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A commodity is something that hurts when you drop it on your 
big toe, or smells bad if you leave it out in the sun too long. 
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Introduction 

In January 1983 the president signed a bill mandating a special study 
of financial futures and related markets. The study was a direct result 
of the commodity futures industry's outgrowing its historical agri
cultural boundaries—epitomized by futures contracts in wheat, 
soybeans, and pork bellies—and transferring its fundamental economic 
concept to financial commodities, such as Deutsche marks, U.S. 
Treasury bonds, and stock indexes. This product innovation paral
leled exponential growth in the volume and public visibility of all 
futures trading, but the greatest growth was in financial futures. 

Financial futures comprise three classes of futures contracts: 
currencies, interest rates, and stock indexes. Each developed in 
response to economic events and as a result of futures industry 
innovation. The demise of the Bretton Woods system of currency 
stabilization in the early 1970s and the elimination of the gold stand
ard led to the introduction of futures contracts on foreign currencies. 
Unprecedented interest rate volatility in government and private debt 
securities led to interest rate futures contracts because such volatility 
demands ways both to hedge risk and to profit from price move
ments. Stock index futures contracts were an innovative way to deal 
with volatility in the equity securities markets. These financial contracts 
altered the agricultural orientation of futures markets. In 1978 trading 
in financial futures constituted only 6.7 percent of the commodity 
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futures market; in 1982, when Congress ordered the special study, 
they constituted 37.7 percent of that market. That fundamental shift 
was not aberrational but directional. 

Such a transformation was bound to catch the attention of the 
federal financial regulatory agencies responsible for debt manage
ment, credit policy, and securities. The Department of the Treasury, 
the Board of Governors of the Federal Reserve System, and the 
Securities and Exchange Commission (SEC) were concerned for several 
reasons. The commodities that underlay the new financial futures 
contracts were monitored by and under the jurisdiction of those 
agencies. Financial futures brought new commercial participants to 
the markets, such as government securities dealers, corporate money 
managers, banks, savings and loan associations, and insurance 
companies—participants that federal regulations had not contem
plated. Financial futures simply did not fit easily into the govern
ment's existing regulatory structure. Further, the marketplace activity 
was so new that the regulators did not understand the economic 
utility of the new contracts or the unfolding consequences of the 
market's activity. 

These factors were compounded by a political truism: congres
sional and regulatory concern is most often piqued by large changes 
that are little understood and highly visible. Commodity futures 
markets came to the attention of regulators and congressmen over 
the past decade under "crisis" circumstances. A new lexicon for 
concerns about futures developed: "London options," "Hunt silver," 
"March wheat," "butterfly straddles." Each of these terms subsumed 
a specific activity, motivated by profit, that a change in law or better 
enforcement of existing law could have altered. Each crisis prompted 
inquiry by federal regulators, and those inquiries serve as a beginning 
point to understand how the issues for the federal study were formu
lated. 

The Futures Trading Act of 1982 directed the Federal Reserve 
Board, the SEC, and the Commodity Futures Trading Commission 
(CFTC), with the assistance of the Treasury Department, to assess 
fundamental questions about the futures and options markets. The 
assessment was to encompass the following issues:1 

• the effects of futures and options trading on capital formation 
(implicitly as historically practiced in the securities industry) and on 
the liquidity of credit markets 

• the economic purpose of trading in financial futures contracts 
and options 

• the sufficiency of available public policy tools to regulate trading 
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activities so as to avoid harmful economic effects in the markets 
underlying the futures and options contracts and in related financial 
markets 

• the adequacy of the protection afforded to investors in such 
markets 

• the extent to which futures and options may be used to manip
ulate, or profit from the manipulation of, the markets for the 
"commodity" underlying the futures or options contract 

The study was motivated, above all, by a desire to understand 
the futures and options markets. That motive was both a positive 
development and a change from the principal motive that has 
permeated the history of federal legislation on commodity futures: 
suspicion. 

That suspicion was well founded. The emerging futures markets 
in the last quarter of the nineteenth century offered a picture of 
recurrent market manipulation and spectacular price fluctuation. From 
one economic perspective, the early Chicago markets provided clear 
benefits to consumers in transferring price risk and gradually reduc
ing the merchandising costs of moving large quantities of grains, but 
these advantages were counterbalanced by recurrent abuses. An irre
sponsible trading system, lacking effective regulations by exchanges, 
stirred both farmers' resentment (elements of which remain today) 
and congressional activity. 

Since the first bill on futures trading introduced in Congress 
(one to prohibit it), over 200 bills have sought to prohibit, tax, super
vise, or regulate commodity futures trading.2 One salient point about 
the history of commodity futures legislation is its ambivalent charter. 
The organic act, despite its numerous amendments, has always 
contained language both affirming the merits of futures markets and 
lamenting their susceptibility to manipulation and other ills, which 
makes regulation "imperative" for the protection of commerce and 
the national public interest. 3 

The issues selected for the special study reflect that ambivalence. 
Why Congress selected certain specific issues for inquiry is the subject 
of this chapter. 

One key to the selection process was the federal regulatory 
antagonism that began in 1974 when the Commodity Futures Trading 
Commission Act brought numerous changes to the regulation of 
futures trading. The critical and pivotal development was the recog
nition of futures trading in the law as an economic function, involving 
risk transfer and price discovery and divorced from any specific 
commodities. 
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In 1974 Congress recognized that new instruments would be 
created to cope with and profit from the inevitability of uncertainty. 
With the creation of new instruments, traditional distinctions between 
securities and commodities started to blur. Focus will come from 
examining and contrasting the fundamentals of commodities and 
securities as they work in the capital formation process; as hedge 
vehicles, investment vehicles, and price discovery tools; as affected 
by the credit regulation process; and as competitive instruments 
where users penuriously evaluate transaction costs. 

A Historical Perspective on Futures Regulation 

Commodity futures legislation began simply enough: the first law 
declared all futures contracts by anyone other than a farmer or grain 
merchant void as gambling contracts.4 The bias shown in that legis
lation permeated all subsequent legislative efforts. Periodically, in 
times of economic distress for agriculture, politicians have proclaimed 
the evils of speculation and the need for greater government inter
vention in futures markets. In the past commodity futures issues 
came to congressional attention solely at times of perceived crisis 
(typically when speculative abuses were alleged); but the 1974 
amendments to the Commodity Exchange Act added a four-year 
sunset provision that forces a regular congressional review of the 
futures industry, its legal framework, and the CFTC. 

The congressional reauthorization process has generated comments 
about the futures markets that would otherwise never have risen to 
the surface of public debate. It has placed a spotlight on the commod
ities futures industry unlike any on the securities industry. In the 
long run this may prove a blessing in disguise if the industry gains 
greater public acceptance by withstanding scrutiny. Whether or not 
that results, the periodic scrutiny has increased government under
standing of futures trading. 

The Commodity Futures Trading Commission. The modern regu
latory era began with the creation of the Commodity Futures Trading 
Commission in 1974.5 That legislation was triggered in some measure 
by the failure of a seller of unregulated "naked" commodity options, 
which caused $85 million in customer claims and corresponding 
complaints to congressmen to do something about the industry. It 
was given further impetus by a startling analysis equating the magni
tude of the commodity futures industry with that of the securities 
industry.6 The erroneous impression that futures and securities markets 
were of equal size directed even greater congressional attention to 
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the less regulated futures markets. All these factors coalesced in a 
consensus that existing regulation of futures was inadequate. 

The Commodity Futures Trading Commission Act of 1974 
dramatically changed the regulation of futures trading. The act created 
an independent CFTC patterned after the SEC with no ties to the 
U.S. Department of Agriculture except for liaison. The major provi
sions of the act were as follows: 

• The CFTC was given exclusive jurisdiction over all futures trans
actions executed on domestic boards of trades. 

• The CFTC was to designate a board of trade as a contract market. 
This change reversed the presumption for exchange development of 
contracts: in the past, the Agriculture Department had disapproved 
contracts; now commodity exchanges were to submit contracts to the 
CFTC for approval. The exchanges must demonstrate to the CFTC's 
satisfaction that the proposed contracts are not contrary to the public 
interest and meet an economic purpose test. 

• The CFTC was to register all futures commission merchants 
(FCMs), commodity trading advisers, commodity pool operators, floor 
brokers, and associated persons. 

• The CFTC was given an expanded role in protecting customers' 
funds held by FCMs. 

• The CFTC was given authority for periodic review of FCMs' 
books and records. 

• The CFTC was given authority to go directly into any United 
States district court to enjoin any exchange or person from violating 
the act's provisions. 

It can now be seen, however, that the major change in 1974 was 
broadening the term "commodity" to remove the bounds on what 
might be offered as the basis for additional futures trading.7 If the 
economic justification for a futures contract was plausible—that is, 
if a potential hedge or price discovery value could be shown—a 
contract was lawfully permissible. Futures trading was, for the first 
time, separated in law from a specific list of commodities in the 
Commodity Exchange Act, and thereafter the term "commodity 
futures" would mean in law what it meant in economics. 

Commodity Futures on Exempt Securities. The expanded definition 
of a commodity was immediately embraced by the futures industry. 
Shortly after the commission opened its doors in 1975, it was called 
upon to approve futures contracts on Government National Mortgage 
Association mortgage-backed pass-through certificates (GNMAs) 
(approved on September 11, 1975) and U.S. Treasury bills (approved 
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on November 26, 1975). Such contracts were under consideration 
throughout the 1974 congressional deliberations.8 Since 1975 commodity 
futures contracts have been approved on numerous securities, including 
GNMAs, U.S. Treasury bills, U.S. Treasury bonds, U.S. Treasury 
notes, certificates of deposit, Eurodollars, commercial paper, and 
various stock indexes based on price compilations of equity securities. 

Obviously, these various instruments were commodities for 
purposes of the Commodity Exchange Act. Equally obvious, espe
cially to the SEC, was the fact that the instruments underlying the 
futures contracts were also securities under the nation's securities 
laws. 

SEC Concerns. Mere weeks after the CFTC approved futures trading 
in the GNMA exempt security, the SEC chairman, Roderick Hills, 
wrote to the CFTC chairman, William Bagley. Hills contended that 
futures contracts on securities were themselves securities. He thus 
argued that their surveillance might well fall under both the CFTC 
and the SEC jurisdictions. Hills's letter of November 13, 1975, set 
forth the overlapping regulatory, jurisdictional, compliance, and 
surveillance concerns of the SEC, which make up, in large part, the 
continuing agenda of interagency concerns.9 

Regulatory concerns. 

• The initiation of futures trading in underlying securities (GNMAs 
and Treasury bills) causes two distinct statutory and regulatory schemes 
apparently to apply. 

• What meaningful distinctions exist between futures contracts on 
securities and options contracts on securities, for purposes of regu
latory jurisdiction and effects on the marketplace? 

• Which agency has jurisdiction over the registration or licensing 
of brokers and dealers selling futures contracts on securities? 

• Which agency has regulatory authority over a firm advising its 
customers on the merits of investing in futures contracts on securities 
as well as in the securities themselves? 

Informational concerns. 

• What meaningful distinctions exist between futures contracts on 
Treasury bills and GNMAs and futures contracts on other types of 
securities (such as nonexempt industrial common stock)? 

• Who are the potential market participants for futures contracts 
on securities? 

• What is the potential for manipulation of the underlying secu
rities as a result of a new futures market on securities? 
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• Will the existence of the futures markets divert investors' funds 
from capital-raising functions; if so, what are the consequences for 
the securities markets and the economy? 

Customer protection concerns. 

• Can the courts continue to entertain private actions under the 
federal securities laws on commodities questions? 

• Will rescission rights available under section 12(1) of the Secu
rities Act of 1933 be eliminated for sales of unregistered futures 
contracts? 

• What information is necessary to permit potential traders of 
futures contracts on securities to determine the risks of doing so, 
and what disclosures should be required? 

• What suitability regulations are necessary to protect investors 
from overextending themselves financially in purchasing futures 
contracts on securities? 

The concerns raised in the SEC chairman's letter were a testa
ment both to the SEC's perspicacity at that early stage and to its 
trepidation about permitting activity in any more such futures 
contracts.10 These concerns and questions were significant because 
they dealt with the unknown. Today almost ten years of trading 
futures contracts on government securities have either answered 
many of these concerns or left an empirical record that is being 
thoroughly examined in current studies. But in 1975 the SEC letter 
raised serious questions about the future of futures contracts based 
on securities.11 

The CFTC Response to the SEC. On December 3, 1975, the CFTC's 
Office of General Counsel issued a memorandum responding to the 
issues raised by the SEC. The memorandum essentially stated that 
the views of the two agencies about regulatory authority over futures 
contracts—irrespective of the underlying instrument—were at total 
variance. The CFTC memorandum cited legislative and judicial 
authority at length to emphasize the following points: 

• The 1974 amendments to the Commodity Exchange Act did 
pointedly "limit the jurisdiction of the SEC with regard to commodity 
futures trading."12 

• The Congress had made it "clear that where the jurisdiction of 
the [CFTC] is applicable, it supersedes state as well as federal author
ities."13 

• The Treasury Department's amendment on interagency consul
tation (added during the 1974 legislative process after it was clear 
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that government securities were explicitly subsumed within the concept 
of "commodity" when subject to futures trading) left no doubt that, 
although the jurisdiction on the underlying commodity was not 
affected, once the underlying commodity formed the basis for a 
futures contract, trading of the futures contract was to be governed 
by the CFTC.14 

The memorandum vigorously asserted that the 1974 act had 
indeed given the CFTC exclusive jurisdiction over commodity futures 
contracts on securities. This point "was crystal clear,"15 even though 
the underlying security might well be within the purview of the SEC. 
Further, the CFTC concluded that the two agencies ought not to 
spend their time constructing theoretical straw men to argue about 
hypothetical problems that had no foundation in fact.16 The memo
randum essentially told the SEC that it had already fought this battle 
in Congress—and lost. It demonstrated the CFTC's view that exclu
sive jurisdiction over commodity futures transactions was not a mere 
happenstance. The Congress did intend to vest in a single federal 
agency the responsibility for developing a comprehensive and sensi
ble regulatory scheme for the commodity futures industry.17 The 
record specifically acknowledged that removing the burdens of over-
regulation caused by disparate regulatory authority among federal 
agencies or among federal agencies and states was a result desired 
by Congress.18 The potential regulatory burden of having both the 
CFTC and SEC regulate the futures industry was clearly opposed in 
testimony by the commodity futures industry that was received 
sympathetically by the drafting committees.19 

The Value of the SEC/CFTC Disagreement. Despite the distance 
between the SEC and CFTC views, the exchange of views was valu
able. The SEC's letter forced both the commodities and the securities 
industries to recognize that hybrid futures contracts could, despite 
the intent of Congress, involve substantial overlap of law and regu
latory jurisdiction.20 

In the simplest terms, the SEC's preference in 1975 was to have 
no trading of these new financial futures contracts until their impli
cations were fully evaluated. The CFTC was required by law to 
approve for trading futures contracts that exchanges demonstrated 
met certain requirements, had an economic purpose, and were not 
contrary to the public interest.21 

Ironically, the SEC's extreme caution toward the new financial 
futures contracts and the CFTC's willingness to permit trading and 
learn from it constituted reversals of the usual positions of the agen-
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cies. The SEC permits the issuance of any new security as long as 
all material facts are disclosed, having no responsibility to evaluate 
the security's value to the economy. The CFTC, however, may approve 
contracts only after determining that the proposing exchange has 
met a complicated justification process. That process often takes years 
on innovative contracts. Both the SEC and CFTC, however, ulti
mately leave the marketplace to judge the success of new securities 
or new futures contracts. 

The Marketplace as Determining Success. The commodity futures 
industry vigorously supported letting the marketplace determine the 
success of contracts. Before the 1974 amendments to the Commodity 
Exchange Act, futures exchanges were permitted to develop contracts 
and proceed to trade them unless the secretary of agriculture denied 
them approval. Although certain tests had to be met, the process 
was inherently permissive. The major amendments of 1974 reversed 
that process by allowing new contracts to be traded only upon the 
approval of the commission. But the new approval process was based 
on the premise that the marketplace is wiser than the most omnis
cient of men. This point was stressed in the earliest testimony to the 
House Agriculture Committee in 1974 by Leo Melamed, former chair
man of the board of governors of the Chicago Mercantile Exchange 
and special counsel to the exchange: 

We could cite numerous examples of successful marketing 
ideas in futures contract markets which might never have 
been permitted to begin had the requirement of economic 
justification been placed against them at the inception. . . . 

A good example are our foreign currency contracts at 
the IMM. When this market was instituted, the fixed parity 
system under Bretton Woods was still in existence and just 
coming apart. It could have easily been argued that under 
a fixed-exchange-rate system, a foreign currency market has 
no economic justification. Yet today our market concept of 
flexible exchange rates is embraced by all major currencies 
in the world. . . . 

In short, pioneerism needs no economic justification. It 
often has none. It must be allowed to develop on its own 
merit. Economic justification, or failure, is best decided by 
the competitive and free marketing system that we main
tain.22 

The House Agriculture Committee adopted this approach, stating 
that it intended "that useful and beneficial new contracts be encour
aged, rather than discouraged."23 The committee further stated that 
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the CFTC should reconcile doubt about a proposed contract's economic 
justification by looking to the marketplace. 

This premise of allowing the marketplace to reconcile doubts 
about economic utility was summarized succinctly by the Report on 
the Economic Role of Contract Markets of the CFTC's advisory committee, 
chaired by CFTC Commissioner Gary L. Seevers. That committee 
carefully evaluated what Congress intended for the CFTC's approach 
to designating new futures contracts for trading and set forth the 
"why not?" test as the ultimate basis for action: 

The [Advisory] Committee concurs with the Commission's 
[CFTC's] demonstrated approach that the contract market 
designation should not be denied unless trading in the contract 
for which designation is sought would be contrary to the 
public interest. . . . 

An exchange which thinks it can offer a better contract 
should have the opportunity to do so. If a new contract 
fails, the losses incurred are primarily of time and effort by 
the exchange. . . . 

Thus, the "why not?" test is the correct approach. . . . 
The alternative to this approach would be a "why?" test— 
requiring an affirmative conclusion that trading would serve 
an economic purpose. The "why?" test would be difficult 
to apply prospectively. For new, dormant, and inactive 
contracts, affirmative proof could not be provided. Futures 
markets are in a period of rapid growth and are expanding 
into new commodities. . . . The "why not?" approach 
appears to be a good balance of risks for the public. . . . 
The CFTC should permit competition to choose the survi
vors.24 

Thus the CFTC had a mandate to go forward. Congress directed 
it to recognize that its task was not to ensure the economic success 
of any exchange's contract but rather to monitor the functioning of 
contracts and to intervene only if necessary. 

With CFTC approval the trading of the GNMA and Treasury bill 
contracts offered empirical evidence about the effect of these futures 
markets. It should be remembered that the GNMA and Treasury bill 
futures were not successful immediately. Although today it can be 
shown that financial futures contracts have significantly reshaped 
the functioning of capital markets,25 the new futures markets and 
their effects evolved slowly. Financial futures posed unique chal
lenges for the marketplace, but those challenges were primarily 
educational, not regulatory. The users of the interest rates futures 
markets—banks, broker-dealers, international corporations, and 
others—had little or no background in futures trading. The combi-

10 
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nation of educational efforts and the economic utility of the contracts 
enabled financial futures to reach unprecedented trading volumes in 
a very short time. 

In 1975 very few people in government understood that we were 
embarking on a period of remarkable financial innovation, which 
had as its core the maxim that the drive for greatest profits in the 
long run creates an incentive to innovate. Yet, just as innovation in 
a field often comes from other fields, the futures industry brought 
opportunities to the financial markets that were to alter aspects of 
the securities industry. Many factors in 1975 worked for the success 
of futures markets on interest rates, the simplest being the prospect 
of persistently high and fluctuating interest rates. That root cause of 
innovation was complemented by technological innovations in the 
electronics industry and in data processing. The futures industry was 
quick to use these new tools to facilitate the trading of innovative 
futures contracts. 

In short, although the SEC raised many perceptive concerns in 
1975, it and all federal regulators suffered from an inability to foresee 
the creative supersession of old products and methods by new and 
improved ones. Fortunately for the economy, one agency, the CFTC, 
was prepared to give the forces of innovation room to operate. 

As interest rate futures were accepted by the marketplace, trad
ing volume grew. Competitive pressures on commodity exchanges 
to capture some portion of the new volume caused them to seek 
approval to trade interest rate futures contracts duplicating contracts 
that were already trading. The proliferation of duplicative contracts, 
as evidenced by virtually identical submissions to the CFTC from 
different exchanges, caused further congressional and regulatory alarm. 
The alarm was reflected in the 1978 reauthorization of the CFTC with 
the addition of section 2(a)(8)(B) to the act. That section required the 
CFTC to keep the Treasury Department, the Federal Reserve Board, 
and the SEC fully informed of its activities related to their respon
sibilities. 

The joint study by the Federal Reserve Board and the Treasury 
Department that followed was a watershed event. For the first time 
the agencies with the greatest concern for the capital markets of the 
United States, particularly as they affected debt management, were 
examining the effect of futures markets on the system. 

The Treasury-Federal Reserve Study 

As trading in futures contracts on government securities steadily 
increased, so too did curiosity and concern in the Treasury Depart-

11 
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ment and the Federal Reserve about its effects.26 Treasury and Federal 
Reserve officials are responsible for monitoring institutional practices 
in the financial markets that affect debt management or monetary 
policy operations. They have this responsibility because U.S. govern
ment financing operations occur in an open market where the only 
determinant of the price of federal securities is free choice by inves
tors. By early 1978 futures contracts on government securities were 
suspected of influencing federal financing, but the nature and extent 
of their influence were only vaguely sensed. The Treasury Depart
ment believed it could influence this development by injecting itself 
into the CFTC contract approval process. 

Deputy Secretary of the Treasury Robert Carswell recommended 
to the chairman of the Senate Agriculture Committee that Treasury 
be granted (1) the final right to approve or disapprove any CFTC 
designation of futures contracts that had U.S. government securities 
as the underlying instrument and (2) discretionary authority to suspend 
trading, disapprove any delivery date, or revoke the designation of 
such contract markets.27 Treasury wanted not the day-to-day respon
sibility of monitoring markets in interest rate futures but rather wanted 
the power of first instance—veto power over the CFTC on such 
contracts. 

The SEC had likewise recommended that regulatory jurisdiction 
over futures contracts on financial instruments and options on such 
futures contracts be transferred from the CFTC to the SEC. Further, 
the SEC offered to be the sole regulator of all futures contracts if 
necessary.28 The SEC believed that it, not the CFTC, should be the 
regulator of the new contracts that had securities as the underlying 
commodity.29 

This considerable interest by the Treasury Department and the 
SEC led to a 1978 congressional reauthorization of the CFTC that 
had three central themes: (1) whether the relevant concern for regu
latory authority over futures trading was functional or related to the 
underlying commodity; (2) whether collective regulation by the CFTC, 
the SEC, and the Treasury would be an intolerable burden on indus
try participants or appropriate for public policy reasons; and (3) 
whether any empirical evidence justified the concerns raised by 
Treasury or SEC about futures on government securities. 

Congress concluded that the function of futures trading was 
more important than the underlying commodity being traded, that 
a single regulatory agency should be responsible for futures trading, 
and that no empirical evidence on the effects of these markets existed. 
Congress did require the CFTC fully to inform the Treasury Depart
ment, the Federal Reserve Board, and the SEC of any CFTC activities 
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related to their responsibilities.30 It further directed the CFTC to 
consider the relation between the volume of futures trading in finan
cial instruments and the cash markets in those securities. The Treas
ury and the Federal Reserve were thus assured, by law, that their 
views must be considered by the CFTC in approving, denying, 
suspending, revoking, or taking any emergency action affecting these 
new contracts. The CFTC was specifically directed to consider the 
effect of its actions on the debt financing requirements of the United 
States and on the continued efficiency and integrity of the underlying 
market for government securities. 

Although this amendment required mandatory consideration by 
the CFTC of the other agencies' views, the CFTC retained the ulti
mate responsibility for action. No veto power had been given to the 
other agencies. 

The practical effect, however, was chilling. CFTC commissioners 
deliberately chose comity over confrontation with the more powerful 
and established agencies. The other agencies exerted substantial 
influence over decisions on the trading of futures contracts based on 
securities from 1978 to December 1981.31 The immediate result of the 
reauthorization process in 1978 was an informal moratorium on the 
approval of new contracts based on U.S. government securities: the 
CFTC approved no such contracts between September 1978 and June 
1979, and no stock index contract was approved until 1982, despite 
many applications. 

Treasury's Responsibility. The Treasury Department's overriding 
responsibility is to ensure that it can finance the federal debt at 
minimum cost in an efficient and responsive market. The traditional 
standard is that the market should have adequate depth, breadth, 
and resilience. Treasury's need, in the fall of 1978, was to determine 
whether an active and growing financial futures market had had (or 
was likely to have) an adverse effect on those criteria essential to the 
efficiency and integrity of the market for government securities. The 
related question was, of course, whether futures trading had made 
or would make a positive contribution to the efficiency of government 
financing operations. After the 1978 reauthorization, Treasury also 
had the statutory obligation to comment on several contract proposals 
pending at the CFTC.32 Because Treasury had no body of research 
on which to draw to make such evaluations, a search began for 
evidence indicating actual or potential problems in the marketplace. 
The evidence was sought through interviews with persons respon
sible for institutional activity in government securities in both the 
cash and the futures markets.33 Later an expanded reporting system 
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for dealers in government securities was initiated to gather infor
mation on futures trading. 

Contrasting positive and negative theories about the effect of 
interest rate futures formed the background of the Treasury-Federal 
Reserve study. The positive theory was that interest rate futures 
would contribute to debt management by removing some risk for 
cash market participants. Hedging with interest rate futures might 
enable more firms to become active in the cash market, to take larger 
positions, and to withstand unexpected price changes better. The 
cumulative effect would be a deeper, broader, and more resilient 
cash market for government securities—precisely what government 
officials desired. 

The negative theory centered on worst-case scenarios of a corner 
in the government securities market. Maximum auction subscription 
and a squeeze of the shorts by taking long futures positions might 
cause a massive disruption of the market for U.S. government debt. 
This worst case was predicated on a lack of market supervision or 
of timely corrective measures by commodity futures exchanges or by 
federal authorities, which was considered possible. 

At the time of the study, two market movements were under 
way that would substantially influence the evolving structure and 
interrelation among futures, cash government securities markets, and 
the study. Large dealers in government securities were becoming 
active participants in the financial futures markets, and many firms 
acting exclusively as traders in futures were becoming active in the 
cash market as both primary and secondary contributors. Although 
these developments would increase the breadth, depth, and resil
iency of the markets, newcomers to the markets might be more likely 
to err, with repercussions adversely affecting the market as a whole. 
A minority of dealers in the cash markets, who found an attentive 
audience among a few officials in the Treasury Department, focused 
on concern over possible market failure caused by new entrants in 
the marketplace. 

Treasury's more negative approach—in contrast to Federal Reserve 
officials, who seemed to enter the study with no preconceptions 
about the effect of futures in the markets—was reflected in its inter
views during the study. Its negative attitude is explained by its view 
of the government security market as the most important of all markets. 
Treasury officials sometimes emphasized its importance with the 
half-jocular, half-serious comment that the federal debt of the United 
States was not pork bellies. A squeeze in pork bellies or a failure to 
deliver potatoes is of relatively minor consequence and can be dealt 
with after the fact. A similar event in government securities was not 
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to be tolerated because of its potentially damaging consequences for 
domestic fiscal policy, monetary policy, and international finance. 
Accordingly, Treasury was far more willing to ask why any interest 
rate futures contract should be designated for trading than why not. 

The study focused on three issues: (1) whether the futures markets 
posed a threat in any way to the integrity of the cash market for 
government securities, particularly whether existing and proposed 
futures contracts might make unmeetable demands for deliverable 
supplies of securities; (2) whether the potential proliferation of iden
tical futures contracts on different exchanges would affect Treasury's 
flexibility in debt management; and (3) whether sufficient safeguards 
were available to protect a growing group of investors in these futures 
contracts. In the final report, Treasury and Federal Reserve officials 
made recommendations to the CFTC on deliverable supply, prolif
eration, and customer protection.34 

Deliverable Supply. Treasury Department officials were extremely 
sensitive to intimations that the integrity of the public debt might 
be at the disposal of the futures market. Their concern with deliv
erable supply was easy to appreciate: futures contracts trade in antic
ipation that an adequate supply of securities will be issued or available 
before the contracts expire. That posed a dilemma for Treasury. A 
particular debt management action might abruptly reduce the supply 
of securities eligible for delivery against contracts already being traded. 
Thus Treasury might feel compelled to assess the risk that such an 
action would significantly disrupt the buying and selling of futures 
contracts based on these securities and be forced to decide whether 
it was justified in taking such a risk. Treasury did not want that 
imposition or that impediment. It thus examined how futures exchange 
emergency rules for dealing with unexpected supply shortages worked 
and how and when exchanges would implement those rules. 

The study's recommendations on deliverable supply were as 
follows: 

• It-opposed CFTC approval of any contract that depended solely 
for its deliverable supply on a particular security yet to be issued. 

• It urged the CFTC to consider the following matters when eval
uating Treasury coupon contracts: the width of the maturity range, 
the number of already outstanding issues that would move into the 
maturity range of eligible deliverable instruments, the size of those 
issues, their availability in the secondary market as indicated by the 
length of time they have been outstanding and the type of holder, 
and the relative price variance between adjacent issues. 
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• It opposed approval of contracts with a relatively narrow matu
rity range serving as the deliverable supply if the already outstanding 
deliverable supply consisted only of small amounts of closely held 
issues. 

• It recommended that the CFTC implement a trial designation 
process by establishing a sunset provision, ensuring a periodic review 
by the CFTC and the exchange of contract terms in relation to changes 
in the marketplace, for redesignation purposes. 

Proliferation. Proliferation—the trading of identical or similar contracts 
at more than one exchange—was another concern. Logically, the 
greater the number of identical contracts trading at different exchanges 
drawing on essentially the same deliverable supply, the greater the 
problems of deliverable supply. Though logical, this premise contra
dicted the history of competing futures markets. Futures market 
participants, both hedgers and speculators, direct their business to 
the most active futures exchange, which provides the greatest liquid
ity and ensures easy entrance and exit. This process has a snow
balling effect. Typically, one exchange dominates a particular market. 
Duplicative contracts have historically been unable to increase total 
activity or demand for deliverable supply. 

The introduction of duplicative interest rate contracts and the 
passage of time demonstrated the validity of the historical premise. 
Although the Commodity Exchange (COMEX), the American 
Commodity Exchange (ACE), and the New York Futures Exchange 
(NYFE) all received CFTC approval to trade ninety-day Treasury bills, 
none even approached the more established (and first) Chicago 
Mercantile Exchange (CME) ninety-day Treasury bill contract, which 
dominates that market. Similar efforts by the ACE and the NYFE to 
duplicate the highly successful (and again first) Chicago Board of 
Trade (CBT) Treasury bond contract also failed. 

In short, the most pervasive force against proliferation is failure. 
It is costly for an exchange to promote and trade a contract that is 
already trading successfully elsewhere. Further, any government 
decision to allocate particular markets to particular exchanges would 
violate antitrust policy. 

Nonetheless, the study concluded that proliferation would prob
ably increase demand for deliverable supply. To prevent any adverse 
consequences of proliferation, the study made the following recom
mendations: 

• The CFTC should not designate essentially identical contracts 
on more than one exchange unless the CFTC and the exchanges 
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involved agreed to provide for uniform reporting of contract positions 
to the CFTC and to establish uniform emergency procedures to be 
implemented at the request of the CFTC. 

• The CFTC should stagger delivery months in duplicative contracts 
whenever possible. 

• The CFTC should authorize only one Treasury note contract on 
only one exchange. (At the time the two largest and most vigorously 
competing exchanges, the CBT and the CME, had Treasury note 
contracts pending before the CFTC.) 

The CFTC response was to continue to review each proposed 
contract on its merits. It did not accept the recommendation that 
only one Treasury note contract be permitted to trade. If it had 
reached any other conclusion, a legal challenge from either the CBT 
or the CME would probably have ensued. 

The CFTC did adopt the study recommendation of staggered 
delivery months for the NYFE, COMEX, and CME ninety-day Treas
ury bill contracts and sought coordinated emergency rule procedures 
to ensure uniform emergency action if needed. These steps were 
designed to give special consideration to overlapping demands on 
deliverable supply and broaden that supply where possible. 

Customer Protection. The third area of inquiry, safeguards for inves
tors, assumed that futures contracts and securities were similar 
investments from an investor's perspective. There was concern that 
the rapid growth of financial futures would attract more inexperi
enced participants or participants lacking strong financial resources, 
who arguably have no business in the commodity futures markets. 
One novel recommendation of the study was that exchanges should 
be prohibited from using any pictures of the U.S. Treasury building 
or of Treasury securities in promotional material about futures contracts 
on U.S. government obligations. Treasury wanted to avoid any impli
cation that futures contracts based on government securities might 
somehow have the sound, reliable, risk-free attributes of actual Treas
ury securities. 

Customer protection narrowed to two issues: suitability stand
ards and margin requirements. These two concerns, particularly margin 
requirements, were left for further study and constitute the heart of 
the interagency debate about the regulatory distinctions between 
securities and futures. 

Effect of the Study. The Treasury-Federal Reserve study was 
conducted from October 1978 through May 1979.35 Its greatest value 
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lay in conducting it. The exercise caused Treasury and Federal Reserve 
officials to question and come to know major institutional participants 
in the cash and futures markets for government securities. In addition 
to ideas on ways to obviate problems, mutual confidence was gained 
and tension among all parties reduced. The Treasury Department 
and vicariously the SEC obtained a better understanding of the new 
interest rate futures contracts on government securities. CFTC 
commissioners and staff gained from the coordinated analytic work
ing relation with their counterparts at Treasury and the Federal Reserve 
Board. Exchange officials responsible for product development and 
market integrity came to appreciate better the sensitivity of the federal 
regulators to these developing markets. Thus the study process laid 
a foundation for working through problems that would later arise— 
a valuable result for markets that display continual ingenuity through 
new markets, such as stock index futures contracts, and that are 
periodically afflicted by notoriety. 

The study was a turning point in governmental concern about 
futures markets. This was reflected most clearly in the statement by 
Deputy Assistant Secretary of the Treasury Mark E. Stalnecker to 
the House Agriculture Committee in October 1981. Stalnecker, repre
senting the Federal Finance Division at Treasury, which is respon
sible for debt management, stated, "With the passage of time, the 
Treasury has become less concerned about the potential negative 
impact of financial futures on debt management and more impressed 
with the benefits these markets provide."36 Stalnecker's testimony 
showed that experience with the new markets brought to an end the 
previous sharp criticism of them. The Treasury Department informed 
the Congress that it believed that the "financial futures markets on 
balance provide important services to the national economy, specif
ically, the shifting of risk to those willing and able to bear it, price 
discovery and dissemination, and increased liquidity of the cash 
market."37 

Margins 

"Then you should say what you mean," the March Hare went on. 
"I do," Alice hastily replied; "at least—at least I mean what I 

say—that's the same thing, you know." 
"Not the same thing a bit!" said the Hatter. Why, you might 

just as well say that 'I see what I eat' is the same thing as T eat 
what I see'!" 

Alice's Adventures in Wonderland 
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Lewis Carroll's classic colloquy offers one reason why margins continue 
to be a key issue on the congressional agenda: in commodities and 
securities "margin" has two distinct meanings.38 Despite the clear 
distinction between a loan for securities purchase and a bond for 
commodity futures performance, repeated calls for imposing federal 
margin regulations on the futures industry have arisen ever since 
the Securities Exchange Act of 1934 gave the Federal Reserve Board 
authority to set margins in securities transactions in an effort to 
control credit.39 

These proposals have been based in part on the erroneous 
assumption that futures margins and securities margins are analo
gous and should be handled by the government in a similar fashion. 
The legislative history of the Commodity Exchange Act illustrates 
both the confusion and the efforts to clarify the matter. In introducing 
the bill in 1974 that began the modern regulatory era for commodities, 
the chairman of the House Agriculture Committee stated: 

I should point out here there is a great deal of confusion 
about the relationship between the securities industry and 
the futures industry. Some people view them as identical. 
In fact, they are only alike in two major respects: trading 
in both securities and futures takes place on exchanges and 
both involve investment activities by investors seeking to 
profit from the market in a given security or future. 

That is about where the similarity ends. . . . Transactions 
in securities normally involve an element of ownership in 
a corporation, but a future is a contract right terminable at 
a time certain. While we speak of margins with both institutions, 
they are totally different in concept. A margin in a security is 
essentially regulated by the Federal Government as an extension of 
credit, but a margin in a futures contract is a guarantee of perform
ance.40 

Although commodity margins do not involve credit, when policy 
makers have sought to restrain the use of credit in inflationary times, 
proposals to regulate margins in futures trading have repeatedly 
arisen.41 A desire to control "excessive price fluctuations" was the 
impetus for the last major economic evaluation of the potential effects 
of imposing federal margin controls on the commodities markets.42 

The resulting report found that margins in the commodity futures 
market could not be used for any purpose but preserving the integrity 
of the market without impairing the market's operation and that to 
use them to limit speculation would be contrary to the public interest.43 

The conclusions of this study were presented to the House Banking 
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Committee by the vice-chairman of the Federal Reserve Board44 and 
to the House Agriculture Committee by commodity market scholars 
and Agriculture Department regulators. The thrust of the testimony 
was that the use of margins to control excessive prices in futures 
markets would be inefficient and counterproductive and that setting 
margins should be left to the futures exchanges because of the differ
ence between the purposes of margins in the security and the 
commodity markets.45 With such testimony opposing federal regu
lation of margins in futures transactions, Congress rejected the 
proposals.46 

Yet the issue had great staying power. In 1974, as part of the 
total review of commodities law, Congress again considered giving 
the CFTC the power to set margins. Again, the testimony by knowl
edgeable industry and government officials was strongly against 
granting such power.47 These views prevailed. Except in a declared 
emergency, margin authority in the commodity markets is not subject 
to government control.48 As this brief review shows, margins have 
often been viewed in Congress as the touchstone for regulating futures 
markets and thus protecting the public from harm. 

Developments in the Silver Market. In the spring of 1980 the margin 
once again resurfaced in Congress because of precipitate develop
ments in the silver markets. The episode, labeled "Hunt silver," 
challenged the premise that margin in the futures industry involved 
no extension of credit because certain market participants did seem 
to combine huge extensions of credit with commodity futures 
purchases. The consequence was extensive speculation in silver futures 
accomplished by tremendous leverage from futures margin funds 
obtained through loans from broker-dealers collateralized by physical 
silver. The eventual plummet in the price of silver thus had the dual 
effect of demolishing the value of the collateral and multiplying the 
margin calls for the long futures positions. The concern of some 
federal agencies over this development should not be underesti
mated. The SEC characterized the threat as potentially "seriously 
disrupting] the U.S. financial system" and providing "a valuable 
lesson in the fragility and interdependence of the financial structure 
challenging] both the private sector and government to respond."49 

That remarkable expression of concern led to extensive congres
sional hearings, which brought forth testimony from the chairman 
of the Federal Reserve Board, the SEC, the CFTC, commodity 
exchanges, and market participants and observers.50 These hearings 
clarified the interrelations between cash and futures markets and 
policies of broker-dealers and banks on loan collateral. The hearings 
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also reflected the historical inclination to focus on the role of margins 
in allocating credit and controlling prices. 

The legislative vehicle for that focus was Senate bill 2704, intro
duced by chairman William Proxmire of the Senate Banking Commit
tee. It was designed to grant the Federal Reserve Board authority (1) 
to set margin requirements for loans used to finance the purchase 
of financial instruments in either cash or futures markets and (2) to 
set margins for futures contracts based on financial instruments.51 

The silver market problems thus brought the issue of margins to 
prominence once again and that was in the minds of study propo
nents. 

Margins on Stock Index Futures. Simultaneously with the congres
sional interest in reexamining whether the Federal Reserve Board 
should set margins for the futures industry, the board itself was 
grappling with the question. A futures contract on a broadly based 
stock price index was under review at the CFTC,52 and in December 
1979 the CFTC requested the board's comments on the proposal. 

The Federal Reserve Board's response was a significant precursor 
of the congressional requirement that the margin issue be included 
in the special study. The board asserted that it had the statutory 
authority to impose margins on stock price index contracts and planned 
to do so if the CFTC approved the contract.53 

The board's rationale was that the proposed contract was similar 
in many respects to options contracts then traded on various exchanges. 
The board stated that the proposed contract would be a functional 
equivalent of options contracts, so that if similar margin require
ments were not imposed, there would be both unequal regulation of 
market participants in similar products and a potential for erosion 
in the coverage of the board's margin requirements for securities 
credit.54 

The staff argued that the board had the authority to impose 
margin requirements on the contract. Although the staff acknowl
edged that the debate was far from settled, it nonetheless recom
mended that the board assert its legal authority to impose margins 
and inform the CFTC that it would do so if the contract were 
approved.55 

The board was concerned that the margin requirements proposed 
by the futures exchange to trade index contracts were substantially 
lower than the board's requirements under Regulation T as applied 
to the purchase and sale of listed options. Indeed, at the open session 
of the Board of Governors on January 30, 1980, one proposal was 
that the governors simply inform the CFTC that a 30 percent margin 
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would be imposed on the stock price index futures contract to parallel 
the options margin. Governor Charles Partee argued against this 
action. He urged that because the Federal Reserve was studying the 
importance of margin in all areas, limiting its alternatives would be 
an error. Partee recommended that the board not select a specific 
margin but rather inform the CFTC that it would adopt and impose 
an "appropriate" margin on such contracts.56 

Interestingly, no confrontation occurred. The futures exchanges 
submitting stock price index contracts to the CFTC were fully cogni
zant of the board's assertion and correspondingly increased the margin 
they proposed to apply to their contracts; the CFTC approved those 
contracts acknowledging the merit of the higher than normal margins 
(approximately 10 percent rather than the usual 2 percent to 5 percent). 

When stock index futures contracts were introduced in February 
1982, they found immediate active trading at a time when the stock 
market itself was in the doldrums.57 The trading success of the lower 
margined stock index futures while the higher margined stock markets 
languished prompted congressional questions about the effect of 
margins on investors' decisions. One theory was that the approxi
mately 10 percent margin for stock index futures was so much more 
attractive than the margin for securities, 50 percent, or the margin 
for security options, 30 percent, that it was channeling funds into 
stock index futures contracts and away from securities markets.58 

This idea was justified under a "finite risk pool" theory for invest
ment capital. That theory holds that only a finite amount of capital 
is available for speculative investment and it flows to the area offering 
greatest leverage, thus reducing the total funds available for the 
purchase of assets. This theory tied the margin issue to the question 
of capital formation. 

That theory, however, is fundamentally flawed. Although funds 
in the form of cash or Treasury bills may be deployed to margin 
futures contracts, such funds are not lost but merely redistributed. 
The total funds available for capital formation are not diminished.59 

The "leverage opportunity" aspect of margin, does, however, 
go to the issue of regulatory disparity. If it were demonstrated that 
options on securities (30 percent margin) and stock index futures (5 
percent to 10 percent margin) are economically functionally equiva
lent instruments, it would make no sense for the margins to vary so 
dramatically. A conclusion that the instruments are functionally 
equivalent and should require the same margin would not, however, 
dictate what the margin ought to be. If both stock options and stock 
index futures contracts provide similar risk-shifting functions, what 
would be the merit of having risk-shifting costs high? 
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Those members of Congress most concerned about securities 
regulation, Representatives John Dingell and Timothy Wirth, respec
tively chairman and subcommittee chairman of the committees with 
jurisdiction over the securities markets, repeatedly stressed the 
importance of a study of the economic functions of these new markets 
to evaluate the wisdom of altering either the level of margins or the 
method of setting them.60 

Thus a series of factors converged to influence Congress in 1982: 
futures contracts on stock price indexes; the dispute between the 
Federal Reserve and the CFTC over the authority to set certain margins; 
the apparent role of margin in the silver market crash; Senator Prox-
mire's margin bill; and the historical confusion over the application 
of the term "margin" to the two markets. All these, juxtaposed with 
the CFTC reauthorization, ensured that the margin issue would be 
an important one for study. Because the Federal Reserve had such 
a study under way at the time of the CFTC reauthorization hearings, 
the margin issue remained separate from the mandate for the special 
study and stayed largely a board, as opposed to a joint agency, 
study. 

Securities and Commodities Competition: 
Regulatory Disparity and Capital Formation 

Special interest groups seek advantages before the federal agencies 
that regulate them and before Congress and sometimes gain them: 
such is the nature of pluralism in the United States. Legislative and 
regulatory differences thus arise that may tilt the "level playing field" 
among compet i tors . Compet i t ion be tween the securities and 
commodities markets was perceived by the industries to be occurring 
for the first time in the 1980s. Certain congressmen and senators 
with responsibility for overseeing the securities industry demanded 
a look at the Commodity Exchange Act amendments during the 1982 
CFTC reauthorization process. 

Representative Dingell, chairman of the House Committee on 
Energy and Commerce, asked the Speaker of the House for sequen
tial referral of the Commodity Exchange Act (the House Agriculture 
Committee had jurisdiction) because of the compelling need for codi
fying the Johnson-Shad accord, which required amendments to the 
organic securities and the commodities laws,61 and because of the 
unknown effects of new instruments on the securities marketplace.62 

Dingell, along with Representative Wirth, chairman of the 
Subcommittee on Telecommunications, Consumer Protection, and 
Finance of the House Energy and Commerce Committee, noted that 
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the old and separate rules for the securities and commodities markets 
might no longer be applicable to new and similar instruments.63 

Dingell wanted to ensure that the issue of the functional equivalence 
of securities options and stock index futures was aired, with an eye 
to evaluating the effect of different regulatory schemes on each market. 

Regulatory Comparisons. Dingell requested a comparative analysis 
of the regulations affecting securities options and futures and 
commodity options. A side-by-side comparison was included in the 
hearing record and is helpful in highlighting differences in the regu
latory structures.64 It also serves as a point of departure for exploring 
why and whether such regulatory differences make sense.65 Any 
conclusions about these differences can be formulated only with an 
understanding of the economic functions of securities and futures. 
The logical outcome of such an analysis would be to ensure that 
comparable financial instruments would compete for investors' funds 
on the basis of economic utility, not regulatory classification. 

The three issues often emphasized in the regulatory disparity 
question are margin, risk disclosure, and suitability. A quick look at 
each issue and a few of the contradications and unknowns surround
ing it illustrates its importance in the overall inquiry. 

Margins. Margins for futures, options, and securities vary 
substantially. If margin cost or "leverage opportunity" were the only 
factor deterniining an instrument's use, futures or stock options markets 
would have eliminated securities markets long ago. Yet the New 
York Stock Exchange, the American Stock Exchange, the Chicago 
Board Options Exchange, and other forums offer vibrant and active 
markets despite offering weaker leverage opportunities than futures. 
Although differing margins have not determined use, if they favor 
the use of one market over another at all, is there any reason for 
such disparities? The fact that transaction costs naturally influence 
market selection seems to favor the futures industry. For the small 
investor, however, the cost of participation may be lower in the 
securities markets because commodity firms often require a customer 
to have at least $10,000 in the commodity brokerage account and 
minimum liquid assets of $30,000 to $50,000 before trading stock 
index futures. 

Risk disclosure. The information that must be provided to secu
rities participants differs from that for futures participants. The differ
ence may be appropriate, because the merit of a security investment 
rests on all the variables that can affect a particular company. Full 
disclosure is thus critical to evaluating future performance and the 
wisdom of the investment. If it is true that the high risk of loss for 
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participants in futures markets stems from the nature of the markets 
themselves and not from the risk associated with any particular 
underlying commodity, then the same kind of thorough disclosure 
required for purchasers of securities would make no sense for futures 
participants. This premise is reflected in the disclosure statement 
that must be provided to all commodity futures customers regardless 
of the commodity used.66 The options disclosure requirements have 
over the years come to parallel futures disclosure far more closely 
than securities disclosure for these very reasons. The futures disclo
sure statement ominously outlines the risk of futures markets: 

• "The risk of loss in trading commodity futures contracts can be 
substantial." 

• "You may sustain a total loss of the initial margin funds and 
any additional funds that you deposit with your broker to establish 
or maintain a position in the commodity futures market." 

• "Under certain market conditions, you may find it difficult or 
impossible to liquidate a position." 

• "The high degree of leverage that is often obtainable in futures 
trading because of the small margin requirements can work against 
you as well as for you." 

Suitability. Risk disclosure theory leads to the question of suit
ability and the role government should play in protecting individuals 
from themselves. In the securities industry broker-dealers are prohib
ited from recommending to a customer any options transactions 
unless they have reasonable grounds to believe that the transaction 
is suitable for the customer on the basis of the information he provides. 
Reasonable inquiry is required about the customer's investment 
objectives, financial situation, and needs. Broker-dealers are also 
prohibited from recommending such transactions unless they have 
a reasonable basis for believing that the customer has the knowledge 
and financial experience to evaluate and bear the financial risk. 
Commodities markets have no such rules, but the CFTC requires a 
statement about the inherently high risk of these markets. Do these 
different requirements affect investors' choices? 

In short, how the different rules on margin, risk disclosure, and 
suitability (or any others) may affect investors' choices and artificially 
favor one market over another is clearly unknown. That is why it 
was included in the study. The research challenge to assess the 
strength of any of these forces in determining which markets are 
favored is great. 

Capital Formation. The congressmen with the greatest concern about 
the securities markets also complained that no study had been made 
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of the effect of stock index futures contracts on capital formation, 
such as the 1978 SEC study of the effect of options on conventional 
equity instruments.67 Representative Wirth supported a House version 
of the CFTC reauthorization bill directing the CFTC to consider the 
effect of proposed stock index contracts on capital formation as part 
of its "economic purpose test" for approval of the contracts.68 Although 
the final bill did not require such consideration, it did direct the 
Federal Reserve, along with the CFTC, the SEC, and the Treasury 
Department, to conduct a study on the capital formation issue.69 

The following questions, which arose in the Energy and Commerce 
Committee hearings, constitute the capital formation issue: 

• Do futures contracts on stock indexes or stock groups divert 
funds from the primary and secondary securities markets and thus 
from capital formation? 

• Can futures contracts on stock indexes and stock options be 
used to manipulate the markets for the underlying securities? 

• Do futures contracts affect the price volatility of equity securities 
and the cost of equity financing?70 

The idea that futures markets divert funds from capital formation 
will not withstand scrutiny. It incorrectly presumes that funds used 
in the futures markets are lost to the economy as a whole. Although 
a particular investor might indeed view stock index futures as an 
attractive investment alternative for him, rather than an equity secu
rities transaction, those funds are nonetheless still available within 
the economy for investment in real assets. Further, the zero-sum 
game of futures is often pointed out: a loss in the futures markets 
is offset by a gain elsewhere. This view was made clear to the House 
Agriculture Committee by Deputy Assistant Secretary of the Treasury 
Mark E. Stalnecker: 

It is incorrect to argue that the financial futures markets 
directly divert a significant amount of capital from more 
productive uses. Funds are shuffled among participants, but 
this in itself does not necessarily shrink the economy's abil
ity to invest in physical capital. While it is true that the 
financial futures markets cannot be used to raise new funds 
to invest in physical capital as can the stock and bond markets, 
the liquidity of the cash markets for securities is most likely 
raised when futures markets on the underlying instruments 
are developed.71 

Although diversion from capital formation is not an issue, other 
effects of futures markets on capital formation were to be examined. 
It may be that the ability to hedge overall market movement with 
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stock index futures is so attractive to securities investors that it enhances 
the capital formation represented by investment in equity securities. 
To the extent that stock index futures help investment managers to 
control risk, such futures would not divert funds from securities 
markets but would rather expand participation in those markets. To 
the extent that stock market liquidity is improved because the risk 
of investing in the markets is reduced, capital formation may be 
assisted. If, however, stock markets are valuable for raising money 
directly for a firm only when it first issues stock and all subsequent 
trading in the stock merely transfers funds between investors, then 
futures would aid capital formation only slightly. 

Another aspect of the capital formation issue is the extent to 
which stock index futures may be used to manipulate the markets 
for the underlying securities. The Commodity Exchange Act requires 
the CFTC to assess the possibility of manipulation before it approves 
a new contract.72 However difficult any such analysis is prospec
tively, it would seem to be easier with stock index futures. Since 
they are settled in cash, it is not possible to manipulate a broad index 
product, because one cannot corner cash. This argument is trans
parent, however, only as long as the index is so broad that no one 
stock is dominant enough to permit manipulation. It appears logical 
that the narrower the subset, the greater the opportunity for manip
ulation; and that is a focus of inquiry. 

Finally, what effect stock index futures may have on the price 
volatility of the underlying equity securities is an intriguing question. 
The argument that futures might increase such price volatility ignores 
the reasons for the birth of futures markets in the first place: to avoid 
the risks associated with volatile prices in the cash market. Volatility 
in cash markets cries out for hedging, and speculative capital is 
attracted to futures markets when the underlying cash markets are 
more volatile. The principal causes of volatility in both markets are 
underlying changes and uncertainties in the economy and changes 
in inflation and inflationary expectations. Many market participants 
believe that futures decrease the volatility of the cash market. Although 
destabilizing speculation in the futures markets is certainly possi
ble—silver and soybeans come to mind—it seems far less plausible 
for the entire stock market as reflected in an index. But again, as the 
index is narrowed, the concern is heightened. 

The questions constituting the capital formation issue will be 
difficult to answer. First, since stock index futures are new, little 
empirical evidence is available. Second, if the term "diversion" means 
changed behavior, considerable interviewing of market participants 
will be needed to determine the rationale for any empirically shown 
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change in investment activity. Both the fledgling nature of the stock 
index futures markets and the sheer scope of the undertaking will 
probably dictate a theoretical approach to the inquiry; but the impor
tance of these unanswered questions was strongly emphasized in 
Congress in 1982 and was a major reason why Congress ordered the 
special study. 

The underlying premise of the inquiry stemmed from a compet
itive concern felt by the securities industry about the changes in the 
futures industry. To the extent that investors' choices between stock 
futures and stock options are skewed by the differences in their 
regulatory environments rather than decided on the economic merits, 
the existence of such choices is contrary to the public interest. Because 
there appears to be little difference between the investor in a broad-
based mutual fund and the purchaser of a stock index futures contract, 
both of whom are attempting to hedge against general market fluc
tuations, questions about different policies occur. Is there a valid 
reason for providing the mutual fund purchaser with a suitability 
rule, high initial margin costs, and extensive disclosure while deny
ing them to the purchaser of stock index futures? Such a question 
capsulizes the congressional interest in examining regulatory dispar
ities. 

Additional Congressional Concerns: Tax Treatment and 
Use by Financial Institutions 

Two other marketplace developments spurred congressional interest 
in futures markets, one for negative, the other for positive, reasons. 
These were the use of the futures markets for tax avoidance and 
their use by major financial institutions for hedging interest rate risk. 
Both created impressions about the futures markets that encouraged 
the desire for a study. 

Perceived Tax Abuses. In 1981, the commodity tax straddle, or 
"butterfly straddle," entered the political vocabulary. Minimal risk, 
low margin requirements, and the likelihood of sheltering large 
amounts of income from taxation made commodity straddles attrac
tive tax shelters. Just how attractive was made clear by a staff report 
of the Joint Committee on Taxation after a review of taxpayers' returns.73 

One taxpayer sheltered more than $4 million of capital gains with 
silver futures losses and over $400,000 of ordinary income with Treas
ury bill straddles. On a total income of $5.1 million this taxpayer 
paid $1,000 in taxes. Another offset $660,000 in long-term capital 
gains with silver butterfly straddle losses exceeding $800,000. Three 
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taxpayers sheltered more than $11 million with Treasury bill losses. 
A loan broker used $290,000 in losses on Treasury bill options and 
$150,000 in itemized deductions to offset much of his $580,000 wages 
income. Another taxpayer used Treasury bill straddle losses to offset 
almost $420,000 in taxable income and paid $1,000 in income tax on 
a total income of $470,000.74 Members of the House Ways and Means 
Committee and the Senate Finance Committee listening to these facts 
in 1981 reached two conclusions: they had not managed their personal 
tax matters as well as some; and horrendous tax avoidance was 
apparently lawful through sophisticated commodity futures trading. 

The commodity straddle could be used to defer taxes on short-
term capital gains from one year to the next; short-term capital gains 
realized in one tax year could often be converted into long-term 
capital gains in a later tax year.75 Five strategies for achieving these 
ends were identified: (1) straddle transactions involving balanced 
offsetting positions; (2) cash-and-carry transactions; (3) straddle 
transactions involving Treasury bills and Treasury bill futures contracts; 
(4) broker-dealer shelters; and (5) straddle transactions manipulating 
the capital gain sale or exchange requirement.76 

Each of these transactions was carried out by an intricate method 
that was fully lawful.77 Congress, believing that many participants 
in the futures markets (other than professional traders) were there 
principally for tax avoidance, wanted the tax avoidance mechanisms 
eliminated. 

The legislative process remedying the perceived abuses of 
commodity tax shelters began at the Internal Revenue Service (IRS) 
with a disbelieving agent. Revenue Ruling 77-185 disallowed loss 
and expense deductions generated from a two-contract silver strad
dle, even though no Internal Revenue Code provision specifically 
addressed the deduction. The ruling held that the loss claimed in 
connection with the loss leg of the straddle was not deductible because 
the sale "resulted in no real change of position in a true economic 
sense, and [was not] a closed and completed transaction."78 The loss 
and expense deductions were also denied because the taxpayer's 
dominant purpose in engaging in the silver futures transactions, 
according to the IRS, was tax avoidance: the creation of an artificial 
short-term capital loss to offset a substantial short-term capital gain 
on the sale of real property.79 

The IRS ruling brought the term "silver butterfly straddle" to 
Congressional as well as public attention. Few members of Congress 
understood what it was, but the term itself was damning. Senator 
Moynihan's facetious remark that a butterfly straddle must refer to 
a pleasurable erotic acitivity popular during the Ming dynasty crys-
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talized the issue. Commodity straddles were viewed as having one 
dominant goal—avoiding taxes—and that was to end. 

Ultimately, one title of the Economic Recovery Tax Act of 1981 
(ERTA) was designed to end commodity straddle tax schemes. 
Congress felt that even though no Internal Revenue Code provision 
disallowed the various futures-related deductions, the tax shelter 
benefits completely outweighed the economic risk. ERTA included 
rules to prevent deferral of income, conversion of ordinary income 
and short-term capital gain into long-term capital gain, and conver
sion of long-term capital loss into short-term capital loss. Indeed, 
each of the five commodity strategies identified by the Joint Taxation 
Committee staff ended with the enactment of ERTA. 

The congressional scrutiny did serve to highlight one critical 
ingredient of futures markets: liquidity. The futures industry was 
especially concerned that without advantageous tax treatment for 
spread trading of futures contracts, futures markets' liquidity might 
be severely harmed because spread trading, as involved in commod
ity tax straddles, was considered an important contributor to market 
liquidity and provided essentially all the liquidity for distant contract 
months. The success of a commodities market is determined by its 
liquidity—the quantity of bids and offers flowing into it. Traders 
avoid an illiquid market for three reasons. First, illiquid markets are 
less efficient than liquid markets. Second, liquidity contributes to the 
ease of a trader's entering or leaving a market at a specified price. 
Third, the greater a market's liquidity, the more likely a trader can 
engage in futures market transactions without significantly affecting 
the overall price level.80 

The arguments stressing the importance of liquidity were persua
sive. Although they were not so compelling as to derail the legislative 
effort to end commodity tax straddle abuses, they were criticial in 
obtaining a favorable tax rate for returns from commodity futures 
positions. The butterfly straddle was killed, but the liquidity argu
ments resulted in an effective maximum tax rate of 32 percent for 
futures.81 

Taxation of Options. Shortly after the enactment of ERTA, another 
set of futures-related tax problems surfaced in Congress. The ques
tions concerned index options, options on index futures, and govern
ment debt options. The tax treatment of a futures contract on a stock 
index posed no problem since futures on indexes are taxed as futures 
contracts under the rules of section 1256 of the Internal Revenue 
Code. 

The tax rate for an index option traded on a securities exchange 
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was not so clear. (An index option represents the right to buy or 
sell the index at a set price by a certain date within a year.) Nor was 
the tax rate clear on the newest instrument, an option on an index 
future traded on a commodity exchange. The issue, of course, was 
whether these contracts would be taxed at the same maximum 32 
percent as futures contracts. Alternatively, the option on an index 
future (or the option on an index) could be taxed at the less attractive 
capital gain rate, ranging as high as 50 percent, or, if held for a year 
(six months under the new tax act), the more favorable 20 percent 
rate. 

Competitive pressures between the securities and commodities 
industries began to work. The American Stock Exchange, the Chicago 
Board Options Exchange, and the Philadelphia Stock Exchange 
submitted a memorandum to the Treasury Department arguing that 
all options (whether traded on securities or futures exchanges) should 
be taxed identically and that no option should be afforded the favor
able tax treatment given futures contracts.82 The Coffee, Sugar and 
Cocoa [futures] Exchange responded with a memorandum arguing 
that options on futures should be taxed in the same manner as 
futures.83 The Treasury Department was unable to settle the question, 
and Congress became the forum for debate. 

The tax treatment issues concerning options on Treasury instru
ments and options on Treasury bond futures were similar to those 
involving options on index futures. Although the holders of the two 
exchange-traded Treasury option instruments had similar rights and 
gains or losses were generally realized when customers sold rather 
than took delivery of the contracts, the tax treatment was not neces
sarily similar. Because options are taxed in the same fashion as the 
underlying instruments under section 1234 of the Internal Revenue 
Code, options on Treasury-bill futures were arguably taxable at the 
32 percent rate applied to futures contracts while options on Treasury 
bills were arguably taxable at the 50 percent maximum standard 
capital gains rate. The Treasury Department began by considering a 
proposal to treat exchange-traded options as futures contracts at the 
taxpayer's choice and thus subject to the maximum 32 percent rate. 
No resolution of this issue was reached, however, and Congress 
stepped in. One legislative goal was to avoid allowing preferential 
regulatory or tax treatment to sway customers' decisions to use one 
market rather than another. 

Congress was also concerned that the ambiguities allowed incon
sistent positions on these issues. A taxpayer who had gains from 
option positions not held for the holding period would assert that 
these options were entitled to the 60/40 treatment. A taxpayer who 
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had held for the prescribed holding period would be anxious to claim 
that options were 100 percent capital gain property with a 20 percent 
maximum tax rate. Congress resolved the conflict by applying the 
mark-to-market rule and the 32 percent maximum tax rate to all 
nonequity options traded on an exchange or board of trade (such as 
options on Treasury bills, commodity options, futures options, and 
options on futures), all options on broad-based stock indexes, and 
other equity options held by options dealers or professional traders.84 

The point is simple: Congress was anxious to close abusive tax 
shelters involving commodities. But commodity futures and "tax 
loopholes" became inextricably intertwined after butterfly straddles 
came to prominence, and this fact played a role in legislators' will
ingness to order a full study of the futures markets. 

Use of Futures Markets by Financial Institutions. The positive factor 
fostering the desire for better understanding of futures markets was 
the ever-increasing use of those markets by financial institutions to 
deal with the unprecedented interest rate volatility of the late 1970s 
and early 1980s. On July 1, 1981, the chairman of the Federal Home 
Loan Bank Board (FHLBB) urged his fellow board members to approve 
interest rate futures for use by savings and loan associations as the 
single most valuable tool ever available to them.85 Futures transac
tions were recognized as offering an opportunity to hedge effectively 
against interest rate risks; and the chairman's proposal reflected three 
important points: (1) financial futures were a relatively new phenom
enon; (2) when understood and used properly, they offered valuable 
tools to financial institutions;86 and (3) they were generally not under
stood and thus generally not used. 

Initially, the FHLBB attempted to relieve disintermediation-related 
problems by expanding savings and loan associations' authority to 
obtain assets including short-term items such as consumer loans and 
by allowing the use of mortgage instruments with adjustable interest 
rates. But, the Depository Institutions Deregulation and Monetary 
Control Act of 1980 had removed the artificial ceiling on the cost of 
liabilities 87 and thus led depository institutions to acquire liabilities 
sensitive to market fluctuations (for example, six-month money market 
certificates and thirty-month small saver certificates). The Depository 
Institutions Deregulation Committee enhanced competition for funds 
and raised their cost to financial institutions, exacerbating the prob
lem. 

Recognizing that its previous efforts were inadequate and that 
interest rate futures contracts "can be of particular value to thrift 
institutions [which] . . . are.still subject to very substantial swings 
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in profits," the FHLBB decided to expand the permissible use of 
financial futures contracts to help mitigate declines in profitability 
due to interest rate risk. The FHLBB noted "The interest rate futures 
market provides an opportunity for users to hedge against the risks 
of unanticipated movements of interest rates. This can be of particular 
value to thrift institutions whose earnings have become increasingly 
vulnerable to high and volatile interest rates."88 Under the adopted 
regulations, savings and loan associations could hedge with any 
interest rate futures contract approved by the CFTC and based on a 
security in which they had the authority to invest (such as Treasury 
bills, notes, and bonds, certificates of deposit, GNMAs).89 

What the FHLBB permitted savings and loan associations to do 
with interest rate futures in 1981, the comptroller of the currency 
had permitted national banks to do five years earlier, through Bank
ing Circular No. 79. He allowed national banks to engage in the use 
of financial futures, admitting that "evidence has shown that [finan
cial futures] can be used effectively to reduce interest rate risk."90 

At first the circular required the banks to obtain permission from the 
comptroller to use such futures because "they can also be used . . . 
to raise interest rate risk."91 As bank after bank sought approval to 
use futures and demonstrated proficiency in doing so, the circular 
was substantially liberalized.92 The revised circular removed the 
permission requirement and the ominous warning of increased inter
est rate risk and put into effect regulatory and accounting controls 
designed to prevent abuses by bank personnel.93 

Banks are cautious and conservative. Interest rate risk manage
ment with futures progressed slowly except for those banks in money 
centers that were familiar with futures contracts through their foreign 
exchange trading desks. At least three reasons help explain the limited 
participation of banks in futures: (1) banks were constrained by 
accounting requirements for financial futures;94 (2) banks often had 
several levels of management, and a proposed futures policy could 
languish in the "must read" box; and (3) most banks were profitable 
and their need for futures was not as immediate as that of savings 
and loan associations. 

Financial institutions' use of futures was scrutinized by the federal 
depository insurance agencies as a result of the 1982 Garn-St. Germain 
Depository Institutions Act, which required the Federal Depository 
Insurance Corporation (FDIC), the Federal Savings and Loan Insur
ance Corporation (FSLIC), and the Credit Union Share Insurance 
Fund (CUSIF) to study the current system of deposit insurance and 
to submit reports to Congress on methods to improve it. The reports 
recommended, among other things, that the institutions pay risk-
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based premiums for deposit insurance and that the premiums be 
related to sound measures of risk.95 

The FDIC report identified four major risks: credit (default) risk; 
interest rate risk; liquidity risk (losses from untimely asset liquida
tions or abnormally high interest in meeting funding requirements); 
and moral hazard risks (such as theft). The report found that the 
last two were too subjective for evaluation but that objective meas
ures of the first two could provide a way to evaluate them. The study 
also found that interest rate risk had grown in importance as a cause 
of bank failure in recent years (credit risk remained far and away 
the leading cause). The FDIC report to Congress also stated that 
dealing with interest rate gaps had become increasingly important 
because of volatile interest rates and an increased reliance by banks 
on funding sources sensitive to interest rates. Both the magnitude 
and the duration of the interest rate gaps were recognized by the 
FDIC as affecting bank earnings significantly. The FDIC emphasized 
that measurement of a bank's ability to deal with interest rate risk 
is not as subjective or inconsistent as measurement of other factors. 
It acknowledged that the use of interest rate futures is one of the 
few easily measurable indexes of sound risk management. The FDIC's 
goal is to introduce market discipline to depositors' evaluation of an 
institution's credit worthiness and end the present inequitable deposit 
insurance system, in which low-risk institutions pay the same premium 
as high-risk institutions. 

The report's recommendations for amendment to the Federal 
Deposit Insurance Act96 were introduced in Congress by Senate Banking 
Committee Chairman Jake Garn and Senator Proxmire.97 The signif
icant amendment for our purposes is contained in section 7(5) of the 
bill: it would grant the FDIC authority to pay insurance premium 
rebates on the basis of the risks that any insured bank presents to 
the insurance fund.98 Although the bill was not passed by either 
house, its introduction is a significant indication of the growing 
importance of objective measures of banking risks and rewards for 
their effective control.99 

Like the comptroller and the FHLBB, the Federal Reserve, which 
regulates subsidiaries of bank holding companies, has also encour
aged the use of futures. On July 1, 1982, it approved the application 
of J. P Morgan & Co. to establish an operating subsidiary, Morgan 
Futures Corporation, to act as a futures commission merchant (FCM).100 

J. P. Morgan sought permission to deal in futures markets involving 
bullion, foreign exchange, U.S. government securities, domestic money 
market instruments, and Eurodollar certificates of deposit.101 

In reviewing J. P. Morgan's application, the question before the 
Federal Reserve was whether the operation of Morgan Futures as an 
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FCM was a "proper incident" to banking reasonably expected to 
"produce benefits to the public, such as greater convenience, increased 
competition, or gains in efficiency, that outweigh possible adverse 
effects."102 The board found the FCM activity of Morgan Futures 
incidental to banking.103 

The comptroller of the currency also relaxed prohibitions against 
banks participating in futures- and securities-related activities. On 
April 7, 1982, the comptroller granted preliminary approval to the 
North Carolina National Bank to operate an FCM subsidiary.104 The 
comptroller subsequently further broadened banks' powers with futures 
by approving the application of the National City Bank of Minne
apolis to act as a commodity trading adviser.105 

These actions by federal regulatory agencies supporting the use 
of financial futures were known to congressmen concerned about 
the futures markets. It was clear that financial futures offered a new 
way to mitigate interest rate risk. Little more was perceived, but that 
alone was sufficient to add one more weight to the scale tilting toward 
the need for a comprehensive study of the financial futures and 
options markets and their effects on the economy. 

Conclusion 

Innovations in futures markets and responses by new participants 
and federal agencies led inexorably to the congressionally mandated 
study of the futures and options markets—inexorably, because at 
least one issue involving financial futures markets has always seemed 
to be on some congressional committee's agenda since the beginning 
of financial futures trading. In 1982 all the developments and issues 
outlined here were brought to focus in the CFTC reauthorization 
bill, and the study was ordered. 

Futures markets have existed in the United States for well over 
a century and are here to stay, because they stem from and meet an 
economic need. Governmental regulation of these markets is likewise 
here to stay. Public and private sector interests affecting futures 
markets promote the same ends: market integrity, competitive pric
ing, commercial freedom, and government restraint. If commodity 
futures markets can aid debt funding and capital formation and 
provide risk transfer for commercial users, higher prices for produc
ers, and lower prices for consumers, then futures markets will have 
performed a great service for all involved in them. The federal and 
private studies of futures and related markets and their recommen
dations should contribute to developing sound public policy as these 
markets expand. 
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39-49; and Senate Report 93-1131, p. 18. 

6. House Report 93-975, pp. 39-49; Senate Report 93-1131, p . 18. The 
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rities markets uses the face value of the futures contracts and thus the value 
underlying the futures contracts. Because futures contracts are almost always 
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11. The SEC letter stressed that the importance of cooperation between 
the agencies was essential but concluded, "Needless to say, such other 
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options as may be available to us, including the assertion of claims under 
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should circumstances so dictate." Ibid. 

12. See "Memorandum of the Office of General Counsel of the CFTC 
Concerning the Exclusive Jurisdiction of the Commission over Futures Trans
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sec. 20, 117, pp. 20, 831-41; and Securities and Exchange Commission v. 
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13. Senate Report 93-1131, p. 23 (emphasis added). 
14. 7 U.S.C., sec. 2 (1975). 
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16. Ibid. 
17. House Report 93-975, pp. 70-71. 

There was also a proposal advanced briefly to place the regulation 
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the regulation of futures trading and the regulation of securities 
transactions. . . . The existence of another, more volatile regulatory 
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regulate commodity futures trading in more than one agency would only lead to 
costly duplication and possible conflict of regulation or over-regulation. . . . The action 
Congress took in 1974 reflects the congressional awareness that futures markets would 
not remain static." Senate Committee Print, Futures Trading Act of 1978, 
Senate Commission on Agriculture, Nutrition, and Forestry (1979), pp. 112-
13. 
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