Futures Markets in Transition:
The Uneasy Balance Between
Government and Self-Regulation
Frankiin R. Edwards

here is considerable controversy today in the United States over whether

B. additional government regulation is needed to assure the safe and effi-

cient operation of futures markets, While these markets have been operating with

relatively little government supervision for more than a eentury, dramatic changes

have oceurred in the last ten years that increase the seope and importance of these
markets.

First, futures markets have increased in size during the last ten years by more
than ey did in the entire previous hundred years of their existence. Second, new
futures coniracts have been developed with new uses and new participants. The
reach of futures markets has expanded to all major sectors of the cconomy, and
svents in these markeis are felt widely throughout the economy.

Third, as the size and scope of futures markets have increased so has the fear of a
cataclysmic event that could bring them crashing dewn. With larger and more ac-
tive markets it has become possible for traders to hold bigger positions; a defandt
by such a trader, it is feared, could topple the whole industry, and with it major fi-
nancial institutions, The recent “‘Silver Crisis” remains 2 vivid reminder of the
close links between fulures markets and other financial markets and institutions.

Finally, the newly traded stock index futures promise w change siguificantly tie
nature of futures markets, perhaps bringing millicns of new participants into these
markets. More Americans are familiar with buying and selling stock than with any
sther financial mstrument. Oplions also provide an investment instrument with a
timited downside loss potential—the premium—but with an unlimited potential for
gain, a combination that may prove to be highly attractive to the many small, unso-
phisticated investors who persistently dream of erossing the rainbow into the
World of Qz. Thus, the potential for abuse by the unscrupulous salesman or broker
rRay increase.

Many public policy issues are presently under debate. Two are discussed in this
article: federal fizing of margins on futures contracts, and the need for additional
investor protections. These issues amply illustrate the fundamental tensions that
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exist between government and selfregulation. In addition, they lay bare the funda-
mental argnmenis that underlie the debate aboul what the role of government reg-
uiation chould be m futures markets. Before turning to an evaluatien of these
issues, however, some discussion of the present roles of government and self-
regulation in futures markets i necessary in order to provide the requisite institu-
tional backdrop.

I SELF-REGULATION IN FUTURES MARKETS

Self-regulation by husiness is as old as commerce itself. In s usual form it is used
by members of an industry to sei standards, either with respect to the quality of the
product or the standards of conduct among the members of the industry. In finan-
cial industries, this has usually meant solvency standards {such as minimum capital
requirements) and ethical standards {such as fiduciary and conflict-of-interest
codes). Its goal is to enhance the value of the product 1o consumers, to lower the
iransaction and informarion cosis associated with it, and to invrease e demand for
the product; as a consequence, to inerease industry profits in the long run.

Self-regulation is not without Its crities. To some observers self-regulaiory orga-
aizations look more Like industry conspiracies or cartels 1o curb compatition than
like henefactors of the public interest. They exist, it is argued, (o increase industry
profits by restraining competition, and not by increasing the value of the product
to consumers. 1n most cases the truth lies somewhere in between. Selfregulation
often does diminish competition to some degree, but may still have benefits that
outweigh this social cost. In evaluating this tradeoff, a primary factor is: “*How crit-
ical is self-reguiation io the economic purpose of the industry?” Once it is judged
10 be of eritical impottance, *Are the specific rules and regulations that are imposed
necessary to achieve the desired ends, and are they the least restrictive ones possi-
ble consisteni with achieving these ends?”

In futurcs markets, self regulation e vital: The markets would not exist without
it. Organized futares markets are the creations of joint ventures among many indi-
viduals and institations which have as one of their major purposes the imposition of
common rules and regulations on the markets and their participants. Although
contracts and agreements about future events could exist without such regulation,
organized futures markets could not. Forward contracis are contracts about future
events, bul they are not fuiure coniracts. :

What, then, distinguishes tutures contracts on organized fulures exchanges
from other coniractual arrangements about future events? There is, | believe, one
essential distinction: liquidity. Futures eontracts are bilateral coniracis eoncerning
fulure events that are transformed inte highly liquid financial instruments through
the imposition of an elaborate self-regulatory structure. Through this struciure a
highly standardized product {or a futures contract) is created that permits individ-
uals and insiitutions io eliminate or transfer risk while at the same time nol expos-
ing themselves to the credit risk that is often associated with bilateral forward con-
tracts. A key purpose of self-regulation is to reduce the transaction and information
cosls associated with contracting about future events to a level thal optimizes the
risk-shifting and price-discovery functions of futures markets.

Two self-regulatory institutions are central to futures markets. One is made up of
the organized futures exchanges, which determine the terms of futures coniracts;
orovide a forum (or market) for buying and selling futures contracis; lay down, eu-
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force, and monitor the rules which govern the buying and selling of futures con-
tracts; and impose conditions on the professionals who trade futures coniraets {ex-
change members} to assure fair, orderly, and efficient markets.

The second institution (which may or may not be part of the same corporate or-
ganization that defines the exchange) is made up of clearing associations. (learing
associations are probably not as well understood as exchanges. Their very name is
somewhat raisleading. While, as would be expected, they do perform & “clearing”
role, much as do clearing organizations in banking and securiiies markets, they do
wurh move: they act as gnavaniors and as regulators to important participants in
fuutures markets.

In particular, all futures trades on organized exchanges must be cleared through
clearing member brokers, or through Futures Commission Merchants (FCMs), to
whom the clearing association Is a guarantor and regulator. If an FCM is unable 1o
meet its financial obligations to its futures customers, the clearing association may
meet those obligations, sither in full or part depending on the circumstances,

Clearing associations also impose various regulaiions vu thelr membeis. To be-
gin with, membership is restricted io those who can meet certain financial and
character standards, such as minimum capital requirements. In addition, mink
mum initial margins are imposed on sl clearing members. Mark-to-the-market ae-
counting is required, and daily margin settlements stricily enforced. Position limits
are sometimes imposed, and in many cases members must make contributions to
guaraniee funds. These regulations are directed at maintuining the integrity of
clearing associations and at keeping member FCMs (and the industry in general}
sound.

These two selfregulatory imstitutions—exchanges and clearing asseciations—
are fandamental to the success of futures markeis. Both are also joint ventures
among many participants who are inextricably linked together in action and eon-
duct. Misconduet on the part of one member can have serious repercussinns for all
others. A member who squeczes, corners, or munipulates the market, or bacomes
insolvent, throws a deep shadow of suspicion over the entire venture; such behavior
can undermine public confidence to the detriment of all. It is the funciion of self-
regulalion to keep these things from happening. and. in other ways, to provide safe,
efficient, and fair futures markets. Without these atiributes, public participation in
these markets would wither away.

. WHAT IS THE ROLE OF GOVERNMENT REGULATION?

Every few years instances arise ihal invoke renewed charges that selfregulation
hae fziled to prevent markel manipulation and excessive specalation. Since the
mid-1970s manipulation charges have been leveled at coniract markets for potaioes,
wheat, sovbeans, heating oil, and, of course, silver. In addition, the newly intro dueced
stock index futures and options have raised again the ageless charge that futures
markets are little more than gambling casinos where professional speculators can
take advaniage of the unskilled and nnsophisticated. These concerns—that futures
markets are subject to speculative excesses and are highly susceptible to unfair
markel manipulstions—Ilay at the heart of government infervenion inic these
markeis.'

1%ee Edwards, F. (1981 “The Repulation of Futures Markeis: A Coneeptual Framework,” The Journal of Fu-
tires Markets, Supplemnent ta Vol 11 417-440, 418
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Given the general success that self-regulation has had in futures markets, how-
ever, it may he useful o try to be more precise about when government regulation
is needed. Are there areas of regulation where the indusiry’s collective interests
deviate significanily from ihe public interest? Or, in somewhat more stilted lap-
guage, do the industry’s self-regulatory mstitutions fail to “internalize” some of
the “‘externalities’” associeicd with futures merkets? I history can be taken as 2
guide, ii is clear that legislaiors and regulators in the United Siates believe that
sell-regulation does fail to internalize fully all exiernalities. Innumerable govern-
ment manhours, for example, are spent trying to determine whether the new fu-
tures contracis proposed by exchanges will have real and substantial economic
benefits, as opposed o being merely speculative vehicles. Their concern, presum-
ably, is that speculative activity in such cases does nol employ economic resources
in z socially produetive way.

In addition, as with all selfregulation. there exists the potential for conflicts of
interest, In the futures industry, as in other seli-regulated industries, the regulators
themselves are heavy ussrs of ithe market, and at times their intercst may clash with
those of other users. The order by COMEX in January 1980, st the height of the
“Silver Bubble,” to trade “for liquidation only,” is often cited as such a case?
Ts there a tole for government regulation in curbing potential conflicts-ol-interest
abuses?

Another role of government regulation is in governing and moniloring “unregu-
taled”” participants in futures markets: those who are not members of either futures
exchanges or clearing associations. In particular, nonmember ¥UMs, commodity
pocl operators, and trading advisors are subject to government regulation rather
than industry supervision. The recent formation of the industry’s new seli-
regulaiory body, the Malional Futures Association (NFA), however, is direcled at
eliminating part of this gap.

Just why such gaps in the coverage of selfreguiation should arise is unclear. It
may simply he another case of “regulatory lag.” where the industry does not guickly
perceive that the unregulated segment of the industry is of growing importance.
Also, political and economic differcnces within the industry may prevent it from ex-
panding the scope of self-regulation, perhaps due to the additional costs involved;
or the gap may simply reflect a difference of opitiion as to the impoertance of the
untegulated individuals and institutions. The full explanation most likely encom-
passes all of these factors.

Finally, goverument has a role 1o play in assuring that the rules and regulations
established by self-regulatory bodies do not unnecessarily restrict competition. In
particular, the rules and regulations of such bodies should not restrict competition
heyond what is necessary to accomplish their purpose. In the United States respon-
sibility for maintaining the appropriate degree of competition in the fulures indus-
try Tests with the Department of Justice and our antitrust laws, and with the CFTC.

In summary, & taxonomy for explaining why government supervision might
supplement selfreguiation in futures markets is the foliowing: the failure of self-
regulatory institutions to internalize important externalities; the fear of regulatory
mismanagement due io conflicts of interest; the failure of self-regulation to extend

EFF']'C Report o Congress in respanse 1o sechion 23 of the CFFC Aey, Pub. | No. 86-270, 90ib Congr. 2nd Sess.,
2,7, 94 3tat, 542 (June |, 1986), p. 124,
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tw significant segments of the industry; and, the fear that self-regulation may be
mverly restrictive and unnecessarily anticompelitive.

TW0 CASE STUDIES: FEDERAL MARGIN SETTING
AND INVESTOR PROTECTION

o illustrate the lensions that presenily exist in futures markeis between govern-
ment and self-regulation 1 shall discuss two regulatory issues: federal setting of
marging on futures contracts and investor protection safeguards. Together, these
enicompass the fundamental issues and fears that lie behind calls for greater gov-
ernment regulation of futures markets.

A, Government Margin Setting

Proponents of giving the federal government (either the CFTC or the Federal Re-
sprve) authority to sel minimur margin requirements on futures contracts have
several objectives in mind. The first 1s o control {or reduece) the amount of credit
used to support futures market transactions. The presumption is that eredit could
he employed more productively elsewhere.® The second is to dampen “‘speculative
pxcesses,’” so that futures prices reflect more accurately the underlying econemic
conditions {or are moere efficient). For example, if unwarranied speculative activity
were 1o lhreaien to inerease futures prices excessively, margins presumably would
ie vaised to keep this from happening, and vice versa. In addition, excessive specu-
iution may be fueled by the pyramiding of futures positions by winners during
market swings, which could ultimately result in widespread margin ecalls during a
market reversal, The fear, obviously, is that the result will be a financial panic pre-
cipitated by the collapse of a speculative bubble. Proponents argue that the govern-
ment may be able to prevent this by timely changes in margins.

Controversy over whether federal regulatory authorities should have the power
1o set {or at least review) futures margins goes back to the early 1930s, when Con-
gress was rewriting our securilies regulations in the afiermath of the Great Depres-
sion.* Although Congress did not see {it to grant such authority then, more than a
dozen proposais have been submitted since then to give margin-setiing authorly io
ane or another federal regulatory agency.” Each time, however, it has left margin
authority in the private sector, with futures exchanges and clearing associations;
and, in sections 31 (123 and 8(} (7} of the Coinmedity Exchange Act, Congress ex-
pressly precludes the CFTC from exercising such authority.

The introduction of stock index futures has rekindied this controversy. On
March 3, 1082, the Federal Reserve, pursuant to its presumed authority under the
Securities Exchange Act of 1934, issued an “‘advance notice of rulemaking,” ask-

3Ree, for example, Commissioner James Stone’s statement to the Subcommitter on Conservation, Credit, and
Hural Development of the Commities on Agricuiture, U.5, House of Representatives, Washington, DG, February
28,1982, p. 17,

*3ee, for example, Public Papers and Addresses of President Raosevelt, Random House, New York, 1938, Vol 3,
Document 32, p. 170,

SStone, op. cib, ppe 3-% and Margin Requirements for Transections in Financial Instruments, Hearing Before
the Senate Comupittee on Banking, Housing, and Urbasn Affairs on 5. 2704, 96th Congr., 2nd Sess. {May 29-30,
1980), pp. 214-218.
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ing for comments on the possibility of its establishing margin requirements for
futures contracts based on stock indexes. And in an earlier (February 17, 1982) les-
ter from Federal Heserve Chairman Paul Volcker to UFIU Lhairman Philip
Johnson, the Federal Reserve stated that it already had margin-seiting authority
over stock index futures, and that it might be necessary te use it, “‘not only to limit
use of credit for speculaiive purposes, bul alse 1o assure cowmpellive equality
among {unctionally similar instrumenis” (meaning common stock).

The Federal Reserve has been prodded by influential legislators. Even earlier,
on February 5, 1982, Congressman Jobn Dingell {(Chairman of the House Commu-
tee on Energy and Commerce) and Congressman Benjamin Rosenthal (Chairman
of House Commerce, Uonsumer, and Monetary Affairs Subcornmittee) wrote sepe-
raie letters to Paul Volcker urging him to direci the Federal Reserve to impose
margins on stock index futures,

Chairman John Dingell declared:

Bynm any standpoint, the risks to investor protection and market stability, as
wall as the safety and soundness of the brokerage community, posed by this
highlydeveraged KCBT {Kansas City Board of Trade) stock index futures in-
strument would be greatly compounded were you not to exercise your margin
auihority. The Congress conferred margin authority upon the Federal Re-
serve Board to hoth further macroeconomic ends and te protect inveslors
from excessive risks incurred by trading upon little or no margin, Those of us
who recall what the mighty forces of speeulative {ever, fed by lantasies of in-
siant wealth, did to the market of the "20s and the scar it left on Wall Sireet,
have no desire to witness a recurrence of any kind in these newly-developed
markets.

Chairman Benjamin Rosenthal added his sapport by quoting approvingly CFTC
Commissioner James Stone’s siatement in ‘‘Additional Comments on the Inter-
agenoy Study of Silver Markets® (June 1981

““The exchange governing boards are well equipped to adjust margin levels in
erder 10 protect the solvency of their members. They are not constituted to
take account of broader econeomic issues in their deeision-making. As long as
customer margins are set by the exchanges, it is prediciable that they will be
held at the lowest possible level which affords the necessary measure of safety
against non-performance on futures contracts. There ie no reason to believe
that this is the same margin level which would best promoie efficiency of pric-
ing or maintain a desirable mix of commercial and speculative market use,
“Even if one exchange were willing to vaise margins in the furtheranee of
sound economics for the sysiem as a whole, competitive pressure would force
it to retreal. The dynamics of Lhis pressure are such that margins would prob-
ably be kept low even if every individual exchange felt that higher margins
would serve a useful policy end. The government need not be involved n day-
to-day fine tuning of margin levels. Government should have a place in the es-
tablishment of a protective floor. It took the 1929 stock market crash 1o
educate the public about the hazards of insufficient stock market margins. §
hope it will not require a genuine crisis to educate people that there is a
public intersst, as well as a private one, in the setting of futures margins.” {at
p. 41, repeort, p. 125]
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Chairman Rosenthal then added his own words:

Margine for securities and commodity futures have usvally heen treaiad
separaiely and distinetly. However, the public policies on credit allocation,
capital investment, volatile speculation, or inflationary momentum should
ouiweigh hisiory or form, and margin regulation on stock index futures
should be set by the same agency and in pursuit of the same public objectives
as margin regulation of equity and debt securities.

Thus, government authority to set margins an futires is very much a live issue,
and as the market for equity-related futures expands so will the controversy over
this issue.

I. Margins end Speculative Activiry

ilsing government to “fine-tune”” speculative activity by making continuous adjust-
ments in minimum margin requirements is neither realistic nor an idea espoused by
even proponents of government margie setting. Under most market conditions it is
impessible io determine whether there exisis “‘excessive’’ speculative activity or
whether speculation is destabilizing. There is not even a useiul definition and
measure of excessive speculation. Also, neither theory nor what empirical evidence
we have can support the notion that in general speculation increases rather than
decreases price volatility tu fulures markels.

It is equally clear, however, that under some market conditions speculative activ-
ity can be a destabilizing force. One may not know either how lo measure it or how
to define it, but may still be able to recognize 1 at certain times as a destructive
force. Thus, there is really only one cogent argument for giving government mar-
gin authority to control speculative activity, and that is if it can prevent the kind of
panic or speculative bubble that sometimes arises because of excessive and irra-
tionat speculation.

Such a bubble might arise as follows, Futures prices on some commodity begin
to rise because of heavy purchases. The initial increase in demand may be the re-
sult of pure speculative aciivity, but need not be. 11 may be due o a significant
change in some real economic factor, or it may be due to an attempt to corner the
market in that commodity. Alternatively, it may be caused by a few large buyers
who, while wellintentioned, are nonetheless captives of some irrational theory®
However it starts, prices begin to rise, and rapidly.

At first speculators will be uncertain about why prices are rising, but will never-
theless see opportunities for profit by joining the buyers. They may, for example,
convince themselves, on the basis of imperfect information, that the new equilib-
rium price will indeed be much higher; or they may simply trust their ability 1o seil
before everyone else does, and before the market collapses.

In either case, irrational speculative behavior plavs a role, and it is no good say-
ing that such behavior does not happen (even though economic theory says it

5Far example, traders may hold 1o a view that there is some techaical aecessity for the prices of certain commodi-
ties to have a fived relationship, so that when the price of one rises they buy the other to maintaip that presumed re-
lationship. This is one explanation advanced to explain the behavior of the Hunt Brothers in silver in 1579 and
1880, See, Fay, Stephen (1082). Beyond Lrecd, The Viking Press, New York, Chap. 2.
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should not). History is repleie with financial panics and bubbles in which irrational
spaculative behavior was undeniably present.”

But do luw meepios un Dutures conlribuie w such an irrativnal specudative freney®
Low margins do allow speculators to make greater purchases for a given equity
than they could if margins were higher. Further, as futures prices rise, the mark-to-
the-market aecounting convention increases the equity of winning speculators,
and, in our scenario, transfers wealth from rational te irrational speculators, so
that the latter can increase the size of their positions {called pyramiding).

When the inevitable collapse of prices comes, however, the tables are turned: Ir-
rational speculators become subject o widespread margin calls that they cannot
meet, their positions are liquidated, and prices come tumbling down with meteor-
like velocity. Furthermore, uncovered defaults leave FCMs to make good on these
positions, and further attempts by FCMs to liquidate defaulted positions may make
matters worse,

Finally, if some major FCMs default, clearing associations become threatened.
Clearing sssociations have roletively small margin funds that arc posted by FOUMs,
and they have even smaller guarantee (or surplus) funds on which to eall. Their last-
resort alternative is to assess members {o cover the losses. But would clearing mem-
bers, while perhaps obligaied to pay such assessments, in fact pay them. especially
if it meant their bankruptey? I a major clearing association were 1o fail to meet its
obligations, the eniire futures indusiry would be shaken to the core. A futures con-
tract would cease 16 be a futures contract; the need to know with whom you contract
would again be paramount. Futores markets would, at least for some time period,
cease o exist.

Up to now, this story has concerned only futures markets. However, the bank-
ruptey of major futures traders, major FCMs, and a major clearing association
would surely have severe repercussions throughout the entire economy, and espe-
cially in the banking industry. Banks may ultimately be the ones left holding the
praverhial hag. Through direct Inans to traders and FOMs, and thrangh letternfs
credit guarantees 10 clearing members, major banks have extended substantial
amounts of credit to futures markeis participanis. If banks cannot collect on those
loans, and must make good on their guarantees as well, they too may be threatened.
Needless to say, the failure of one or two major banks, with their complex and ex-
tensive web of relationships with other financial institutions, could bring down the
entire financial system. The reader can write his own ending to this story.

This is clearly a chilling scenario, and alsc a highly remote one. It is just such
fears, nevertheless, that I believe motivate supporters of government margin-
setiing powers. Their argument is not that speculaiive excessives cannot oceur in
the absence of low marging, but that such speculative episodes can be much worse
if fueled by low margins.

However, would giving government margin-setting authority make the oecur-
rence of such speculative bubbles either less likely or less severe? There are two
possible views of how this authority could be used: Government regulators may im-
pose higher margins al all times, or they may arguably be more reliable and effi-
cient in changing {raising} margins in a timely fashion to prevent the occurrence of
speculative bubbles than are exchanges.

"See Kindleberger, Charles (1978): Manias, Panies, and Crashes: A History of Finencial Crisis, Basic Books,
NCW York.
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The first of these reduces 10 a cosi-benefit issue. If government insists on higher
han “‘optimal’ margins all or most of the time? in order to guard against the
passible occurrence of a speculative bubblie, the effect would be to impose higher
wost on both the futures industry and society as a whole. Higher margins make
futires transactions more costly, reduce the use of futures markets, reduce market
liquidity, and increase the cost of hedging and riskshifting, The result may be a
ligher cost of risk to society, and, with less market liquidity, possibly poorer price
discovery. The ultimate effect may be a poorer aliocation of resources throughout
the economy, and higher production cocte.

Against these costs must be weighed the possible benefits that may flow from re-
ducing the likelihood of a speculative bubble. Needless to say, the expected present
value of these benefits does not seem high, since such speculative episodes are
auite rare. Furthermore, historical evidence does not suggest that speculative bub-
bles in futures markets have imposed heavy costs on scciety.? Therefore, it dees not
scem reasonable 1o impose unnecessarily high margins on fututes iransactions
most of the hime only for the purpose of preventing a speculative bubble that may
never occur, or, if by some chance one did occur, to mitigate the social costs of such
3 bubble, since such costs are unlikely to be very high.

The second role envisioned for government regulators is to have them change (or
raise) margins periodically and in a timely manner to prevent speculative bubbles.
While more defensible from 2 cost-benefit perspective, this view immediately
raises the quesiion of why the indusity’s own self-regulatery mechanism cannot be
depended upon to do the same thing. An answer that self-regulators cannot be de-
pended upon to use their margin powers to accomplish the same thing strikes at the
very principle of self-regulation.

The recent “*Silver Bubble’” has again brought this issue 1o the forefront. While
silver prices skyrocketed from less than $10 to over $50 an ounce throughout the
fall and winter months of 1979 and during the early days of 1980, COMEX’s Board
of Guvernovrs did liille o dawmpen the speculative cuphonia untl January 21, 1980,
when silver had already topped $50 an ounce. Then they raised margins sharply
{and retroactively), and took the dramatic step of ordering that thereafter all silver
trading should be for liquidation only. Nearly three months earlier, on October 25,
the Chicago Board of Trade virtually closed its silver market by imposing stringent
position iimiis on speeulators,

This episode has been cited widely as an illustration of the weakness of self-
regulation in dealing with potential crises. Advocaies of governmental powers
argue that the vastly different interesis that are present on the governing boards
- of exchanges, and the conflicts of Interest they pose, paralyze the decision-making
of exchanges ai jusi those times when swift decisions are needed; by inference,
this would not happen within a government regulatory agency, such as the CFTC,

Largely overlooked, however, is that during the same months that COMEX failed
1o act, the CFTC also failed to act under its emergency powers: Its four commis-

sioners were evenly divided, two for and iwo against doing something. In addition,
the Chicago Board of Trade did act before both COMEX and the CFTC (which

8Far a discussion of what constitutes an opiimal margin, see Telser, L. (1981} “Margins and Futures
Contracts,” The Journel of Futures Markess, 1(2): 225-254.
“Far example, there is no evidence 1o suggest that the recent **Silver Bubble” resulied in significant social costs.
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never acied).!® Thus, it is a somewhat distorted characterization of the silver epi-
sode to argue that it shows that government regulators would act in a wore timely
fashion than would seif-regulators.

In any case, if the objective is to permit government tu intervene in unstable max-
ket situations, such as to prevent the formation of a speculative hubble, it already
has authority te du su. Secticn Ha) (%) of the Commodity Lachange Act avthorizes

the CFTC

to direet the contract market whenever it has reason 1o believe that an emer-
gency exists, to take such achon as, in the Commission’s judgment, is
necessary o maintain or restore orderly trading in, or liguidation of, any
futures contract. The term “‘emergency”” as used herein shall mean, in addi-
tion to threatened or aciual market manipulations and corners, any act of the
United States or a foreign government affecting a commodity or any other ma-
jor market disturbance which prevents the market from accurately reflecting
the forees of supply and demand for such commodity.

The CFTC has interpreted this language to give it the authority, among s other
powers, to change margin requirements on fulures contracis during “‘emergencies.”

t also has done so in the past.!! Ae referred to earlier, it is this power that a divided
CFTC could not agree to invoke during the 1980 “Silver Bubble.”!?

Thus, the usefulness of additional government authority to set minimum mar-
gins on futures in order o curb speculalive cxcesses is questionable. The CFTC al-
ready has such power in the event of a major market disturbance, and the imposi-
tion of higher (average) margins during normat (or stable) marke! conditions would
be too costly from a social point of view and would accomplish very little. [t may be
that self-regulation does not aiways work to perfection, but then neither does gov-
ernment regulation. On balance, selfregulation still offers the besi cost-benefit
tradeoff.

2. Margins, Crediz Allocation, and “Macreeconomic’” Exiernalities

Another argument usad to support government margin-setting authority is that low
margins on futures divert credit away from more productive uses, and, in partic
ular, from cquity markets where such funds contribuie o capital formation and
sconomic growth. Higher margins on futures, it is argued, will reduce the amount
of eredit used to gupport futures transactions and therefore increase credit avail
ability elsewhere.

But this is incorrect. Unlike the purchase of equity, the purchase of a futures
contract does nol require the buver to pay the seller anything at the iime of pur-
chase: he need only iender a security deposit with his broker, There is no borrowing
to pay the seller, and no credit extended to support the purchase. Thus, low mar-

W74 2¢, of course, trué that the silver contract market is nol as important economieally 1o the Board of Trade as it
is o COMEX, so that there would be less member opposition io iis acting to curh activity in the silver contract
market.

U5ee Johnson, Philip {1982): Commoditics Regulation, Little, Brown, Bosten, Chap. 2, See. 2.70.

2There is a continuing debate, of ourse, about what constituies an “emergency,” and the indusiry, by its it
gious approach, has perhaps made the Commission a bit gun-shy. See Board of Trade v. Commodity Fupires ¥rad-
ing Commissign, 605 F.2nd 1016 (Tth Cir, 1979), cert. denicd, 446 1.5, 928 {1980},
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ging on futures do not “use up” credit that would otherwise be free o support
more productive activities.™

Anather related argument might be thatl lower margins reduce the cost of futures
contracts relative to other invesiment instruments {such as stock), and therefore
raise the {net} expectad return on futures instruments, As a CONSEQUENcs, MOTE SaV-
ings or investment funds will flow into futures markets than would be the easc if
margins were higher.

However, this argument is of dubious validity as well. To begin with, all invest-
menis have at least two dimensions: return and risk. While one may be able 1o raise
the expected refurn on an instrument through additional leverage, its riskiness is
aleo likely to rise. With both a higher return and a higher risk, it is not clear thai a
futures contract is a relatively superioy investment, Indeed, considering the fact
that millions of individuals invest in comman stock while only a relatively small
mainber choose futures markets, a reasonable inference is that fuiures coniracis
sre already a relatively unattractive investment—returns are 100 low o justify the
risks.

In addition, implicit in the argumeni that futures margins are ioo low is the pre-
sumption thai margin levels on other investments, such as stock, are “‘vight.”
There is, however, neither theory nor empirical evidence that can support this pre-
sumption. It may very well be that margins on stock should be lower, and not fu-
tures margins higher 1®

Finslly, even if lower futures margins did attract more funds inte futures mar-
kets, there is no necessary connection between this financial flow and real spending
in any sector of the economy. Real spending, such as on capital formation, is affected
primarily by risk-adjusted real returns on such spending. Changes in relative prices
among financial instruments will have little effect on real returns. Money and
credit are highly fungible commodities, and will flow o where the real returns are
highest, however lengthy and circuiious their route may be. It is, therefore, un-
likely that futures margins will have any significant effect on either capital forma-
tion or the distribution of real spending in the economy.'®

En summary, those who argue that low futures margins have negative macroeco-
nomic externalities because thev divert economic resources away from productive
uses have a heavy burden of preol. Neither economic theory nor the available em-
pirical evidence supports this view, Furthermore, although it has not been empha-
sized in this discussion, futures markets do perform certain socially beneficial func-
tions that would have to be weighed against any alleged costs.

B. Additional Invesior Protections

While there has always been some concern ahout protecting nonprofessional users
of futures markets, renewed Interest in this issue has been generaied by the recent

Bphe argument is clearly not applicable to purchasers borrowing or using general credit lines to support their
margin deposits. Higher margins here would inerease the amount of ceedit needed to support futures transactions.

HSiock margins presently are between 50 and 70%. See Securities Exchange Act of 1934, section 7; 15 US.C.
78g.

B38ee, for example, the evidence cited with Tespect to other credit allocation regulations in Gavernment Credit
Allpeation, Institute for Contemporary Studies, Sen Francisco, 1975, Chaps, 3 and 4; and Edwards, Franklin R,
(1979 fssues in Finencial Regulation, McGraw-Hill, New York, Chap. 7.
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eight-month investigation by the Senate Permanent Subcommittee on Investige-
tions, which reported 2 “recent tide” of fraud that has cost investors more than §1
billicn. This study focused on off-exchange futures coniraels and options, and con-
cluded ““that the C.F.T.C. has been unable 1o stem the recent tide of commaodity
frands, yet it sysiematically authorizes new arcas of trading which may be subject
to ever increasing fraud.””*¢ Singling vui cerumodity eptions as particnlarly trouble-
some, the committee recommended a continuation of the 1978 ban os such options.

In addition, there is considerable uneasiness about how prospeciive users of
stock index futures and of options on such futures will fare. Many will slmast aurely
he newcomers to futures markets, and may be uninformed about the significant
risks associated with high leverage. Also, in securities markets brokers and dealers
are subject 1o increasingly strict “suitability” and “‘know your customer” ruies de-
signed 1o proiect cusiomers, while in futures markets they are not.”?

The *‘suitability” doctrine applicable to securities markets generally requires
that a broker-dealer recommend to his customer only those securities {ransactions
that he reasonably believes are suilable in light of the customer’s financial po-
sition and investment goals.'® Similar suitability rules are alse applicable to options
trading. The Chicego Board of Options Exchange, Inc., in addition to requiring in-
quiry and suitability judgments similar to those of the foregoing SEC rule, requires
a member recommending the sale of a put or an uncovered call 1o have a reason-
able basis to believe that the investor has “such knowledge and experience in fi-
nancial matters that he may reasonably be expecied to be capable of evaluating the
risks of such transactions....””"® Finally, the National Securities Exchanges im-
pose “‘know your customer’’ rules upon their members, placing an affirmative re-
quirement upon them lo inquire into a cusiomer’s occupation, investment objec-
tives, and financial position.®

Should such requirements be imposed on brokers and dealers in futures mar-
kets? This guestion reduces to two fundamental issues. Do the customer protection
cules preseully applicable to futures transactions provide less protection than is de-
sirable, given the economic differences between futures and securities markets?
Also, do rules such as “suitability” and “know your customer” requirements now
provide effective protection for investors in seeurities markets, and, if they do, are
the savings worth the costs associated with these rules?

An impuortant section of the customer protection law applicable to futures trans-
actions that is now in transition is section 4b(a) of the Commodity Exchange Act (7
17.8.C. section 6b 1980).2! This section makes it unlawful 1o cheat or to defraud, or

eCiting Tide of Fraud, Senators Criticize C.FF.C." New York Times, July 14, 1982; sce Hearings Before the
Senate Permanent Subcommittee on investigations, U.S. House of Representatives, 97th Corg,, 2nd Sess, (Febiu-
ary 23-25, 1982).

"% hite not discussed in this article, there are also diflerences in disclosere requirements and in insider-rading
rales.

"8ecurities Exchange Act Rule 15b 10:3, 17 C.F.R. 240, 150 108 requires that a SECD broker-dealer, in recon-
rmending trades, have “reasonable grounds to believe that the recommendztion & not unsuitable for such cus-
tomer after ressonable inguiry concerning the customer’s investment chjectives, financial sitvation and needs.
and any other information known by such broker or dealer.”

BEROF rnles 0.7 and Q.0, CROE Guide (CCH)L paragraph 2309, In addition. the National Assaciation of Securi-
ties Dealers has a comperable suitability rule governing its members. Sce NASD Manual, Rules of Fair Practice,
article 1H, section 2 (CCH), paragraph 2152,

2See, for example, New York Stock Exchange Rule 405,2, NYSE Guide (CCB), peragruph 2405,

AUFor 2 more complete deseription of the protections avsilable in finlures enstomers, see Iohozon, op. cit., Ghap.

1, section 1.88, and Chap. 5, sections 5.36-5.55.

202/  EDwarps



atternpt to cheat or defraud, another person in connection with a regulated com-
modity futures contract. In the past this provision has been interpreted fo require
an inlent 1o deceive 1o establish a violalion. Howsver, il has never been clear what
types of conduet (short of willfulness) constitute an intent to deceive under this
regulation.

In a key recent decision the CFTC substantially broadencd the kind of conduet it
views as being in violation of sscilon 4b(a). In that decision, Gordon v. Shearson
Hayden Stone, Inc.”? it found that the defendent-broker violated the Aci because
the hroker failed to disclose the risks involved in & spread trading program that he
recommended to his customer, and because he failed to have her sign a risk disclo-
sure form, While the CFTC concluded that the broker acted in good faith, it found
that he was negligent in his belief that no substantial risk existed in the spread
iransactions he recommended. This interpretation was affirmed on appeal®

In other decisions, the CFTC has imposed liability for negligent conduct for fail-
ing to disclose material facts relating to straddles,? for failing to ransmii orders 16
the wading floor.? for failing 1o disclose the inherent Hmitations of siwop-loss ur-
ders,X and for failing to monitor a customer’s account and to notify the customer
of losses.2? It is not clear that these decisions will be upheld on appeal, but if they
are there will he a substaniial broadening of the proteciions available to futures
customers: Negligent conduct by brokers and dealers, such as careless ignorance of
the iruth, may be sufficient to permit customers to recover their losses.

The present differences in the legal proteciions afforded securities versus fu-
wires customers must be viewed in the coniext of the characteristics of the partici-
pants in the two markets. Most importantly, the number of small, unsophisticated
users of futures markets is trivial compared with securities markets. Thus, the po-
{ential berefils of greater customer protection are considerably less in fuiures mar-
kets than in securities markets.

Futures markets, however, may yet undergo a metamorphosis. If the new futures
instruments being introduced sueeced in attroeting more of the same kinds of cus-
iomers now found in securities markets, the distinctions between these markets can
be expected to erode.

Consumer protection regulation, in futures markeis as well as in other markets,
is basically 2 cost-benefit issue. To protect customers regulatory restrictions must
be impased that entail both direct and indirect costs, The benefits are primarily the
customers’ losses that would have been incurred had it not been for such regula-
tions, These benefizs must be weighed against the direct and indirect cosis of regu-
lation. Which way the scales tip is a {unction of the nature of the market, fis cus-
tomers, our social philosophy, and so forth.®

B Shearson Loeb Rhoades, Inc. v. Commodity Futures Treding Commission, Gordon ». Shearson Hoyden Stone,
friz., 2 Corans. Fut. L Rep. (CCH), 21,16 (CFTC April 10, 1980} alfirmed on alternative grounds sub. vom. 9th Cir,,
Ko. BO-7217 (Febzuary 17, 19832).

Bbid,

21 aheney v. Murlas Bros. Commedities, lne., 2 Comm. Fut. L. Rep. (CCH), 21,045 (May 12, 1980,

Blampitt v. E. F. Hutton & Cs., 2 Gomm. Fut. L. Rep. (CCH), 21,120 {September 19, 1080).

XY ameen v. Madda Trading Co., 2 Comm. Fut. L. Rep. (CCHY 21,125 (Dotober B, 1982).

22 tuis v. Shearson Hayden Stone, Inc., 2 Comm, Fut. L. Rep, (CCH), 21,379 (April 13, 1982).

#1n evaluating investor proleetion regulation there is the fusther issuc of the relative weights to attach io social
benefils as appased to purely private benefiis (or redistributions of wealth). Fur exumple, if investor protection reg-
wlationg prevent nnsaphisticated investars feom insiag maney {or from transferring their wealbth 1o winning inves-

tors), that may be viewed as largely a private benefit. If as a result of such protections, however, there is greater
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The second issue is whether rules sueh as “‘suitabihty” and “know your cus-
tomer” requirements have been cost effective in securities markets (or have been
glfestive i all in protecting customers). There has becn no study of the costs and
benefits of such rules, and none is likely. Data, measurement, and conceptual diffi-
culties militale against it. Take, for example, suitability requirements. These may
save snme penple from themselves, hut may prevent others from using securities
{or futures) markets who would henefit from using them. How are we to measure
these benefits and costs? Or, in evaluaiing mandatory disclosure requirements that
require brokers and dealers to disclose critical facts and information to customers
so that euslomers can evaluaie the risks involved, how can we account for ditfer-
ences in customers’ predisclosure levels of understanding, or for differences in the
skill and integrity of brokers in communicating such information? Also, all of these
rules entait monitoring, suforcsment, and compliance costs, which are difficult 1o
measure.

These difficulties suggest that a fundamential objective of customer protection
regulation should be tn give brokers and dealers the proper incentive 1o disclose 1o
customers what is relevant and important for them 10 know. Hard-and-fast rules for
complicated iransactions like those in futures markeis are unlikely to be etfective,
and may even be counterproductive. The key is to develop an institutional struc-
ture that gives brokers and dealers the incentive to be informative and 1o treat cus-
tomers fairly. (This is an avenue of inguiry that has not been pursued in futures
markets, nor in any other financial market, for that matter.)

1t is obvious that reilhier § nor niyons clse Is in a position to make informed judg-
ments about the wisdem of additional investor protection regulations. Neverthe-
fess, the discussion in this article suggests three comments. First, as pointed out
earlier, futures markets are the ereation of sslfregulation. Withoul self-regulation
these markets could not operate as they do. Thus, it seems sensible not to allow the
proliferation of off-exchange, unregulated, “futures’ instruments. Second, a pok-
icy goal should be to foster and maintain a highly competitive environment among
futares brokers and dealers. Keenly competitive financial and futures markets may
be the best form of customer protection, since competition encourages the disclo-
sure of information and the fair treatment of customers. Lastly, means must be
found 10 educate pulential nsers of futurcs markets. If users are weli-informed,
brokers will also have 1o be. While many futures exchanges already conduct exten-
sive educational programs, more needs o be done.

In summary, the issue of whether additional investor proteciions are needed is
not an easy one. We have a very impressionistic view of the facts, and almost no up-
derstanding of how such protections have worked in securities markets. There are,
nevertheless, strong feelings on both sides, as well as sharp ideological differences.
In addition, we can be sure that there will be a steady trickle of “"horror’ stories to
fuel these passions. It is, in short, an issue thai will not go away. Thus, both govern-
ment regulators and the futures indusiry must give these issues serious considera-
tion, and must attempt 1o evaluale the aliernatives in a systematic way.

public participation in futures markets, and as 2 consequence more liquid futures markets, there is a sucial benefit,
Furthermore, if “fairness” itsell is viewed as 2 social benefit, this muy tp the scales towsrd having such

2 Y 1f g
protections.
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IV, IMPLICATIONS AND SUGGESTIONS

The iension between government regulation and self-regulation in fuiures markeis
will not disappear and is likely to inlensify as publie participation in these markeis
grows. A random economic shock, a speculative bubble, or a headline-caiching
tfrand could quickly ©ip the regulatory balance towards greater federal control. It is
important, therefore, that a longer-term view of current problems be taken, and
that some basic principles and procedures be developed to resolve cenflicts be-
tween government and self-regulation.

The analysis and discussion in this article suggest a few such guiding principles,
First, there should be a presumption in favor of industry self-regulation. Unless one
or more of the deficiencies associated with sell-regulation that ave discussed here
are clearly present, the presumption should be that selfregulation is more cost-
gflective.”® Self-regulation generally has worked well in the past, and can continue
10 do so in the future.

Second, futures institntions and markets are beginning ie overlap with other fi-
nancial institulions and markeis, Just as in commercial banking, investment bank-
ing, insurance, and other financial industries. As a result, there are growing jurisdic-
tional conflicts among regulatory authorities. Different and unequal regulations
are applied to what are seemingly similar kinds of finaneial transactions. A second
basie principle, therefore, is that when such regulatory coniliets arise we should not
automatically apply the most restrictive regulations to all financial institutions and
markets. Thesc occasions should be used, rather, to evaluate the conflicting regula-
rians on their merits. For example, with respect to federal margin-setting authority,
the introduciion of stock index futures should be an occasion to evaluaie the effec
tiveness and nsefulness of the Federal Reserve’s preseni margin-seiling powers
wilh respect to securities markets, not one to exiend mindlessly federal regulation.
An overriding objective is obviously 10 use government regulation only when it is
necessary 1o protect the public interest.

Finally, it is important that predictable and dependable lines of communciation
he established among all regulatory bodies now involved with futures markets.
Communicaticn should not be left 1o chance, or to the urgeney of erisis. The **5il-
ver Bubble™ of 1980 clearly shows thul betler conunuaication among induslry reg-
ulators themselves (such as clearing associations} and between them and the CFTC
would result in more effective regulation; evervone is harmed when this does not
OENAT .

To achieve this 2 Working Committee on Fuinres Markets Regulation should be
created, consisting of representatives of the major selfregulatory institutions. This
committee should meet regularly to establish a dialog concerning major regulatory
issues, both present and future. Hs major purpose should be 1o develop a frank and
informal exchange of views about regulatory issues and philosophies, There is a

¥While there has not been, admittedly, wnch research on the relative merits of self-regulation, there is an exten-
sive hody aof research which supports the view that the privale sector can perform many governmental funetions
more efficiently than can government. See, for example, Savas, E. 5. {1974} “Munizipal Monopalies v, Compen-
tion in Delivering Urban Sevvices,” Urban Analysis, 2: 93-116; Savas, E. 8. (1979 **Public v. Private Refuse Col-
iection: A Critical Review of the Evidence,” Urbon Analyxis, 6 1-13; Edwards, ¥, and Stevens, B. (1978) “The
Provision of Munivipal Sanitation Services by Private Firms: An Eanpirical Analysis of the Efficiency of Alterna-
tive Markel Structures and Regulatwry Arrangement,” The Journal of Industrisl Economics, 27(2) (December}:
133-147.
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special need for greater communication and cooperation in the futures industry,
since there is not a single, unified self-regulatory institution in futures markets but
many such institutions.®

In summary, as the breadth and economic importance of futures markets ex-
pands, so must our thinking about how best to regulate them. Both the industry and
the government have a responsibility to develop effective and low-cost regulatory
policies.

30A common fear about this kind of industry arrangement is that it will diminish competition within the indus-
try, to the detriment of the public. If this is a significant concern the committee could include some government of-
ficials as well. In addition, competition among self-regulatory institutions such as clearing associations may not be
of great consequence in any case. Also, all industry agreements would be subject to the antitrust laws, and to CFTC
approval.
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