
but by no stretch of the imagination could it be considered dominant if held in 
November soybeans in a year of a 1,500 million bushel production. A position of 
a given size is much more of a factor on the last trading day of the delivery 
month than on the first delivery day as, in turn, is the same position more signifi
cant on the first delivery day than two or six months before first delivery. 

What all of this says is that there is no simple solution to the problem of fix
ing position limits save by fixing them at infinity. To fix and administer positions 
limits is a complex matter and would require great effort. 

Delivery Points 

If the CFTC finds that the delivery terms for a commodity are inadequate to 
prevent or diminish price manipulation, market congestion, or abnormal move
ment, it is empowered to change delivery terms, particularly by designating 
additional delivery points. This is a power of the Commission that will have to be 
exercised with great care for there is in it a danger of the destruction of markets. 
As we have seen in earlier chapters futures markets are fragile things; many are 
started and fail, many more fail to grow to viable size, and even the best are 
small in comparison to the jobs that need to be done. 

© Commodity Research Bureau 1977 
www.crbtrader.com 



340 Market Operation 

One of the most difficult tasks in starting and operating a futures market is 
establishing the terms for delivery. A futures contract is a temporary substitute 
for an eventual cash transaction. In markets that work, delivery is rarely made 
and taken; futures contracts are entered into for reasons other than exchange of 
title. Markets where there is a large amount of delivery fail and go out of exist
ence because extensive delivery is an indication of an out of balance contract, one 
that favors either the longs or the shorts. When a contract is out of balance the 
disadvantaged side ceases trading and the contract disappears. 

The objective in writing a futures contract is to obtain such even balance that 
only an amount to test the price—to keep it honest—is delivered; to make the 
contract so readily deliverable and receivable that there is no incentive to make 
or take delivery. The terms of the contract must be precisely representative of 
the commercial trading practices of the commodity. When contracts are written 
their terms are as closely descriptive of existing practices as a committee of 
knowledgeable people can make them. The commercial circumstances surround
ing a commodity change as the production, marketing, processing, and con
sumption change. The delivery terms appropriate at one time are not appropriate 
at another so that changes, sometimes frequent ones, are necessary. 

As we noted in Chapter 3 there are several terms of futures contracts: com
modity, amounts, price, quality, place of delivery, time of delivery, terms of pay
ment, and provision for default. All of these except price are standardized. The 
terms are simple to write except quality and place of delivery. Both have been 
the source of continuous problems for exchanges but quality issues have re
mained out of the public sector. 

For the first century of futures trading deliveries were almost entirely at the 
central markets where the futures markets are located. Nearly all trade was in 
raw agricultural commodities and a large proportion of each moved to central 
markets for storage and processing and then into distributive channels. The 
amounts that flowed naturally to and stored at central markets were large 
enough to be fully representative of value and to prevent congestion in delivery 
months. Following World War II the marketing system was decentralized as 
the results of numerous changes in the commerce of commodities. A high pro
portion of wheat now moves from areas of production to export points. Live
stock slaughter moved from central markets as Chicago to the interior. Trading 
in new commodities developed and many of these have never moved through 
central markets. The soybean processing industry developed in the interior near 
points of production and oil and meal moved from the dispersed processing 
plants to equally dispersed points for further processing. It was thus necessary 
to designate multiple delivery points at interior locations. The questions con
tinually at issue are not single versus multiple delivery points but one of how 
many points at what locations. 

Commodity exchanges are great democratic institutions and they make 

© Commodity Research Bureau 1977 
www.crbtrader.com 



Market Regulation 341 

changes slowly. It is a clumsy matter to change delivery terms. It takes a lot of 
committee work and consultation with all affected parties. Contracts for which 
trading has started must be continued with the old terms until they expire. It 
either takes a year to implement a change or there is overlapping so that there is 
trading in, say, "Old March Wheat" and "New March Wheat." Exchanges have 
had a record of changing slowly, sometimes too late. Trading in rye futures 
expired. One reason doubtless was the failure to recognize that Chicago was no 
longer a viable delivery point. Trading in oats futures nearly stopped before 
Minneapolis was made an alternate delivery point. 

Delivery on futures contracts is a sampling of value process. The objective is 
to get a representative sample. There must be a sufficient amount of the com
modity move to and through the delivery points that no one can control and dis
tort the price. The amount must be large enough that the price is representative 
of the value of the commodity generally so that the relationship with prices at 
other points of commerce are rational. These are minimum requirements and 
the minimums should be maximums. The delivery process must be kept as 
simple as possible. Speculators will not participate in markets in which delivery 
is complex and great merchandising skill is required to know what market 
value is and to dispose of the commodity received on delivery. 

Proliferation of delivery points results in distortion of price relationships 
over space. Delivery will be made at the point of lowest value and cash prices 
at other points are above this by commercial value differences. Delivery goes to 
the least common denominator. As we noted in Chapter 9, the identity of the 
least common denominator is continually changing. When delivery hops from 
point to point cash to futures price differences at all other locations become 
erratic. This makes hedging difficult if not impossible. There is not only danger 
of losing the speculators but of losing the hedgers as well. Primary producers 
and interior merchants have a tendency to want delivery points close to their 
operations so they can make delivery when they cannot readily merchandise the 
commodity. It is a simplistic notion that has appeal—delivery at the entry point 
to the marketing system. But speculators are not merchants and to force them to 
become merchants is impossible; they will simply go away. 

An incident in the corn market in July, 1973 was of major influence in getting 
attention focused on the delivery point question and inclusion of the delivery 
point legislation in the law. Exports of all grains were extremely large that sum
mer. Movement of wheat to the Gulf tied up rail cars so that movement of corn 
among interior points and to the Gulf for export was difficult and limited. 
Where there was transportation to move it, corn was valuable and where there 
was not transportation the price was unusually low in relation to other markets. 
In early July the cash price at interior Iowa points was unusually low relative to 
Chicago, the interior Illinois points price was above Chicago rather than a usual 
10 cent discount and the Gulf price was much higher than usual in relation to 
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Chicago. The cash price at Chicago was above the futures. It was an abnormal 
spatial price structure caused by a huge export movement and limited transpor
tation. The price of July futures rose from $2.33 on July 12 to $2,491/2 o n t h e 

17th, $2,591/2 bid on July 19- Trading limits were removed and the price spiked 
up to close at $3.70 to $3.90 on July 20 which was the last day. It appears that 
the primary shorts were out of position hedgers and the primary longs were 
exporters who were counting on corn from Chicago for Great Lakes shipment. 
Until the last day of trading the July futures price lagged the cash prices at 
Chicago, interior Illinois and Indiana, southeastern U.S., and Gulf prices. Cash 
prices continued strong and relationships distorted following the expiration of 
the July futures. 

The hedgers not only went into the delivery month without foreseeable means 
of making delivery but they stayed until the end. The abnormality was basically 
caused by transportation problems rather than inadequacy of delivery points. 
Had interior Iowa and Minnesota points been deliverable the futures price 
would have gone to the Iowa level and all of the other points would have gone 
to huge premiums over the future. The spatial disequilibrium would not have 
been corrected. That which would have been a good deal for some hedgers 
would have created a very difficult situation for others. Most importantly, the 
predicability of basis would have been reduced, hence the usability of the market 
by hedgers. 

What all of this says is that the designation of delivery points is a delicate 
matter that should be approached carefully by knowledgeable people. Markets 
can be destroyed by the wrong delivery terms. 

Dual Trading 

The Commission must determine whether trading by floor brokers and futures 
commission merchants for their own account and for their customers will be 
permitted. The more delicate and urgent of the two is trading by floor brokers. 
There is an almost automatic presumption of conflict of interest. The question 
was discussed in Chapter 3 in describing the activities of the various pit traders. 
A marked tendency to specialize was noted. In high volume markets trading 
tends to hamper the operations of specialized brokers and brokerage gets in the 
way of good trading. 

The rules of the big exchanges provide that customer orders get preference 
and good brokerage practice helps enforce the rules. The same kinds of rules 
should and likely will be required of other exchanges. 

At a minimum, one kind of dual trade must and will be permitted. This has 
to do with an error account. Brokers do make mistakes in both price and number 
of contracts and, in high volume pits, the error accounts are sometimes large. It 
is necessary that brokers be held responsible for their mistakes. 
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Attention has been focused on the possibilities of brokers exploiting their 
knowledge of orders and gaining from offsetting customer orders at prices 
profitable to brokers. This is the wrong focus. Attention should be addressed to 
the effect of dual trading on the quality of fills of customer orders. Whether 
dual trading results in better or worse execution of outside customer orders than 
would exist were it prohibited is the germane question. 

Central to the question of quality of fills is liquidity. In low volume markets 
(which includes a majority of markets) the amount of brokerage is insufficient 
to attract enough high quality brokers. Similarly, the volume of trading is in
sufficient to attract scalpers and pit traders whose presence is essential to 
liquidity. It is only dual trading with earnings from both sources that attracts 
members to many markets. If dual trading is prohibited in low volume markets 
there will be a reduction in liquidity, outside traders may cease trading, and 
trade dwindle to nothing. When there is a low level of liquidity outside cus
tomers must either wait a long time for fills at the risk of missing opportunities 
or make price concessions to get orders filled. To prosper, a market must be 
liquid. 

There is doubtless some cheating that goes on in some, if not most, pits. How 
extensive it is is unknown as is its effect on the quality of fills. The Comptroller 
General1 identified some trades that appeared to be in violation of the rules. The 
number was not large. Most of the violations involved the broker taking the 
other side of customer trades. In no instance was a resulting profit to the broker 
positively identified. What was the effect on the customer price ? Did the selling 
customer receive a lower price than the broker would have gotten by trading 
with someone else ? Or did he receive a higher price than he would have gotten 
had the broker sold to someone else? It is possible that brokers cheat in the 
interests of improving customer fills more often than in the interests of wrong
ful gain. A broker's success rests in his reputation for obtaining good fills. Also, 
they are ethical men who are attuned to the best interests of their customers. It 
is possible that rules for low volume markets should be changed to permit the 
offset of customer orders by brokers! 

Outside customers have protection from mistreatment by brokers. First, the 
rules of most exchanges give precedence to customer orders; they must go ahead 
of any trades for the broker's own account. This is policed, not only by the ex
changes, but by other pit traders. A violation that is advantageous to the violator 
is disadvantageous to at least one other trader. They not only complain to ex
change officials but they can and do retaliate. There are numerous and subtle 
ways that this can be accomplished. 

Second, many commission houses employ floor managers whose job it is to see 
that customer orders are filled at the best possible prices. They are quick to 

1 Comptroller General of the United States, Improvements Needed in Regulation of Commodity 
Futures Trading, June 24, 1975. See especially pages 23-26. 
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question doubtful fills and they have powerful influence on the success of 
brokers in the way that they distribute orders. 

Finally, the customer always has the opportunity of placing limited orders. 
He need not put himself at the mercy of a broker but may trade only at his price 
or not trade. 

Issues: Protection of the Public 

There is another set of issues that are raised by new amendments that relate 
to the protection of the public. The 1974 Act has a flavor of fostering the growth 
and development of markets and of recognition that the public, speculators in 
particular, is essential to the prosperity of markets. Several provisions concern 
the behavior of the people who are in contact with traders—Commission Futures 
Merchants, Registered Representatives, Pool Operators, and Commodity Ad
visors. 

Registration of Registered Representatives. Under the old law there was pro
vision for registration and examination for fitness of futures commission mer
chants and floor brokers. This was extended to include persons handling cus
tomers' accounts. All of these will be registered so that the employment history 
of individuals can be traced. The industry has been troubled in the past by a 
few people who have a record of hard selling, churning accounts, and moving 
on. Identification is made easier. 

In due course the Commission will have to face the question of fitness. Sev
eral questions are readily apparent: What examinations should be passed? What 
educational background qualifies? What is a necessary experience record? 
Should there be financial requirements? Should evaluation of performance be 
a part of fitness? Decisions by the Commission will have an impact on the 
growth and development of the industry. 

Pool Operators and Commodity Advisors. During the early 1970s there was a 
substantial increase in commodity trading pools and the selling of trading 
advice, usually based on computerized trend following systems. This growth 
raised questions about the desirability of its impact on prices and about the 
appropriateness of selling such operations to the public. Pool operators and 
advisors are required to be registered with the Commission but no guidelines 
regarding their behavior are included in the Act. Questions of fitness for regis
tration will doubtless arise. 

One set of questions relates to market impact. The extent of system trading 
is not known and its impact has not been studied. Careful study would seem to 
be appropriate before regulation is undertaken. 

A second set relates to the extent that the government should undertake to 
protect the public from its own gullibility and greed. Should there be perform
ance standards? Advertising standards? Financial standards for the entry of 
customers ? 
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Again, decisions by the Commission will have an impact on growth and de
velopment of the industry. 

Research, Publication, and Educational Efforts. The Act includes authorization 
of research into the operation of markets and for publication of results. This 
authorization is aimed at obtaining the research base for improved regulation 
and at improved use and performance of markets. It is an important develop
ment tool. 

As we noted, there was a substantial amount of research done by the Grain 
Futures Administration which was influential in shaping the Commodity Ex
change Act of 1936. The Commodity Exchange Authority did numerous special 
market surveys and regularly published some information but did little analysis 
of market operations and performance. 

The regulatory agency is in a unique position to conduct market research 
because of its access to otherwise confidential information. Effective use of the 
authorization and opportunity is essential to enlightened regulation. Hope
fully, the Commission will proceed into new areas of regulation only after a 
sufficient research base is developed. 

Regulatory Philosophy 

The Commodity Futures Trading Commission is an established fact. If 
precedent established by other governmental Commissions is observed the fact 
will not go away; it is here to stay and the chances are that it will grow and there 
will be amendments to the Act. It, thus, is important that a regulatory philos
ophy be developed during the formative stages of the Commission. What should 
be the philosophy with regard to the economic performance of futures markets ? 
The question is best presented as a dichotomy. One extreme would be based on 
the belief that futures trading is an evolutionary and pragmatic activity and that 
initiative for change should rest with exchanges and the users of markets. The 
role of the Commission would be negative. It would review and approve or dis
approve of industry proposals, assuming that experimentation and change are 
desirable and only ask whether it was necessary to disapprove because the pro
posal was contrary to the public interest. At the other extreme the Commission 
would view its role as positive or activist. It should initiate changes when, after 
investigation, it finds such changes desirable and set standards of performance 
that would result in uniform applications of the changes. It would evaluate 
existing economic performance levels of markets in terms of potential perform
ance and seek changes designed to increase the economic utility of markets. 

It is easy to look at existing markets as we did in Chapter 14 and be seduced by 
the appeal of the activist role. It is easy for students of markets to look at per
formance in relation to potential and get annoyed by and impatient with the 
actions of exchanges, members, commission houses, and users of markets. To 
advocate an activist role for the Commission would be to fly in the face of most 
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of all that has been said in the foregoing chapters. For markets are the closest 
approximation to the model of pure competition that has yet evolved and one 
must have faith in the wisdom of competitive forces. 

To suggest the central planning of competitive markets is a contradiction of 
terms. Competition is decentralized, disorganized, and messy. That it works at 
all is surprising and that it works so extraordinarily well is amazing. In view of 
the track records of government and competitive forces the Commission will be 
well advised to make its role the negative one of policeman and to regulate with 
as loose a control system as is permitted by the law. 

© Commodity Research Bureau 1977 
www.crbtrader.com 




