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f The
Mexkets-- What Needs To Be Done

Although the Commodity Futures Trading
Commission has made a significant beginning
in extending Federal regulation to segments
of the industry newt before regulated, muc h
remains to be dose to fully implement the
mandate and congressional intent of the 197 4
act which created the Commission .

The Commission has been hampered by a
variety of organizational and management
problems and by weaknesses in planning .
which have prevented it from making optima l
use of its resources . It has also had to conten d
with widespread fraud in commodity options
trading.

To enhance Federal regulation of the futures
markets and to promote effective industry
self-regulation, the Commission needs to car-
ret weaknesses in such program areas as con -
tract market designations, rule enforcemen t
review, abusive trading practices, registration ,
customer claims, and market surveillance .
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To the President of the Senate and the
Speaker of the House of Representative s

This report assesses the performance of the Commodit y
Futures Trading Commission in regulating the Nation's com-
modity futures markets and details the actions which nee d
to be taken to strengthen regulation of these markets .

We reviewed the Commission as a followup to our 197 4
recommendation that the commodity futures industry be regu-
lated by a strol.g, independent agency and in anticipation o f
the Congre .s having to decide whether the Commission shoul d
be reauthorized after fiscal year 1978 .

We made our review pursuant to section 8 of the Commod-
ity Exchange Act (7 U .S .C . 12-3) .

We are sending copies of this report to the Director ,
Office of Management and Budget, and the Chairman, Commodit y
Futures Trading Commission .

Comptroller Genera l
of the United States



_t5

COMPTROLLER GENERAL'S

	

REGULATION OF C' MMODITY FUTURES
REPORT TO THE CONGRESS

	

MARKETS--WHAT NEEDS TO BE DONE

D I G E S T

Because of the vital role that futures market s
play in the U .S . economy, the Commodity Future s
Trading Commission should be reauthorized fo r
4 years beyond fiscal year 1978 to regulat e
futures trading in an atmosphere as free a s
possible from potential conflict of interest .
(See ch . 2 . )

The Commission, an independent agency, wa s
created by the Commodity Futures Trading Com-
mission Act of 1974 on recommendation of GAO .
The agency has broad regulatory powers whic h
its predecessor, the Commodity Exchange Author -
ity in the Department of Agriculture, did not .
The act contains a "sunset provision" authoriz -
ing the Commission only through fiscal yea r
1978 .

Futures trading is the buying and selling o f
standardized contracts for the future deliver y
of specified grades and amounts of commodities .
Ten commodity exchanges provide organized cen-
tral markets where trading can take plac e
through open outcry and competitie bidding .
The trading volume for calendar year 1977 wa s
42 .9 million contracts valued at over a tril-
lion dollars . (See ch . 1 . )

In this first report on the activities of th e
new Commission, GAO finds many weaknesses i n
program activities and management functions .
However, if GAO recommendations are carrie d
out, they should provide the basis for im-
proved regulation of the futures markets .

As to futures contracts on financial instru-
ments, the Congress should (1) grant the Se-
curities and Exchange Commission regulator y
jurisdiction over some types, such as stock s
and bonds, and limited authority over others ,
such as Treasury bills and bonds and (2 )
establish an interaency advisory council to
serve as a foram for representing the views o f
affected agencies . (See ch . 2, pp . 15 and 15 . )

Upon removal, tiie reportcover e o Si18+JW be noted hereon .
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l'2MMISS T_ON PLANNING
NEEDS GREATER EMPHASIS

The Commission has been slow in recognizin g
that a formalized planning process is a basic
management function and decision tool .
Because of this, its regulatory posture ha s
been overly ad hoc and reactive, as oppose d
to anticipatory and preventative . GAO recom-
mends actions to help correct these deficien-
cies in chapter 13, pages 227 and 228 .

WEAKNESSES IN ORGANIZATION
AND MANAGEMENT HAVE
HAMPERED OPERATIONS

The Commission's performance has been affecte d
adversely by a number of organizational and
management problems, including

--lack of strong management experience in top
executive positions ,

--management weaknesses in the Executive Direc-
tor's office due to organizational instabil-
ity and jurisdictional disputes ,

--high rate of staff turnover ,

--failure to develop professional cadres an d
managers from within the organization, an d

--lack of a broad representation of views o n
Commission advisory committees .

GAO's recommendations focusing on these matter s
and on the need for the Congress to amend th e
act to delete a requirement that the Executiv e
Director be confirmed by the Senate will b e
found in chapter 14 . (See p . 242 . )

MARKET DESIGNATION PROCESS
NEEDS IMPROVEMENT

An important and far-reaching responsibilit y
of the Commission is the designation ow ex-
changes as contract markets in particula r
commodities . GAO found, however, that the Com-
mission's initial market designation reviews ,
done in 1975 under statutory time constraints ,
were not comprehensive enough to assure tha t
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only contract markets meeting statutory an d
Commission requirements were designated . GAO' s
recommendations to assure that unresolved is -
sues are followed up on and that future marke t
designation reviews are improved are found i n
chapter 3 . (See p . 33 . )

NEEDTO IMPROVERUL E
ENFORCEMENT

Exchange enforcement of its own rules is th e
key to the self-regulatory process which th e
Congress envisioned when it established th e
Commission . The Commission reviews exchang e
rule enforcement procedures and performance a s
part of its regulatory oversight . Its report s
evaluating role enforcement at the New Yor k
and Chicago exchanges show that effective self -
regulation in the commodity markets is not ye t
a reality .

GAO fo ;ind that while the Commission's rule en-
forcement review program has produced some pos-
itive results, more remains to be done . GAO' s
recommendations to improve the program and as -
sure affirmative self--regulation of the commod -
ity futures industry are found in chapter 4 .
(See pp . 56 and 57 . )

MANY UNRESOLVED ISSUES
RELATING TO TRADING PRACTICE S

Dual trading--floor brokers and futures commis-
sion merchants trading for their own account s
as well as for customers--can result in abusiv e
trading practices, such as a floor broker o r
futures merchant directly competing with a cus-
tomer's interest . Questions of whether to con-
tinue to permit dual trading and whether it i s
needed for market liquidity are among the press-
ing issues facing the new Commission and hav e
not been considered systematically o r
comprehensively . (See ch . 5 . )

The Commission should develop and analyze evi-
dence based on experiences in the market t o
determine whether dual trading is necessary fo r
trading liquidity and whether it promotes abu-
sive practices .
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Although the Commission issued regulations . on
trading standards for floor brokers and future s
merchants to guard against dual trading abuses ,
it has done little to see that the standard s
are being followed .

Similarly, the Commission has published regula-
tions for time sequencing of all trades to the
nearest minute, but has not used its authorit y
to obtain exchange compliance . No enforcement
action was taken against six exchanges whic h
violated the regulations . GAO concluded tha t
the Commission does not have sufficient exper-
tise and information on time sequencing o f
trades .

GAO's recommendations to improve decisionmaking
on dual trading issues and to assure that Com-
::,ission regulations on trading standards and
time sequencing are enforced will be found o n
pp . 79 and 80 .

Reconstructing trading by means of a trad e
practice investigation is the primary metho d
for detecting and deterring abusive trading .
However, the Commission has not aggressivel y
or systematically investigated for noncompeti-
tive trades by individuals nor established a
plan for a periodic review of trading at eac h
exchange . GAO's recommendations to the Commis-
sion include developing a computerized investi-
gative capability and a comprehensive plan t o
perform investigations at each exchange .

REGISTRATION AND A[JBIT PROGRA:IS
CAN BE MORE EFFECTIVE

The Commission's registration program is not a s
effective as it coui :' be in preventing unfi t
and unqualified individuals and firms from bein g
registered and reregistered . The primar y
screening of applicants consists of name check s
against Securities and Exchange Commission rec-
ords of persons or firms that have committed
securities-related violations and against FB I
arrest and conviction files . These checks ar e
useful in weeding out some unfit applicants .
However, the Commission should fingerprint appli-
cants and check the prints against FBI records .
Other. GAO recommendations on these matters wil l
be found in chapter 6, pages 92 and 93 .
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The Commission has been slow in implementing a
1975 GAO recommendation that it redirect it s
audit function to a strong oversight role an d
transfer the primary responsibility for enforc-
ing required financial provisions of the regu•-
lations to the exchanges and require tha t
futures merchants engage independent publi c
accountants to audit their financial statements .
GAO's latest review showed that the Commissio n
does not audit futures merchants often enoug h
to assure that customers' funds are adequatel y
safeguarded . GAO's recommendations on thes e

. and other audit matters will be found in chap -
ter 7, page 105 .

MARKET SUINEILLANCE
NEEDSIMPROVEMENT

Market surveillance consists of monitoring th e
performance of futures markets to detect an d
prevent disruptions as well as adverse condi-
tions, such as price manipulations . Because o f
statutory requirements, both the Commission an d
the exchanges perform market surveillance .
These efforts, now largely performed independ-
ently, can be made more effective with improve d
coordination, mutual understanding, clear deline-
ation of responsibility, and a sharing of marke t
data . The Commission, together with industry ,
should work toward improving the overall surveil -
lance effort .

The Commission needs reliable cash price data t o
perform su .r'reiliance . However, deficiencies i n
the cash price data, known to the Commission ,
have not been corrected . The Commission shoul d
search for alternatives to improve cash pric e
data and continuously monitor commodities to
keep current with changing market conditions .
For these and other recommendations see chapte r
8, page 130 .

COMMODITY OPTIONS REGULATION
HAS NOT BEEN EFFECTIVE

In contrast. to a commodity futures contract, a
commodity option represents a right but not a n
obligation to buy or sell a commodity (or a fu-
tures contract) at an agreed price within a
specified time . During the past few years, op-
tion trading on foreign commodities has attracte d
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substantial customer interest as well as th e
participation of allegedly fraudulent operator s
who saw the potential for quick profits throug h
high-pressu':e, hoilerroom type operations . At
the same time the Commission's efforts to regu-
late option trading and prevent fraudulent an d
illegal activity have been generally ineffective .
(see ch . 12 . )

The Commission, deciding not to suspend optio n
sales, tried to regulate their sales by issuing
regulations cove°ing, among other things, fraud ,
req istration of persons offering options to th e
public, segregation of funds, keeping of book s
and records for Commission inspection, and mini-
mum capital requirements .

Because the 1974 act granted the Commission ex-
clusive jurisdiction over options--effectivel y
preempting the States° and the Securities and
Exchange Commission's regulatory activities i n
this area--the Commission should have carefully
assessed whether it had the necessary resource s
to properly regulate options . In GAO's view ,
the preemption of other Government agencies ,
coupled with the limited staff and experience
of the Commission and its considerably broad-
ened regulatory responsibilities, pointed to a
need to proceed slowly and with care in the
options area--an area that is controversia l
and scandal ridden .

The Commission's decision to permit option
trading resulted in the creation of a regula-
tory vacuum which was exploited by some un-
scrupulous individuals to the detriment of many
unsuspecting option investors . Understaffed ,
overextended, and lacking in the ability to en -
force compliance effectively with its optio n
regulations, the Commission was never able to
make these rules the meaningful customer protec-
tions they might have been .

The Commission's efforts on options have drained
its resources seriously and interfered with it s
ability to deal with its primary responsibility- -
commodity futures re a'ulation .

Despite delays in implementing its option regu-
lations, costly and time-consuming legal chal-
lenges to the regulations, and steadil y

vi



accumulating evidence of flag rant and widespread
violation of its rules, the Commission only re-
cently suspended the sale of options after June 1 ,
-1978 . GAO recommends that the Congress suppor t
the Commission's actions by amending the act t o
suspend option trading .

The Commission still intends to go ahead wit h
a pilot program of option trading on domesti c
exchanges . GAO believes that such a progra m
is inadvisable at this time . In view of it s
broad mandate and responsibilities in the are a

. of futures regulation, as well as the many area s
identified in GAO's review as requiring urgen t
attention, GAO recommends that the Commission ,
for the time being, devote all of its resource s
to improving the regulation of futures trading .

To enhance customer protection, GAO recommend s
that the Congress amend the act to grant th e
States authority to act on options and commodity .
fraud . (See pp . 209 to 211 for GAO's detaile d
recommendations to . the Commission and to th e
Congress on option trading . )

REPARATIONS PROGRAM
INADEQUATE TO MEETDEMAND

Since 1976 the Commission has operated a repara-
tions program for adjudicating monetary claim s
against Commission registrants who violate th e
act or Commission regulations . The program
would be most effective if it provided rela-
tively fast adjudication to as many aggrieve d
parties as possible . However, a growing backlo g
problem and seemingly overly complex regulation s
have jeopardized the program's effectiveness .

GAO also concluded that the Commissioners nee d
to significantly increase their involvement i n
reviewing cases initially decided by administra-
tive law judges . As a further measure to speed
up the program, the Congress should increase from
$2,500 to $5,000 the amount of damages needed t o
justify extensive oral hearings before the judges .
(See ch . 9, p . 144 for GAO's recommendations . )
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- ECONOMICAL PROCUREMENT POLICIES AND -
PROCEDURES SHOULD BE FOLLOWED

The Commission has not followed many established
policies and procedures for efficient and economi-
cal procurement and management of property an d
services by Government agencies . In negotiating
long-term leases for its offices, the Commission
did not obtain appraisals of the fair marke t
value of the leased property which are necessar y
to assure that legal rent limitations are no t
exceeded . Also, the Commission spent amounts o n
improvements to leased property in excess o f
legal limitations and entered into long-ter m
leases which are prohibited by law .

Although its procurement approach enabled it to
obtain office space, furniture, supplies, and
services of a higher quality than that normall y
obtained by Government agencies, there was lit-
tle assurance that these procurements were mad e
to the best advantage of the Government, price
and other factors considered . GAO's recommenda-
tions, including the need to amend the act to
place leasing authority under the General Serv-
ices Administration, appear in chapter 10 ,
pages 159 and 160 .

FINANCIAL DISCLOSURE SYSTEM
NEEDS TO BE STRENGTHENE D

GAO's review of the Commission's financial dis-
closure system for employees and regulations on
the misuse of nonpublic information leads i t
to recommend that the Commission should requir e
lower level auditors, investigators, economists ,
and attorneys to file financial disclosure state-
ments annually and establish a certification sys-
tem for employees not required to file statements .
See ch . 11 ., p . 170 . )

Because the appropriate legislative committee s
and the Congress need GAO's report as early a s
possible in the reauthorization review process ,
GAO did not obtain formal comments from th e
Commission ; however, the results of its review
were discussed with agency officials .
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GAO's tentative review results were also pre-
sented in February 1978 statements before th e
Subcommittee on Agricultural Research and Gen -
-eral Legislation, Senate Committee on Agricul -
ture, Nutrition, and Forestry and th e
Subcommittee on Conservation and Credit, Hous e
Committee on Agriculture . The Commission had
the opportunity to respond to GAO's finding s
before those subcommittees .
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CHAPTER1

INTRODUCTION
_ea

A dramatic increase in the volume and value of tradin g
on the Nation's commodities exchanges has taken place sinc e
the early l970s . In fiscal year 1970, 13 .6 million con-
tracts valued at $148 billion were traded . About 42 .9 mil -
lion contracts valued at over one trillion dollars wer e
traded in calendar year 1977 .

The sharp increase in commodity trading is the resul t
of a variety of diverse occurrences that have affected th e
markets and consumers . The price of agricultural commodi-
ties increased to record highs during the early 1970 s
because of unanticipated foreign purchases of U .S . commodi-
ties, successive devaluations of the U .S . dollar, depletio n
of Government-held agricultural surpluses, and advers e
weather conditions . A reason for recent increases in trad-
ing is the wide variety of commodities that are no w
available . Trading is no longer limited tc agricultura l
products . New futures contracts are continually being
added, such as interest rate futures and foreign currenc y
futures, Another reason for the recent increase, accordin g
to industry and Government sources, is that more producer s
are learning to use the futures markets as a way to marke t
their products at better prices and as an effective antidot e
to price volatility .

Until 1974, the Secretary of Agriculture was authorize d
by the Commodity Exchange Act, as amended (7 U .S .C . 1 e t
sec .) to regulate futures trading only in certain specified
agricultural commodities . The contracts, which include d
among others frozen pork bellies, corn, wheat, soybeans ,
live hogs, and oats, were traded on boards of trade (commod-
ity exchanges) designated by the Secretary as contrac t
markets . In 1973, 18 exchanges were approved to trade i n
futures contracts ; however, only 10 were .ctive at that time .
Trading was also conducted on exchanges in approximatel y
18 commodities not then subject to regulation under the act .
These commodities included lumber, silver, U .S . coins, cocoa ,
propane gas, and others .

The Secretary had established the Commodity Exchang e
Authority to carry out the act, but kept his authority t o
(1) approve trading on designated exchanges, (2) conduc t
disciplinary proceedings,• and (3) promulgate regulations .
The act also made the Secretary, or his designee, chairma n
of the Commodity Exchange Commission which was establishe d
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to set limits on speculative trading and order disciplinar y
actions against exchanges regarding trading in regulated
commodities .

CREATION ANDRESPONSIBILITIES	 OF THE
COMMODITY	 FUTURES TRADINGCOMMISSION

During 1973 and 1974 hearings were held in both th e
House and Senate to consider the effectiveness of the De-
partment of Agriculture in supervising futures trading, th e
effect of futures trading on consumer food prices, and th e
need for additional statutory authority to ensure publi c
confidence in the integrity of trading and exchange activi-
ties . We reported to the Congress (B-146770, May 3, 1974 )
our interim observations on the operation of the Commodit y
Exchange Authority and futures trading . We recommended
that a strong, independent agency be established separate
from the Department of Agriculture to regulate all commodit y
trading, including but not limited to the previously reg-
ulated agricultural commodities .

After a careful consideration of the views of inter -
ested parties, a strong, independent agency, the Commodity
Futures Trading Commission (CFTC), was established by th e
Commodity Futures Trading Commission Act of 1974, Public
Law 93-463 {88 Stat . 1389) . The 1974 act substantially re-
vised the Commodity Exchange Act 1/ to provide comprehensiv e
regulation of all commodities, goods, and services traded
in the futures markets . 2/ Effective April 21, 1975, CFTC
became the sole administrator of the act, replacing th e
Secretary of Agriculture and the Commodity Exchange Author-
ity and Commission . According to Senator Talmadge, chairma n
of the congressional conference committee that agreed on th e
CFTC Act, the Commission was to be "comparable in statur e
and responsibility to the Securities and Exchange Commission "
(SEC) which regulates the securities industry .

CFTC was given substantially more authority than its
predecessor agencies to enforce the broad mandate of th e
act . Added powers include responsibility to obtain cour t
injunctions, to litigate in court with its own attorneys ,
extraordinary powers to deal with market emergencies, an d
to conduct an education and research program .

1/We refer to the amended Commodity Exchange Act as the act .

2/A schedule of the 10 active exchanges, volume of trading ,
and commodities traded is shown in appendix I .
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In addition, the Commission is responsible fo r

--designating as contract markets any exchange demon-
strating that futures trading in the contract fo r
which designation is sought will, among other things ,
not be contrary to the public interest ;

--reviewing for approval bylaws, rules, regulations ,
and resolutions of designated contract markets relat-
ing to trading requirements ;

--processing through administrative hearings repara-
tions claims by traders who allege monetary injur y
due to a violation of the act by one registered wit h

CFTC ;

--regulating transactions in standardized margin o r
leverage account contracts in gold and silver bul k
coin or bullion ; and

--registering and examining the fitness of person s
handling traders° accounts, futures commission mer-
chants, commodity pool operators (persons who manag e
entities much like a securities mutual fund), an d
commodity trading advisors .

To ensure that designated markets are operated effi-
ciently, effectively, and without manipulation, CFTC is au-
thorized to establish additional delivery points for trade d
commodities, to regularly inspect designated contract mar-
kets, and to set limits on the total number of open position s
in a market individual traders or concerted trading group s
may hold in a particular market ("speculative limits") .
Further, the act authorizes CFTC to define a number of regu-
latory terms, including bona fide hedging, and to determin e
whether or not to allow certain trading practices, includin g
dual trading--trading by brokers for their own account a s
well as for the public--and commodity options trading . CFTC
is also directed to consider the antitrust consequences o f
its acts and to achieve its objectives by the least anticom-
petitive means . Penalties are provided for violatio n
of the act .

While the Commission is the prime regulator of the in-
dustry, the act contemplates considerable industry self -
regulation . To further self-regulation, title III of the
1974 act authorizes any national futures association to reg-
ister with the Commission as an industrywide, self-regulator y
body subject to minimum statutory standards .
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DEFINITION AND PURPOSES
OF FUTURES TRADING

Futures trading is the buying and selling of standard-
ized contracts for the future delivery of a specified grad e
and amount of a commodity . Commodity exchanges provide or-
ganized central markets where trading can take place throug h
open and competitive bidding . The physical commodity itsel f
is actually traded on the "cash" or "spot" market, and it i s
the economic purpose of the futures market to help the "cash "
markets work better . This is performed by helping to estab-
lish cash prices and permitting traders to protect themselve s
from adverse price movements of the physical commodity .

In theory, futures and spot markets move roughly in
tandem if a freely competitive market exists . During the
period immediately before the futures contract expires ,
prices in the two markets tend to converge . Thus, position s
in each market tend to cancel each other out ; gains in th e
cash market would be offset by losses in the futures market .

Hedging

A primary purpose of futures markets is to allow pro-
ducers, merchandisers, and processors to shift some of th e
risks of adverse price movements of the physical commodity ,
This is called hedging . The hedger has an interest in th e
physical commodity in that he either owns quantities of it ,
has a future need for it, or has a firm commitment to bu y
or sell a quantity of the physical commodity . 1/ There ar e
two types of hedges used in the futures markets : the buying
{long) hedge and the selling (short) hedge .

The buying hedge consists of buying futures contract s
for quantities of the commodity approximately e qual to the
quantity of the physical commodity needed to fulfill prec-
essing requirements or other commitments . This hedge may
be used by flour millers and cattle feeders or by grai n
merchants having firm cash sales commitments for futur e
delivery that exceed inventories . The buying hedge protect s
hedgers from any future price advances of the commodity o n
the cash market and allows them to project their material s
costs and to price their product at lower profit margins .

1/ Financial institutions use futures contracts on finan-
cial instruments for similar purposes .
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The selling hedge consists of selling futures contract s
for quantities of the commodity approximately equal to th e
quantity of the physical commodity owned and/or firmly com-
mitted to be purchased . This hedge may be used by farmer s
or by grain merchants having inventories which are not com-
mitted in the cash market . The selling hedge, therefore ,
provides the hedger with a guaranteed price for his inven-
tory and protects the value of his inventory from any futur e
price decline of the commodity on the cash market . A second
advantage of the selling hedge is that lending institution s
normally will loan a higher percentage of the estimated in-
ventory value if it is adequately hedged in the future s
market .

Speculating

Speculators are traders who, unlike hedgers, have n o
interest in the physical commodity itself . They trade i n
the market solely to profit from assuming the risks of pric e
fluctuations--perhaps the same risks the hedgers desire t o
avoid. By standing ready to purchase or sell futures con -
tracts based on price alone, speculators are viewed as in -
creasing the liquidity and competitiveness of markets whic h
adds trading volume and thus minimizes price fluctuation .
This also adds to the possibility that hedge orders limite d
to a stated price are tilled .

Commodity , exchanges

Commodity exchanges are centralized marketplaces wher e
standardized futures contracts can be bought and sold in a
competitive, free market setting . The important role o f
the exchanges is recognized by the act in its provisi=on s
requiring any person maintaining an office in the Unite d
States for futures trading te conduct business through o r
as a member of an exchange designated as a contract marke t
under the act . Acting in their own self-interest to pre- ,
serve the integrity of their markets and under requirement s
of the act, exchanges are responsibile fo r

--enforcing their own rules and regulations designe d
to ensure that trading is done in an open and hones t
manner without fraud, deceit, or attempte d
manipulation ;

--maintaining a disciplinary system for exchang e
members ;

--maintaining complaint procedures for aggrieve d
customers ;
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--preventing false and mislea?ing information fro m
being disseminated ; and

--maintaining trading records and reporting certain o f
those records to CFTC .

Exchanges may also set limits on speculative trading, es-
tablish margin limits, and set limits on the maximum dail y
price change allowable in a contract .

According to the act, five categories of people o r
firms must register with CFTC .

1. Futures commission merchants (FCMs)--Individuals ,
association s ; corporations, and trusts solicitin g
or accepting orders for the purchase or sale o f
any commodity for future delivery .

2. Associated person--Any person associa .ed with any
FCM as a partner, officer, or employee in any
capacity which involves (a) soliciting or accept-
ing customers' orders or (b) supervising any per -
son so engaged .

3. Floor broker--A person who may buy or sell futures
contracts on the trading floor of the exchange fo r
others, for his own account, or for an accoun t
which he controls .

4. Commodity trading advisor--A person who advise s
others direct:,, or in writing on the value o f
commodities or on trading commodities for futur e
delivery or who issues analyses or reports o n
commodities .

5. Commodity pool operator--A person who is engaged
in a business, such as an investment trust or syn-
dicate, and who receives from others funds t o
trade in commodities for future delivery on a con -
tract market .

CFTC

CFTC started operations in April 1975 as an independ-
ent regulatory agency, The Commission consists of a chair -
man and four other members appointed by the President wit h
the advice and consent of the Senate . The President is di-
rected to seek to estab'ish and maintain a balanced commis-
sion, including but not limited to persons knowledgeable i n
futures trading, its regulation, and the articles and good s
covered by the act . The Chairman is chief administrativ e
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officer with statutory authority to appoint and supervis e
personnel and distribute business among such personnel an d
administrative units within the Commission . In carrying
out these functions, the Chairman is subject to the genera l
policy direction and specific actions of the Commission . An
executive director, chosen by the Commission and subject t o
Senate confirmation, is to handle such functions as assigne d
by the Commission . The executive director is responsible
for the day-to-day operation of the Commission, and CFTC di -
visions and offices report to him .

The Commission is made up of several divisions an d
offices . The Division of Trading and Markets reviews ap-
plications for contract market designation, conducts trad e
practice investigations, reviews and analyzes contract mar-
ket rules and rule changes, polices exchange rule enforce-
ment programs, registers and audits persons required t o
register under the act, and drafts regulations to implemen t
the act . The Division of Enforcement carries out the Com-
mission's enforcement program aimed at uncovering violator s
of the act and deterring other possible violations . The
program involves investigations, litigation, customer com-
plaints and services, and reparation proceedings . The
Office of Surveillance and Analysis conducts daily marke t
surveillance, does economic analysis of contract terms ,
makes liquidation inquiries, and does special studies .

Other offices include :

--Office of the Chief Economist which is responsibl e
for research on such things as the definition o f
commodity terms, dual trading, and options .

--Office of Hearings and Appeals which is responsibl e
for implementing adjudicatory hearings required b y
the act, including reparation controversies .

--Office of Policy Review which is responsible fo r
coordinating and reviewing long-term planning goal s
and policies .

--Office of General Counsel which represents the Com-
mission in Federal courts in appeals from decision s
rendered by U .S . district courts in injunctive, sub -
pens enforcement, or other actions brought by th e
Commission ; in appeals of Commission orders ; in
cases involving suits against the Commission ; i n
both Federal and State courts as amicus curiae ; and
in private litigations involving issues arising unde r
the act .
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For fiscal year 1977, CFTC's expenditures wer e
$13,085,000 . CFTC's budget for fiscal year 1978 i s
$13,196,000 . The agency has regional offices in New York ,
Chicago ; San Francisco, Kansas City, and Minneapolis . CFTC' s
organizational chart is presented in appendix II .

SCOPE OFREVIEW

This report represents our first effort to review th e
effectiveness and efficiency of CFTC's operations . Soon
after we began, the Chairman, Senate Committee on Agricul-
ture, Nutrition, and Forestry requested us to assist th e
committee in its legislative oversight role . The committee
chairman's office requested that we include in our revie w
certain areas®-dual trading, options, and several others--
which were of particular concern to the committee . Also ,
the Chairman of the Subcommittee on Domestic Marketing ,
Consumer. Relations, and Nutrition of the House Committee o n
Agriculture requested that we include in our review a stud y
of CFTC's procurement practices and its system to safeguar d
against possible conflicts of interest by employees .

We interviewed officials and reviewed files, records ,
and internal correspondence at CFTC headquarters in Washing -
ton, D .C ., and at regional offices in Chicago and New York .
Of CFTC's 450 employees, about 370 worked at these thre e
locations .

We also visited the eight exchanges in New York an d
Chicago . We were denied access to records at the Chicag o
Mercantile Exchange (CME) and were not granted access t o
records at the Chicago Board of Trade (CBT) until near th e
end of our review . In New York, one exchange, the New Yor k
Cocoa Exchange, Inc ., refused us access to its records an d
the other four exchanges provided us with either complet e
or limited access .

To help us in our review, we hired three expert con-
sultants knowledgeable in the operations of the future s
markets . (See app . III .) We also attended seminars, Com-
mission meetings, and symposia and contacted numerous per-
sons, including State law enforcement personnel, involve d
with CFTC's activities .

OTHER REPORTS CONCERNIN G
CO ODITY FUTURES REGULATION

The following reports to the Congress, dealing wit h
commodity futures regulation, may be of interest to reader s
of this report :
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1. "Need to Strengthen Regulatory Practices and
Study Certain Trading Activities Relating to
Commodity Futures Markets--Commodity Exchange
Authority, Department of Agriculture" (B-146770 ,
July 16, 1965) .

2. "Interim Report on the Commodity Exchange Authorit y
and on Commodity Futures Trading--Department o f
Agriculture" (R-146770, May 3, 1974) .

3. "Improvements Needed in Regulation of Commodity
Futures Trading--Department of Agriculture, Com-
modity Futures Trading Commission" (RED-75-370 ,
June 24, 1975) .

Another report of interest is on the effectiveness of CFTC' s
information-gathering program (GGD-77-52, May 26, 1977) .
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CHAPTER 2

CFTC SHOULD BEREAUTHORIZED

The 1974 act which created the Commodity Futures Trad-
ing Commission only authorized it to operate through fisca l
year 1978 . Legislation must be enacted reauthorizing th e
Commission if it is to operate beyond that date . We believ e
the Congress should reauthorize the Commission for 4 years .
We also believe that the Congress should make certain modi-
fications to the Commission's jurisdiction over futures con -
tracts on financial instruments and create an interagenc y
advisory council to serve as a representative forum fo r
agencies having jurisdiction over the commodities underlyin g
such futures contracts .

In our 1974 report we recommended that the Congres s
establish an independent agency to regulate the commodity
futures industry . Because the commodity futures market s
play a vital role in the country's economic well-being, we
stated that they should be regulated by a strong and pres-
tigious agency . We continue to believe this .

In reassessing the need for a separate agency to regu-
late the fucures trading, we were also cognizant of the fac t
that the futures markets, if manipulated, can have signifi-
cant repercussions on cash prices in the underlyin g
commodities . Therefore, a regulatory agency must be in a
position to step in quickly and, if necessary, take appro-
priate emergency action . A separate, independent agency ,
as free as possible from outside influence, would be in th e
best position to take each action and at the same time, fos-
ter public confidence in the futures markets .

Although our review has disclosed many weaknesses i n
Commission management and program activities, we believ e
that recent self-initiated changes underway at the Commis-
sion and implementation of our recommendations will lead t o
improved regulation of the commodity futures markets .

THE DEPARTMENT OF AGRICULTUR E
SHOULDNOT REGULATE FUTURES TRADING

In our May 3, 1974, report to the Congress, we state d
why we believed at independent commodity futures regulator y
agency was necessary . Those reasons are as valid today a s
they were then .

Some industry Peurces have proposed returning the fu-
tures regulatory function back to the Department o f
Agriculture . However, a potential conflict of interes t
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would exist if this were done because the Agriculture
Secretary is charged by law to influence and maintain the
prices of many of the commodities traded in the future s
markets . it is not the function or role of commodity mar-
kets or of futures regulation to influence prices . Th e
proper regulatory function of an agency which regulate s
futures trading is to assure that the mar'cet is free o f
manipulation . An agency which regulates futures tradin g
must have a neutral role on commodity prices and be free o f
built in conflicts of interest .

The 1974 act changed the Commodity Exchange Act to in-
clude "all other goods and services" in the definition o f
regulated commodities . This has come to include financia l
instruments, metals, and foreign currencies . Because th e
Department of Agriculture has little or no expertise i n
these-areas and because of the mushrooming growth in future s
trading in nonagricultural commodities, returning future s
regulatory authority to Agriculture would not be a suitabl e
option in our view .

SEC AND FUTURES REGULATIO N

In August 1977 we asked the Securities and Exchang e
Commission for its views on whether the Commodity Exchang e
Actshould be amended to have SEC assume the responsibili-
ties of the present CFTC . SEC replied in a February 197 8
leter-setting forth its views on similarities and differ-
el-lees between futures and securities regulation, effects o n
SEC operations, and problems arising from the regulator y
grant of exclusive jurisdiction to CFTC .

The SEC letter stated that CFTC's responsibilities a s
the regulator of the commodity futures markets are, to a
significant degree, similar to SEC's responsibilities ove r
securities markets . However, SEC noted that futures an d
securities are by no means wholly comparable . Futures d o
not have a capital-raising function ,imilar to the securi-
ties -markets .

SEC also pointed out that integrating all futures regu-
lation into SEC could jeopi : .:ize SEC's ability to carry ou t
its responsibilities under the securities laws which contem-
plated separate, expert, and quick administration by a bod y
not distracted by other demands .

We have had discussions with representatives of SEC ,
CFTC, the Treasury Department, and other Federal and State
agencies concerning the specific question of placement o f
regulatory jurisdiction over financial futures markets . We
became convinced that certain modifications to CFTC' s
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exclusive jurisdiction are desirable in order to enhanc e
the regulatory process in general and to ensure that th e
legitimate interests and concerns of other Federal agencie s
are taken into account in the designation of futures con -
tracts on financial instruments (i .e ., stocks, bonds, and
U .S . Treasury bills) and the regulation of trading in suc h
contracts .

In April 5, 1978, letters to the Chairman, Subcommit-
tee on Conservation and Credit, House Committee on Agricul-
ture, and the Chairman, Subcommittee on Agricultura l
Research and General Legislation, Senate Committee on Agri -
culture, Nutrition, and, Forestry, we stated that we are i n
favor of amending the act to accomplish the following .

--Transfer to SEC jurisdiction over futures contract s
written on all securities subject to the registra-
tion requirements of the Securities Act of 1933, 1 /
including indexes of such securities . (No such fu-
tures contracts are now in existence, although a
proposal for a Dow Jones average futures contract i s
presently pending before CFTC . )

--With respect to futures contracts written on securi-
ties exempt from the registration provisions of th e
Securities Act of 1933, provide that SEC shall hav e
the right to bring an enforcement action under sec-
tions 17(a), 20, and 22 of the Securities Act o f
1933, subject to CFTC's prior right to act .

--Create an interagency council composed of represent-
atives of CFTC, SEC, Treasury Department, and such
other agencies as the President may designate whic h
would serve as a forum for representing and exchang-
ing the views of those agencies interested in an d
affected by the designation of and trading in future s
contracts written on securities .

With respect to our first proposal, we agreed with th e
arguments made by SEC in its presentations to us and in tes-
timony before the Congress . Specifically, we found meri t
in SEC's contention that options on registered securitie s
(presently regulated by SEC) and futures contracts on suc h
securities (presently subject to CFTC jurisdiction) ar e
derivative and essentially equivalent and interchangeabl e

1/ Primarily this includes publicly traded corporate stock s
and bonds .
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financial instruments . SEC argued persuasively that, give n
its responsibilities for regulation of the underlying cas h
market in these securities and its authority over option s
on these instruments, it must, if it is to do an effectiv e
job of regulating and protecting the integrity of -these mar-
kets, also have jurisdiction over futures contracts on suc h
securities . The split or "bifurcated" jurisdiction whic h
presently exists potentially limits the effectiveness o f
SEC regulatory and surveillance efforts and opens the doo r
to "forum shopping" by those seeking the least stringent o r
most permissive form of regulation .

The thrust of our proposed change is prospective . i t
is intended to forestall the kinds of regulatory and marke t
surveillance difficulties which SEC has portrayed in it s
presentations to us and to the Congress . Because it does no t
involve existing futures contracts or established future s
trading activity, we believe that our suggested divisio n
and transfer of regulatory jurisdiction can be accomplishe d
easily and expeditiously, with negligible adverse impact o n
the industry or on market participants .

In the case of futures contracts written on unregis-
tered or "exempt" securities (which include securitie s
issued or guaranteed by the U .S . Government or Federal agen-
cies) arguments supporting a reallocation of regulator y
jurisdiction from CFTC to other agencies can also be made .
However, in this area the problems associated with such a
transfer are more numerous and difficult, while the advan-
tages are less clear-cut and compelling . In contrast to
securities which are subject to the exclusive Federal regu-
latory jurisdiction of SEC, exempt securities are subjec t
to the jurisdiction of a number of Federal agencies (Treas-
ury, Government National Mortgage Association, SEC, etc . )
none of which exercises, or to our knowledge has sough t
to exercise, exclusive regulatory jurisdiction . Furthermore ,
while no futures contracts have yet been written on regis-
tered securities, a number of futures contracts have been- ,
written on exempt securities (e .g ., Treasury bonds, Treasur y
bills, short-term commercial paper, and Government Nationa l
Mortgage Association mortgage certificates) and are cur-
rently being actively traded on futures exchanges . Several
new exempt security futures contract applications are pend-
ing before CFTC .

Thus, while the transfer of regulatory jurisdictio n
over registered securities futureis from CFTC to SEC is or-
ganizationally simple, promotive of regulatory efficiency ,
and unlikely to have significant impact on market partici-
pants, the same cannot be said of a similar reallocation o f
jurisdiction over exempt securities futures . Most of the
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agencies which have a direct interest in the exempt securi-
ties underlying such futures contracts are unprepared an d
unequipped to exercise regulatory control over future s
trading in those securities . Nor do we think that such a
fragmentation and dispersal of regulatory authority is likel y
to be effective or beneficial . Such a reallocation woul d
have a substantial immediate impact on exchanges, commissio n
houses, and other market participants and would likely lea d
in the long run to a number of duplicative and inconsisten t
regulatory requirements .

With a view to enhancing the protection of market par-
ticipants from fraudulent and deceptive practices and i n
order to fill real and potential regulatory gaps, we als o
favor amending the act to provide SEC with the right to brin g
enforcement actions of an antifraud nature in connection wit h
the marketing of futures contracts written on securities ex-
empt from the registration provisions of the Securities Ac t
of 1933 . SEC action would be subject to CFTC's prior righ t
to act . 1 /

Finally, we are proposing that there ae created an in-
teragency Council on Regulation of Securities Futures com-
posed of representatives of SEC, the Treasury Department ,
CFTC, and such other agencies as the President may deem ap-
propriate, whose function it would be to ensure proper rep-
resentation and consideration of the interests of thes e
agencies in the regulatory actions undertaken by (1) CFT C
with respect to futures on exempt securities and (2) SE C
with respect to futures on registered securL}''s .

The council would concern itself with p, .opcsals fo r
the designation of registered and exempt securities future s
as well as such policy-related market surveillance and regu-
latory questions as may arise from time to time in connec-
tion with the trading of existing securities futures . Th e
council arrangement envisions the maintenance of continuou s
liaison and information exchange between and among its mem-
bers for the purpose of promoting efficiency, coordination ,
and consistency in the formulation of overall Governmen t
policy . Formal meetings of the council members would tak e
place according to a schedule and frequency agreed on b y
the council members and on an ad hoc basis in response t o
specific questions or issues wFicWone or more members may

1/ In chapter 12 we discuss the need for the States to b e
granted authority to investigate and prosecute fraud i n
commodity options or commodity futures .
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wish to bring before the council . Decisions of the counci l
would be advisory to CFTC and SEC .

CONCLUSIONS

The commodity futures markets play an increasingl y
important role in the Nation's economy . Because of this ,
futures trading should be regulated by a strong and inde-
pendent agency which can instill full confidence in th e
operation and integrity of the futures markets . We believ e
that CFTC has made an earnest effort to achieve thi s
objective . Although our review has disclosed weaknesses i n
Commission management and program activities, we believ e
the implementation of recommendations for improvement con-
tained in this report, as well as CFTC-initiated efforts t o
upgrade the regulatory process, will lead to better regula-
tion of the commodity futures industry .

We oppose proposals which would abolish CFTC and trans-
fer its functions back to the Department of Agriculture . A
potential conflict of interest would exist if Agricultur e
wore to assume CFTC's responsibilities because the Secretar y
is charged by law to influence and maintain the prices o f
many commodities traded in the futures markets .

We are also not in favor of SEC assuming all of CFTC' s
responsibilities . We believe that the differences betwee n
CFTC and SEC in orientation and purpose would pose regula-
tory problems . Also, such a consolidation may have a detri-
mental effect on SEC's ability to provide effectiv e
regulation over the securities industry . At the same time ,
we see a need to make some minor modifications in CFTC' s
jurisdiction over futures contracts on securities . These
modifications would, we believe, improve the regulator y
process, have minimal adverse effects on market participants ,
and be largely prospective in nature .

RECOMMENDATIONS TO THE CONGRES S

We recommend that the Congress reauthorize CFTC for 4
years . At the same time, to promote effective and efficien t
regulation of the commodity futures markets and to assur e
that those agencies having legitimate concerns on the regu-
lation of futures on financial instruments are taken int o
account, we recommend that the Congress amend the act to :

--Have SEC regulate all futures contracts on securitie s
(and indexes thereon) subject to the registration re-
quirements of the Securities Act of 1933 .

15



--Give SEC the right to bring enforcement action unde r
sections 17(a), 20, and 22 of the Securities Act o f
1933, subject to CFTC's prior right to act .

--Create a council composed of CFTC, SEC, Treasur y
Department, and such other agencies as the President
may designate to serve as an interagency advisor y
forum on matters dealing with the designation an d
regulation of financial futures contracts underth e
jurisdiction of CFTC and SEC . (See app . IV for sug-
gested language which would amend the act to accom -
plish these recommended changes . )
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CHAPTER 3

CONTRACT MARKET DESIGNATION S

NOT ADEQUATELY	 PERFORMED

One of the most important and far-reaching regulator y
functions performed by the Commission is the designation o f
an exchange as a contract market in a particular commodity .
We found, however, that the Commodity Futures Trading Com-
mission's initial market designation reviews, done in 197 5
under time constraints imposed by the CFTC Act, were no t
comprehensive enough to assure that only contracts meetin g
statutory and CFTC reauirements were designated . Althoug h
CFTC has recognized some deficiencies in its initial con-
tract market designation reviews, it has generally not per-
for.med more indepth follow•-on reviews of designate d
contracts to assess whether the contracts and the exchange s
now meet the requirements .

To better fulfill its contract market designatio n
responsibilities, CFTC needs t o

-

	

-follow up on unresolved and outstanding issues relat-
ing to its 1975 market designation reviews ,

--clarify and reevaluate portions of its marke t
designation guidelines ,

--monitor exchange evaluations of the terms and condi-
tions of current contracts, an d

--designate additional contracts only when it ha s
unequivocally determined that exchanges meet al l
statutory and CFTC-imposed market designatio n
requirements .

REQUIREMENTS FOR CONTRAC T
MARKET DESIGNATION

With the enactment of the 1974 CFTC Act, the responsi-
bility for designating boards of trade, called exchanges, a s
contract markets was transferred from the old Commodity Ex -
change Authority in the Department of Agriculture to th e
Commission . Public Law 94-16, approved April 16, 1975, als o
amended the Commodity Exchange Act to, among other things ,
allow the Commission to designate existing exchanges on a
provisional basis for periods of up to 90 days, allowin g
them to remain open on the date the CFTC Act became effec-
tive, April 21, 1975 .
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Soon after it was established, CFTC began issuing 90 -
day interim designations for those contract markets pre-
viously regulated by the Authority and interim designation s
of 15 days for new markets first coming under Federa l
regulation . By July 18, 1975, it had granted final designa-
tion to 46 contract markets on 10 exchanges which had bee n
operating under interim designations . By September 30, 1975 ,
it had granted designation to 89 contract markets on 1 1
exchanges . Of the 39 contract markets, 39 were previousl y
regulated by the Authority . One of the 11 exchanges, Pacifi c
Commodities Exchange, Inc ., in San Francisco, later cease d
operations .

Sections 5, 5a, and 6 of the act list certain condition s
and requirements which must be complied with and carried ou t
either for an exchange to be initially designated as a con -
tract market or for it to maintain its designation . Th e
conditions include :

--Enforcing all bylaws, rules, regulations, and reso-
lutions (collectively referred to as rules) made o r
issued by the exchange which have been approved b y
the Commission .

-

	

-Providing for the prevention of false or misleading
crop reports by the exchange or any member which af-
fect or tend to affect the price of a commodity i n
interstate commerce .

--Preventing the manipulation of prices or corneri n g
of any commodity by dealers or operators on th e
exchange .

--Demonstrating that the transactions for future deliv-
ery in the commodity for which designation is sough t
will not be contrary to the public interest .

--Being located at a terminal market where the cas h
commodity is sold in sufficient volume and unde r
other conditions or, if not so located, providing
for the delivery of commodities at point or point s
and upon terms and conditions approved by th e
Commission .

Before designating an exchange, CFTC re q uired each ex -
change to submit an application containing information CFT C
needed to determine whether the exchange complied with stat-
utory contract market designation provisions . The informa-
tion listed in CFTC's market designation guidelines, referre d
to as guideline 1, included
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--the exchange's rules ,

--its rule enforcement program ,

--documentation establishing the commercial viabilit y
of the contract and justifying its terms and
conditions, and

--evidence that the contract would be used for pricin g
and hedging purposes and an affirmation that i t
would not be contrary to public interest .

CFTC's regional offices reviewed exchange applications .

EXCHANGES DESIGNATED DESPITE
INADEQUATE RULE ENFORCEMENT PROGRAM S

To determine if an exchange is enforcing all bylaws ,
rules, regulations, and resolutions made or issued by th e
exchange which CFTC has approved CFTC does rule enforcemen t
reviews . (See ch . 4 for a more detailed discussion .) CFTC' s
initial rule enforcement reviews were hurriedly performe d
and were not comprehensive . In most cases they were essen-
tially desk audits . As a result, numerous deficiencies i n
rule enforcement programs went unnoticed until revealed b y
later CFTC reviews . Despite their shortcomings the 197 5
reviews did uncover deficiencies at four New York and two
Chicago exchanges . However, the Commission designated thes e
exchanges anyway .

We also found that the Commission has designated addi-
tional contract markets on exchanges even though subse quen t
rule enforcement reviews have shown that the exchanges' rul e
enforcement programs needed improvement . In the case of th e
Chicago Board of Trade, CFTC designated additional contrac t
markets without first comprehensively evaluating the ex -
change's rule enforcement program .

CFTC regulation 1 .51 (17 CFR 1 .51, 1977) (see p . 35 )
cites eight areas which must be included in an exchange' s
rule enforcement program, such as performing market surveil -
lance to prevent manipulation, investigating customer com-
plaints, and monitoring trading practices to detect and
prevent illegal, noncompetitive trading .

The following section describes our evaluation of th e
rule enforcement reviews conducted by CFTC at the time o f
initial contract market designation in 1975 .
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Chicago exchange s
_es	

Mid America Commodity Exchang e

CFTC's review of the exchange's rule enforcement progra m
consisted of a review of an exchange submission which describe d
the program and interviews with exchange officials . CFTC' s
review revealed that the exchange did not perform all marke t
surveillance activities, as re---sired by regulation 1 .51 .
Without such surveillance an e-_change cannot detect and pre -
vent an adverse situation--such as manipulation--before th e
market is disrupted . CFTC also expressed concern about th e
existence of a potential conflict of interest on the part o f
the president of the exchange . However ( on July 18, 1975 ,
CFTC designated the exchange as a contract market in silver ,
silver coins, and gold .

CFTC's review did not disclose deficiencies in the
exchange's monitoring of trade practices, procedures in han -
dling customer complaints, discipline of members, and th e
exchange's recordkeeping (documentation of its rule enforce -
ment activities) . Deficiencies in these and other area s
surfaced during CFTC'S subsequent, more indepth, review i n
1976 .

	

(See ch . 4 . )

ChicagoMercantile Exchang e

CFTC's review was based on interviews with exchang e
officials, a brief review of the exchange's rules relati ng
to its rule enforcement program, and a prepared statemen t
submitted by the exchange describing its program . CFTC
did not independently verify whether the exchange wa s
actually carrying out the prograu as described in its pre -
pared statement . Nevertheless, CFTC concluded that it s
review

* * disclosed no evidence of an inad equac y
in CME's [Chicago Mercantile Exchange's] rul e
enforcement program which would justifiabl y
serve as a basis for not designatieq CME as a
contract market * * * . "

Because CFTC's review was not thorough, it did not dis-
close deficiencies in the exchange's (1) trade practic e
investigation program, (2) surveillance of trading in com-
modities on a branch exchange (the International Monetar y
Market), (3) surveillance of floor trading practices-, an d
(4) recordkeeping system . These deficiencies surfaced dur-
ing CFTC's subsequent review which was completed in Augus t
1977 .

	

(See ch . 4 .) Also, de sp ite the deficiencies disclose d
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during the 1977 review, CFTC designated the exchange as a
contract market in platinum (July 1977) and in stud lum-
ber (October 1977) .

Chicago Board of Trad e

CFTC's review of the exchange's rule enforcement progra m
consisted primarily of CFTC staff interviewing three exchang e
officials on 2 days in the summer of 1975 . CFTC did not in-
dependently verify the information obtained from the exchang e
officials by examin ; : .° investigative files and other su p port-
ive records at the e ._nange . However, on the basis of thes e
interviews, CFTC's Chicago staff concluded that the exchang e
did not have an affirmative program to detect and preven t
trading abuses and a formal written program for marke t
surveillance . Also, the exchange did not submit to CFTC a
written rule enforcement program .

Because of these deficiencies, CFTC's Chicago regiona l
office recommended that the exchange's designation be mad e
conditional on its (1) submitting a written rule enforcemen t
program and (2) establishing and implementing a program fo r
surveilling floor trading practices . However, in a July 18 ,
1975, letter the Commission advised the Board of Trade tha t
it was designated as a contract market in various commodi-
ties without conditions . Although the Commission apprise d
the Board of Trade of the deficiencies in its program, i t
stated that it believed designation of the exchange woul d
not be detrimental to the public interest .

In July and August 1977, CFTC designated the exchang e
as a contract market in two additional commodities--commer-
cial paper and U .S . Treasury bonds . However, at the time
CFTC had not (1) determined whether the deficiencies cite d
in the 1975 report had been corrected or (2) performed a
thorough review of overall rule enforcement at the exchange .

CFTC's Division of Trading and Markets first started a n
indepth rule enforcement review on the exchange on July 25 ,
1977 . On January 23, 1978, the Division submitted to th e
Commission a report of its findings, which are discussed o n
page 39 . Essentially, the report concluded that there wer e
serious deficiencies in the exchange's rule enforcemen t
program .

New York exchange s

CFTC's reviews of the rule enforcement programs of fiv e
New York exchanges in June 1975 were primarily based on dis-
cussions with exchange officials and reviews of exchang e
submissions . Exchange records were not analyzed . However ,
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the reviews disclosed a number of common deficiencies a t
four 1/ of the exchanges as shown below :

New Yor k
Coffee New Yor k
and Cocoa New York Commodit y

Sugar Exchange, Cotton Exchange ,
Deficiencies Exchange Inc . Exchange Inc .

Insufficient staf f
assigned to rul e
enforcement X X X X

Inadequate surveillanc e
of trading practices X X X X

Inadequate examination s
of member's records X X X X

Inade q uate marke t
surveillance X X X

Lack of adequat e
procedures fo r
taking disciplinar y
actions - X X

Lack of adequat e
examination o f
apparent violations
of exchange rule s

Failure to maintai n
required record s

In addition to designating the above exchanges as con-
tract markets for various commodities in 1975, CFTC desig-
nated the Commodity Exchange as a contract market for zin c
in October 1977 . This was done despite the fact that a CFT C
review of the exchange's program in 1976 showed that th e
original deficiencies were not corrected . (See ch . 4 . )

Lack of promptfollowu p

CFTC's regional offices did not promptly follow up o n
the deficiencies noted in the exchanges' rule enforcemen t

1/ CFTC's review of the fifth exchange, the New York Mercan-
tile Exchange, did not reveal any deficiencies .

X

X

2 2



programs in 1975 but waited until 1976 and 1977 to perfor m
more comprehensive reviews . The Chicago regional offic e
claimed it lacked ad e quate staff to perform the necessar y
followup, and the New York regional office wanted to give
the exchanges ample time to acquire staff to implement CFTC' s
guidelines on rule enforcement . However, as discussed i n
the next chapter, CFTC's 1976 reviews disclosed that rul e
enforcement at the New York and Chicago exchanges had no t
imp roved .

PROBLEMS IN THE REVIEW O F
CONTRACTTERMS AND	 CONDITIONS

According to CFTC's Advisory Committee on the Economi c
Role of Contract Markets, properly drafted contract terms an d
conditions reduce the potential for manipulation, congestion ,
or control and promote greater hedging and pricing benefit s
to commercial users of the futures markets . However, CFTC
approved trading in previously regulated commodities withou t
carefully reviewing whether the contract terms and condition s
used by the applicable exchanges complied with the act o r
CFTC guidelines .

CFTC's 1975 reviews of the terms and conditions of pre -
viously unregulated commodities were also not thorough . I n
some cases, CFTC designated exchanges despite known contrac t
deficiencies . Further, although exchanges have continuin g
responsibility to ensure that contract terms and condition s
reflect changing market conditions, CFTC has not monitore d
exchange programs to accomplish this or established its ow n
programs for contract reviews .

The importance o properly drafted contract terms an d
conditions was underscored by the CFTC advisory committee .
In its July 1976 report, the Committee concluded tha t
" * * * proper contract terms and conditions can be mor e
effective in preventing market abuse than any regulator y
action after an abuse has occurred ." The report added tha t
ona of the most productive areas for investment of Commis-
sion resources is in assuring that the exchanges constantl y
work to improve the terms and conditions of their contracts .

Some examples of contract terms and conditions consid -
ered important under CFTC's market designation guideline s
include whethe r

--the number of delivery points is sufficient to assur e
orderly liquidation of contracts ,

--transportation and storage facilities are adequat e
and whether the public has access to such facilities ,
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--grading or inspection services are easily accessible ,

--access to a cash market is adequate so that deliver -
ies can be resold ,

--public or private market news is reliable ,

--price differentials arising from different deliver y
locations are reasonable, and

--grade differentials of commodities are reasonable .

The importance of proper contract terms and condition s
is amplified by various provisions of the act . Under sec-
tion 5, CFTC approval of contract terms and conditions is a
prerequisite for market designation . 1/ Section 5a require s
that exchanges, after initial designation, assure that con -
tract terms and conditions are adjusted when necessary t o
recognize changing market conditions over time . CFTC i s
authorized by section 5a to investigate an exchange's con -
tract terms and conditions and, if necessary, require th e
exchange to revise them .

Reviews of contract terms an d
condons before	 deignati n
not made or not thoroug h

CFTC did not review the contract terms ano condition s
of the 39 futures contracts previously regulated by th e
Secretary of Agriculture because of severe time constraint s
and CFTC's heavy workload . CFTC intended to review thes e
contracts later pursuant to section 1 .50 of its regulations ,
which r e q uired contract markets to submit evidence at leas t
once every 5 years that they continue to comply with th e
provisions of sections 5 and 5a of the act . 2/ However, a s
of April 1978, CFTC had reviewed only 8 of the 65 activ e
contracts traded on the 10 national exchanges .

1/ The act provides that exchanges located at terminal mar -
kets can be exempted from this provision .

2/ In December 1977 the Commission issued proposed change s
to its regulation 1 .50 which would eliminate the manda -
tory 5-year filing requirement and the requirement tha t
submissions demonstrate compliance with sections 5 an d
5a of the act . Instead, exchanges would be requested to
submit such reports as the Commission may specify .
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To allow uninterrupted trading, in April 1975 CFTC pro-
visionally designated contract markets for the p reviously
unregulated commodities without a review of contract : term s
and conditions . CFTC gave the respective exchanges a fe w
months to submit the required market designation application s
and supporting documentation . CFTC's reviews of the submis-
sions were performed hurriedly and were of limited scope .
Nevertheless, CFTC found deficiencies in some of the con -
tracts but designated them all in July 1975 .

For example, CFTC's New York office noted deficiencie s
with regard to the terms and conditions of contracts i n
silver coins, palladium, gold, and silver which are trade d
on two New York exchanges . Nevertheless, CFTC a pproved th e
contracts, stating it would perform indepth reviews of thes e
and the other previously unregulated contracts in more de -
tail later . However, as of April 1978, CFTC had no t
reviewed these or other newly regulated contracts . A CFTC
official told us that "higher priority work" on propose d
options trading and a potato default case on the New Yor k
Mercantile Exchange prevented them from performing the fol-
lowup reviews .

Need to monitor contract s
after designatio n

As previously mentioned, the act re quires that term s
and conditions of the futures contracts adequately and con-
tinuously reflect prevailing conditions in the cash market .
Exchanges that do-not comply are subject to CFTC enforce-
ment action . However, our review showed that CFTC has no t
closely monitored exchange performance in this area . CFTC' s
general practice has been to wait for the exchange to sub-
mit contract changes to the Commission for approval rathe r
than to systematically monitor the quality of exchange con -
tract review activities . For example, between July l., 1975 ,
and March 31, 1977, CFTC reviewed proposals by CME and CBT
to change the terms and conditions of 12 of their contracts .
Although exchange officials contend that their committee s
continuously review all their contracts, CFTC did not moni-
tor committees' activities to determine the frequency and
quality of such reviews . CFTC Chicago officials told u s
that they were unfamiliar with exchange activities in thi s

area .

During our review of CFTC files, we noticed that i n
February 1977 CFTC had advised CBT that its soybean future s
contract was susceptible to manipulation because Chicago i s
the only point at which contract deliveries can be made .
Chicago soybean receipts have declined over the last 2 0
years, while nationwide soybean production and soybea n
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futures trading have trebled . In August 1975 CBT propose d
St . Louis and Toledo as additional delivery points for soy -
beans, but the proposal was withdrawn by mutual agreement .
Recently, CFTC concluded that the volume of soybeans enterin g
the Chicago market is inadequate to support the futures con-
tract and recommended that CBT consider adding additiona l
delivery points . The exchange, however, saw no need for ad-
ditional delivery points . As of April 1978 the issue had no t
been resolved .

In New York we found that CFTC identified some contract s
that needed revision but CFTC had not obtained the necessar y
changes . For example, in August 1976 CFTC found that the Ne w
York Cocoa Exchange's cocoa contract did not conform to norma l
commercial practices because of fundamental changes in produc-
tion and delivery conditions which have occurred since th e
contract was established 35 years ago . Although over 60 per -
cent of all cocoa delivered between 1949 and 1975 on the New
York Cocoa Exchange contract was from the Dominican Republic ,
it represented only about 3 percent of the total world pro-
duction in that period .

On the basis of the August 19 -16 study, CFTC recommended
that the Cocoa Exchange change some of the terms and condition s
of the cocoa contract . The exchange objected but set up a
special committee to study the matter . However, as of Apri l
1978 the matter had not been resolved .

We discussed CFTC's efforts to review contract term s
and conditions with agency officials responsible for suc h
reviews . They described CFTC's efforts as virtually inoper-
ative and at a standstill . A CFTC official agreed with ou r
observation that CFTC's limited work in this area has bee n
reactive rather than deliberate .

We also learned that the extent of future CFTC effort s
to systematically review contract terms and conditions is un-
certain . A December 1977 memorandum to the Commission fro m
the office responsible for the review program stated tha t
during fiscal year 1978 the office planned to revitaliz e
CFTC's efforts in this area . However, the office also stated
that the program is one which would likely be postponed to
accommodate higher priority needs, such as new contract mar-
ket designations and the proposed options pilot program . We
have serious reservations concerning CFTC's policy of consid-
ering options and new contract market designations as bein g
higher priority than assessing the adequacy of the existin g
contracts it regulates .
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ECONOMIC PURPOSE AND PUBLIC INTEREST
NOT	 ADEQUATELY DEMONSTRATE D

CFTC has not strictly enforced its requirement that ex -
changes pass an economic purpose test by proving that propose d
contracts can reasonably be expected to be used for pricing
or hedging purposes . Also, CFTC needs to clarify its marke t
designation guidelines and better explain the type and quan-
tity of evidence that exchanges need to submit to pass th e
test . Further, CFTC may not be fully implementing sectio n
5(g) of the act, which specifically re quires that exchange s
must demonstrate before market designation that future s
trading in proposed contracts would not be contrary to th e
public interest .

CFTC interpreted the act, based on the legislative his -
tory, to include the concept of an "economic purpose test . "
Accordingly, CFTC required in its guideline 1 that exchange s
provide CFTC with evidence tha t

-•-prices of the commodity for which designation i s
sought can be expected to be generally quoted an d
disseminated as a basis for determining prices to pro-
ducers, merchants, or consumers o r

--the futures contract can be expected to be used b y
producers, merchants, and consumers as a means o f
hedging therselves against possible loss throug h
fluctuations in price .

Guideline 1 also states that to pass the economic
purpose test an exchange must establish "* * * that some-
thing more than occasional use of the contract for hedgin g
or price base exists, or can reasonably be expected to ex-
ist ." The guidelines do not indicate the specific type o r
quantity of evidence which must be submitted . However ,
CFTC's practice is to allow an exchange to pass the tes t
if it can obtain more than one letter from potential com-
mercial users which are in favor of the contract . Concern-
ing public interest, CFTC only requires that exchanges af-
firm that trading in the proposed contract will not be con-
trary to the public interest .

In applying its economic purpose test and in consider-
ing a contract's public interest, CFTC has taken the posi-
tion that a futures contract which is likely to be trade d
actively on an organized futures market can be presumed t o
provide economic benefits, such as hedging and price dis-
covery, unless it has a fundamental flaw . Therefore ; CFTC
maintains it should approve all contracts that do not contai n
obvious flaws . CFTC refers to this as the "why not?" test .
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Because we questioned whether CFTC's economic purpos e
test was sufficiently thorough and whether its "why not? "
test and the affirmation it requires of exchanges met the
intent of section 5(g) of the act, we discussed these mat-
ters with CFTC officials . A high-ranking CFTC economis e
told us that in his opinion the economic purpose and th e
public interest tests are "shams" and that he had told thi s
to the Commission . The so-called economic purpose test i s
not a test at all, according to this official, because i t
consists merely of soliciting some evidence that commercia l
sources which participated in the development of the con-
tract have expressed an interest in its hedging potential .

According to the official the public interest test i s
even more deficient because it consists merely of an affir-
mation from the exchange proposing the contract . He pointed
out that it might reasonably be asked how anyone could ex-
pect an exchange which is proposing a contract to say any -
thing else .

Another CFTC official told us that the Commission' s
"why not?" test was conceived because the Commission di d
not want to question the theoretical arguments underlying
the economic merits of futures trading . She believed ,
however, that it was the Commission's statutory responsi-
bility, before designating a contract, to establish whethe r
in fact a contract would be in the public interest . She
stated further that the Commission should reexamine th e
economic purpose and public interest requirements containe d
in guideline 1 as they pertain to initial and continue d
designation of contracts .

As part of our review of CFTC market designatio n
procedures, we examined CFTC's designation of selecte d
futures contracts, including long term U,S . Treasur y
bonds and commercial paper (CBT, August and July 1977 )
and platinum (CME, July 1977) . Our examination of CFTC
market designation files and discussions with CFTC of-
ficials disclosed that the exchanges did not submit suf-
ficient evidence that the three proposed contracts coul d
reasonably be expected to be used for pricing or hedgin g
purposes . Therefore, according to CFTC head q uarters of-
ficials, CFTC regional staff contacted industry repre-
sentatives to develop such evidence and thereby indepen-
dently establish the economic purpose of the three con -
tracts . However, CFTC regional staff were not successful .

For example, evidence CFTC obtained for the U .S .
Treasury bonds contract consisted of interviews with of-
ficials of three banks, one department store, and on e
brokerage firm ; however, none of the officials indicate d
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their firms would use the contract for pricing and hE dging
purposes . As support for the platinum contract, CFTC inter -
viewed a number of metal processing companies and traders .
However, most of these firms and traders were using a plat-
inum contract traded on the New York Mercantile Exchange .
While several of these firms were in favor of the large r
CME contract which called for delivery of 100 troy ounce s
vs . New York's 50 troy ounces, they did not confirm the y
would use CME's contract .

Because the exchanges did not supply evidence as re -
quired by CFTC "* * * that something more than occasiona l
use of the contract for hedging or price basing exists ,
or can reasonably be expected to exist," we asked CFTC
officials why the three contracts were designated . The y
replied that the Commission takes a very liberal vie w
when it considers the economic purpose of contracts .
According to one of the officials who was present at th e
Commission meeting at which it decided to approve one o f
the contracts, the Commission expressed concern over th e
lack of evidence on the contract's purpose but not enoug h
concern to delay approval of the contract until the eco-
nomic purpose was satisfactorily established .

In New York we reviewed CFTC's designation of the Ne w
York Mercantile Exchange as a contract market in industria l
fuel oil and designation of the New York Cotton Exchang e
as the contract market for crude oil . Concerning indus-
trial fuel oil, we found that CFTC's New York regiona l
office recommended to CFTC head quarters that the contrac t
not be designated by the Commission because, among othe r
things, the exchange did not comply with CFTC's reques t
that it provide letters from industry members indicatin g
the potential or actual use of the contract for hedgin g
or pricing purposes . Also, CFTC interviews with industr y
representatives failed to identify a hedging or pricin g
purpose for the contract . Further, CFTC found that th e
oil referred to in the contract's terms and conditions di d
not meet U .S . Environmental Protection Agency air pollutio n
standards throughout most of the northeastern and south -
eastern regions of the United States .

CFTC's New York regional office review of the Ne w
York Cotton Exchange's submission for designation as a
contract market in crude oil also revealed a lack of evi -
dence that the contract could be reasonably expected t o
be used for hedging or pricing purposes . Farther, th e
regional office's reviews of actual trading in the con-
tract did not turn up any evidence of hedging in th e
contract . Accordingly, the regional office recommende d
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to CFTC headquarters that the exchange not be given a per-
manent designation . However, despite the regional office' s
recommendations, the Commission designated the above con -
tracts in July 1975, deciding to pursue the economic pur-
pose problems later .

In its July 1975 designation letter to the New Yor k
Cotton Exchange, the Commission expressed concern about th e
lack of trading of the crude oil contract and the fact tha t
contracts with low volume, such as crude oil, tend to b e
more susceptible to manipulation and other practices which
are contrary to public interest . In the summer of 1976 ,
a New York grand jury with assistance from CFTC initiated
an investigation of alleged violations of State fraud and
tax laws through prearranged trading in crude oil futures .
In July 1976 CFTC's Chairman acknowledged that if the con -
tract was used primarily for tax avoidance, it served n o
economic purpose and that CFTC would consider whether t o
terminate it after the investigation was completed . In
April 1978 a Federal grand jury indicted five brokers and
a New York grand jury indicted six brokers on charges o f
fraud and tax evasion stemming from trading in crude oi l
futures on the New York Cotton Exchange . According to a
Justice Department official, the investigation was
continuing .

NO FOLLOWUP ON DEFICIENCIES DISCLOSED
DURING REVIEW OF EXCHANGE RULES

Before designating exchanges in 1975, CFTC performed
a limited review of exchanges' rules to determine whethe r
the rules conformed to provisions of the act or CFTC regu-
lations . CFTC looked at exchange rules on preventin g
fradulent and other illegal transactions, recordkeeping ,
contract terms and conditions, segregation of custome r
funds, and various other exchange duties . CFTC's reviews
disclosed a number of deficiencies in exchange rules .
However, CFTC did not always promptly follow up to get th e
exchange to change the rules .

For example, CFTC asked CBT to revise a rule allowin g
floor brokers trading in silver and iced broilers (chick-
ens) to continue trading during the closing call . Thi s
gave floor brokers an advantage over customers, accordin g
to CFTC reviewers . The exchange claimed that revising th e
rule would not eliminate a broker's advantage over cus-
tomers . As of January 1978, the dispute had not bee n
resolved .

In another case CFTC asked CBT to pass a rule requir-
ing its members to file certain reports on cash and future s
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transactions that would satisfy section 5(b) of the act .
The exchange opposed such a rule because it believed it wa s
the Commission's responsibility and not an exchange's t o
implement congressional policy and interpret and enforc e
the act . However, it was not until December 1977, or abou t
18 months after its review of CST, that the Commission is -
sued a proposed regulation which addressed the issue . Th e
regulation would require that when the Commission so directs ,
CST, as well as all other exchanges, will conduct investiga-
tions or proceedings as may be necessary to enforce require-
ments of the act .

Our reviews of CFTC's designations of five selecte d
futures contracts traded on New York exchanges also dis-
closed that CFTC did not require exchanges to make revision s
in some of their rules . For example, CFTC's rule review s
showed that one exchange needed to clarify a rule on th e
exchange's procedures for allocating trades under certai n
market conditions . In another case CFTC found that a n
exchange's rules apparently permitted the exchange to amend
its "ules without prior CFTC approval . As previously men-
tioned, the act requires such approval . As of January 197 8
these rule deficiencies and others remained unresolved .

In its market designation letters to the New York an d
Chicago exchanges, the Commission stated that due to time
constraints imposed by the act, it was unable to conduc t
indepth reviews of exchanges' rules and that eventuall y
the Commission would actively and aggressively conduct re -
views of exchanges' rules . In January 1978, 30 month s
after initial market designation, a CFTC official advised
us that CFTC had just started reviews of some of the Ne w
York exchanges . CFTC officials cited higner priorities a s
the reason CFTC waited so long to perform the reviews .

CONCLUSION S

CFTC's initial market designation reviews were clearl y
inadequate to assure that exchanges met statutory and CFT C
designation requirements . The reviews were performed hur-
riedly and were incomplete and often superficial . Althoug h
our review concentrated on CFTC's 1975 initial market des-
ignation reviews, our review of some recently designate d
contracts showed that improvements in CFTC procedures ar e
still needed .

In the rule enforcement portion of the contract marke t
designation process, CFTC's reviews were superficial and di d
not. uncover many deficiencies in exchanges' programs . Also ,
exchanges were later designated as contract markets i n
additional commodities even though CFTC did not determin e
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whether original deficiencies or those disclosed by subse-
quent rule enforcement reviews had been corrected .

In view of the central role rule enforcement plays i n
the self-regulatory theme of the act and in CFTC's regula-
tory philosophy, CFTC should adopt a strict policy of onl y
designating an exchange as a contract market in a new com-
modity when CFTC has determined through its rule enforcemen t
reviews that the exchange has a viable affirmative rul e
enforcement program .

While properly drafted contract terms and condition s
are considered the most effective way of preventing marke t
abuse, CFTC did not review the terms and conditions of th e
previously regulated contracts in 1975 and has only per -
formed a few such reviews since then . Also, CFTC reviews o f
newly regulated contracts were limited . In cases where it e
reviews did uncover deficiencies, it did not follow up wit h
the exchanges to obtain timely resolution of the problem .

Although exchanges have a continuing responsibility t o
ensure that contract terms and conditions reflect changin g
market conditions, CFTC has not monitored exchange program s
to accomplish this or established its own program to re -
view contracts . Also, CFTC plans for increased effort i n
this area may fall victim to options work and other "hig h
priority" items . We question whether CFTC should conside r
designating new contracts or, as discussed later in thi s
report, embarking on a new area of regulation--commodit y
options--until it has a firm grip on existing commoditie s
under its regulatory umbrella .

Another neglected area in CFTC's market designatio n
process is the absence of a meaningful public interest test .
Although the act expressly requires exchanges to demonstrat e
that trading in a particular commodity will not be contrar y
to the public interest, CFTC has not required exchanges t o
do so . Instead, it relies on its "why not?" test and a sim-
ple affirmation from the proposing exchange . We have seri-
ous reservations about whether CFTC's approach fulfills th e
statutory requirement that proposed contracts not be con-
trary to the public interest .

Also, our review of selected contracts designated b y
CFTC showed that it did not adequately enforce its economi c
purpose requirements aimed at determining whether the con -
tract would be used by producers, merchants, or consumer s
for hedging or pricing purposes . Further, CFTC needs to
clarify its market designation guidelines to better explai n
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the type and quantity of evidence exchanges must provid e
CFTC to establish that contracts will be used for pricin g
or hedging purposes .

Finally, we found that CFTC did not perform indept h
systematic reviews of exchange rules to determine whethe r
they conform to CFTC regulations and the act . Although
CFTC told the exchanges in 1975 that it would subsequentl y
perform such reviews, CFTC has only recently started to
perform them .

RECOMMENDATIONS TO THE CHAIRMAN,CFTC

To ensure only those contracts meeting statutory re-
quirements are designated and remain designated as contrac t
markets, the Commission should :

--Promptly follow up on all unresolved and outstandin g
issues pertaining to the 1975 initial designations .
This should include performing indepth, across th e
board reviews of exchanges' rules, especially thos e
dealing with contract terms and conditions of activel y
traded contracts .

--Clarify And enforce CFTC's market designation guide -
lines dealing with the economic purpose test an d
consider establishing and adding to the guideline s
a meaningful public interest test .

-

	

-Establish a program to monitor how well the exchange s
are carrying out their continuing responsibility t o
ensure that contract terms and conditions reflec t
changing market conditions . If such monitoring re-
veals that exchange activities are deficient, the n
the Commission should take appropriate action to ob-
tain compliance by the exchanges .

--Establish and implement a strict policy of only des -
ignating additional co,treet-- when the Commissio n
unequivocally determineFl '

	

the proposing exchang e
meets all statutory and

	

..mposed requirements ,
especially the requirer, e L.nat exchanges maintain '
an affirmative rule enforcement program .
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CHAPTER 4

CFTC'S RULE ENFORCL'MENT

REVIEW PROGRAM NEEDS IMPROVEMENT

While the Commodity Futures Trading Commission review s
have identified many weaknesses in the rule enforcement pro-
grams at the eight New York and Chicago exchanges, the ef-
fectiveness of the reviews is q uestionable . We found tha t
CFTC needs to upgrade its rule enforcement review program ,
including establishing uniform guidelines for performin g
reviews and better criteria for evaluating exchange per-
formance and requiring its staff to better document it s
review work, so that CFTC can better assess, monitor, and
improve exchange compliance with statutory and Commissio n
requirements on rule enforcement . Also, CFTC needs to mor e
effectively and promptly follow up on deficiencies it find s
at exchanges . Additionally, CFTC needs to determine whethe r
exchange rule enforcement deficiencies violate the act o r
regulations and should establish policy for taking enforce-
ment action--cease and desist orders, fines, suspensions, o r
revocations of trading--against violators . Furthermore, CFTC
needs to better address potential conflict-of-interest situa-
tions at exchange disciplinary committees .

Exchanges are required by section 5a(8) of the act to
enforce all of their rules, bylaws, regulations, and res-
olutions 1/ which CFTC has approved . Exchange enforcemen t
of these rules is the key to the self-regulatory proces s
which the Congress envisioned when it established CFTC .
CFTC monitors exchange rule enforcement through its rul e
enforcement review program . However, CFTC reports evaluat-
ing rule enforcement at the New York and Chicago exchanges ,
including a January 1978 report on the Chicago Board o f
Trade--the Nation's largest--show that effective self -
regulation in the commodity markets is not yet a reality .

Although CFTC officials believe that some exchange s
have or are in the process of correcting program weaknesses ,
CFTC has either not performed or completed followup review s
at the exchanges to independently verify whether _substantia l
improvements have been made in their rule enforcemen t
programs .

1/ We refer to all of these collectively as rules .
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REQUIREMENTS FOR EXCHANG E
RULE ENFORCEMEN T

The statutory requirement that exchanges must enforc e
their own rules is amplified by CFTC regulation 1 .51 . Th e
regulation requires that exchanges must maintain a continu-
ing affirmative action program to enforce their rules .
Specifically, the regulation provides that the exchang e
program must include :

1. Surveillance of market activity for indication o f
possible congestion or other market situation s
conducive to possible price distortion .

2. Surveillance of trading practices on the floor o f
such contract market .

3. Examination of the books and records kept by con-
tract market members relating to their busines s
of dealing in commodity futures and cash commodi -
ties on such contract markets .

4. Investigation of complaints received from custom-
ers concerning the handling of their accounts o r
orders .

5. Investigation of all other alleged or apparen t
violations of rules .

6. Such other surveillance, record examination, an d
investigation as necesary to enforce rules .

7. A procedure which results in taking prompt, eff e
tive disciplinary action 3r any violation whic h
is found to have been committed .

8, A complete and systematic recordkeeping of al l
actions involving the above re quirements .

In May 1975, CFTC issued advisory guidelines, referred to
as guideline 2, explaining the objectives behind each of the
above eight requirements as well as outlining the component s
of an adequate rule enforcement program .

When CFTC finds that an exchange has not enforced it s
rules, section 6 of the act grants CFTC authority to sus-
pend or revoke the exchange's designation as a contract mar-
ket, thereby halting trading . Also, section 6b of the ac t
grants CFTC authority to issue cease and desist orders an d
to assess a civil penalty of up to $100,000 for each viola-
tion of the act or CFTC regulations .
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CFTC's Trading and Markets Division is responsible fo r
reviewing rule enforcement programs at exchanges . As men-
tioned in the previous chapter, CFTC performed very limite d
rule enforcement reviews during its review of exchange mar-
ket designation applications in 1975 . Since then it ha s
completed full-scale rule enforcement reviews at 9 1/ of th e
10 commc>dity exchanges . The division plans to start a re-
view of the Minneapolis Grain Exchange in 1978 .

BETTER RULE_ENFORCEMEN T
AT EXCHANGES NEEDED

CFTC's rule enforcement reviews have shown that self -
regulation in the commodity futures industry has not reached
an acceptable level . CFTC officials believe that many o f
the deficiencies cited in their reviews of the Chicago and
New York exchanges have been or are in the process of bein g
corrected . However, this belief is not based on independen t
verification by CFTC at exchanges . Therefore, the extent o f
deficiencies actually corrected will not be known until CFT C
completes followup reviews at the exchanges .

Chicago exchange s

MidAmerica Commodity Exchang e

The exchange was the first CFTC reviewed in Chicago .
Its December 8, 1976, review report cited significant defi-
ciencies in nearly every aspect of the exchange's rule en-
forcement program . Specific deficiencies uncovered by th e
CFTC review included :

Market surveillance :

--The exchange's market surveillance programs wer e
virtually nonexistent .

--Exchange prices were not being disseminated . Ther e
was no program to detect situations conducivet o
price manipulation and abnormal price movements .

Trading surveillance :

1/ Includes a review of the Board of Trade of Kansas City ,
Missouri, Inc . As noted in ch . 1, our review was limited
to CFTC's regulation of exchanges in Chicago and New York .
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--The exchange's program to detect abusive tradin g
practices was minimal . Also, floor trading surveil -
lance was almost nonexistent . This, coupled wit h
the exchange's delay-ridden investigatory and dis-
ciplinary processes, created the danger of abuse s
occurring almost unchecked, with substantial injur y
to the p ublic .

Review of members' records :

--The exchange generally had no program to regularl y
review members' books and records for complianc e
with exchange financial and recordkeepin g
re quirements .

Customer complaints :

--An exchange member firm had allegedly received pref-
erential treatment regarding customer complaint s
because the firm's president was a high-ranking ex -
change official . The exchange had not investigate d
customer complaints against the firm, apparentl y
allowing the firm to resolve complaints without a
formal record of investigation .

Disciplinary actions :

--There were no prompt and effective disciplinar y
actions . During the 1-year period covered by CFTC' s
review, the exchange took no such actions despite
the existence of 113 disciplinary cases .

In a memorandum to the Commission transmitting th e
review report, the Director of the Division of Trading an d
Markets stated that the situation at the exchange was se-
rious and recommended that :

1. The exchange's economic justification for contrac t
market designation be reevaluated .

2. Its administrative and governing bodies b e
reorganized .

3. Its present rule structure be revised and enforced
to accommodate the exchange's obligation as a pub-
lic institution .

4. CFTC consider instituting proceedings against th e
exchange for, among other things, failure to en -
force its rules .
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After its December 8, 1976, report on the exchange ,
CFTC negotiated with the exchange to improve its rule en-
forcement program . On August 15, 1977, about 8 month s
later, the exchange, without admitting or denying any wrong -
doing, agreed to pay a fine of $50,000 and to implement mos t
of CFTC's recommendations . CFTC has not yet performed a
followup review to determine whether the exchange has imple-
mented its recommendations .

ChicagoMercantile Exchang e

CFTC began a review of the exchange, the Nation's sec-
ond largest, in November 1976 . CFTC's August 8, 1977, re -
port characterized the exchange's rule enforcement progra m
as generally aggressive, innovative, and prompt and the mos t
effective examined to date . However, the report cited vari-
ous deficiencies in the exchange's program, including :

--Little attempt was made to detect various types (non -
competitive) of abusive trading practices even thoug h
two CFTC investigations had shown that abusive prac -
tices were occurring on the exchange .

--Not placing enough emphasis on surveillance of com -
modities on a branch exchange--the Internationa l
Monetary Market .

--No routine floor surveillance of trading practice s
was performed .

--Recordkeeping of rule enforcement activities wa s
inadequate .

--Time required to complete investigations of custome r
complaints was often excessive .

--More staff was needed for enforcement of excha ng e
rules .

In an August 8, 1977, memorandum transm ..tting the re-
view report to the Commission, the Division of Trading an d
Markets cited examples of corrective action taken or planned
by the exchange in response to CFTC's findings . However ,
CFTC has not independently verified--through followu p
review--that the exchange has taken corrective action .

38



Chicago Board of Trad e

CFTC began a review of the exchange on July 25, 1977 .
1/ The Division of Trading and Markets presented its re -
port to the Commission on January 23, 1978 . In the repor t
the division cited numerous deficiencies in the exchange' s
rule enforcement program, and in some cases the divisio n
cited violations of Federal regulations . However, the divi-
sion stated that it was not recommending "* * * at this tim e
* * *" that the Commission undertake any formal enforcemen t
action against the exchange or any of its members . Some o f
the deficiencies and violations cited in the report were :

Market surveillance :

--There was little concern by the exchange for "* *
pric e
cash

artificiality and uneconomic movement of th e
commodity caused by attempted manipulation * *

	

* . "
Also, there was a lack of independence on the part of
the exchange's staff whit._, impeded an effective marke t
surveillance program .

Trading surveillance :

--The exchange wa in violation of regulation 1 .51 (a )

(2) because it did not perform surveillance to detec t
various types of abusive trading practices .
Additionally, the exchange was found to be in viola-
tion of regulation 1 .35 (e) and was "* * * unable to
adequately police its markets * * *" because it di d
not have a single record which contains accurat e
trade data maintained in computer-readable form .
Compounding these and other trading surveillance de-
ficiencies "* * * is the fact that the Board of Di -
rectors [of the exchange] has shown comptemptuou s
disregard of its rule enforcement responsibilitie s
* * *" under the act and CFTC guidelines by delaying
improvements in its surveillance activities .

Customer complaints :

1/ The review did not cover the exchange's compliance wit h

regulation 1 .51 (a)(3)--examination of books and record s
kept by exchange members--because CFTC's rule enforcemen t
review staff was unable to obtain the services of CFT C
auditors during the time of the review .
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--The exchange's program contained seven significan t
deficiencies including the failure to form conclu-
sions on cases or consider rules which may have been
violated .

Disciplinary action :

--The exchange was found to be in violation of regula-
tion 1 .51 (a)(7) which requires that exchanges tak e
prompt and effective disciplinary action for any vio-
lation found to have been committed by a member .
Disciplinary action was taken by the exchange in onl y
4 percent of disciplinary cases and most of these
actions involved either warning letters or cease and
desist orders as opposed to fines or tradin g
suspensions . The exchange's disciplinary committee s
set no standards for evaluating evidence and gave no
reasons for their decisions .

On February 1, 1978, the division sent a letter to th e
president of the exchange informing him of the deficiencie s
and violations uncovered by the review . The division als o
advised the exchange that it was re q uired to take certai n
actions designed to improve the exchange's rule enforcemen t
program and compliance with applicable regulations . Among
other things, the exchange was req uired to

--submit a plan for improvement of its market surveil -
lance program ,

-

	

-submit a plan for compliance with regulation 1,.5 1
(a)(2)--surveillance of trading activity ,

--implement division recommendations to improve han-
dling of customer complaints, an d

--set uniform standards for evaluating evidence i n
disciplinary cases and require disciplinary commit -
tees to articulate and record reasons for all dis-
ciplinary actions .

New York exchange s

In the spring of 1976, CFTC performed rule enforcemen t
reviews at the five New York exchanges . In a July 12, 1976 ,
report on the five exchanges, CFTC concluded that none o f
the exchanges had adequate rule enforcement programs . Th e
report stated that the two previously regulated exchanges- -
the New York Mercantile Exchange and the Cotton Exchange- -
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had better programs than the three previously unregulate d
exchanges . Examples of deficiencies cited in CFTC's r e por t
were :

New York Mercantile Exchange

--Inadequate procedures for examining members' book s
and records to determine whether members were com -
plying with the exchange's recordkeeping and margi n
re quirements .

--Limited inquiry into customer complaints .

--Inadequate recordkeeping of its rule enforcemen t
procedures .

Commodity Exchange, Inc_

--Insufficient staff to conduct an effective rule en -
forcement program .

--No evidence of meaningful daily surveillance of mar-
ket activity .

--No surveillance of trading practices .

--No examination of member firms' records .

--Inad e quate procedures for handling custome r
complaints .

New York Cocoa Exchange

--No program to examine members' books and records .

--Inadequate program for investigation of custome r
complaints .

--Inadequate recordkeeping of its enforcemen t
procedures .

New York Cotton Exchange

--Inadequate customer complaint program .

°-Inadequate examination to detect trading abuses .

--Deficient market surveillance program .

- .--Inadequate recordkeeping of the exchange's rul e
enforcement procedures .
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New York_Coffee and Sugar Exchang e

--Insufficient staff to conduct a rule enforcemen t
program .

--No program to examine members' books and records .

--Inadequate market surveillance p rogram .

--Inadequate program to detect trading abuses .

On July 22, 1976, . CFTC sent letters to the five ex -
changes notifying them that they must upgrade their rul e
enforcement programs . The letters instructed each exchange
to submit to CFTC, within 30 days, a detailed timetabl e
setting forth the measures the exchange planned to take t o
comply with statutory and CFTC requirements on rul e
enforcement . According to the letters, once CFTC reviewe d
and approved the timetables, the exchanges were to submi t
monthly status reports advising CFTC of the pro g ress mad e
in each area . However, according to CFTC officials, th e
exchanges submitted their timetables, but CFTC never offi-
cially approved them or contacted the exchanges concerning
the ade quacy of their submissions . Also, CFTC decided no t
to request monthly status reports from the exchanges .

To follow up on exchange actions to correct deficien-
cies cited in the July 22, 1976, letters, CFTC's staff a t
the New York regional office visited each of the exchange s
during the months of November 1976 through February 1977 .
These visits, referred to by CFTC officials as "minireviews, "
only covered the exchanges' procedures for handling custome r
complaints and disciplinary actions but not other areas i n
which the CFTC 1976 rule enforcement review uncovere d
deficiencies .

In May 1977 CFTC's New York office started followu p
reviews of the five exchanges . As of March 20, 1978, CFT C
had not completed its review of two of the exchanges an d
had not prepared final review reports for the other three .
According to a CFTC New York official, the New York exchange s
have improved their rule enforcement programs . This was sup-
ported by preliminary reports prepared by CFTC regional staff .
We also made limited test checks at four of the exchange s
which confirmed that improvements are being made . The fifth ,
the Cocoa Exchange, denied us access to its records . CFTC
headquarters officials responsible for reviewing the New Yor k
regional office's work stated that although improvements hav e
been made by the exchanges, self-regulation in New York i s
still not up to par .
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CFTC'S	 RULE ENFORCEMENT	 REVIEW
PROGRAMCAN BEIMPROVED

Our review showed that CFTC needs to establish unifor m
guidelines and improve how it reviews and assesses the qual-
ity of exchanges' rule enforcement p rograms . CFTC also
needs to more promptly follow up on deficiencies noted an d
establish criteria on when to take enforcement action
against exchanges which violate the act or regulation 1 .51 .
Further, CFTC needs to better address potential conflict o f
interest situations on exchange disciplinary committees .

We noted that in addition to procedural problems en-
countered by CFTC, its rule enforcement program has undoubt-
edly been hampered by staff turnover . Some of the mos t
qualified and capable headquarters and regional staff in-
volved in rule enforcement have left the agency . The prob-
lem of staff turnover is discussed in chapter 14 .

Need for uniformg uidelineso n
performing ruleenforcement review s

CFTC does not have uniform guidelines for performing
rule enforcement reviews . CFTC staffs follow their own p ro-
cedures when performin g reviews at the various exchanges .
Because of this and additional deficiencies we noted in CFTC
reviews, CFTC cannot assure that its reviews are sufficientl y
thorough or are accomplished in an effective manner .

CFTC's review of the Chicago Mercantile Exchange wa s
performed without any audit guidelines . For its review o f
the Chicago Board of Trade, the CFTC staff prepared a €wo-
page outline but no audit guidelines or program on how i t
was to perform the review .

A task force composed of staff from CFTC's New Yor k
and Washington offices performed the 1976 rule enforcemen t
reviews of the New York exchanges . No formal guideline s
were used to perform the reviews . Most of the field wor k
for the current followup reviews of the New York exchan g e s
was performed by New York CFTC staff, which prepared it s
own guidelines .

Need to better document its reviews

CFTC regulation 1 .51 requires exchanges to

	

* * kee p
full, complete, and systematic records * * *" of its rul e
enforcement program . Without good records CFTC claims i t
is not able to review the ad e quacy of an exchange's program .

We agree . An auditor or investigator should obtain suffi-
cient evidence to support his opinions, conclusions, an d
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recommendations and should maintain working papers whic h
reflect the details of the evidence he relied on .

Maintaining sufficient documentary records is espe-
cially important to CFTC if it is to exercise its authorit y
under the act and bring enforcement actions against exchange s
which violate the act or CFTC regulation 1 .51 . Without com-
plete and systematic documentation to support its revie w
findings, CFTC may find itself unable to prove an exchange' s
program is in violation of the act or the regulation .

We examined the workpapers CFTC maintained to suppor t
the findings and conclusions appearing in its rule enforce-
ment review reports and found that the papers generally con-
sisted of depositions and interview records . CFTC had littl e
documentation to show that it examined and analyzed exchang e
records and files during its rule enforcement reviews .

For example, CFTC officials told us that on its 197 6
rule enforcement reviews of the New York exchanges, CFT C
staff reviewed records at each New York exchange . However ,
we found CFTC had no documentation--workpapers--to substan-
tiate this . A New York CFTC official informed us that th e
staff only makes scratch pad notes on exchange records i t
examines . After the staff has written its reports thes e
notes are destroyed, according to the official . We also
found little or no workpapers in support of the minireview s
CFTC performed in the winter of 1976-77 or its curren t
review of the New York exchanges .

In Chicago, we found essentially the same thing existe d
on CFTC's reviews of the MidAmerica and the Chicago Mercan-
tile Exchanges . Other than depositions and interview rec-
ords, CFTC often did not maintain workpapers documentin g
the conclusions and recommendations appearing in its rul e
enforcement reports . Many of the workpapers consisted o f
copies of exchange files and computer runs . However, ther e
was no indication on the copies that CFTC performed an y
verification of the records to determine their accuracy an d
reliability or whether the files and computer runs were use d
according to exchange procedures . Some of the workpaper s
attempted to describe CTFC's review of selected aspects o f
an exchange's rule enforcement p rogram . However, the work-
papers were incomplete and disorganized and generally di d
not adequately describe the actual CFTC staff work or ho w
the work supported the findings and conclusions appearing
in CFTC's review report .

For example, CFTC's report on the MidAmerica Exchang e
concluded that the exchange's "* * * investigation report s
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were generally thorough * * * ." However, CFTC had no work -
papers to show that it had in fact reviewed the exchange' s
reports . CFTC's review report also concluded that the ex -
change had an inadequate market surveillance program . To
demonstrate this CFTC's report contained the following
record of conversation :

CFTC official Q .

Exchange official A .

How about surveillance wit h
respect to price movements ?
Do you personally do any -
thing with respect to that ?

Mid-America is a secondar y
market following closel y
the fluctuations of th e
Chicago Board of Trade and
that of the Chicago Mercan-
tile Exchange . On tha t
basis, the fluctuations are ,
not in all cases, but, i n
most cases, parallel t o
those of those two othe r
markets, and, therefore ,
surveillance in the are a
you refer to would not b e
a primary concern .

CFTC official . . . then you do som e
surveillance ?

Q .

Exchange official

	

A . We're aware, I think, o f
when a dangerous situatio n
is developing and we wil l
look at it on our ope n
interest sheets and watch
brokers and possibl y
become alert to who may b e
creating this situation .
It's not a primary concern .

CFTC's report did net state whether it independently veri -
fied the degree to which MidAmerica prices parallel those
on the other Chicago exchanges on a daily basis . Nor di d
the report state whether CFTC looked at any cases of "dan -
gerous situations" to determine what actions the exchang e

had taken . CFTC workpapers also did not address these

issues .

At the Chicago Mercantile Exchange, CFTC reported tha t
the exchange was slow in completing investigations o f
customer complaints . The report contained the followin g
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statement to explain the exchange's justification for having
some complaints open for long periods :

"The CME attributed these lengthy investigation s
primarily to situations where the customer los t
interest in the Exchange's resolution of th e
complaint . This ordinarily occurs when a monetar y
settlement is agreed upon by the customer and th e
member . According to [the official] who has the
major staff responsibility for customer complaints ,
if a customer does not continue to pursue his com-
plaint, the case loses its attraction and priorit y
among [Exchange] investigations . "

CFTC's workpapers did not indicate whether CFTC determined
how many prolonged cases were the result of customers' los-
ing interest or whether there were additional reasons wh y
cases remained open so long .

Concerning disciplinary actions, CFTC's files showed
that during 1976 CME took actions against firms and indi-
viduals which violated exchange rules . The exchange' s
actions varied from issuing warning letters to fines an d
suspension of trading privileges . CFTC's report state s
that the exchange imposed the penalty which it felt woul d
most effectively deter future violations, taking into con-
sideration the intent of the individual and the nature o f
his business . However, CFTC workpapers did not show 1 :ow
CFTC determined that the exchange followed these criteri a
when it assessed penalties .

Concerning CME's examinations of members' books an d
records, CFTC concluded that the exchange was complyin g
with CFTC regulation 1 .51 . CFTC's report states that :

--The exchange audits its member firms on a "regular "
basis and performs followup audits on an as-needed
basis .

--The exchange requires an annual certified public
accountant audit of the financial status of members ,
which is reviewed by the exchange's staff and whic h
supplements the information gathered by the exchange .

However, the report did not state, nor did we find work -
papers which showed, how CFTC reached these conclusions .
Verification of the second item is particularly importan t
since CFTC's report also concluded that it would have bee n
very concerned with the exchange's surveillance of— the
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financial status of its members if annual certified audit s
were not required to be submitted and were not reviewe d
by exchange auditors .

Our review of the program CFTC used to perform finan-
cial audits at exchanges (see ch . 7) showed that CFTC' s
audit staff performed an audit at the Chicago Mercantil e
Exchange during the first 3 months of 1977, CFTC's audi t
report, issued on August 16, 1977, just 8 days after th e
rule enforcement report, disclosed numerous deficiencie s
in the exchange's audit program, including :

--Insufficient number of financial audits performed by
the exchange of member firms .

--Incomplete audit reports prepared by the exchange .

--Lack of documentation by the exchange indicating i t
informed its members of the results of the exchang e

audits .

While CFTC's rule enforcement report briefly mentioned

CFTC audit efforts at the exchange, the report did no t
disclose the specific deficiencies uncovered by the audit .

CFTC's rule enforcement report also concluded that th e
Chicago Mercantile Exchange was complying with a regulatio n

(1 .51(a)(6)) requiring exchanges to perform other surveil -
lance, record examination, and investigations as necessar y
to enforce exchange rules . However, while the CFTC repor t
went to great length to describe the exchange's procedure s
in the above matters, we found that generally neither th e
report nor the workpapers showed how CFTC verified that th e
exchange actually carried out its procedures and whethe r
CFTC evaluated the quality of the exchange's actions i n

this area .

CFTC headquarters officials told us that the CFTC staff
which had performed the rule enforcement review of CME ha d

left CFTC . Therefore, they told us they could not determin e
whether CFTC review rs verified the accuracy and reliability
of the exchange's records or whether exchange procedure s
were actually followed as described by exchange officials .

Our review of CFTC's review of the Chicago Board o f
Trade showed that in most cases CFTC adequately documented

the work it performed . However, our review of CFTC's work-
papers and our limited tests of the exchange's own record s
showed that while CFTC's report cited deficiencies in ex -
change investigation procedures, the report did not ade-
quately disclose weaknesses in the thoroughness of exchang e
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investigations . Our review of investigation cases at th e
exchange showed that the investigations were not alway s
sufficiently thorough to detect improper trading practice s
and othei violations of exchange rules .

Concerning market surveillance, CFTC's report identi-
fied six deficiencies at the exchange which limited progra m
effectiveness . However, our review of CFTC's review showe d
that CFTC conclusions were based primarily on deposition s
from exchange officials . With the exception of an inquir y
into several traders' positions in soybean futures, CFT C
did not review any cases of expired futures to evaluate th e
quality of the exchange's surveillance of market activity .

Need for more specific criteri a
to measure ex c no~age performanc e

CFTC officials cold us they use CFTC guideline 2 a s
criteria for assessing the quality of an exchange's rul e
enforcement program . Guideline 2 is an expansion of CFTC
regulation 1 .51 ; however, the guideline, like the regula-
tion, is fairly general and does not always contain objec -
ive criteria for evaluating an exchange's performance .
it was hurriedly prepared in 1975 and has not been revise d
since then . CFTC officials agreed with our observation s
that the guideline was in need of major overhaul .

For example, guideline 2 states that as part of sur-
veillance of market activity exchanges should survey "* * *
concentration of positions among clearing members ." Th e
guieline does not define concentrations of positions o r
explain how they should be surveyed .

Guideline 2 also states that periodically exchange s
should examine members' books and records to determin e
whether members are complying with exchange rules . Doe s
periodically mean semiannually, annually, or biennially, o r
some other interval? The guideline does not explain .
However, in one of its rule enforcement reports, CFTC crit-
icized an exchange for auditing only about a third of it s
members in 1 year . The report did not specify how frequentl y
audits should be performed . Without specific criteria, CF'PC
does not have an objective basis to evaluate exchang e
performance .

Prompt and effective disciplinary action for violation s
of exchange rules is the capstone of an exchange's rule en-
forcement program . Regarding the disciplinary actions ,
guideline 2 states that in cases where penalties are war -
ranted, the sanctions imposed should be sufficient to dete r
future violations . However, the guideline does not offe r
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guidance as to the type of sanction which would be most ap-
propriate under a particular: set of circumstances .

In comparing disciplinary actions of the Chicago Boar d
of Trade and the Chicago Mercantile Exchange for 1976, w e
found they imposed different sanctions on what appears t o
be violations of similar rules .

Subject Examples of sanction impose d

CBT CME
Customer margins Letter of reprimand Cease anddesis t

order

Use of discretionary Letter of reprimand 10- and 30-day
accounts and cease and suspension

Buying and sellin g
a? A of customer

desist orde r

20-day suspension Fines of $100 t o
$5,00U, cease
and desis t
order o r
suspension o f
3 to 30 days

The exchanges' preferences for different types of sanction s
are also indicated by the following schedule :

Number of sanction s
in calendar year 197 6

Sanction CBT CME

Fine a/ 5 9

Suspension 2 1 3

Warning letter 2

Letter of reprimand 4

Cease and desis t
order 13 58 ,

Total 19 b/ 132

a/Ranged from $300 to $15,000 .

b/ More than on,. sanction was imposed on certai n
firms or individuals .
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In an April 4, 1978, memorandum to the Commission, th e
Director of the Office of Policy Review encouraged the Com-
mission to strengthen its rule enforcement review program .
The Director noted that over the past 3 years CFTC ha d
gained valuable experience through its rule enforcemen t
reviews . However, the Director indicated it was time for
CFTC to perform a complete assessment of guideline 2 an d
regulation 1 .51 . The Director noted that although "* *
the rule enforcement program is one of its most importan t
activities, it is weak in terms of standards and criteria . "

Need to institute unifor m
followup 2rocedures

CFTC has not performed and lacks formal procedures re-
quiring prompt and affirmative followup by its staff to de-
termine whether exchanges corrected deficiencies disclose d
by CFTC rule enforcement reviews . Because of this . CFTC
has no assurance that exchanges have acted quickly on CFT C
recommendations to improve their rule enforcement programs .

New York exchange s

As mentioned in chapter 3, CFTC's 1974 reviews o f
exchanges' applications for market designation showed tha t
four New York exchanges had inadequate rule enforcement pro-
grams . CFTC officials told us that there was no followup t o
assure that the deficiencies were corrected until CFTC bega n
its second round of rule enforcement reviews at the New Yor k
exchanges in April 1976 . CFTC's duly 1976 report on thes e
reviews showed that almost all the deficiencies continued t o
exist even though 15 months had passed since the 197 5
reviews . In addition, CFTC uncovered new deficiencies .

After CFTC completed its 1976 reviews, it notified th e
exchanges that they must submit detailed timetables settin g
forth measures they planned to take to improve their rule
enforcement programs . Also, CFTC stated that it would re-
quest monthly status reports from the exchanges . Althoug h
the exchanges submitted timetables, CFTC never notifie d
them of the results of its review of their submissions an d
terminated its plan for requesting monthly status reports .

CFTC did not start comprehensive followup on the defi-
ciencies uncovered by the 1976 reviews until May 1977, whe n
it began its current round of rule enforcement reviews o f
the New York exchanges . CFTC did perform minireviews a t
New York exchanges in late 1176 and early 1977 ; however ,
they were of limited scope, ::overing only two of eigh t
components of rule enforcement . Also, the results of these
minireviews were never disclosed to the exchanges .
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We discussed these events with the Chairman of CFTC ,
who agreed that CF''IC's failure to follow up on its criticism
of the New York exchanges' rule enforcement programs ha s
tended to undermine CFTC regulatory credibility . A forme r
high-ranking CFTC official described the Commission's fail-
ure to respond to the exchanges' submissions and its overal l
handling of the reviews as an example of the Commission' s
failure to follow through on important matters .

Chicago exchange s

CFTC's review report of the MidAmerica Exchange wa s
submitted to the Commission on December 8, 1976 . On Decem-
ber 13, 1976, after considering the report and its numerou s
recommendations for improving the exchange's rule enforce-
ment program (see p . 36), the Commission directed the Divi-
sion of Trading and Markets to negotiate a settlement wit h
the exchange . A settlement was reached on ?au g ust 16, 1977 ,
over 8 months after the review report was presented to th e
Commission .

CFTC headquarters officials told us that during th e
8-month period, apart from the negotiations, CFTC took no
action to require the exchange to improve its rule enforce-
ment program . The exchange did not take steps to improv e
its program, according to the officials, until a settlemen t
was reached . One of the officials added that she though t
the exchange had recently made progress in improving it s
program and that CFTC will visit the exchange in 1978 t o
confirm this .

In July 1975 CFTC performed a limited review of th e
Board of Trade's rule enforcement program as part of CFT C
market designation reviews (see p . 21) . Although the re-
viev: was not thorough--it was based primarily on interview s
with three exchange officials--CFTC's report cited deficien-
cies in tine exchange's efforts to prevent and detect abusiv e
trading practices and price manipulation and congestion .
Concerning the need for CFTC to perform a thorough review
of the exchange's rule enforcement program, the repor t
stated :

"Merely on the basis of interviews of CBT offi-
cials, it cannot be said that the CBT's rul e
enforcement program is adequate and that the CBT
is complying with section 5a(8) of the Act an d
section 1 .51 of the regulations . Such a deter-
mination could be made only after a thoroug h
audit of each exchange program which would in-
clude, besides interviews, extensive examina-
tions and analyses of * * * [exchange] records . "

51



Because of these conclusions and because the Board o f
TJ-a:e accounts for about half of the Nation's futures trad -
ing, we believe a thorough review of the Board's rule en-
forcement should have been among CFTC's top priorities .
Instead, CFTC performed reviews of eight other exchange s
and waited until July 25, 1977, 2 years later, before start -
ing a thorough review at the Board .

Need to determine
whether vio ations occur

Rule enforcement review reports are the primary mechan -
ism by which CFTC determines whether exchanges are complyin g
with or violating rule enforcement requirements of the ac t
and of CFTC's regulation 1 .51 . Our analysis of CFTC's re -
ports shows that while they often cite deficiencies in ex -
change programs, they generally do not contain conclusion s
on whether an exchange is complying with or violating regu-
lation 1 .51 . Without such conclusions from the staff, th e
Commission may not be able to adequately assess the statu s
of exchange rule enforcement .

Regulation 1 .51 lists eight requirements for exchange s
to follow . Therefore, at MidAmerica and the 5 New Yor k
exchanges there were a total of 48 subsections, or areas o f
regulation, for CFTC to review and comment :al its reports .
However, while these re0crts cited deficiencies in 39 areas ,
they only characterized 6 of these as violations of regula-
tion 1 .51 . For the remaining 33 areas, the reports did no t
indicate whether the exchanges were complying with or viola-
ting the regulation .

Similarly, we found that in its July 22, 1976, letter s
to the New York exchanges, CFTC generally did not inform th e
exchanges whether the deficiencies cited constituted a vio-
lation of the regulation and also did not adequately describ e
the deficiencies cited in the review report . Of the 34 de-
ficiencies cited in the letters, only 4 were characterize d
as violations of the regulation . The remaining 30 were no t
described in terms of a regulation violation . We believ e
exchanges need to know whether, in the opinion of the Com-
mission, a violation of a regulation has been committed an d
the action the Commission believes is necessary to assur e
that compliance is achieved .

Top officials of four New York exchanges told us tha t
CFTC's July 22, 1976, letters were not sufficiently specifi c
concerning the nature of the deficiencies CFTC uncovered o r
the actions which the exchange should take to correct it s
deficiencies . The vice president of the fifth exchange wa s
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a former CFTC employee who was involved in the 1976 rul e
enforcement reviews and had drafted the letters .

Need to establish
enforcement criteri a

The Commission has no formal, objective criteria fo r
judging when and under what circumstances to institute en-
forcement actions against exchanges which violate the rul e
enforcement requirements of the act or CFTC regulation 1,51 ,
A Commissioner told us that after completing a rule enforce-
ment review, the Trading and Markets Division makes a rec-
ommendation to the Commission on the type of action i t
should take, He stated further that the Commission relie s
heavily on the division's advice . However, we found tha t
the division also has no formal, objective criteria on judg -
ing when and under what circumstances it should recommen d
that the Commission consider initiating enforcement actio n
against exchanges which have deficiencies in their rule en-
forcement programs . The division relies on the subjectiv e
judgment of its top staff and its experience in other rul e
enforcement reviews .

For example, the division presented its report on th e
1976 review of the New York exchanges at a Commission meet -
ing and recommended that letters be sent to the New Yor k
exchanges criticizing their rule enforcement programs . The
division did not present as an alternative that the Commis -
sion consider asking its Enforcement Division to review the
report to determine whether there were grounds fo r
enforcement .

In the case of the MidAmerica Exchange, a divisio n
official told us that when the division presented its repor t
to the Commission in December 1976, it pointed out that i f
CFTC initiated an enforcement action against the exchange ,
the unfavorable publicity produced by such an event woul d
probably force the exchange to close . Apparently, relying
on this advice and not having any formal or objective cri-
teria to assess the seriousness of the deficiencies cite d

in the division's report, the Commission decided not t o
initiate an enforcement action but rather to negotiate a
settlement with the exchange .

As part of our review we attended a Commission meeting
on January 31, 1978, at which the Commission considered th e
division's report on the rule enforcement activities of th e

Chicago Board of Trade . Division officials summarized fo r
the Commission the results of its review . In response to
questions from Commissioners, the division director tol d
the Commission that "we have not just found deficiencies bu t
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gross deficiencies * * *" at the exchange . The directo r
added that "* * * the Division is telling you [the Commis -
sion] that the exchange is not in compliance with variou s
provisions of the regulations . "

Another division official told the Commission that th e
division believes that no enforcement action should be in-
stituted against the exchange at this time because bette r
results could be achieved "through cooperation ." The di-
vision did not offer and the Commission did not discuss o r
consider the alternative of initiating enforcement actio n
against the exchange . In our opinion such an alternativ e
should have been considered by the Commission in view o f
the division's opinion that the exchange had violated CFTC
regulations on rule enforcement .

We believe the Commission's actions should be guide d
by formal, written criteria which, as a minimum, shoul d
indicate the types of violations which will automaticall y
trigger the Commission to consider bringing enforcemen t
action, including suspension or revocation of marke t
designations . We recognize that there will always be a de-
gree of judgment in a decision to initiate enforcement ac-
tion ; however, the Commission's regulatory credibility an d
its responsibility to the public demand that decisionmaking
should also be guided by objective and uniform criteria .

Need to review exchange
T~YM1.~

	

~~~+~
disciplinary committee membership

During its rule enforcement reT,iews, CFTC generall y
did not examine whether conflict-of-interest situations ex-
isted on exchange disciplinary committees . Such committee s
are an integral part of an exchange's rule enforcement pro -
gram and are responsible for determining whether a violatio n
of exchange rules occurred and for punishing violators wher e
appropriate . Committee members are generally floor broker s
and as such review cases involving other floor brokers .
There is a question whether committee members can render un -
biased decisions knowing that tomorrow they might be th e
accused .

Adding to this potential conflict of interest are sit-
uations in which the committee members hearing a particula r
case are associated with the member firm charged with th e
violation . Our review of a disciplinary committee's minute s
at one exchange showed that this situation occurred on 4 o f
the 20 disciplinary cases heard before the committee durin g
a 10-month period in 1976 . CFTC's rule enforcement revie w
of the exchange did not address this question, apparently ,
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because CFTC had no regulations covering potential conflic t
of interest on disciplinary committees .

In January 1978 we discussed this matter with a Divi-
sion of Trading and Markets official . He advised us tha t
the division is in the process of revising proposed CFT C
regulations, first issued in February 1977, which deal with
exchange disciplinary procedures . Tne revised regulation s
will, according to the official, forbid disciplinary commit -
tee members from taking part in disciplinary committee de -
liberations when they have a financial interest in firm s
appearing before the committee . The official stated tha t
because of staff turnover the division has not been able t o
act promptly on the proposed regulation . As of March 20 ,
1978, the proposed regulations had not been submitted t o
the Commission for its consideration .

We support the thrust of the proposed revision dealin g
with conflict-of-interest situations . Also, because of th e
importance disciplinary procedures play in the effectivenes s
of an exchange's rule enforcement program, CFTC should care -
fully review exchange committee proceedings and be alert fo r
potential conflict-of-interest situations during its rul e
enforcement reviews .

CONCLUSION S

To monitor the progress of self-regulation and at th e
same time insure that exchanges comply with statutory re-
quirements for rule enforcement, CFTC must place greate r
priority on performing comprehensive and frequent rule en-
forcement reviews of exchanges . When CFTC reviews uncove r
deficiencies, prompt, aggressive followup by CFTC is needed .
This should include setting deadlines for corrective actio n
and imposing penalties on exchanges which fail to meet them .

CFTC's reviews have uncovered numerous deficiencies i n
the rule enforcement programs of the five New 'fork exchange s
and the MidAmerica Exchange . The long overdue review at the
Chicago Board of Trade showed that the Nation's larges t
exchange, with over half of all futures trading, also need s
to significantly upgrade its rule enforcement program . Th e
Chicago Mercantile Exchange program, while described by CFT C
as being the best program, also needs improvement . CFTC' s
reports show that exchange self-regulation has a long way to
go befor it can be relied on as an effective tool for regu-
lating the futures market . According to CFTC officials ,
exchanges are taking steps to improve their programs .
However, because followup reviews at exchanges either hav e
not been performed or have not been completed, it is to o
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early to determine whether CFTC has made significant prog-
ress in improving self-regulation at exchanges .

To assure maximum effectiveness, CFTC's reviews shoul d
be thorough and well documented . However, presently no uni-
form guidelines exist, and documentation to support review
conclusions is spotty at best . Also, CFTC relies too muc h
on interviews and not enough on testing exchange procedure s
and records .

For CFTC to do a proper evaluation of an exchange' s
rule enforcement program, it needs clear and objective cri-
teria or standards . However, the standards CFTC uses--it s
guideline 2--are often imprecise and subjective .
Furthermore, CFTC's review reports and related transmitta l
letters generally do not indicate whether an exchange defi-
ciency violates the act or a CFTC regulation . The Commis-
sion and exchange officials need to know this if they ar e
to carry out their respective responsibilities .

The Commission also lacks formal, objective criteri a

to guide i `.self in determining whether to bring enforcemen t
action against exchanges which staff reports show committe d
Federal violations . Without such criteria, the Commissio n
will find itself hard pressed to establish a reputation o f
regulatory integrity and protector of the public interest .

Finally, because exchange disciplinary actions are a t
the heart of rule enforcement, CFTC should finalize regula-
tions, first proposed in February 1977, which would ba n
certain conflict-of-interest situations on exchange disci-
plinary committees . Also, during its rule enforcement re -
views CFTC should review exchanges' disciplinary committe e
proceedings and be alert for potential conflict-of-interes t
situations .

RECOMMENDATIONS TO THE CHAIRMAN, CFTC

To improve the effectiveness of CFTC monitoring of ex -
change rule enforcement programs and to assure affirmativ e
self-regulation of the commodity futures industry, we recom-
mend that the Chairman of CFTC :

--Place greater emphasis on performing comprehensiv e
and timely rule enforcement reviews of commodit y

exchanges .

--Establish uniform review guidelines which woul d
require CFTC staff to rely more on testing of ex -
change p rocedures, records, and files and to bette r
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document the basis for their conclusions concernin g
the adequacy of exchange rule enforcement programs .

--Revise CFTC's guideline 2 to provide a clear and
objective set of standards by which to assess th e
adequacy of an exchange's rule enforcement program .

--Establish formal followup procedures which woul d
ensure that exchanges p romptly correct rule enforce-
ment deficiencies . The procedures should includ e
setting deadlines for corrective action and imposin g
penalties on exchanges which fail to meet them .

--Require that review reports and letters to exchange s
clearly state whether exchange deficiencies violat e
the act or a CFTC regulation, and if violations hav e
occurred, the corrective action necessary to achiev e
com p liance .

---Establish formal objective criteria for deciding whe n
to bring enforcement action against exchanges whic h
violate the rule enforcement provisions of the act o r
CFTC regulations .

--Finalize proposed regulations dealing with exchang e
disciplinary committee procedures and upon issuanc e
closely monitor exchange compliance with the
regulations .

57



CHAPTER 5

REGULATORY ISSUES CONCERNING ABUSIVE TRADIN G

PRACTICES--MUCH REMAINS

	

BE DONE

Assuring that the trading public is protected from
abusive trading p ractices on the floor of exchanges is on e
of the primary reasons for Federal regulation of the com-
modity futures industry . However, the Commission' s
efforts on many important regulatory issues related to
curbing such practices have been inadequate .

Floor brokers on the floor of an exchange generall y
trade for themselves and proprietary accounts as well a s
for customers . Futures commission merchants and thei r
representatives also often trade for themselves and fo r
customers . These practices are referred to as dua l
trading .

Resolution cf the question of whether to continue
to permit dual trading by brokers and commission merchants ,
as required by the 1974 act, was one of the pressing issue s
facing the new Commission . However, the Commission's ap-
proaches to dual trading and the related areas of trading
record accuracy and time sequencing were neither comprehen-
sive nor systematic . The Commission needs to develop and
analyze empirical evidence to determine whether dual trading
is necessary for trading liquidity or whether it promote s
trading abuses--key considerations in resolving dual trading
questions . Also, the Commission generally has been lax i n
enforcing and/or implementing regulations on trading stand-
ards and time sequencing of transactions aimed at minimiz-
ing abusive practices which may result from dual trading .

A most effective weapon to deter and detect tradin g
abuses is the reconstruction of trading by means of trad e
practice investigations . However, CFTC has only performed
six such investigations and has no formal plans for com-
prehensive and periodic reviews of trading at each o f
the exchanges . Without an expanded trade practice in-
vestigation program, unscrupulous brokers or FCMs hav e
little to fear that CFTC will detect abusive tradin g
practices .

Finally, CFTC does not have an effective program fo r
performing floor observations on exchange trading floors .
Although floor observations are another potentially poten t
procedure for spotting abusive trading, CFTC officials con -
cede that they do not have the expertise to effectivel y
perform such observations .
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DUAL TRADING---A STUDY	 IN
COMM'ISSION DECISIONMAKING

In 1965, and again in 1974, we reported to the Congres s
that although the floor broker was subject to exchange an d
Federal rules, he is nevertheless in the unique positio n
of being able to trade for his own gain or loss on one trad e
and for another person's gain or loss on the next trade .
Thus, he may at times be directly competing with his ow n
personal objectives . FCMs and their representatives ofte n
face a similar situation .

We pointed out that members of a commodity exchang e
who trade for their own accounts enjoy special privilege s
and advantages over the trading public . They are able to
react instantly to market situations and to take promp t
advantage by executing their own trades . In addition, the
fees charged the broker for executing personal trades ar e
much less than the fees charged to the general public ;
thus, he can profit from smaller price changes .

Dual trading was one of the primary issues discusse d
at House and Senate hearings establishing CFTC . Many con-
cerns were raised on possible trading abuses which ma y
result from dual trading practices . Because of this con-
cern, the act, as amended by the 1974 CFTC Act, require d
CFTC to determine within 9 months whether or not floo r
brokers and FCMs shall be permitted to dual trade, and i f
so, under what conditions and circumstances . Section s
4 j(1)

	

and

	

(2)

	

of the act stipulat e
mination shall, at a minimum "* * *

tha t
take

any
into

such deter -
account th e

effect upon the liquidity of trading of each market * * * ."

CFTC study of	 dual trading

Dual trading was one of three subjects studied by
CFTC's Advisory Committee on the Regulation of Contrac t
Markets and Self Regulatory Associations, establishe d
August 5, 1975, under the chairmanship of one of CFTC' s
Commissioners . Of the committee's 16 members, 13 wer e
directly or indirectly associated with the future s
industry . The committee met three times in late 197 5
and early 1976 .

The chairman's report, which was submitted to CFTC' s
Chairman on December 23, 1976, stated that the consensu s
of the committee was :

1 . The Commission should continue to permit dual trading .
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2. The Commission should re quire contract markets to
promulgate rules to control the potential abuses o f
dual trading, with such rules to be developed on a n
exchange-by-exchange basis .

3. Dual trading can best be policed by a recordkeepin g
system which permits transactions to be time
sequenced . 1 /

4. No effective time sequencing system now exists, and th e
Commission should conduct a study looking towar d
devising such a system .

5. The Commission should continue and expand its studie s
of the extent of dual trading and the effect of dua l
trading on liquidity and on other aspects of th e
markets .

Committee members associated with the futures industr y
felt strongly that dual trading was necessary for marke t
liquidity . These members believed that dual traders o n
the exchange floor "* * * p rovide a large amount of th e
speculative capital necessary for market liquidity . "
However, academic members, according to the report, "* * *
pointed to a lack of hard data on the issue of the need t o
permit dual trading to provide liquidity ." They felt addi-
tional studies were necessary before making a fina l
determination .

Concerning the ability of exchange recordkeeping t o
indicate whether dual trading causes trading abuses and
whether it is needed for trading liquidity, the report con-
cluded :

"The current record generating systems of the
exchanges are inadequate to determine to what exten t
dual trading abuses have occurred or are occurring .
Further, they are inadequate to permit the making o f
meaningful studies of the need for dual trading t o
provide liquidity . "

Concerning deficiencies in exchange recordke e p ing, th e
report stated tha t

1/Federal regulations had required customer orders to b e
time stamped to the nearest minute or better but had no t
required timing information on the majority of trades ,
those executed for a house account, or by an officer o r
employee of the firm .
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* * * no contract market presently has th e
facilities

	

adequately detect dual tradin g
abuses . No exchange has a record keeping system
which readily permits the Letrievability of dat a
to reestablish the sequence of transactions and
enable it to determine whether a floor broke r
had taken advantage of his customer . No
exchange has a record keeping system which
enables the reconstruction of trading in time
sequence to enable it to determine exactly wha t
happened during the course of a trading sessio n
and how a broker traded for his own accoun t
while trading for customers . Certain data ar e
available but, for the most part, it is containe d
in numerous documents and, where it is available ,
cannot be assembled without laborious effort . "

On December 18, 1975, CFTC published proposed regulations
on dual trading which would have basically :

1. Required all contract markets that want to continu e
to permit dual trading after June 30, 1976, by floo r
brokers and FCMs to adopt and obtain Commissio n
approval of certain rules to regulate dual trading .

2. Banned dual trading by floor brokers afte r
January 16, 1977, on any contract market that ha s
not submitted by that date a plan for developing a
method to permit reconstruction of the sequence o f
futures transactions executed on the contrac t
market .

3. Banned dual trading by floor brokers on a contrac t
market on or after April 17, 1977, or such late r
date, unless a plan of the contract market permit-
ting reconstruction of the sequences of trades ha s
been declared effective by the Commission .

The decision not to ban dual trading_ _

On January 20, 1976, the Commission announced that i t
decided to permit dual trading to continue but that becaus e
its authority under section 4j of the act was ongoing, th e
decision would be continually reviewed . Also, the Commis-
sion stated it would hold hearings in March 1976 on the
December 1975 proposed regulations .

The hearings resulted in a suggestion for an interi m
step toward the sequencing of all transactions referred to
as ""bracketing"--a system enabling identification of trans -
actions as having been executed during a specific tim e
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segment of the trading day . Many industry witnesse s
testified that time sequencing would seriously hamper th e
efficient execution of transactions, but bracketing withi n
30-minute intervals was possible . Further, such a syste m
was looked at as a step toward policing dual trading .

On April 8, 1976, the Commission appointed a task forc e
to evaluate the feasibility of a bracketing system . On
July 12, 1976, the task force reported the results of it s
study to the Commission .

1. Bracketing is feasible on all exchanges .

2. Most exchanges cal implement bracketing
without major disruptions or costs or alread y
have systems that are better than bracketing .

3. Bracketing is a step toward the ultimate g oal
of time sequencing of trades for those con -
tracts which are currently not amenable to
time se q uencing,.

4. Inaccurate information is an important proble m
of recordkeeping for most exchanges . Such
inaccuracies require time-consuming cros s
references of data in the course of trad e
practice investigations and economic studies .
Therefore, without concurrent improvement s
in the accuracy of data, the benefits o f
bracketing or any other system of time se-
quencing of trades will be significantl y
diminished . Steps to identify and improve
these other aspects of recordkeeping ar e
important and should be pursued .

5. In order to assure effective utilization o f
bracketing or other time information, a tim e
indicator must be on the exchanges' tradin g
records and should be retrievable for a t
least 30 days .

6. Neither the exchanges nor the task force hav e
comprehensively assessed the feasibility o f
time stamping or other methods besides bracket-
ing to achieve full sequence reconstructio n
capacity .
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Lack of empirica l
evidence on la.quldit y

The relationship between dual trading (by floo r
brokers and FCMs) and market liquidity was discussed a t
CFTC hearings and by the advisory committee . The com-
mittee generally limited its consideration of empirica l
evidence to a March 14, 1976, report by CFTC's chie f
economist, which focused on the relationship betwee n
liquidity and dual trading by floor brokers, but no t
dual trading by FCMs .

The report's findings and conclusions were base d
largely on an analysis of trading at the Chicago Mercantil e
Exchange during the 3-month period November 1975 throug h
January 1976 and, to some extent, on trading at the Chicag o
Board of Trade during the same period . Concerning the mag-
nitude of dual trading, the report disclosed tha t

--only about one-third of the trading on the tw o
exchanges was for .customers and most trading wa s
for members who were present on the floor of th e
exchange ,

--dual traders represent about one-fifth of al l
traders, and

--dual traders execute about one-half of all trades .

Concerning market liquidity, the chief economist analyze d
the 3-month trading data of the Chicago Mercantile Ex -
change and reviewed a study of the subject performe d
by the exchange . The chief economist concluded that :

" In summary both the CME [Chicago Mercantil e
Exchange] and CFTC analyses support the conten-
tion that a large percentage of the transaction s
executed on the floor of the CME are done b y
dual traders . Neither of the studies, however ,
Provide much reliable evidence that the leve l
of activity by dual traders in a market is re-
lated in any significant and consistent way t o

liquidity . Before such a relationship can b e
established or refuted, however, further an d
more sophisticated studies need to be conducted . "

In late March 1978 CFTC officials told us CFTC had not per -
formed any additional studies to establish the relationsh i p

between dual trading and liquidity .
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Dual_ trading_ regulation s

After considering the reports of the advisory committe e
and the bracketing task force and considering testimony give n
at the March 1976 hearings and written comments to the pro -
posed regulations, the Commission, on December 23, 1976, pub-
lished regulations on dual trading . In the Federal Registe r
Notice accompanying the regulations, the Commission state d
that the regulations were designed, to a large extent, t o
prevent the possible conflict of interest inherent in dua l
trading and that it had not made a final determination o n
the issue of dual trading but would continue to study th e
matter . The interim nature of the regulations was du e
primarily to the lack of factual data concerning the exten t
of dual trading abuses and the effect of dual trading o n
market liquidity . The regulations, according to the Com-
mission's statement, were also designed to generate tha t
data and to aid the Commission as it continues its stud y
of dual trading .

The regulations were basically composed of tw o
parts--trading standards for floor brokers and FCMs (1 7
CFR 155 .2 and 155 .3) and time sequencing (17 CFR 1 .35) .
With respect to floor brokers, the regulations required
that by March 16, 1977, 1/ exchanges adopt and submit fo r
CFTC approval rules prohibiting floor brokers fro m

--trading for themselves ahead of customers ;

--executing any discretionary account order ,
except by placing the order with anothe r
member for execution ;

--disclosing customers' orders or from takin g
the other side of customers' orders withou t
the customers' prior consent and in conformit y
with approved contract market rules ; and

--making prearranged sales, allocating trade s
among accounts, and withholding or withdrawin g
customer orders for the convenience of othe r
members .

According to a CFTC official, the exchanges submitted th e
subject rules to the Commission by March 197 % , CFTC' s
Division of Trading and Markets reviewed them and sent the m

1/The original effective date was February 14, 1977, bu t
was changed by the Commission on January 24, 1977 .
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back to the exchanges for revision . Exchanges submitted
revised rules, but as of March 27, 1978, the Commission had
only approved rules for two exchanges--the Kansas City Boar d
of Trade and the Minneapolis Grain Exchange . Section 5a o f
the act prchibits exchanges from enforcing rules no t
approved by the Commission .

Concerning trading standards of FCMs, regulation 155 . 3
required that effective March 16, 1977, FCMs associated wit h
exchanges mus t

--establish and enforce internal rules, procedures ,
and controls to ensure that customer order s
receive priority in transmission to the floo r
of the exchange and

--stop handling accounts of employees of othe r
FCMs without written authorization, requir e
that all orders for such accounts be tim e
stamped, and provide regular statements fo r
the accounts to the employee's firm .

These rules, unlike those for floor brokers, did no t
require CFTC approval prior to implementation . However ,
as of late March 1978, CFTC had not taken any action t o
assure that FCMs had adopted and were enforcing such rules .

The Commission's regulations on time sequencing--
regulation 1 .35--required, among other things, that effectiv e
June 13, 1977, each exchange, for each of its contract mar-
kets, show on a single record of the exchange's clearin g
organization the mechanically or electronically verifie d
time of execution of each trade to the nearest minute o r
better as well as date of trade, commodity, quantity, price ,
opposite floor broker or floor trader, clearing members, and
type of customer . Thus, for the first time exchanges woul d
be required to time sequence noncustomer as well as customer -
generated orders--the former representing the majority of al l
transactions . The regulation provided that contract market s
which could not comply by June 13, 1977, with the 1-minut e
time recording requirement without seriously disrupting the
functions of its marketplace could petition the Commission fo r
an extension of up to 1 year at a time . Petitions were to be
submitted by April 14, 1977, and were required to includ e

--an explanation of why the 1-minute or bette r
time recording could not be implemented withou t
seriously disrupting the marketplace ,

--a plan with a timetable fcr implementing a
1-minute or better time recording, an d
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--an interim plan representing substantial progres s
towards an accurate record of the time and sequenc e
of execution of each trade .

Concerning the availability of extensions, the preambl e
to the December 1976 Federal Register Notice stated that :

"The Commission emphasizes that the availa-
bility of any extension of time to comply wit h
the requirements of regulation 1 .35 (g) (1) wil l
be extremely limited . No such extension wil l
be granted in the absence of a comprehensiv e
study by the contract market * * * . No exten-
sion of time will be granted where the Commissio n
determines that a contract market has failed to d o
all that it was feasible for it to do to attain th e
required recordceepingcapability or to for.mui ate
an acceptable plan * * * ." (Underscoring prce . '<ed . )

All 10 exchanges filed petitions for extensions, 7 o f
them filing in June 1977, about 2 months late . The Commis-
sion had planned to complete its review of petitions an d
respond to the exchanges within 2 months ; however, it di d
not inform the exchanges of the results of its review unti l
November 15, 1977--about 5 months after the 1-minute tim e
sequencing was to begin and 5 months after the las t
petition was filed .

The Commission found that the Kansas City Board o f
Trade and the Minneapolis Grain, New York Mercantile, and
New York Cocoa Exchanges met the requirements of the regu-
lation and granted their petitions . The Commission deter -
mined that the petitions from the remaining six exchange s
did not comply with the requirements for an extension o f
time, and therefore, the exchanges were violating th e
regulation . Despite this and the December 1976 warning b y
the Commission on how limited and difficult the availability
of extensions would be, the Commission, in its November 15 ,
1977, letters, informed the six exchanges that no enforce-
ment action would be taken against them .

The letters to the six exchanges directed them t o
institute for actively traded commodities a 30-minut e
bracketing system by December 1, 1977--as opposed to a
1-minute time sequencing system originally required b y
June 13, 1977 . Lightly traded commodities--approximately a
dozen low-volume contracts--were required to be time veri-
fied to at least the nearest minute by February 1, 1978 .
Also, trading of some commodities on the Chicago Mercantil e
Exchange which are not traded in the pits but are liste d
on blackboards were required to be time verified to th e
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nearest minute or better on December 1, 1977 . In addition ,
the letters to the six exchanges directed them to submit ,
by April 1, 1978, a new petition for an extension of time
to comply with 1-minute time sequencing . According to a
CFTC official, the other four exchanges met or exceede d
the CFTC-imposed 30-minute bracketing requirement or ha d
plans to to so shortly .

Because no enforcement action was taken against th e
six noncomplying exchanges and because they were not re-
quired to implement 1-minute time sequencing on most com-
modities, including the popular heavily traded commodities ,
the Commission, in effect granted the six exchanges exten-
sions of time to comply with the regulation . In May 1977 ,
while discussing with us CFTC's time sequencing regulations ,
one Commissioner said he thought the regulations would be
essentially ineffective because they would allow exchange s
to postpone indefinitely the implementation of 1-minute tim e
sequencing .

Evaluating Commission actio n
on dualtraoin issues„—M

To evaluate the Commission's performance, we explore d
the answers to the following questions which we believe ar e
at the heart of dual trading issues .

Did the Commission adequately	 conside r
liauidity_and_tradin_abuses ?

No . The primary argument for dual trading is that i t
promotes trading liquidity . The 1974 act expressly di-
rected CFTC to consider the effect dual trading has o n
the liquidity of each contract market when it determine d
whether to permit or ban dual trading by floor brokers an d
FCMs . However, CFTC only analyzed empirical data on th e
dual trading of floor brokers on the Chicago Mercantil e
Exchange . Furthermore, CME's data proved to be insuffi-
cient to establish a positive relationship between dua l
trading by floor brokers and market liquidity .

CFTC made no attempt to gather empirical evidence to
determine whether the dual trading by FCMs was necessar y
for trading liquidity . Although the act directed CFTC t o
consider liquidity of trading by FCMs as well as by floo r
brokers, the Commission's decision to permit FCMs to dua l
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trade was apparently based on the same information it use d
in deciding to permit dual trading by floor brokers--theo -
retical arguments put forth by industry sources and incon -
clusive and incomplete empirical evidence on floor broke r
trading .

The primary argument against continuing dual trading
is that it can lead to abusive practices by floor broker s
and FCMs . However, in reaching its decision to permit dua l
trading, CFTC did not attempt to determine how frequently
dual trading causes trading abuses . For example, CFTC di d
not examine its customer complaint files, those of exchanges ,
or Commodity Exchange Authority files to determine to wha t
extent, and how frequently, dual trading was directl y
related to alleged abusive practices cited in complaints .

Was sufficient priority_give n
to related issues of trad e
records_ and time sequencin2?

No . The need for better recordkeeping and tim e
sequencing of all trades to detect and measure possible dua l
trading abuses was known before the Commission was estab-
lished . In hearings before a House Subcommittee on Smal l
Business Problems in 1973, the Administrator of the Commodit y
Exchange Authority testified that because of recordkeepin g
problems the Government found it was impossible to prove tha t
abuses occurred in most cases of suspected dual trading
abuses . Also, in our June 1975 report we pointed out tha t
the lack of time sequencing of trades and the poor condition
of exchange trading records seriously hampered our abilit y
to detect trading abuses . We recommended that CFTC tak e
steps to improve trading records and require time sequencing
of all trades .

Concerning time sequencing, 3 years have passed sinc e
the effective date of the CFTC Act, April 21, 1975, and
exchanges still do not time sequence most trades . Whil e
CFTC issued regulations which required that by June 197 7
all trades be time verified to at least the nearest minute ,
the Commission did not use its authority to obtain exchang e
compliance . No enforcement action was taken against the
six exchanges which violated CFTC's time sequencing regu-
lation by failing to record trades to the nearest minut e
and by not meeting the requirements for an extension .

According to CFTC officials, the Commission's decisio n
not to take enforcement action against the six exchanges wa s
based, in no small measure, on the lack of CFTC staff abilit y
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to evaluate the truthfulness of the information in exchang e
petitions . Concerning this lack of ability, one Commissione r
told us that :

"We [the Commission] are a little weak on ou r
ability to judge the truthfulness of what th e
exchanges tell us concerning what they can an d
cannot do in the areas of recordkeeping and tim e
sequencing . "

CFTC officials also stated that the Commission was concerned
that bringing any enforcement action would prompt at leas t
one large exchange to challenge such actions in court . On e
official, in discussing with us the Commission's attempt s
to evaluate the exchanges' petitions, concluded that "th e
Commission was in over its head . "

The need for complete, accurate, and easily accessibl e
exchange trading records was one of the issues discussed i n
our 1975 report . Our review showed that at five exchange s
which in fiscal year 1973 accounted for about 84 percen t
of the Nation's trading, the exchanges' trading register s
(the primary trading record) contained numerous errors i n
identifying executing brokers, customer types, transfe r
trades, and trades cleared on dates other than the executio n
date .

Such errors cause trade registers to show apparen t
abusive trading practices which must be followed up wit h
clearing members and/or brokers before the investigator ca n
determine whether the suspect trades actually occurred in th e
manner the records indicated . Conversely, actual tradin g
abuses may be obscured if the true details of the trades ar e
not disclosed in the trade registers . As a result of th e
erroneous data, the trade registers, which are generally the
starting point for investigations, cannot be relied on t o
show trading activity . To improve the trading records, w e
recommended, among other things, that the Chairman :

1. Require each exchange to implement a program o f
periodic review to insure the accuracy of the
trading records .

2. Monitor the exchanges' review programs, usin g
penalties when necessary, so that the trading
records can be used effectively for surveillance .

Until recently the Commission had not taken any step s
to implement our recommendations . In its November 15, 1977 ,
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letters to the exchanges, the Commission directed eac h
exchange to conduct tests on the accuracy of key tradin g
data and beginning with January 1978 to report monthly t o
CFTC the results of these tests . CFTC had not performed
any comprehensive or systematic studies of the quality o f
exchange trade records .and before November 1977 had no t
required exchanges to do so .

In conjunction with its review of the Chicago Boar d
of Trade's rule enforcement program, CFTC performed a stud y
of the exchanges' trade records . According to a draft CFTC
report, preliminary results showed that error rates for cer -
tain key trade register data reached as high as 40 percent .
A CFTC official told us that the records were so bad that i t
might be impossible to effectively investigate possible abu -
sive trading .

In evaluating the Commission's performance in th e , area s
relating to dual trading, CFTC's Chairman told us the Commis -
sion had not placed a high enough priority on dual tradin g
research . Another CFTC official told us that the Commis-
sion's interest in getting better recordkeeping at exchange s
was "haphazard and inconsistent . ." Still another officia l
told us the Commission had no overall plan for dealing wit h
dual trading .

Does CFTC know enough----- -------------- -
about time sequencing ?

No . CFTC did not have in December 1976, when it issue d
the time sequencing regulations, and does not now have suf-
ficient expertise and information concerning time sequencing
of trades . For example, CFTC has not performed or con-
tracted out for any study to determine whether the tech-
nology exists for precise time sequencing of all trade s
and if so what the costs and benefits would be to both th e
industry and the public .

A CFTC Commissioner told us that in December 1975 h e
suggested the Commission perform such a study . However, th e
Commission turned down the suggestion because it questione d
the propriety of the Government paying for a study of a
system to be used by exchanges, and it was concerned tha t
the cost to contract out such a study right approach severa l
Hundred thousand dollars . On the contrary, we believe tha t
an independent study was needed and who, if not CFTC, th e
independent regulatory agency, should supervise such a study .
As for the cost of contracting out for such a study, CFT C
could have performed it in-house with the help of outsid e
experts . Such an effort could have provided CFTC staff wit h
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expertise and information on time sequencing and othe r
related regulatory issues . In discussing this issue wit h
CFTC officials they agreed that before issuing the tim e
sequencing regulations CFTC should have performed such a
study .

As mentioned previously, CFTC was not in a positio n
to independently evaluate the petitions submitted by th e
exchanges for an extension of the 1-minute time se q uencing
requirement of regulation 1 .35 . One of the problems th e
CFTC staff Faced in reviewing the petitions, according t o
a CFTC official assigned that task, was that although th e
regulation allows for petitions when exchanges demonstrate ,
among other things, that they are making "substantial pro-
gress" toward accurate time sequencing of trades, th e
Commission did not establish any criteria as to what con-
stitutes substantial progress . The official also told u s
that CFTC had no empirical data to analyze the petitions .
This official conceded that it was poor management on th e
Commission's part to issue regulations wi t nout first deter -
mining whether they could be implemented and without firs t
establishir'g specific criteria to evaluate petitions fo r
extensions .

The Commission also lacks expertise in the area o f
bracketing . Although in November 1977 it directed exchange s
to start 30-minute bracketing by December 1, 1977, the Com-
mission's limited empirical evidence--a July 1977 report b y
the chief economist--showed that a 30-minute bracket wa s
too long to permit trading sequence reconstruction . Withou t
such reconstruction ability it is difficult to effectivel y
and efficiently identify trading abuses .

The July 1977 report summarized empirical evidenc e
gathered by CFTC's chief economist in a limited stud y
of bracketing on the Cotton Exchange . His report wa s
submitted to the Commission in July 1977, about 5 month s
before the Commission's November 1977 decision to requir e
30-minute brackets . The report, which made no attempt t o
determine the costs or feasibility associated wit h
bracketing, concluded that :

"[P]reliminary analysis suggests that bracke t
lengths of less than five minutes would have to be
employed on the New York Cotton Exchange cotto n
contract in order to achieve substantial gains i n
the ability to reconstruct the sequence o f
trades * * * ."

71



"If the pattern observed in cotton is in fac t
sustained in other markets, moderate length
brackets---say 30 minutes--would not accomplis h
reasonable objectives in terms of sequencin g
trades * * * . "

Is CFTC prepared to us e
t-ime sequencna dat a —'
r-equired of exchanges ?

No . Regulation 1 .35 requires that exchanges kee p
trading data, including the time verification, in computer -
readable form on compatible magnetic tapes or discs for 6 0
days . The purpose of this requirement is to allow for th e
reconstruction of trades so that computerized trade prac-
tice investigations and analyses can be performed . However ,
according to CFTC officials, including one of its Commis-
sioners, CFTC had done very little to prepare itself to us e
the time sequencing data . CFTC officials told us that CFTC
has not acquired the computer software and does not have th e
necessary staff resources .

Also complicating the issue is the requirement tha t
computerized trading records be kept for only 60 days . I f
and when CFTC develops a computerized trade practic e
investigation capability, it may find that 60 days is in-
sufficient lead time to perform such investigations . A
CFTC official agreed that 60 days is probably insufficien t
lead time for CFTC to act .

Has_the Commission protecte d
the trading public .from–possibl e
dual_tradingabuses ?

No . The Commission's January 1976 decision not to ba n
dual trading left the trading public susceptible to possibl e
dual trading abuses by floor brokers and FCMs . Realizing
its responsibility to protect the public, the Commissio n
issued trading standards regulations aimed at mitigatin g
abusive practices . However, the public may be largel y
unprotected because the Commission has not enforced it s
regulations .

As previously mentioned, as of March 1978 th e
Commission had not yet approved the rules submitted by 8 o f
the 10 exchanges (including the largest exchanges) on tradin g
standards for floor brokers and, therefore, the exchan g e s
could not implement them . CFTC's regulations on tradin g
standards for FCMs were effective on March 16, 1977 .
However,

	

according

	

to

	

its own staff, CFTC has not taken
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any steps to ensure FCM compliance . As of late Marc h
1978, CFTC had not reviewed FCM operations to determin e
whether they have established and are enforcing interna l
rules, procedures, and controls required by the regu-
lation to ensure that customer orders receive priorit y
over their own orders .

NEED FOR COMPREHENSIVE TRAD E
PRACTICE INVESTIGATION PROGRAM

Protecting the trading public from abusive tradin g
practices is one of the primary reasons for Federal regula-
tion of the commodity futures industry . Reconstructing
trading by means of a trade practice nvestigation is th e
primary method to detect and deter trading abuses . To
adequately protect the trading public, CFTC needs to expan d
its current limited trade practice investigation program .

Abusive practices generally involve some form of non -
competitive trading in the trading pit, such as :

--Prearranged trading--trading between brokers in
accordance with an expressed or implied agreemen t
or understanding which results in their trading

with each other .

--Wash trading- enteri ;_g into or purporting to ente r
into transactions for the purpose of giving the ap -
pearance that purchases and sales are being or hav e
been made without actually taking a position in th e

market .

--Accommodation trading--wash tradin ; entered int o
by one broker to assist another broker to indirectl y
take the opposite side of his customers' orders o r

make wash trades .

--Brokers' or FCMs' taking the opposite side of thei r
customers' order for their own account or an accoun t
in which they have an interest .

--Brokers' or FCMs' offsetting their customers' order s
(directly or indirectly filling one customer's bu y
order against another customer's sell order withou t
bona fide execution of such orders according t o

exchange rules) .

--Brokers' buying or selling for their own accoun t
while having customers' orders to buy or sell at th e

same price or at the p revailing market price .
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The act and CFTC regulations forbid noncompetitive trading ,
except in certain cases where provided for by Commission -
approved exchange rules .

A trade practice investigation, as the term is mos t
commonly used, is an attempt to reconstruct tradin g
in a particular market for a particular period of time .
Another type of trade practice investigation involve s
an evaluation of an exchange or industrywide practic e
which on the surface does not appear to be very competitiv e
or efficient .

In making the common type of trade practice investigation ,
investigators are concerned with the relationship of th e
opposite sides of each trade, the timing of the transaction ,
and the nature of the trade--whether it was a regular pi t
trade or one of the designated transactions which was iden-
tified by special symbols or coding . For example, all trade s
in which one broker is both buyer and seller in the sam e
transaction are highly suspect, since there is a stron g
inference that the trade was not made competitively in th e
pit . In such trades, the broker may be taking the opposite
side of his customer's order, offsetting his customers '
orders, or possibly making a wash trade for some purpose o f
his own .

Trade practice investigations are the responsibility o f
CFTC's Division of Trading and Markets . Generally, th e
division has limited its trade practice investigation s
to evaluations of exchange or industry practices . Sinc e
inception the division has completed only six trade practice
investigations involving reconstruction of trading t o
identify possible trading abuses by individuals . One o f
these was limited in scope, involving only a review of 3 0
minutes of trading . Each of the six investigations wa s
started because CFTC staff suspected or was informe d
that trading abuses may have occurred in that particula r
contract . The division did not randomly initiate investi-
gations at exchanges .

Periodically the Division of Enforcement ha s
reconstructed trading as pat of its investigations int o
customer complaints or referrals from within CFTC . However ,
the division does not have responsibility for and doe s
not perform self-initiated trade practice investigations .

Without a vigorous and comprehensive trade practic e
investigation program, CFTC cannot protect the trading publi c
from abusive trading and effectively detect and punish viola -
tors of the act or regulations . This problem is not new t o
Federal regulation of commodity futures . In 1975 w e
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reported that the Commodity Exchange Authority had performed
insufficient trade practice investigations to monitor future s
trading and that investigations were not geared to aggres-
sively seeking out abusive trading . We recommended that CFTC
use a modified marketwide approach involving a computerized
trade practice investigation capability . Also, we concluded
that before computerized investigations can be effective ,
errors and omissions in exchange trading records--includin g
an absence of time sequencing of all trades--must be cor-
rected .

As mentioned earlier in this chapter, CFTC has don e
little to ensure that trading records are made more accurate
and reliable or to require that exchanges time sequenc e
trades . Because of this, CFTC has been unable to use compu-
ters to assist in trade practice investigations .

	

All CFTC
trade practice investigations were performed manually and
as such generally required considerable staff resources .
It is not suprising, therefore, that CFTC regional and head -
quarters officials told us that they do not have sufficien t
staff to perform trade practice investigations .

CFTC's ability to perform effective and efficient trad e
practice investigations without time sequencing and accurat e
exchange trading records was the subject of an October 20 ,
1977, status report prepared by a CFTC task force on manage -
ment information systems . The report, addressed to th e
Commission, stated that :

"Computer assisted TPI's [trade practice investi-
gations] will not be feasible until (1) all aspect s
of [exchange] clearing house records are accurate
and (2) substantially improved reconstructio n
capacity [time sequencing] exists . "

Concerning the present status of CFTC trade practice investi -
gations, the report stated that :

"Under present data and programming limitations ,
TPI's remain time consuming, costly, and ineffec-
tive . Nevertheless, TPI's remain as the primar y
analytical tool for detecting, prosecuting, and
preventing noncompetitive trading practices .
Progress in this program is urgently needed . "

CFTC has cited lack of resources, inadequate exchang e
records, and the absence of time sequencing as reasons fo r
not performing more trade practice investigations involvin g
reconstruction of trading, However, because the Division o f
Trading and Markets has performed only 6 trade practic e
investigations, unscrupulous brokers and FCMs have littl e
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to fear that abusive practices will be noticed, let alone
be punished by CFTC . Indeed, CFTC needs to take steps t o
eliminate technological handicaps to effective trad e
investigations ; meanwhile, it must assign more resource s
to this essential regulatory program so that the tradin g
public is better protected .

In discussing the division's trade practice investi-
gation efforts, a division official told us that in Dece .nbe r
1977 the division decided that such investigations be give n
higher priority than in the past . However, the divisio n

did not establish plans for comprehensive and periodi c
reviews of trading at each of the exchanges . Also, th e
official conceded that the division does not have sufficien t
staff to effectively carry out its responsibilities for trad e
practice investigations, rule enforcement reviews, and othe r
matters .

FLOOR OBSERVATIONS NEE D
TO BE UPGRADED ~~-

Floor observations of trading can also provide a n
effective deterrent for floor brokers to refrain from abusiv e
trading and other violations of CFTC and exchange regulations .
However, to effectively monitor trading through floor observa-
tions, the observer must be thoroughly knowledgeable with th e
trading practices and procedures involved in the commodit y
futures industry .

CFTC floor surveillance in Chicago was initiated i n
early 1977 and consisted of a trading and market officia l
visiting each of the three exchanges for about an hour eac h
day . The official in charge of the program told us that th e
visits were more educational than investigative and that th e
observers have had no formal training . CFTC New York starte d
an observation program in July 1977 . There too, CFTC ob-
servers have not received any formal training .

In discussing the programs with CFTC officials i n
Washington, we were told that, aside from one of the Com-
missioners, only one CFTC employee is thoroughly knowledge -
able with the "nuts and bolts" of trading to effectivel y
conduct floor observations . The officials stated that thi s
employee, who had worked in the futures industry, will b e
used to help other employees perform effective floo r
surveillance . The employee had been stationed in Washingto n
and was recently transferred to the Chicago regional office .

We met with the employee and asked him his opinion o f
the effectiveness of CFTC's floor surveillance program . He
essentially described it as inadequate . He said when h e
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visited the floors of various exchanges he generally spotte d
violations of provisions of the act or CFTC regulations .
For example, he said he would often see floor brokers exe-
cuting orders for customers without first preparing writte n
records of such orders, as re q uired by regulation 1 .35 .

Because of the lack of a comprehensive trade practic e
investigation program, floor surveillance has taken on adde d
importance in CFTC's regulatory scheme . We believe CFTC
needs to augment the number of employees capable of perform-
ing effective floor surveillance . To achieve this objective ,
the Commission should consider starting a formal floor sur-
veillance training program .

CCNCLUSIONS

The Commission had no overall plan for and gav e
insufficient priority to resolving the long debated ques-
tion of whether floor brokers and FCMs should be permitte d
to continue the practice of dual trading . The underlying
questions that had to be answered were (1) is dual trading
necessary for market liquidity and (2) does cual tradin g
promote abusive trade practices? It had been well known ,
before the Commission became operational, that to answe r
these questions once and for all one had to have empirica l
evidence . Moreover, it was recognized that unreliabl e
and incomplete trading records and the inability to recon-
struct trading through some means of time sequencing wer e
stumbling blocks to gathering empirical evidence and
answering dual trading questions .

Trade practice investigations, the primary tool fo r
detecting trading abuses, are also heavily dependent o n
accurate records and the ability of the investigator t o
quickly reconstruct trading by virture of a time sequencin g
system . Again, this thought is not new ; it was expresse d
in our 1975 report .

It is clear to us that the Commission should have fro m
the onset placed among its highest priorities :

--Performing a comprehensive study of time se q uencing
and related trade reconstruction issues, including
the costs and benefits to the industry and th e
trading public, so that the need for and feasibilit y
of time se q uencing regulations could be assessed .

--Assuring that exchange trading recordkeeping wa s
complete and accurate .
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However, the Commission did not pursue this path . It has no t
performed such a study and until November 1977 did not tak e
action on trade record reliability . Although 1-minute tim e
sequencing regulations were to be made effective in Jun e
1977, the Commission, not having the expertise and knowledg e
to grapple with industry opposition, generally has not en -
forced them .

Given this chain of events, the Commission's action o n
dual trading was most predictable--allowing dual trading t o
continue by explaining that the empirical evidence is jus t
not there to prove or disprove the question of liquidity and
trading abuses . Such reasoning is circular . CFTC's genera l
inaction on trading recordkeeping and its plodding on tim e
sequencing assured that the empirical evidence could not be
developed . We must conclude, therefore, that the Commission' s
decisionmaking process on the dual trading questions was no t
conducted in a comprehensive, systematic manner .

Concerning CFTC's recent time sequencing and recordkeep-
ing regulation, our review showed that CFTC is ill prepared
to effectively use computerized trading data it r equires from
the exchanges . According to its own staff, it does not hav e
the necessary staff resources and computer software . Further ,
a 60-day requirement for maintaining records in a computer -
readable form may provide insufficient lead time t o
perform trade practice investigations .

The Commission has not gone far enough in its long over -
due November 15, 1977, re quest to exchanges that they repor t
on the reliability of the data in their trading records .
To assure that trading records are reliable, the Commissio n
should set reasonable standards for records reliabilit y
and vigorously enforce such standards by monitoring exchang e
recordkeeping and enforcing penalties for noncompliance .

CFTC has been remiss in not expediting the process fo r
approving exchange rules establishing trading standards fo r
floor brokers . Without CFTC approval, exchanges are no t
allowed to implement their standards . Although CFTC required
FCMs to establish trading standards, which could be enforce d
without CFTC approval, CFTC has not taken action to determin e
whether FCMs have actually established and are enforcing suc h
standards .

CFTC's trade practice investigations have generally in-
volved inquiry into an exchange or industrywide practice o r
have resulted from customer complaints or inhouse referrals .
CFTC has not aggressively sought out noncompetitive trade s
by individuals . In addition, CFTC has not established a
plan for a periodic review of the trading at each exchange .
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Reasons CFTC officials cited for the low number o f
trade practice investigations were insufficient staff, poo r
exchange recordkeeping, and lack of time sequencing of non -
customer trades . As we pointed out earlier, CFTC needs to
act firmly to improve exchange trader recordkeeping and
time sequencing . Meanwhile, it needs to devote mor e
resources to performing trade practice investigations .
Without an expanded and improved trade practice investiga-
tion program, unscrupulous brokers or FCMs have little t o
fear that they will be detected and punished by CFTC .

CFTC also has not developed a sophisticated program fo r
performing floor observations, another potentially effectiv e
means of spotting abusive trade practices . CFTC lacks th e
expertise to perform meaningful observations . It needs to
augment the number of employees capable of performing effec-
tive floor surveillance by starting a formal training pro -
gram, possibly with assistance from industry representatives .

RECOMMENDATIONS TO THE CHAIRMAN,	 CFTC

To carry out the Commission's responsibility under the
act to evaluate the need for dual trading, to increase it s
expertise in the area of time sequenci ng , and to improve it s
ability to perform trade practice investigations, th e
Chairman should :

--Constitute a task force to study the feasiblity ,
costs, and benefits of a system for precise tim e
sequencing of all trades . If the study shows time
sequencing to be feasible and cost effective ,
then the Chairman should enforce the current tim e
sequencing regulations . If the study shows other -
wise, then the current regulations should be revised
accordingly .

--Develop and analyze empirical evidence to determin e
whether, or to what extent, dual trading is necessar y
for trading liquidity and whether, or to what extent ,
i t promotes trading abuses .

To protect the trading public from abusive practice s
which can stem from conflicts of interest inherent in dua l
trading, the Chairman should assure the approval and enforce -
ment of exchange trading standards for floor brokers an d
assure that trading standards for FCMs have been established
and are being enforced .

To improve its investigative capability in the area o f
preventing and detecting trading abuses, the Chairman should :
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--Establish and enforce reliability and accuracy stand-
ards for exchange trading records .

--Develop a computerized capability to perform trad e
practice investigations .

--Develop a comprehensive plan to perform periodi c
trade practice investigations at each exchange an d
devote the necessary resources to carry out the plan .
When violations are disclosed, timely followup shoul d
be made to assure that corrective action has bee n
taken .

--Determine whether the present 60-day requirement fo r
exchanges to keep computerized trading records pro-
vides sufficient lead time to perform computerized
trade practice investigations .

--Increase CFTC capability to perform floor observa-
tions of trading at exchanges by providing appropri -
ate training to surveillance personnel .
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CHAPTER 6

CFTC'S REGISTRATION PROGRAM CAN BE MORE EFFECTIV E

In its present state the Commodity Futures Tradin g
Commission's registration program may be ineffective in pre -
venting unfit and unqualified individuals and firms fro m
registering with CFTC . To protect the trading public
against unscrupulous and unfit individuals, CFTC shoul d
fingerprint registration applicants--something it does no t
now do--and it should significantly upgrade its screening o f
applicants for reregistration .

	

Until these improvements ar e
made, CFTC may be routinely registering and reregisterin g
applicants with records of criminal convictions or viola -
tions of the act, CFTC regulations, or exchange rules .

CFTC's Chairman frankly acknowledged that "some poten-
tial or actual crooks" may have been registered . He attrib-
uted it to insufficient staff to weed out the "bad guys . "

CFTC also has no procedures to ensure that firms an d
individuals required to be registered are, in fact ,
registered . Further, no qualification standards have bee n
set to aid the Commission in assuring that registrants ar e
qualified to deal with the trading public . Finally,,, ou r
review showed that registration fees charged by CFTC may be
unreasonable as they are not based on recent, actual cost s
incurred by CFTC and that it should consider tightening u p
its liberal refund policy .

CFTC SHOULD FINGERPRINT APPLICANTS

CFTC does not fingerprint applicants for registration .
As a result, CFTC screening procedures appear to be inade-
quate to weed out applicants who are unfit to deal with th e
trading public and use an alias when applying to CFTC .

To protect the trading public, the act forbids individ-
uals to act as futures commission merchants, associated per -
sons, floor brokers, commodity trading advisors, or commodit y
pool operators unless they are registered with the Commission .
Section 8a authorizes the Commission to refuse to register o r
to revoke a registration if, after a hearing, it finds tha t
an applicant or registran t

--has violated the act ,

--has been convicted of a felony ,

--has been restricted by a Federal agency from contract -
ing with the Federal Government ,
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--has willfully falsified or omitted material informa -
tion on an application for registration, o r

--in the case of an FCM has not met established minimum
financial requirements .

The schedule below shows the number of persons and firm s
registered with CFTC and workload statistics for fiscal yea r
1977 .

Future s
commission
merchants

Floo r
brokers

Asso -
ciated
persons

Commodity
trading

advisors

Commodity
poo l

operators Tota l

Registered
at 9/30/77

	

333 2,574 32,509 593 404 36,41 3

Applications
processed :

Initial
regis-
trations

	

90 409 11,601 501 243 12,84 4

Rereg is-
trations

	

265 2,152 13,978 446 301 17714 2

Fitness check s
performed at

385 12,007 745 184 14,32 8FBI and SEC 1,00 7

Investigation s
performed 1 7 350 22 1 381

The Trading and Markets Division is responsible for carry-
ing out the Commission's registration program . Registratio n
procedures are basically as follows . Applicants submit thei r
application forms to CF'TC's New York or Chicago regiona l
offices . There the information contained in the applicatio n
is entered into CFTC's computer . A computer tape of the in -
formation contained on the application is prepared and

	

copy
is sent to SEC in Washington where a fitness check is per -
formed against SEC records of persons or firms which hav e
committed securities-related violations . At the same time
copies of the application are sent to the Federal Bureau o f
Investigation (FBI) for fitness checks against FBI arres t
and conviction files . Most applicants are registered withi n
4 to 6 weeks if name checks at SEC and FBI and CFTC's review
of the application itself do not uncover any possible ground s
for denial .
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If any information is found indicating possible ground s

for denial, it is examined at CFTC headquarters and, if war -

ranted, an investigation is launched on the individual .,
Most investigations are performed on a contract basis by the
Department of Agriculture's Office of Inspector General .

The results of the investigation are evaluated by divi -
sion headquarters staff, and a decision is made whethe r
there are sufficient grounds to refer the case to the En-
forcement Division where it is in turn reviewed and, i f
warranted, referred to the Commission for denia l

consideration .

According to a CFTC official, about 1,700, or 12 per -
cent, of the 14,328 fitness checks performed in fiscal yea r
1977 initially revealed some questionable information on th e

applicant . After re .riew by headquarters division staff ,
381 of these were referred to Agriculture for investigation ;

the remainder were determined to be satisfactory and wer e
registered . Of these 381 applicants investigated, abou t
116 subsequently withdrew their applications, 43 cases wer e
referred to Enforcement for denial or revocation action, 1 /
and the remainder were cleared and were subsequentl y
registered .

Aside from the examination CFTC performs on the informa -
tion the applicant includes on the application, CFTC' s
primary screening consists of having the FBI and SEC chec k
on the fitness of the applicant by comparing the applica-
tion against their files . Although these checks are usefu l
in weeding out pctentially unfit applicants, we belie°, e
CFTC screening would be more effective if applicants wer e
fingerprinted and the prints were checked against FB I
records . Without fingerprinting, applicants with somethin g
to hide could use an alias to disguise their true identitie s

: ;hen applying for CFTC registration . For example, an FB I
fingerprint check of a recently arrested president of a
commodities options firm revealed that the man was workin g
under an assumed name, had an arrest record, and was a

fugitive . Prior to his arrest the Commission had denie d
the firm's request to be registered as an FCM . However ,
the denial was not based on the man's criminal record .

We discussed this with a CFTC registration official ,
who agreed that fingerprinting would greatly improve th e

1/ A CFTC official could not readily determine whether al l
these 43 cases were part of the 381 cases .
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effectiveness of CFTC screening procedures . Fingerprinting
is used by State and local governments and private industr y
for sensitive positions . It has also recently been adopted
by the National Association of Securities Dealers in th e
registration of securities salesmen .

The need for CFTC to improve its screening of applicant s
was discussed by CFTC's Chairman in a s peech before an as-
sociation of financial writers in June 1977 . He stated that :

"What bothers us [the Commission] is tha t
some potential or actual crooks may be gettin g
registered because we simply do not have th e
staff to cull out the bad apples * * * We wil l
register [annually] 600 to 1,000 people who ar e
borderline cases . "

REREGISTRATION TOO AUTOMATI C

Generally, CFTC automatically reregisters applicants .
During the reregistration process it does not (1) scree n
applicants against FBI or SEC files, (2) consider informa-
tion in employee termination reports which FCMs must fil e
with CFTC, or (3) consider an applicant's historical recor d
of violations of exchange rules which are often similar t o
provisions of the act or regulations . Rather it relie s
primarily on the information in the applicant's reregistra-
tion application which usually reflects only any violation s
committed in the past year . Therefore, CFTC may be automati-
cally reregistering applicants who may have committed recen t
crimes, been terminated for good cause, or been found guilt y
of violating exchange rules, without first considering whethe r
they are fit to be registered .

Registrations of all FCI4s and floor brokers expir e
December 31 of each year ; those of all commodity trading
adv .ors and pool operators expire on June 30 . Associated
persons' registrations expire every 2 years on a staggere d
basis . During fiscal year 1977 CFTC reregistered 17,142 ap-
plicants .

Because CFTC does not again screen applicants agains t
FBI or SEC files, applicants might exclude derogatory in -
formation on their applications . To protect against this ,
CFTC should periodically perform name (and fingerprint )
checks against SEC and FBI files and make any necessary in -
vestigations before reregistering applicants . It may no t
be cost effective to perform such screening each time a n
applicant applies for reregistration . However, to weed ou t
unfit applicants and to provide credibility to CFTC's re -
registration procedures, CFTC should consider performin g
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such indepth screening at set intervals, such as every othe r
or every third time an applicant_ reapplies .

Our review also showed that CFTC does not effectivel y
use two sources of information it already has on file con-
cerning applicants . We found that although CFTC require s
exchanges to submit reports of disciplinary actions take n
against FCMs or floor brokers and FCMs to submit reports o n
the termination of employees registered with CFTC, it gen-
erally does not consider these reports when determining
whether to reregister an applicant . According to a CFTC
registration official, there is a shortage of staff to re -
view these reports .

For example, FCMs are required to report the termina -
tion of any of their associated persons or floor brokers ,
including the reasons for the termination . However, w e
found CFTC does not use the reports for evaluating th e
applicant's fitness for reregistration . Our review of se-
lected termination reports filed with CFTC showed that as-
sociated persons were terminated for such offenses a s
unauthorized trading for customers' accounts, fraud, an d
misrepresentation . However, CFTC does not consider such
reports during the reregistration process and generall y
reregisters all individuals .

The second source of information not being effectivel y
used by CFTC in its reregistration process is reports o f
exchanges' disciplinary actions against floor brokers o r
FCMs . We found that CFTC generally does not consider thes e
reports when reregistering applicants . As a result, FCM s
and floor brokers with histories of exchange rule violation s
have been automatically reregistered .

For example, a floor broker and an FCM, who were mem-
bers of the Chicago Mercantile Exchange, had the followin g
history of violations of exchange rules but were routinel y
reregistered by CFTC on December 31, 1976 .

Example A

Date of

	

Exchange' s

	

violation

	

disciplinary	 action

	

8/71

	

$300 fine and 6 month s
probation effectiv e
August 1, 197 1

Rules violated

Acted as both buye r
and seller in the
same transaction an d
simultaeously bough t
and sold orders fo r
the same principals .
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(Example A )

Took the opposite
side of a customer' s
trade .

Engaged in dishones t
conduct and trade d
ahead of his customers .

Failed to
appear k,efore an inves -
tigativa committee .

Took the opposite sid e
of a customer's order .

Traded ahead of hi s
customers .

Example B

Rules violate d

Failed to request an
initial and a secon d
margin ; failed t o
follow exchange com-
mission charge table ;
violated the sam e
rules a second time .

Violated rule s
regarding releas e
of advertising
material .

Accepted controlled ,
managed, and discre-
tionary accounts i n
violation of exchang e
rules .

Failed to maintai n
written records o f
customer orders .

	

5/ 8/74

	

$1 .000 fine and a
cease and desis t
lette r

	

2/11/75

	

$5,000 fine an d
5-day suspensio n

	

2/11/75

	

$5,000 fine

2/ 3, 6,

	

$3,000 fine and

	

& 11/76

	

5-day suspensio n

	

4/12/76

	

30-day suspension
and ordered to
adjust customer' s
account by $1,26 0

	

Date of

	

Exchange' s
violation

	

disciplinary actio n

	

11/16/70

	

$25,000 fine

4/21/71 Must submit adver-
tising material
to exchange fo r
approval befor e
release .

	

11/27/74

	

$1,000 fine and a
cease and desis t
order



(Example B )

Rules violated
Date o f

violation
Exchange' s

disciplinary actio n

Exceeded exchange 9/23 & Warning lette r
position limits in 9/24/7 5
pork bellies .

Errors, delays,

	

and 9/17/75 Cease and desis t
omissions in clearing order
house data processing
cards and othe r
memoranda .

We discussed these and other cases with a CFTC registra-
tion official, who stated that the registration staff ha s
insufficient resources to investigate the circumstances sur-
rounding exchange disciplinary actions . He pointed out tha t
his staff had compiled lists of exchange rule violators an d
as of December 22, 1977, had identified 31 serious cases whic h
raised questions about the fitness of the applicable regis-
trants . However, because of limited staff the investigatio n
of these cases had a low priority .

NOPROCEDURES TO ENSURE COMPLIANC E
WITH REGISTRATION REQUIREMENT S

CFTC has no procedures to verify that those individual s
and firms engaged in the commodity futures industry and wh o
are required to be registered with CFTC are in fact regis-
tered . For example, it does not perform periodic test check s
at FCMs and exchanges to determine whether all associated
persons and floor brokers employed by the firms have regis-
tered with CFTC . The probability of unregistered person s
and firms conducting futures business is made more apparen t
due to the dropout rate of registrants . According to CFT C
statistics, about 13 percent of the floor brokers, 7 percen t
of the FCMs, and 16 percent of the associated persons do no t
reregister with CFTC when their registrations expire .

We believe verification procedures are vital for ensur-
ing compliance with the registration requirements of the ac t
and in protecting the public from unscrupulous and unfit in -
dividuals . CFTC has attributed the lack of such procedure s
to a shortage of personnel .

	

However, we believe CFTC coul d
do some verification checks fairly quickly when it perform s
rule enforcement reviews of exchanges and financial audit s
of FCMs .
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The need for periodic tests at FCMs was demonstrated b y
a one-time CFTC audit of five Chicago FCMs in October 1975 .
CFTC found that some associated persons of two of the FCM s
had solicted and accepted orders for the purchase or sale o f
commodity futures but had not registered with CFTC as re-
quired by its July 1975 regulations . The audit also dis-
closed that the FCMs had not reported to the Commission, a s
required by regulaiJon, all terminations, new hires, and th e
openings and closings of branch offices thereby making i t
difficult for CF'IC to determine whether all new associate d
persons had registered .

QUALIFICATIONS AND PROFICIENCY
STANDARDS IOT ESTABLISHE D

The need for qualification and proficiency standards t o
help CFTC rid the futures industry of unqualified individual s
was suggested by one of its advisory committees in Augus t
1976 . Recent discussions with CFTC officials lead us to be-
lieve that such standards are urgently needed . However, th e
Commission has not established them .

Section 4p of the act authorizes the Commission to de-
velop and implement rules and regulations on training, expe-
rience, and other qualifications, including administratio n
of a proficiency examination, when the Commission believe s
they are necessary or desirable to ensure the fitness o f
floor brokers, associated persons, and other persons asso-
ciated with the futures industry . The act allows the Com-
mission to transfer responsibility for the proficienc y
examination to contract markets, or a title III self -
regulatory organization .

In August 1975 the Commission established the Advisor y
Committee on Commodity Futures Trading Professionals to ,
among other things, consider and recommend to the Commis-
sion necessary training and fitness standards for tradin g
professionals . The committee's report, issued on August 5 ,
1976, recommended that CFTC or the exchanges establish th e
following requirements :

--Associated persons pass a proficiency examinatio n
developed and administered by the futures industry .

--Exchanges establish minimum financial and competenc y
standards for floor brokers .

--Principals of FCMs who are not registered as associate d
persons pass a competency examination as a prer e quisit e
of their being associated with the firm .
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--Commodity trading advisors p ass a basic commoditie s
examination as a condition of registration .

CFTC has not implemented any of the advisory committee recom-
mendations .

In the area of qualifications and standards, the ex -
changes have varying requirements . In Chicago, CBT require s
associated persons to pass an examination administered by
the National Association of Securities Dealers unless the y
have prior industry experience . The MidAmerica Commodit y
Exchange, while not requiring the examination, estimate s
that 80 percent of the associated persons employed by it s
members have passed the test . Also, CME and MidAmerica pro -
vide new members with a brief orientation on the mechanic s
of commodity futures trading .

The five New York commodity exchanges do not have re-
quirements for associated persons but have left it up t o
their member FCMs to establish and enforce qualifications
standards . Many of the FCMs have house rules requiring a
demonstration of proficiency and qualifications . The large r
ones have their own education and training courses and thei r
own examinations . Others require associated persons to tak e
an examination given by the Futures Industry Association ,
Inc . Howevo r , many FCMs have no qualification re quirements .

In discussing the need for industrywide qualificatio n
standards, a top-level CFTC enforcement official advise d
us that without such standards CFTC cannot effectively weed
out unfit and unscrupulous individuals now being registered .
He also stated that the Enforcement Division receives man y
calls from customers who claim they have been "ripped off "
by persons registered with CFTC and who ask what qualifica-
tion standards CFTC requires . They are (unpleasantly) sur-
prised to learn that CFTC has none . A CFTC registratio n
official told us that when applicants contact CFTC concern-
ing registration requirements they are (pleasantly) sur-
prised to learn that CFTC does not have educational or test-

requirements .

Other CFTC officials told us that establishment o f
qualification and proficiency standards would substantiall y
increase CFTC's workload . They suggested that a title II I
self-regulatory association be delegated the responsibilit y
for establishing such standards as well as for administering
registrations . However, because of recent Department o f
Justice objections, the likelihood that CFTC will approv e
such an association in the near future is doubtful . On
October 11, 1977, the Department urged CFTC to drop an in-
dustry proposal to establish a self-regulatory associatio n
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because, according to the Department, the proposal woul d
violate antitrust laws and may be unconstitutional . Th e
Department cited the following major defects in the industry
proposal :

--Compulsory membership to be r e q uired by the associa -
tion raised serious constitutional questions .

--Lawmaking powers to be delegated to the associatio n
are "arguably vested solely in Congress . "

--The proposal is inconsistent with the statutory re-
quirement that the association be "the least anti-
competitive means" of complying with the act .

REVISED	 REGISTRATION FEES NEEDED

Registration fees charged applicants are not based o n
recent actual registration costs incurred by CFTC . Our re-
view of limited recent CFTC cost data shows that fee s
charged associated persons, as well as other registrants ,
may be inequitable .

Section 8a of the act authorizes the Commission to "fi x
and establish from time to time reasonable fees and charge s
for registrants and renewals * * * ." According to our revie w
of the act's legislative history, the Congress authorized th e
setting of fees so that the Government could recoup the cos t
of registering applicants . Fees charged by CFTC include $20 0
for FCMs (plus $6 for each branch office and $6 for each au-
thorized agent), $20 for floor brokers and associated persons ,
and $50 for commodity trading advisors and pool operators .

The Commodity Exchange Authority set the current fee s
for floor brokers and FCMs in 1974 . Fees for associated per -
sons, commodity trading advisors, and commodity pool opera-
tors were set soon after CFTC was established . CFTC offi-
cials told us that these fees were based on Agriculture in-
vestigation costs and salaries of CFTC registration employ-
ees, excluding related overhead costs .

The most recent CFTC analysis of registration costs an d
fees was performed in March 1977 . The analysis, shown below ,
showed that on the basis of first q uarter results, estimated
fiscal year 1977 registration costs exceeded projected incom e
from fees for all categories of registrants except for asso-
ciated persons . However, the cost figures were incomplet e
because they excluded overhead and costs incurred by person-
nel not directly involved in registration .
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Asso-
ciated

persons

Com-
modit y
trading

advisors

Com-
modity
poo l

operator Tota l
FCMs

	

Floo r
(note a)

	

broker s

Estimated
fees $75,212 $53,900 $501,220 $

	

32,550 $

	

29,750 $692,63 2

Estimate d
costs 83,116 57,752 165,600 70,108 56,676 433,25 2

Excess o f
fees ove r
costs $-7,904 $-3,852 $35,620 $-37,558 $-26,926 $259,380

a/Includes branch offices and agents .

In view of the above data and the statutory requiremen t
that the registration fees be reasonable, the Commissio n
should review its present fee schedule with a view towar d
setting reasonable fees based on recent actual costs of reg-
istering applicants .

Another aspect of CFTC fee collection procedures whic h
needs reexamining is the refund policy . CFTC refunds the
entire registration fee when an applicant wi`'uraws hi s
application or is denied registration . In fiscal year 197 7
CFTC refunded about $13,000 to applicants . However, becaus e
CFTC generally incurs costs in processing these applicants ,
it should reexamine its liberal refund policy .

CONCLUSIONS

CFTC needs to signficantly upgrade its registration pro -
gram if the program is to be relied on to weed out unfit and
unqualified individuals from dealing with the trading public .
As recognized by its Chairman, CFTC presently may be register -
ing "potential or actual crooks . "

To start with, CFTC needs to fingerprint applicants .
Without this, persons with something to hide could use a n
alias to prevent CFTC from detecting derogatory informatio n
about them . Fingerprinting, which has recently been adopte d
by the securities industry, would enable CFTC to bette r
identify individuals whose applications should be denied be -
cause of prior criminal activities and would ease CFTC's jo b
of enforcing the registration provisions of the act .

Secondly, CFTC needs to stop automatically reregister-
ing applicants . It should periodically rescreen applicant s
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using FBI and SEC checks and the information it already col-
lects from exchanges and FCMs concerning disciplinary action s
and terminations .

A third stumbling block to an effective registratio n
program is the absence of CFTC procedures to ensure that in-
dividuals and firms dealing with the trading public are, i n
fact, registered . Without such procedures CFTC's registra-
tion program lacks credibility .

CFTC's ability to protect the public can also be improved
by exercising its statutory authority to set qualification s
and proficiency standards for registrants . With such stand-
ards CFTC should be able to better cull out unscrupulous and
unqualified individuals from dealing with the trading public .

Our review also showed that fees charged registrant s
may be inequitable because they are not based on recent CFTC
cost data . Accordingly, CFTC should review its present fe e
schedule recognizing recent registration costs and revise th e
schedule as necessary . This should be done periodically .
Also, because it generally incurs costs in processing appli-
cations which are subsequently withdrawn or denied, CFT C
should reexamine its policy of providing a total refund o f
fees on such applications .

RECOMMENDATIONS TO THE CHAIRMAN, CFTC

To better protect the trading public from unfit and un-
qualified individuals and firms, the Chairman should :

--Fingerprint registration applicants and submit th e
prints to the FBI for record checks .

--Review the fitness of registrants on a continuin g
basis by periodically screening reregistration appli-
cations against SEC and FBI files and reviewing an d
considering information in exchange rule violation and
FCM termination reports .

--Perform periodic test checks to ensure that individ-
uals and firms required to be registered with th e
Commission are, in fact, registered .

--Establish and enforce qualification and proficienc y
standards for registrants .

To assure that registration fees are reasonable, th e
Chairman should review CFTC's fee schedule to determin e
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whether fees adequately reflect-the actual costs of reg i s-
tration and revise the schedule as necessary . The schedul e
should be reviewed periodically . Also, the Chairman shoul d
consider changing the policy of refunding the total amoun t
of fees paid on those applications which are withdrawn o r
denied .
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CHAPTER 7

NEED TO REDIRECT AND IMPROVE THE AUDIT FUNCTION

The Commodity Futures Trading Commission has been slo w
in implementing our 1975 recommendation that it redirect it s
audit effort to a strong oversight role and transfer th e
primary responsibility for enforcing required financial pro-
vis'ons of the regulations to the exchanges and require tha t
futures commission merchants engage independent public ac-
countants to audit their financial statements . Our lates t
review showed that CFTC does not audit FCMs often enough t o
assure that customers' funds are adequately safeguarded .

Also, CFTC needs to take stronger action against FCM s
which violate financial and recordkeeping provisions o f
the act and CFTC regulations . CFTC sanctions against FCMs
have not always been effective in deterring further viola -
tions . In addition, CFTC should send written re ports to
exchange officials on the results of its audits of FCMs .

Although CFTC, SEC, and exchanges have duplicative re-
quirements for auditing FCMs and for the filing of financia l
statements by FCMs, CFTC is taking steps to eliminate o r
minimize the problem . This is especially important in-view
of CFTC's limited resources and its increasing workload .

Finally, CFTC needs to strengthen its oversight of th e
two largest Chicago exchanges to ensure that they adequatel y
enforce their federally approved minimum financial require-
ments .

NEED TO REDIRECT THE AUDIT FUNCTION

To protect customers' funds, sections 4f(2) and 4d(2 )
of the act require that FCMs meet minimum financial require-
ments at all times, account separately for customers' funds ,
and not commingle such funds with other FCM funds . The ac t
is supplemented with a set of complex regulations which in-
clude stringent requirements for FCMs to segregate customers '
funds from their own . CFTC periodically performs segrega-
tion audits of all FCMs to ensure their compliance with seg-
regation and certain recordkeeping requirements, such as th e
maintenance of ledger accounts, journals, and other support-
ing books and records, evidencing that customers' transac-
tions are kept separately from house or other FCM accounts .
CFTC believes that segregation audits are the most effectiv e
means of safeguarding customers' funds and enforcing th e
regulations .
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To ensure compliance with minimum financial and related
reporting requirements, CFTC relies in part on its own audit s
and those of certain exchanges . Exchanges with CFTC-approve d
minimum financial requirements--currently the Chicago Boar d
of Trade and the Chicago Mercantile Exchange--have primary re-
sponsibility for enforcing the requirements, with CFTC assum-
ing an oversight role by monitoring exchanges' activities .
CFTC has set minimum financial requirements for FCMs belong-
ing to other exchanges and, during its segregation audits o f
these FCMs, determines whether they are complying with th e
requirements . CFTC calls these combined audits of segrega-
tion and minimum financial re quirements general audits . I n
addition to segregation and general audits, CFTC perform s
limited audits of firms initially applying to be registered
as FCMs .

During fiscal year 1977 CFTC had not completed audits ,
segregation or general, of 97 FCMs, or about 33 percent o f
the estimated 296 FCMs registered with CFTC during the year .
CFTC's chief accountant told us that to assure that FCMs ar e
complying with the segregation re quirements of the act, CFTC
should audit each FCM annually and perform three to four spo t
checks during the year . However, CFTC currently perform s
segregation audits on an 18- to 20-month cycle and generall y
performs no spot checks . The chief accountant characterize d
the 18- to 20-month cycle as "clearly insufficient ." He also
stated that because of staff shortages the audits are not a s
comprehensive as they should be and that CFTC has been for-
tunate that there have been no major defaults of FCMs . Ac -
cording to this official, CFTC would have to double the siz e
of its audit staff, currently at 33, to be able to annuall y
audit FCMs .

CFTC's difficulty in providing the trading public mini-
mal protection against the possible financial insolvency o f
FCMs has been severly aggravated by the Commission's deci-
sions and actions with respect to the trading of foreig n
options, which is discussed in chapter 12 . 1/ Options trad-
ing has attracted many firms to seek registration as optio n
FCMs . Because many option FCMs were undercapitalized accord-
ing to a CFTC audit official, CFTC had to divert much of it s
audit resources to police these firms to assure that the y
complied with statutory and CFTC regulations . .The officia l
advised us that in an effort to provide resources to audi t
option firms', CFTC had decreased its audit work at some larg e

1/ On Apr . 5, 1978, the Commission finally voted to suspen d
the sale of most options as of June 1, 1978 .
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commodity FCMs with good records of compliance with CFT C
financial requirements . However, CFTC found that withou t
direct and frequent Federal audits, problems and patterns o f
noncompliance with CFTC requirements have developed at som e
of these FCMs . The official stated that because of options -
related work ; CFTC's current 18- to 20--month audit cycle wil l
probably widen .

In our 1974 and 1975 reports, we addressed the problem s
the Commodity Exchange Authority faced in auditing FCMs . We
pointed out that in carrying out its responsibilities fo r
regulating securities broker-dealers, SEC, which has respon-
sibilities similar to those of CFTC, directed its auditin g
work to an oversight role and placed primary responsibilit y
for this function with the securities exchanges . We recom-
mended in the 1975 report that CFTC's Chairman should re -
direct the Commission's audit function to a strong oversigh t
role and transfer the primary responsibility for enforcin g
the required financial provisions and regulations to the ex-
changes . To assist the exchanges in assuming this responsi-
bility and to insure that customers' funds are protected, we
recommended that the Chairman :

--Develop and issue guidelines a- + procedures for audit s
of FCMs by independent public accountants and exchanges .

--Require all FCMs to engage independent public account -
ants to annually conduct minimum financial requirement s
and segregated funds audits and to furnish copies o f
reports on the results of such audits to the Commissio n
and the cognizant exchanges .

--Test the reliability and accuracy of the public ac-
countants' audit reports through audits of °CMs whe n
necessary .

CFTC has not implemented our recommendations . In Octo-
ber 1976 CFTC issued proposed revisions to its reguation s
which would, among other things, require that exchanges as-
sume a major role in monitoring the financial stability o f
member FCMs and that FCMs be audited annually by independen t
public accountants . However, the proposed revisions, no w
planned for implementation in the summer of 1978, would no t
require public accountants to perform segregation audits no w
performed by CFTC auditors . According to an agency official ,
while the proposed public accountant audits will reduc e
CFTC's audit workloa'9, it is uncertain whether the workloa d
will be reduced sufficiently so that CFTC can perform enoug h
segregation audits to provide an adequate level of custome r
protection .
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We believe CFTC should redirect its audit function t o
an oversight role becaus e

--segregation audits, which are at the heart of cus-
tomer protection, are not being performed by CFTC
in an acceptable frevuency and

--it is unreasonable to expect the Government t o
continue bearing audit costs which an FCM coul d
consider a necessary expense of doing business .

The primary responsibility for auditing FCMs shoul d
be delegated to the exchanges . To assist the exchanges in
assuming this responsibility, the Commission should reauir e
FCMs to engage jndependent public accountants to make th e
re q uired audits and furnish reports on the results to th e
cognizant exchange and to CFTC . CFTC should provide th e
exchanges and auditing firms with guidelines and procedure s
for making these audits .

The Commission could then fulfill its oversight respon-
sibility by auditing FCMs as necessary to test the reliabil -
ity of the independent public accountants' work and b y
making comprehensive reviews of exchanges'-financial compli -
ance activities . By redirecting its audit role, the Commis-
sion could concentrate more on known or suspecte d
noncompliance cases and could increase its work in othe r
enforcement areas .

In discussing the need for CFTC to redirect its audi t
role with CFTC officials, we were advised that if the Con-
gress enacts the proposed revision and codification to th e
Bankruptcy Act, the need for CFTC to continue performing
detailed segregation audits of FCMs will be reduced . As
mentioned previously, the purpose of segregation audits o f
FCMs is to ensure that they are complying with regulation s
aimed at protecting customers' funds, such as in the even t
of the FCM's bankruptcy . The proposed revision and codifi-
cation, according to CFTC, would provide specifically fo r
the protection of customers' funds in bankruptcy and, there -
fore, if enacted would eliminate the need for many of CFTC' s
present complex segregation regulations . Eliminating many
of the regulations would reduce the need for CFTC to perfor m
detailed segregation audits of FCMs, according to a CFTC
official . CFTC would be able to rely primarily on th e
independent p ublic accountants and other financial control s
envisioned by the proposed CFTC regulations to satisf y
CFTC's regulatory responsibility for financial surveillanc e
of FCMs .
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NEED TO TAKE STRONGER ACTIONS
AGAINST VIOLATORS

When CFTC audits showed that FCMs violated segregatio n
and financial provisions of the act or regulations, CFT C
generally issued noncompliance or warning letters to th e
FCMs rather than seek stronger punitive actions, such a s
fines or suspensions . However, our review showed that CFTC
needs to be more forceful with violators, especially repea t
violators .

In looking at CFTC audit files of eight FCMs in th e
New York region, we found that each firm had a history o f
of violating segregation and recordkeeping provisions o f
the act or regulations . CFTC repeatedly sent warning o r
noncom pliance letters to the firms, but CFTC initiate d
enforcement p roceedings in only one case .

CFTC's most recent audit in August 1976 of one of th e
FCMs 1/ disclosed that it was undersegregated 2/ on 39 bus-
iness days between December 1975 and Seotember 1976 i n
amounts ranging from $1 million to $34 million . Three pre-
vious audits of the FCM showed the following segregatio n
violations as well as violations of other regulations :

Number of days

	

Amount s
Audit date

	

undersegregated

	

undersegregated

11/ 8/74 8 $34,000

	

to $5 .5 millio n
12/

	

2/74 14 $70,000

	

to $3 .3 millio n
8/28/75 26 $14 .3 million to

$36 .2 millio n

A December 1976 CFTC audit report of another FCM showe d
that it was undersegr e g ated by from $400,000 to $4 .7 millio n
for 240 consecutive business days between April 1975 an d
March 1976 . Prior audits showed that the firm was also
undersegregated or had commingled customers' funds on fou r
occasions between 1972 and 1974 . After the current audit ,
CFTC sent the firm a warning letter but did not star t
enforcement proceedings .

1/ This case was referred to the Enforcement Division onl y
after the latest audit .

2/ An FCM is undersegregated when it has not segregate d
sufficient funds to comply with CFTC regulations .
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Our review of six CFTC audits of FCMs in Chicago dis-
closed similar instances where the CFTC sanctions wer e
inadequate . For example, one FCM had a history of viola-
tions dating back to 1972 involving failing to segregate ,
undersegregation, filing inaccurate reports, and failing to
prepare and maintain various required records . After eac h
audit, compliance or warning letters were sent to the fir m
as follows .

Audit date
Violation of act o r
Federal regulation CFTC actio n

b/30/72 Commingled house and Compliance lette r
customer account s

Filed inaccurat e
report s

8/31/73 Undersegregation Warning lette r

11/29/74 Commingled house and Comrliance lette r
customer account s

12/31/75 Failed to segregate Compliance letter
customers' fund s

Failed to maintai n
required record s

	

1976

	

Failed to file

	

Compliance lette r

	

(exact

	

required record s
date no t
known )

1/31/77

	

Failed to maintain

	

Compliance lette r
required record s

We believe that in the above case CFTC should have take n
stronger action against the firm .

In reviewing CFTC's procedures for distributing compli-
ance or warning letters, we noticed that CFTC does not pro -

vide copies of such letters to exchange officials . However ,

some of the exchange officials we spoke to stated that the y
would like to receive copies of the letters to assist thei r
enforcement of exchange rules and to prevent duplication o f

audit effort . To help the exchanges in their self-regulator y
responsibilities, CFTC should consider informing the exchange s
of the results of CFTC audits of member firms .

9 9



NEED TO REDUCE
DUPLICATION IN FINANCIA L
REPORTING	 AND AUDITING

There is considerable duplication in Federal an d
exchange financial reporting requirements imposed on FCMs .
Also, CFTC, SEC, and exchanges audit activities overlap .
Firms which deal both in securities and commodity future s
must file financial reports with SEC, CFTC, and exchange s
of which they are members and may be subject to periodi c
audits by each of these organizations .

For example, a CME member is required to file with the
exchange the following financial statements to comply wit h
the exchange's minimum financial requirements :

--Interim financial statement .

--Annual financial statement certified by a certifie d
public accountant .

--Interim and annual statements of financial condition .

--Interim and annual statements showing computation o f
capital position .

--Interim and annual statements showing segregation o f
customer funds .

--Interim and annual statements showing the member
firm's positions in the commodity futures market .

lf the firm is also a Chicago Board of Trade member, an d
many are, it would be required to file similar statement s
with that exchange .

The firm is also required to furnish copies of each o f
the above listed reports to CFTC . In addition, if the fir m
is a securities dealer and a member of the various stock ex -
changes, it would file reports required by SEC and th e
exchanges .

Concerning duplicative auditing of FCMs, one of th e
FCMs we visited in Chicago was being audited simultaneousl y
by five different organizations, as shown below .
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Organization performing audi t

CFTC

An independent publi c
accounting fir m

Chicago Board of Trad e

An independent publi c
accounting firm doing an
audit collectively for fou r
New York exchanges and SE C

Compliance audit

	

New York Mercantile Exchang e

Frequently, audits by CFTC, SEC, the exchanges, an d
independent public accountants cover the same areas . I n
Chicago alone there are about 60 firms that are under th e
jurisdiction of both CFTC and SEC . Each agency has its own
financial reporting and audit requirements .

Futures industry participants we interviewed agree d
that there is a need for a uniform, single financial report-
ing statement that FCMs could use '-o meet the CFTC, SEC, an d
exchange requirements . They believe that overlapping audi t
responsibilities could also be eliminated or minimized by
establishing a self-regulatory association under title II I
of the act . Such an association could establish uniform re -
porting requirements and take over the audit functions, lim-
iting the various agencies' roles to that of monitoring .

CFTC has addressed the problems of duplication and ha s
proposed changes to its financial regulations . If imple-
mented, these revisions would :

--Increase the frequency and expand the content of FC M
financial reporting and require that reports be
audited by independent public accountants .

--Make reporting requirements uniform throughout th e
futures industry .

--Allow FCMs who are also broker-dealers to file th e
same financial reports with CFTC and SEC .

--Establish an early warning system designed to giv e
notice of an FCM's financial deterioration .

Type of audi t

Segregation audi t

Annual

Margin audi t

Segregation, margin ,
and financial audit
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--Enable the delegation to a single self-regulator y
organization the responsibility for monitoring an d
auditing any FCM which is a member of more than on e
exchange or self-regulatory association .

The Commission believes that the implementation o f
these proposals, targeted for the summer of 1978, will hel p
achieve the Commission's goal of industry self-regulation ,
increase regulatory efficiency, and reduce the burden o f
multiple financial monitoring, auditing, and reporting im-
posed on FCMs which are members of more than one exchange .
Also, the changes should reduce CFTC's audit workloa d
according to a CFTC official .

We agree that, if properly implemented, the abov e
changes would reduce the financial reporting and auditing
burden placed on the futures industry and, therefore, in -
crease regulatory efficiency . CFTC should strive to imple-
ment the proposed changes as soon as possible, as we recom-
mended the first of the proposed changes in prior report s
and in August 1976 the Commission's Advisory Committee o n
Commodity Futures Trading Professionals recommended some o f
the others .

NEED FOR BETTER CFTC OVEPSIGHT OF EXCHANGE-
ENFORCED MINIMUM FINANCIAL REQUIREMENT S

Section 5a(9) of the act requires that each exchang e
enforce, when approved by the Commission, minimum financia l
standards and related reporting requirements for FCMs whic h
are members of such exchanges . As mentioned previously ,
only CBT and CME have such federally approved minimum finan -
cial requirements for their members . Members of other ex -
changes must follow re quirements set by CFTC .

CFTC anually reviews the enforcement programs of th e
two exchanges to determine whether they are adequately moni -
toring their members' compliance with minimum financia l
requirements . CFTC examines each exchange's early warning
system, 1/ financial statements submitted by FCMs to th e
exchange, and selected workpapers the exchang e keeps fo r
auditing members' financial conditions .

CFTC has not set minimum acceptable auditing standard s
or guidelines for the exchanges to follow . The need fo r

1/ A system designed to give CFTC sufficient advance notic e
of the FCM's financial deterioration .
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such guidelines and standards is made more apparent becaus e
of the history of deficiencies uncovered by both CFTC an d
the Commodity Exchange Authority reviews of exchanges' audi t

programs .

For example, in 1971 and 1973, the Authority concluded
that both exchanges had to improve their audit programs .
The Authority characterized CBT's audits as meager becaus e
the exchange seldom went beyond a desk review of membe r
firms' financial statements and other documens . Th e
Authority reported that CME needed to increase the numbe r
of financial audits it performed .

Because of the deficiencies the Authority found i n
exchanges' audit programs, we recommended in our 1974 repor t

that the Authority establish guidelines on acceptable per-
formance standards for exchanges' audit functions and tha t
penalties be imposed for exchanges' failure to meet suc h
standards within a specified period . However, our recommen-
dations have not been implemented .

CFTC's most recent audit of CME, completed in Augus t

1977, disclosed continued deficiencies in the exchange' s

program. CFTC found that 30 of the exchange's 81 FCMs whic h

were registered by CFTC had not been audited in the past 3

years . In calendar year 1976, the exchange had complete d

only 25 financial and segregation audits, 52 percent les s

than the previous year .

CFTC also found that CBT started only 47 financia l
audits during calendar year 1976, even though at the tim e
the exchange had about 108 registered FCMs . CFTC official s
told us that the 47 audits were a considerable increase ove r

the number of audits performed in prior years .

Our review of CFTC oversight procedures showed tha t

CFTC does not test the reliability and accuracy of th e
exchanges' audit program by periodically auditing selecte d

FCMs . Without performing such test audits, CFTC is not i n

the best position to reach conclusions concerning the qual -

ity of the exchanges' audit programs . The chief accountan t
agreed with our observations on the need for CFTC to bette r

evaluate the quality of exchange audit programs .

CONCLUSIONS

CFTC audits have not been sufficiently frequent an d
may not be complete enough to ensure that customers' fund s

are adequately protected . Although CFTC has recognized
this, it has not implemented our previous recommendation s
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that it assume an oversight role and direct the exchanges to
enforce minimum financial and segregation fund r e quirements .

We believe it is both practical and desirable, and i n
line with CFTC's goals for self-regulation, to have th e
exchanges assume primary responsibility for enforcement .
CFTC should assist the exchanges by working with them t o
develop the necessary staff capability and by requiring FCM s
to furnish the exchanges and CFTC with reports on audits o f
segregation of funds and financial requirements attested t o
by independent public accountants . Also, CFTC should wor k
with the exchanges to develop detailed guidelines to assis t
public accountants in performing these audits .

The approach should be :similar to that of SEC, whos e
practice is to make use of professional accountants to sat-
isfs its auditing requirements and to improve the standard s
of such audits, where necessary, rather than having th e
Government assume the entire burden . It is not reasonabl e
to expect the Government to continue bearing audit cost s
which an FCM should consider a necessary expense of doin g
business .

However, amendments to the Bankruptcy Act have bee n
introduced which according to CFTC will reduce the need fo r
detailed segregation audits of FCMs . Because of this v e
are not, at this time, offering recommendations concernin g
the redirection of the segregation audit responsibility t o
exchanges .

CFTC's practice of generally sending warning or noncom-
pliance letters has been ineffective in stopping some firm s
from repeatedly violating segregation and financial require-
ments of the act or the regulations . To ensure FCM compli-
ance, CFTC should take p rompt and aggressive enforcemen t
action against violators, including fines, revocations, o r
suspensions .

While we believe that CFTC should turn over the primar y
responsibility of auditing FCMs to the exchanges, we recog-
nize that there will be instances where CFTC needs to per -
form such audits itself . In these cases, to assist exchange s
in their self-regulatory responsibilities and to prevent pos-
sible duplication of audit effort, CFTC should inform the
exchange officials of the results of CFTC audits of exchang e
firms .

CFTC has issued proposed regulations which, when prop-
erly implemented, should eliminate or minimize duplicativ e
reporting requirements and overlapping audit responsibilitie s
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among CFTC, SEC, and exchanges . Because of the proposed
regulations, we are not offering recommendations in thi s
area .

Finally, CFTC needs to improve its oversight of CBT' s
and CME's enforcement of federally approved minimum finan-
cial requirements . Commodity Exchange Authority and CFTC
reviews have shown that the exchanges need to upgrade thei r
audit programs . However, as with the Authority, CFTC ha s
not acted vigorously to ensure the adequacy of the exchanges '
programs . CFTC needs to establish standards of acceptabl e
performance and should impose penalties for failure to mee t
the standards within a specified period of time . To tes t
the quality of the exchanges' programs, CFTC needs to period -
ically audit selected FCMs . The need for the Commission to
improve its oversight procedures will be amplified with th e
implementation of the proposed regulations requiring al l
exchanges to assume primary enforcement responsibility fo r
their members' compliance with minimum financia l

requirements .

RECOMMENDATIONSTO THE CHAIRMAN, CFTC

To assure that customers' funds are adequately safe-
guarded and to increase regulatory efficiency, the Chairma n

should :

--Delegate to the exchanges the primary responsibility
of ensuring that member FCMs comply with the minimum
financial requirements and require the FCMs' financia l
statements to be certified annually by independen t

public accountants . To assist the public accountants ,
the Commission should provide them with detaile d
auditing guidelines . The Commission also should assum e
a strong oversight role, including periodically test-
ing the adequacy of the public accountant audits .

--Take prompt and aggressi•e action against firms whic h
violate the financial provisions of the act or the

regulations .

--Provide exchanges with written reports on the result s
of CFTC audits of member firms .

--Establish standards for exchanges' enforcement of min-
imum financial requirements, set deadlines for compli-
ance, and impose penalties for failure to meet th e

deadlines . To assist in evaluating exchange perform-
ance, the Commission should periodically audit selecte d

FCMs .
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CHAPTER8

CFTC'S MARKET SURVEILLANC E

PROGRAM NEEDS IMPROVEMENT

Because the act requires exchanges to prevent pric e
manipulation and to enforce their rules and because th e
Commodity Futures Trading Commission needs to monito r
exchange self-regulation, CFTC and exchanges independentl y
maintain an ongoing rarket surveillance program, 1/ result-
ing in duplicative activities . For example, CFTC and the
Nation's two largest exchanges--the Chicago Board of Trad e
and the Chicago Mercantile Exchange--duplicate each other' s
market surveillance activities in various respects . At the
time we performed our review of market surveillance both o f
these exchanges had not agreed to provide us access to thei r
records . Therefore, we were unable to test their surveil -
lance programs to determine to what extent duplication ca n
be reduced or eliminated . Notwithstanding this, CFTC need s
to study the interrelationship between its market surveil -
lance programs and that of exchanges with a view towar d
reducing or eliminating unnecessary duplication, improvin g
coordination, delineating responsibilities, and sharin g
market information .

Accurate, complete, and timely market data is th e
backbone of a successful market surveillance program . Agency
studies have shown that there are various problems with CFTC
market surveillance data . Furthermore, CFTC's market sur-
veillance functions are manually oriented and should b e
automated . CFTC has recognized many of the weaknesses and
proposed changes to correct them . However, because CFTC ha d
not established an adequate plan for implementation, som e
remain unresolved .

Further research and corrective action are also neede d
in several areas to improve CFTC's surveillance of the futures
markets . Cash price data, in particular, is deficient fo r
various commodities . CFTC has recognized the cash price dat a
problem but has yet to take corrective action .

1/The purpose of market surveillance is to detect an d
prevent market disruption . It is a multifaceted process ,
involving, among other things, collecting, analyzing, and
comparing various market data .
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NEED FORMARKET SURVEILLANC E

Market surveillance is needed to monitor the performanc e
of futures markets and to detect and prevent adverse marke t
conditions, such as price manipulations, from disrupting th e
markets . It involves collecting, analyzing, and comparin g
market data, such as :

--Futures positions--the number of futures contracts hel d
by a party .

--Cash positions--the quantity of the physical commodit y
which futures traders own, are committed to buy, o r
are committed to sell .

--Open interest--the number of contracts which remain t o
be settled .

--Volume of trading and deliveries .

--Futures prices and cash prices .

--Deliverable supply--supply which is available fo r
delivery in settlement of futures contracts .

The above data, along with other factors, is analyze d
and compared to determine whether (1) any unusual future s
price movements or any concentration of or unusual change s
in futures positions have occurred, (2) contracts are being
liquidated in an orderly fashion, and (3) any fundamenta l
market situation is developing that might cause a dis-
orderly market .

When a potential problem is detected, CFTC intensifies
its surveillance which may include contacting traders t o
ascertain their trading and delivery intentions or persuad -
ing them to take appropriate action for an orderly liquida -
tion . If the Commission believes an emergency exists, suc h
as threatened or actual manipulations or corners, it ca n
under section 8a(9) of the act direct the exchange to tak e
action needed to maintain or restore an orderly market .

DUPLICATION BETWEEN CFTC AND EXCHANGE S

CFTC and the exchanges are independently performi' g
market surveillance, resulting in duplication of effort .
Opinion varies as to whether such duplication is unavoidabl e
and necessary . We believe that CFTC, with assistance o f
exchanges, should study this area to determine whether thi s
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is a serious problem and if so what can be done to reduc e
unnecessary duplication and to increase coordinatio n
among itself and the exchanges .

Exchanges are required by section 5(d) of the act t o
provide for the prevention of price manipulation and the
cornering of any commodity„ Section 5a(8), as implemente d
by regulation 1 .51(a), requires exchanges to have an affirma-
tive action program to enforce their rules . As discussed i n
chapter 4, one of the components of a rule enforcement pro-
gram is market surveillance .

CFTC on the other hand needs to monitor and periodicall y
evaluate the quality and magnitude of exchange self-regulation ,
including market surveillance . CFTC also needs to maintain
a market surveillance capability to continuously oversee th e
exchange's procedures and to quickly step in if potentia l
market problems are not being handled adequately by a n
exchange . Therefore, to fulfill these regulatory responsi-
bilities, CFTC and the exchanges maintain an ongoing marke t
surveillance program to monitor futures markets .

When two or more parties perform similar tasks, some
duplication becomes inevitable . To examine the extent o f
duplication, we selected the Nation's two largest exchanges- -
CBT and CME--because they jointly account for about 70 percen t
of the total trading volume in 1976 .

CBT and CME each had two staff members in their marke t
surveillance sections . CFTC's Chicago regional office ha s
seven surveillance economists who spend most of their tim e
monitoring commodities traded on these two exchanges .

Using CFTC's guidelines 1/ on market surveillance as a
baseline and through discussions with CFTC personnel we deter -
mined which activities performed by CFTC were also performe d
by the two exchanges . We found that for the expirin g
futures 2/ CFTC and the exchanges individually monito r
futures price movements, changes in relationships of future s
to cash prices, open interest and changes, volume of trading ,
deliverable supplies, actual deliveries, and concentration s
of trading positions .

1/ Those intended to assist exchange to perform surveillance
and others which are used by CFTC staff .

2/ The nearest future month in a commodity .
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The following table shows the duplication in the abov e
activities .

Market Surveillance Activities of th e

CFTC and Two Chicago Exchange s

Surveillance activity
Exchanges

CFTC CME CBT

1 . Price movements :

X

X

X

X

X

X

a .

	

Review daily changes in futures prices .

b .

	

Monitor futures prices during the da y
for

	

expiring futures .

2 . Changes in price relationships :

X

X

X

X

X

X

a .

b .

Compare futures prices to cash prices .

Compare futures prices of differen t
future months .

3, Open interest and changes in open interest :

X

X

X

X

X

X

a .

b .

Compare changes in open interest from
the previous day .

Compare changes in open interest from
a year ago .

4 . Concentrations of positions among clearin g
members :

a . Compare open positions of large clear -
ing members to total open interest .

	

X

	

X

	

X

b . Examine the changes in positions o f
large clearing members .

	

X

	

X

	

X

c . Know whether a clearing member is a
principal in the trade or is exclu-
sively a broker .

	

X

	

X

	

X
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Exchange s
Surveillance activity CFTC CME CBT

5 . Volume of trading and changes therein :

a .

h .

Compare volume to the previous day' s
amount .

Compare volume to the amount a year ago .

X

-

X

X

X

X

6 .

c . Compare volume to total open interest . X X X

Trading liquidity and the magnitude o f
successive price changes . X (a) -

7 . Deliverable supplies :

8 .

a .

b .

Compare deliverable supplies to tota l
open interest .

If information on deliverable supplie s
is not available, ascertain the amoun t
of total supplies .

X

X

X X

(a)

	

N/A

Deliveries--Is there any apparent concentra -

9 .

tion in the making or taking -, f

	

— liveries?

X

X

X

X

X

N/A

a .

b .

Monitor deliveries of clearing members .

Monitor deliveries of large traders .

Market news and gossip :

10 .

a .

b .

Keep abreast of market development s
through information supplied by sources ,
such as Agriculture and the wir e
services .

Have surveillance members on the trad -
ing floor routinely talking with trad e
people .

X

X

X

	

X

(a)

	

X

Other activities :

a .

b .

Monitor the positions of large traders .

Monitor the changes in positions o f
large traders .

X

X

X

X
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Exchange s
Surveillance_ activity CFTC CME CBT

c .

d .

e .

Contact trade people to learn why prices
X

X

-

(a )

X

X

X

X

X

are unusual .

Contact large traders or clearing mem -
bers regarding their open positions and
intentions .

Require clearing members to reduc e
open positions,

	

if necessary .
large

f . Require traders to trade only fo r
liquidation,

	

if necessary . X X

g .

h .

Inform clearing members or large trader s
of their responsibility for an orderly

X

X

X

X

X

X

liquidation .

Contact clearing members with short posi -
tions to determine whether sufficien t
supplies are available for deliveries .

X

	

Activity performed

- Activity not performed

(a) Not able to ascertain

N/A Not applicabl e

In addition to surveillance functions shown in the abov e
table, CFTC and the exchanges also separately collect informa-
tion on futures positions of individual traders . CFTC gather s
data on commodities traded on futures markets . CME collect s
information on futures positions on all of the commoditie s
it trades, while CBT collects data on all commodities trade d
except soybeans and grains (i .e ., wheat, corn, and oats) .

CFTC set reporting levels for each commodity . Fo r
example, wheat is set at 500,000 bushels and coffee 25 con-
tracts (or 6,250 bags) . CFTC also requires futures commis-
sion merchants to report positions of traders that hav e
reached the reporting level . The two exchanges have estab-
lished their own reporting levels and as stated above collec t
similar data from their clearing members . CFTC noted th e
similarity between its data and that of CME by stating i n
its 1977 rule enforcement review report of CME tha t
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"* * * the Commission staff computerizes [the
reports from FCMs on futures positions] and prepare s
a listing by firm which shows basically the sam e
information as the CME [reports on future s
positions] . "

Opinion varies as to whether duplication is necessary .
CBT objected to the dual collection of data on traders '
futures positions . In June 1977 CBT submitted to CFTC a pro-
posal that the exchange abandon its reporting requirement s
covering trader positions . In the proposal, CBT stated tha t
the duplication results in both wasteful and unnecessar y
costs and places an undue burden on exchange members . I t
added that self-regulation in many other areas would be
increased if CFTC would share trader information with th e

exchange . As of January 1978, CFTC had not yet issued a
decision on the proposal . A CME official told us, however ,
that duplication is necessary to back up the exchange' s
surveillance program . A CFTC official advised us that obvi-
ously some duplications can be consolidated and a study o f
the area is needed .

To some extent, the duplication is intended and therefor e

may not be entirely avoidable . The regulatory approach
embodied in the law and adopted by CFTC emphasizes exchang e
self-regulation with a strong oversight and backup role fo r

CFTC . We were unable to determine if any duplication can b e
eliminated without downgrading the overall market surveillanc e
program because CBT and CME declined us access to examine an d
test their operations during our field work .

Duplication could be minimized and coordination improved
if CFTC understands and is familiar with all facets o f
exchange operations . However, on the basis of our discussions
with CFTC's surveillance group, it appears that CFTC's knowl-
edge of the surveillance programs at the largest exchanges i s

limited . For example, a CFTC surveillance official said h e
only has general knowledge of CBT's surveillance progra m
and has never seen the reports which the exchange uses fo r

surveillance . He also stated that he is not familiar with
CME's surveillance operations . Another CFTC surveillanc e
official said he is not well acquainted with the exchanges '
data collection systems on futures positions .

CFTC's surveillance economists could become knowledge -
able of exchanges' market surveillance programs through thei r
participation in rule enforcement reviews . However, thei r
involvement during these reviews in assessing exchanges '
market surveillance programs has been limited .
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CFTC's New York surveillance staff did not participate a t
all in the 1976 rule enforcement reviews of. New York exchanges .
Similarly, CFTC's Chicago surveillance staff participated onl y
in a general consultation role in the rule enforcement review s
of Chicago exchanges .

MARKET SURVEILLANCE PROBLEM S
RECOGNIZED WITH CORRECTIVE ACTION
YET TO BE COMPLETED BY CFTC

A successful market surveillance program requires quic k
analysis and comparison of accurate, complete, and timel y
market data . In December 1975 CFTC's chief economist bega n
a study which focused primarily on CFTC's market surveillanc e
data . The chief economist issued his report in June 1976 and
a followup report in April 1977 . The reports identified th e
following problems :

--Data on futures positions of traders is not accurat e
and timely .

--Data on cash positions of traders is inadequate .

--Reporting from foreign interests is troublesome .

--Data on deliverable supplies is not available fo r
certain commodities .

--Computerized market surveillance data is not readil y
available .

Although the chief economist made a series of propose d
changes in the June 1976 and April 1977 reports, CFTC had ye t
to complete implementing these proposals as of April 1978 .

Futures and cash positions no t
accurate, complete, and timel y

Data on the futures and cash positions of individua l
traders helps to indicate which futures traders could influ-
ence prices or could be expected to make or take deliveries .
CFTC inherited a reporting system from its predecessor, th e
Commodity Exchange Authority, which collected such data .
One type of data is collected from FCMs, foreign brokers ,
and futures traders on futures positions . Other data cover s
cash positions on commodities which have Federal speculativ e
limits . CFTC collects the latter from hedgers and uses i t
to enforce speculative limits .
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Data collected through the reporting system is no t
always timely, accurate, and complete . Such deficiencie s
are not new and can be traced back to the Commodity Exchang e
Authority . The following statements from an Agricultur e
Department report of August 1974 cited these problems :

"Among these data inadequacies are lack of accuracy ,
completeness and timeliness in data produced by th e
present CEA reporting system . In order to adequatel y
perform market surveillance, large traders' complete
positions must be available on a timely basis . "

from FCMs . For example, CFTC estimated that about 23 percen t
of the data its Chicago office received was rejected durin g
CFTC's audit/edit check, with a majority of the rejection s
attributed to trader filing errors .

Second, the manner in which futures position data
reported by FCMs may also decrease the usefulness of the dat a
as a surveillance tool . An FCM can execute futures transac-
tions for another FCM or a foreign broker . This FCM may
handle these transactions as an omnibus account (i .e ., trans -
actions of two or more persons carried in aggregate) and ma y
offset the total buying and selling futures positions in th e
omnibus account and report only the net amount to CFTC . Suc h
offsetting makes it difficult for CFTC to know the actual num -
ber of futures positions in the omnibus account .

Third, cash position data reported by hedgers may not b e
adequate to assist in enforcing speculative limits becaus e
these cash reports are essentially unverified and unverifiable .
Thus, CFTC could not detect speculative limit violations i f
traders report false information . From the standpoint of mar-
ket surveillance, the reports have limited use because, amon g
other things, they cover only commodities with speculativ e
limits .

Troubles with foreign reporting

Another problem, also tied to the reporting system ,
concerns foreign reporting . Under CFTC's present foreig n
trader reporting system, problems arise according to th e
chief economist because :

The June 1976 and April 1977 report s
economist disclosed various problems wit h
futures position data reported by trader s
contains excessive errors, and duplicate s

from the chie f
the data . First ,
has been untimely ,
some data received
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--Reports from foreign brokers are not timely for marke t
surveillance because they are filed weekly and are als o
delayed by the foreign and U .S . postal services .

--Futures positions of traders could not be accuratel y
determined because some foreign brokers (notably Swis s
banks) refused to furnish customer information . Any
domestic and foreign trader thus could hide his posi-
tions by going through such a broker .

-

	

-Enforcement of foreign reporting requirements is no t
possible aside from forcing foreign interests to with -
draw from U .S . futures markets . For example, if a
foreign broker refuses to supply customer information ,
CFTC would send a compliance letter but undertake n o
further followup action .

The 1977 followup report also stated that without som e
type of information on account identification and future s
positions held by foreign traders, it may be impossible fo r
CFTC t o

--quell congressional concern over foreign interests i n
U .S . commodities markets ;

--act in a timely manner when preventative measures ,
such as emergency action, must be taken ; and

--know who to contact if a violation or attempte d
violation of the act has occurred .

Deliverable supply informatio n
not availabl e

Other important market data for assessing futures market s
includes deliverable supply . A commodity's deliverable suppl y
is often essential to determine the degree of market contro l
exerted by a trader or a group of traders .

T:,e 1976 report, however, disclosed that sufficien t
data might not be available for determining the quantity o f
deliverable supply for several commodities, such as lumber ,
coffee, cocoa, rubber, cotton, orange juice, and potatoes .
For example, a total picture of deliverable supplies fo r
cotton and orange juice cannot be drawn because data on tota l
stocks at the specified places of delivery is not available .
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Need to further computerize
marketsurveillance dat a

CFTC uses computers to process market data of future s
prices, trading volume, open interest, and deliveries a t
Chicago and New York . The data is entered into the computer ,
is verified, and becomes part of CFTC's computerized record s
which CFTC calls permanent records .

However, computerized market data has not been readil y
available . According to the CFTC study, the New York CFT C
office lacked staff and was not entering market data into th e
computer, and the Chicago office had a 6-month lag in verify -
ing automated data on futures prices . In addition, cas h
prices, considered as the most important indices for measur-
ing the performance of futures prices, are not even part o f
the computer data base . As a result, analyses of price rela-
tionships are based on manually constructed charts and non -
automated analytical techniques . The study also concluded
that surveillance economists should have access to computer -
generated graphs, tables, or analyses of futures prices .

Need better planning to implemen t
CFTC's proposed change s

On the basis of the study, CFTC's chief economis t
proposed to the Commission five major changes in June 197 6
and two in April 1977 as follows :

--Drop reports from traders on futures positions an d
change the reporting requirements for FCMs .

--Encourage FCMs to submit data on futures positions b y
using a computer listing which CFTC developed rathe r
than using the more lengthy manual report .

--Limit the present cash position reports from hedger s
to grains and require a new detailed cash report fro m
futures traders .

--Require the respective exchanges to furnish mor e
detailed supply data for certain commodities an d
further study potatoes and lumber .

--Give greater emphasis to maintaining up-to-date compute r
surveillance data .
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--Require long futures positions and short future s
positions of omnibus accounts to be reported sep-
arately rather than on a net basis .

--Require foreign accounts to be carried by FCMs on a
fully disclosed basis, i .e ., names of traders and
their individual futures transactions must be dis-
closed to the FCM .

The 1976 study stated that the proposals would, among othe r
things, improve the overall effectiveness of market surveil -
lance, reduce the total number of reports received by CFTC
by approximately 40 percent, and appreciably reduce the man -
power resources devoted to such reports .

Along with these proposed changes, an overall plan whic h
laid out general steps for implementing and further evaluatin g
the changes was recommended . The plan, however, lacke d
adequate information on how much time and resources would b e
needed r.nd how resources would be obtained and allocated t o
perform the necessary work . These determinations are valu-
able planning and control tools for (1) compelling continuou s
reevaluation of stated objectives, (2) providing guides fo r
judging subsequent performance, and (3) promoting communica-
tion and coordination among participants . Operating withou t
them may, as CFTC has experienced, forestall progress becaus e
insufficient attention or resources may be applied . The
Commission had accepted all changes when proposed, but ha s
not implemented all of them . We noted that the Commissio n
did not place a high priority on their implementation . As o f
April 1978, the proposals were either being implemented ,
modified, or tested . Appendix V summarizes the statu s
of each proposal .

For example, CFTC had a slow start in updating th e
computer data . In August 1977, more than a year after the
proposal, CFTC's New York office still lacked staff to com-
puterize market data as the CFTC study identified . It com-
puterized market data as time permitted . We noted that tha t
office's backlog of unentered (into the computer) market dat a
had increased from a 1-year to a 2-year backlog . The back -
log in CFTC's Chicago office also widened from 8 months to
1 year .

We followed up with various CFTC officials in Januar y
1978 and found that progress had been made . However, th e
lack of priority setting resulted in different views between
the management of CFTC's New York and Chicago offices i n
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updating automated data . The New York office had not give n
a high priority to the work . A CFTC New York official sai d
it still lacked staff and was still automating the data a s
time permitted . In contrast, the Chicago office had assigned
a high priority to the updating .

ADDITIONAL STUDIES AND CHANGES
NEEDED TO IMPROVE MAh:'.ET
SURVEILLANCE

Despite CFTC's proposed changes as described in th e
preceding section, further studies and changes are needed t o
improve market surveillance . The Commission needs to establis h
some order of priority since not all markets, questions, o r
areas can be studied at once . We believe CFTC should give the
following two areas a high priority because of their potentia l
for enhancing the market surveillance process .

Obtain daily report s
from clearinghouse s

In August 1974 the Department of Agriculture proposed
to replace the reports from traders and FCMs on future s
positions with reports of detailed trade information fro m
clearinghouses . 1/ Agriculture's proposal was the result o f
a joint Agriculture-industry team study which focused on dat a
needs for regulatory purposes . According to the study, the
proposal would provide more accurate, complete, and timely dat a
on commodity futures transactions . Exchanges would be abl e
to share the use of the improved data when needed for thei r
self-regulatory programs . It was recognized that the bene-
fits to be derived from the proposal would not come withou t
costs, but the costs would be offset by substantial benefit s
to the regulatory agency, the industry, and the public .
Using clearinghouse reports has been suggested in other stud-
ies, including one sponsored by the Commodity Exchang e
Authority .

Under the proposed system, FCMs and exchange clearin g
members would supply daily detailed information on each trad e
through the clearinghouses to CFTC . The details for bot h
sides of each trade would be combined on a single record a t
the clearinghouse and submitted to CFTC on magnetic tape ,

1/ A clearinghouse is a central agency set up by an exchang e
or authorized by it through which futures transactions ar e
closed and financial settlements are made .
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punched cards, or other machine-readable media . These detail s
would include the account numbers of traders, the executio n
time for each side of the trade, quantity, clearing member ,
and other information used by clearinghouses for clearing a
trade .

CFTC's proposed changes to its collection of future s
position data discussed in the preceding section did not dea l
with obtaining data from clearinghouses . Since collection o f
futures position data from clearinghouses could benefit bot h
the regulatory agency and the exchanges, it would be worth-
while for CFTC to study the benefits and costs of thi s
alternative relative to the changes it proposed .

Quantitative market detection
indicators and additiona l
surveillance techniques neede d

Market surveillance, as important as it is, is a highl y
subjective process . There are no hard and fast rules fo r
determining when a market problem exists . CFTC surveillanc e
economists rely on their experience and judgment in detectin g
market problems . It is generally assumed that one or several
traders holding a large percentage of open interest in a
particular futures contract can cause market disruptions, suc h
as price manipulations or defaults . However, a measurabl e
?ndicator to identify what constitutes a large percentage o f
open interest that can disrupt the market is not available .

In addition, market surveillance data is not alway s
adequate or available . For example, cash price data is con-
sidered indispensable for detecting manipulation of future s
prices or unusual price relationships . However, availabl e
cash price data, as discussed in the next section, has becom e
less and less adequate for market surveillance . Similarly ,
deliverable supply data, essential for determining the degre e
of market control exerted by a trader, is unavailable fo r
various commodities, such as coffee, cocoa, and rubber .

Given the subjectiveness of market surveillance an d
deficiencies in market data, distorted regulatory response s
by CFTC may occur . Our June 1975 report had cited a cas e
where deficient cash price data caused a false indicatio n
of price artificiality in the futures market, resulting in a
fruitless price manipulation investigation .

A program should be established to (1) develop earl y
warning quantitative indicators for detecting developing marke t
problems and (2) explore additional surveillance techniques to
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alleviate the problem of inadequate or unavailable market data .
Supporting our view, a recent report by a CFTC consultan t
stated tha t

"* * * there is another dimension of the proble m
that merits recognition, namely, the extent t o
which surveillance procedures can be develope d
and employed to detect artificial prices in th e
making . To investigate this question adequatel y
would require a study of current and potentiall y
feasible surveillance procedures with an eye towar d
the application of statistical procedures tha t
could be useful * * * . Whatever procedure migh t
be developed, however, would be used to monito r
the system searching for signals that somethin g
is or may be awry in the market . This aspect o f
surveillance is important and merits furthe r
research . "

A March 1977 staff memorandum to the Commission stated tha t
the "development of improved market surveillance indicators "
was a high priority but could not be accomplished withou t
more staff resources .

CFTC NEEDS MORE AND BETTE R
CASH PRICE DATA

To monitor commodity futures prices and detect pric e
manipulation, CFTC needs reliable cash price data .
Deficiencies in cash price data, however, have been uncovere d
for various commodities . Although CFTC has recognized thi s
problem, it has done little to correct it . In addition ,
although cash prices tend to follow futures prices whe n
futures prices are manipulated, CFTC appears to give limite d
consideration to this possible futures-to-cash pric e
influence .

Cash price	 data inadequat e
formarket surveillance

CFTC considers commodity cash prices as the most importan t
indices for measuring the performance of futures prices . The
cash price quotations which CFTC uses are developed by differ-
ent sources, such as Agriculture and private reporting services .
Thus, not all cash price quotations are developed under th e
same method . For example, some cash price quotations are bid s
and some represent actual cash transactions . Given this vari-
ation, some of the cash price quotations are questionable fo r
meeting CFTC's surveillance needs .
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We believe that the reliability of cash prices quote d
for grains, soybean oil and soybean meal, frozen pork bel-
lies, fresh shell eggs, frozen concentrated orange juice ,
cotton, sugar, and imported frozen boneless beef, in partic-
ular, needs to be improved for market surveillance . Thoug h
the problems vary somewhat by commodity, the most noticeabl e
problem is that the cash market for various commoditie s
either is dispersed geographically or has undergone changes ,
making cash price quotations less and less useful for marke t
surveillance . Illustrated below is a description of the
cash price quotations used by CFTC for grains, soybean mea l
and soybean oil, and frozen pork bellies .

Grain s

There are four exchanges designated as futures markets fo r
grains--CBT, the Minneapolis Grain Exchange, the MidAmeric a
Commodity Exchange, and the Kansas City Board of Trade . 1 /
We focused on the cash price quotations used for monitorin g
grains traded at CBT, because this exchange accounted fo r
91 percent of the total volume of grains traded in 1976 .

CFTC relies heavily on the cash prices quoted for th e
Chicago location . It places limited emphasis on cash pric e
data from other geographical locations . CFTC uses cash price s
quoted for the following locations .

Grain
Wheat

	

Oats

	

Corn

	

Soybeans

Chicago

	

Chicago

	

Chicag o

Gulf

	

Minneapolis

	

Gul f

Toledo

	

Toledo

St . Loui s

Our 1975 report pointed out that the cash prices quote d
for Chicago were deficient for surveillance purposes . The y
still are . Even if all the cash price q uotations used fo r
each grain commodity are considered on a collective basis ,

1/ Kansas City Board of Trade is a designated futures marke t
for all grains except oats .

Chicago

Gul f
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they still do not satisfy the surveillance needs, becaus e
collectively they represent prices for only a small segmen t
of the cash market and may not even represent prices o f
actual cash transactions .

A measure of whether a cash price quotation satisfies th e
surveillance need is its representativeness to the operating
cash market . This was stated by CFTC's Advisory Committee o n
Market Instruments in its October 1976 report :

"During the course of the Commodity Futures Tradin g
Commission's normal market surveillance activities ,
it is critical that the cash prices used reflect
the aggregated supply and demand forces that ar e
operative during the spot price discovery process ." 1 /

Fcrmerly, cash price data was generated from numerou s
daily cash sales on terminal markets and was regarded as being
representative of aggregate cash market transactions . During
the past two decades, however, the cash markets for grains i n
the United States have widely dispersed, with the termina l
market losing its prominence as a widely used central poin t
for cash commodity sales . Several reports have documente d
this dispersion . For example, a September 1976 Agricultur e
report describes the following :

"The markets for grains in the U .S . differ from man y
commodity markets in that a very large number of trader s
are involved, ranging from farmers and small elevator s
to large processors and exporters . Me study shows tha t
these traders are geographically dispersed, with mos t
located in the major grain growing areas while some ar e
located at ports and processing and feeding centers i n
other parts of the country . "

The dispersion of the cash grain markets resulted i n
dispersed pricing locations . Therefore, according to the
CFTC advisory committee report "* * * the representativenes s
of available cash prices for futures market surveillanc e
purposes become less and less useful ." Statistics from th e
Agriculture report provide two factors which indicate that cas h
price quotations used by CFTC only account for a small segmen t
of the dispersed cash markets and thus lack representativeness .

1/ Spot price is same as cash price . The price discover y
process is the process by which buyers and sellers arriv e
at a specific price .
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First, the cash price quotations used by CFTC represen t
grain traded for immediate delivery . Most cash trading ,
however, is for deferred delivery . The Agriculture repor t
showed that in 1974 deferred-delivery transactions accounte d
for 55, 53, and 49 percent of purchases from farmers fo r
corn, wheat, and soybeans, respectively . For country elevato r
sales, 88, 70, and 84 percent of corr . wheat, and soybea n
sales, respectively, were for deferred delivery . Also, abou t
95 percent of terminal sales, such as sales occurring at CBT ,
were under the deferred-delivery arrangement . A CFTC econo-
mist familiar with grains recognized the situation and tol d
us that using cash price quotations on deferred deliver y
would present a problem of readily adapting these prices t o
meet the grain specifications required by the future s
contracts . He said the cash prices for immediate deliver y
are easier to work with, though they do not represent man y
grain transactions .

Second, grain trades are geographically scattered, thu s
the quantity of grain traded at any location is proportion -
ally small relative to the total market . For example, buyer s
in two (Chicago and Toledo) out of the four locations wher e
cash prices quoted for corn were used by CFTC only accounted
for at most 7 percent of the total estimated purchases .

A third issue is whether the cash price quotatio n
represents actual transactions . As the CFTC advisory com-
mittee report stated :

"Where market quotes are based on a very limited
number of transactions, the concern is that thes e
spot. prices may not reflect the true state of th e
market . Frequently such quotes may be only subjec-
tive evaluations which would be difficult to sub-
stantiate in a manipulation case, and which may b e
of little value to those monitoring the convergenc y
or divergence of cash and futures prices for sur-
veillance purposes . "

According to the above statement, it would be better t o
have cash prices quoted for actual transactions . However ,
the cash price quotations used by CFTC for at least three
locations--Chicago, Toledo, and the Gulf--are bids . Bid s
are prices that buyers offer to pay for the commodity and
thus may not represent actual transactions . An Agricultur e
report on the cash grain price re porting pointed out that :

"* * * the reporting of actual bid prices has it s
hazards . While the bids put out by reputable firm s
usually result in transactions at those prices, some
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of the persons we talked to suggested that thei r
competitors' bids are often misleading and that th e
competitor would frequently buy at prices highe r
than his bid, after negotiation . "

Supporting this view, a representative of a privat e
reporting service which disseminates Gulf cash price quota-
tions told us that many times actual transactions do no t
occur at the quoted price ; rather, they occur at a highe r
price . A CFTC economist also told us that bids may no t
result in actual transactions .

Soybean meal and soybean oi l

CFTC uses one cash price quotation for soybean meal an d
another for soybean oil . Both of these prices are quoted fo r
Decatur, Illinois . As with grains, the production of soybea n
meal and soybean oil has dispersed geographically in recen t
years . At one time Decatur was the center of soybean pro-
cessing ; however, during the past 20 years soybean processin g
has spread to soybean-producing areas, such as Iowa, Indiana ,
Arkansas, Missouri, and Minnesota . Given this dispersion ,
the cash prices for one location are unlikely to represen t
the total market forces and, therefore, may be inadequate fo r
market surveillance . In concurrence, a CFTC economist and a n
Agriculture Department agricultural statistician agreed and
told us that more cash price quotations from various location s
would be desirable for surveillance purposes .

Frozen pork bellie s

Cash price quotations used for monitoring frozen por k
belly futures contracts are published by a private reporting
firm . The prices are deficient from a market surveillanc e
standpoint .

The quotation is for fresh pork bellies, not froze n
pork bellies, as are being traded in the futures market .
Quotations for frozen bellies, however, are not readil y
available because they are thinly traded in the cash market .
Because the quoted cash price is for a different commodity
than the one traded on the futures market, CFTC makes a pric e
adjustment in an attempt to make the quotation meet its sur-
veillance needs . As a CFTC economist agreed with us, CFT C
should maintain a program to continuously assess the adequac y
of the adjustment . Similarly, CFTC's Advisory Committee o n
Market Instruments recommended in October 1976 that "a con-
tinuous appraisal program on a commodity-by-commodity basi s
be initiated to keep the market surveillance team curren t
with changing and evolving economic conditions ." As o f
January 1978, CFTC had not maintained such a program .
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Need to consider that cash Price s
ttend to ollow futures prices ---

Experts maintain that cash prices tend to follow fu-
tures prices when futures prices are manipulated . For ex -
ample, an Agriculture economist expressed this view in a
June 1977 seminar :

"Clearly, futures trading can affect cash price s
in a deleterious way when there is manipulatio n
of the futures market . Futures price manipula-
tions are typically accompanied by a correspond-
ing warping of cash market prices . Recen t
experiences with soybeans, potatoes, cotton and
wheat suggest that such problems are indeed stil l
with us . "

A January 1975 Agriculture report on cash grain price s

stated that :

"* * * the price for spot grain in position that i s
readily deliverable on the futures is not adequat e
for detecting manipulation, since it tends to fol -
low the futures prices a s ,'the futures is manipulated . "

The CFTC advisory committee expressed this view by asking

the question : "Under conditions which create the risk of a
futures market manipulation (e .g ., scarce supply), can 'cas h
prices' be trusted since they too may be affected by thos e
conditions? "

The extent to which the cash price follows the future s
price may decrease as the cash pricing location moves away
from the futures market . The following table from an Apri l
1976 Agriculture report demonstrates this .
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Price

Days within the delivery mont h

An increase in maturing futures prices, unti l
the close of trading, is accompanied by a
similar increase in cash prices at differen t
locations, but by lesser amounts as the dis-
tance between the par delivery point and th e
cash markets increases . For convenience, th e
level of cash prices is shown to be lower wit h
increases in distance--an assumption that nee d
not hold .

Because of the futures-to-cash prices influence, we be-
lieve, as Agriculture economists also suggested to us, tha t
CFTC should use more than one price quotation and give
greater emphasis on cash prices quoted for locations awa y
from the futures market or the par delivery point . CFTC ,
however, tends to rely heavily on the cash price quoted fo r
the par delivery point or use one cash price quotation fo r
various commodities .

For example, CFTC places heavy emphasis on the cas h
prices quoted for the grain par delivery point--Chicago- -
where the futures market is located . A CFTC economist tol d
us that Chicago cash price quotations are heavily relie d
upon because their basis (i .e ., the difference between th e

Future s

Cash, at delivery point
e~

s®
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®

	

® Cash, country poin t
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cash and futures price) is more stable (i .e ., less fluctua-
tion) than the basis of other pricing locations . Other com-
modities for which CFTC relies heavily on cash price dat a
for the par delivery point or one cash price quotation ar e
live hogs, live cattle, feeder cattle, potatoes, soybea n
meal, and soybean oil .

CFTC is aware of	 deficiencies
in its cashprice data but ha s
Fain limited corrective action

CFTC recognizes that the cash price data it uses fo r
market surveillance may not be reliable . In January 1976 CFTC
staff prepared a document stating that the cash price data fo r
most regulated commodities could be improved . They listed
numerous commodities, including those discussed in the preced -
ing section, whose cash price data needs improved reliability .

In October 1976 CFTC's Advisory Committee on Marke t
Instruments also expressed concern about the cash price data :

"The representativeness of data used by th e
Commission should be of constant concern . Dat a
generated upon input from too few market source s
or from too thin a market for a particular com-
modity may result in distorted regulator y
responses by the Commission . "

The advisory committee recommended that the Commissio n
set up a flexible system to obtain cash prices needed fo r
market surveillance, with the following order of prioritie s
for obtaining the data :

--Commodities that are actively or fairly activel y
traded but with no reliable cash price data readil y
available .

--Commodities, actively or fairly actively traded, fo r
which (1) a "trade accepted" cash price series i s
available with no indication that the data base (i .e . ,
market transactions on which the cash price is based )
is deteriorating and (2) more than one cash price
series may be available .

--Commodities which are not actively traded on th e
futures market .

As mentioned previously the advisory committee als o
recommended that a continuous appraisal program on a commodity-
by-commodity basis be initiated to keep the market surveillanc e
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team current with changing and evolving economic conditions .
Further, it suggested that CFTC :

-•-Continue using Agriculture Department or othe r
Government agency-generated cash price data tha t
is accepted by the trade . Urge the appropriat e
Agriculture agency to update and improve the method s
of collecting and quoting cash prices where defi-
ciencies have been recognized .

--Continue using exchanges' cash price data if i t
represents a reasonable or representative number o f
cash transactions . Rely on other trade-accepted price s
when appropriate .

--Assess carefully the costs and economic and politica l
ramifications before CFTC develops its own cash pric e
data if a data deficiency cannot be corrected by out-
side sources .

--Encourage exchanges to develop cash price q uotations ,
with Commission approval .

In January 1978 a CFTC surveillance official told u s
that CFTC has done the following things to improve cash pric e
data . CFTC has worked with the staffs of the Minneapoli s
Grain Exchange, the Kansas City Board of Trade, and the Ne w
York Coffee and Sugar Exchange on these exchanges' procedure s
of quoting cash prices on grains and sugar . It also partici-
pated with A,riculture in improving the Chicago cash price
quotations on grains and made trade contacts to obtain addi-
tional cash price information on an "as needed" basis .

We believe CFTC needs to do more work to assure that i t
has more reliable cash price data for market surveillance .
First, CFTC is uncertain whether the work being done on th e
three exchanges will result in q uoting more reliable cas h
prices . Second, while the Agriculture price reporter a t
Chicago told us that he has improved the cash price quotation s
for grains traded for deferred delivery, CFTC does not us e
such prices for market surveillance . Thus, the improvemen t
has not benefitted CFTC from the stand point of marke t
surveillance . Third, obtaining additional cash price infor-
mation on an "as needed" basis is limited to tight marke t
situations, thus the lack of reliable cash price data o n
a regular basis remains unresolved .

CONCLUSION S

Because of statutory requirements, CFTC and the ex -
changes perform market surveillance . On the basis of ou r
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review it appears that such efforts are largely performed
independently . We believe, however, that more effectiv e
market surveillance can occur in an atmosphere of coordi-
nation and mutual understanding and where there are clear -
cut delineations of responsibilities . Accordingly, CFT C
should initiate a joint CFTC-industry task force to study
the interrelationship between the market surveillance pro -
grams of CFTC and the exchanges with a view toward improving
the present system by (1) reducing or eliminating unncessar y
duplication, (2) increasing coordination, (3) making bette r
use of the market surveillance data collected by CFTC an d
the exchanges, and (4) delineating clear lines of responsi-
bility between CFTC and the exchange s

Our review showed also-that while the success of a
market surveillance system, to a large degree, hinges on th e
economists' quick access to timely, complete, and accurat e
market data, the data CFTC relies on does not always mee t
these criteria .

CFTC has recognized deficiencies in its data and ha d
proposed changes, including the need to computerize th e
process of analyzing market surveillance data . Staff pro-
posals were submitted to the Commission and CFTC developed
a plan for implementing the proposal .

However, the plan lacked information on how much tim e
and resources would be needed and how resources would be ob-
tained and allocated to perform the necessary work . Operating
without such a plan may result in insufficient attention o r
resources being given to the needed work . As of Apri l
1978, the proposed changes were not completely implemented .

CFTC could also improve its market surveillance program
through further study and research . Areas which we believ e
have potential to produce significant benefits are (1) deer -
mining whether daily reporting of detailed trade informatio n
from clearinghouses can replace the present system of report s
from traders and FCMs, (2) developing an early warning system ,
using quantitative indicators, to detect developin g marke t

problems, and (3) exploring additional surveillance techniques
to alleviate the problem of inadequate or unavailable marke t

data .

Our review also showed that cash price data for variou s
commodities is questionable for CFTC's surveillance purposes .
Since cash price data is essential to market surveillance ,
the Commission should give priority to searching for feasibl e
alternatives to improve cash price data and setting up a con-
tinuous appraisal program on a commodity-by-commodity basi s
to keep current with changing and evolving market conditions .
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Furthermore, CFTC should consider the tendency of cash price s
to follow futures prices when futures prices are manipulated .
Because CFTC's market surveillance system overlooks thi s
tendency, the effectiveness of the system may be jeopardized .

RECOMMENDATIONS TO THE CHAIRMAN, CFTC

To improve the overall efficiency and effectiveness o f
market surveillance, we recommend that the Chairman :

--Conduct a study, with the assistance of exchanges, t o
(1) identify and eliminate unnecessary duplication ,
(2) increase understanding and coordination, (3) mak e
better use of market surveillance data, and (4) estab-
lish clear lines of responsibility between CFTC an d
the exchanges .

--Establish a flexible plan which outlines the time and
resources needed to implement or further evaluate th e
changes in the market surveillance program proposed b y
the chief economist and subsequently approved by th e
Commission .

--Determine the cost and benefits of replacing th e
present system of obtaining reports from traders and
FCMs with daily reporting of detailed trade informa -
tion from clearinghouses .

--Develop (1) an early warning system, based o n
quantitative indicators, for detecting potentia l
market problems and (2) new monitoring or analytica l
techniques for use as supplemental surveillanc e
steps to alleviate the effect of inadequate or unavail-
able market surveillance data .

--Search for alternatives to improve cash price data ,
set up a continuous appraisal program on a commodity-
by-commodity basis to keep current with the changing
and evolving market conditions, and re quire tha t
CFTC's market surveillance program give more con-
sideration to the tendency of cash prices followin g
futures prices when futures prices appear to b e
manipulated .
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CHAPTER 9

REPARATIONS PROGRAM INADEQUATE TO MEET DEMAND

In 1974 the Congress added section 14 to the act ,
creating an administrative forum for adjudicating monetar y
claims against CFTC registrants who violate the act . The
objective of the new procedure, called reparations, was t o
provide an alternative grievance procedure, midway in com-
plexity and expense between the traditional remedies use d
in the futures industry of arbitration and civil litigation .
The program started in January 1976 .

The program would be most effective if it provide d
relatively fast adjudication to as many aggrieved partie s
as possible . However, because of a growing backlog proble m
and seemingly overly complex regulations, the program's ef-
fectiveness is jeopardized . Actions needed to correct thes e
problems includ e

--assigning more staff to review, process, and hear the
cases ;

--establishing written guidelines to screen the case s
to determine whether they meet statutory and CFTC
requirements ;

--setting reasonable time standards for processing and
hearing cases ;

--simplifying the reparation regulations ; and

--allowing opposing parties to take oral deposition s
during the adjudication process .

Our review also showed that the Commission needs t o
significantly increase its involvement in reviewing case s
initially decided by administrative law judges . As a furthe r
measure to speed up the program, the Congress should increas e
the ceiling on the amount of damages needed to justify ora l
hearings before the judges .

HOW THE PROCEDURE OPERATE S

Complaints received by the Commission are processe d
through the reparations unit of CFTC's Division o f
Enforcement . A reparations complaint must allege a violatio n
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of the act (or a CFTC regulation, rule, or order) by a
registrant 1/ and consequent money damages to the trader . 2/
Generally, reparations complaints have alleged violations o f
the act's antifraud provisions . These include prohibition s
against "churning" a customer's account (excessive trading
during a short period of time by a broker in control of th e
account), unauthorized trading (executing trades for a cus-
tomer's account without his approval), misrepresentation and
nondisclosure, and failure to execute trades . About 60 per -
cent of all complaints filed to date have involved the sal e
of commodity options . If a complaint is received that doe s
not meet the statutory requirements, it is returned to th e
complainant, with an explanation of the deficiencies, fo r
correction and possible resubmission .

When these requirements are met, the reparations uni t
forwards the complaint to the applicable registrant, who i s
required to answer the complaint within 45 days . At th e
same time, the unit acknowledges the complainant's inquir y
and provides him with a copy of its letter to the registrant .
The registrant may specifically admit or deny the allegation s
in the complaint or explain the allegations . He also may
counterclaim against the complainant .

After receiving these preliminary documents, th e
reparations unit reviews them to determine if an adjudica-
tory proceeding should be started . While there are no writte n
guidelines to help decide if a proceeding should be started ,
decided cases are used as a guide in determining if late r
complaints merit consideration . If they do not, the entir e
matter is closed, with notice to the parties and withou t
prejudice to any alternative remedy that may be available t o
them . If further action is warranted, the file is transferre d
to the Office of Hearings and Appeals, an independent branc h

1/ According to the Commission persons or firms who shoul d
be registered but are not are also subject to reparatio n
procedures .

2/ A lawsuit is pending in the U .S . Court of Ap peals challeng-
ing a U .S . District Court's denial of a registrant's reques t
that the reparations program be declared unconstitutional .
The complaint alleges that reparations is nothing more tha n
a common law suit for money dama g es and thus is subject t o
the 7th Amendment's-trial by jury re q uirement . Fosenthal s~
Co . v . William T . Ragley et al . No . 77-1635 (7thCir . 1977) .
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of the Commission . Upon payment of a $25 filing fee, th e
complaint is docketed . An oral hearing before one of th e
office's four administrative law judges is scheduled fo r
claims over $2,500 . Under the oral hearing procedur e
witnesses and documents may be subpenaed, witnesses may b e
cross-examined, and other "due process" safeguards ar e
observed . For smaller claims, below $2,500, an abbreviate d
procedure is used, whereby the parties present their case s
in writing and an administrative law judge decides them o n
the basis of the written submissions .

The judge conducting the hearing, or deciding the cas e
under the written procedure if there is no oral hearing ,

files an initial decision . Under certain circumstances th e
Commission may review a case, or particular aspects of it ,
before the judge makes his initial decision . The judge' s
decision includes a determination, based on the record of th e
proceeding, whether or not the registrant has violated th e
act and of the validity and effect of any counterclaims . I f
a violation is found, he determines damages and orders th e
registrant to pay . Attorney's fees have also been awarded t o
successful parties under certain circumstances .

Within 15 days of the decision, parties to the action may
apply to the Commission for final review . The Commission ha s
an additional 15 days to decide on its own whether to revie w
a case . 1/ If the Commission does not decide to review th e
case within 30 days, then the judge's initial decision become s
final and cannot be changed by the Commission .

If the Commission decides a case, the parties have 1 5
days to appeal the decision to the U .S . Court of Appeals .
The party appealing the case must file a bond that is twice
the amount of the award before the court can hear the case .
Generally, a court will reverse only if the findings of th e
Commission as to the facts were not based on the weight o r
preponderance of the evidence or if there are compellin g
reasons to conclude that the Commission's conclusions of la w
are wrong .

A successful claimant can sue in the U .S . District Cour t
to compel payment of the reparation award made in the CFT C

1/ Although the Commission has a total of 30 days to decid e
to review a case, there are no time limits as to when i t
will actually review the case .
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proceeding . If the registrant does not pay or appeal th e
award within 15 days, he is prohibited from trading on al l
commodity exchanges and his registration is suspended unti l
he does so .

NEED TO REDUCE BACKLOG OF CASE S

Reparation cases are backlogged at each processing step
within the Commmission . The reparation unit receives mor e
cases than it can handle and the hearings and appeals offic e
has adjudicated few cases,. A schedule showing workload dat a
is presented below .
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Workload Statistics for the Reparation Program
(note a )

Fiscal year F .

	

,c 6 months
Reparations unit 1976 1977 oT FY 1978 Total

Complaints received 73 633 680 1,38 6

Rejected by unit o r
parties settled 15 304 54 822 9

Pending in unit a t
end of period 27 126 414 (b )

Office of Hearing s
and Appeal s

Received from
reparations unit 25 360 150 53 5

Closed by Hearing s
and Appeals :

Adjudicated (decisio n
issued) - 91 .4 24 9

Settled, party defaulted ,
or case dismissed 72 36 10 8

Total cases closed - 121 78 19 9

286
Pending at end o f

period 25 356 (b)

a/ Figures do not necessarily total because of unreconcile d
differences between data obtained from the reparation s
unit, the Office of Hearings and Appeals, and the Divisio n
of Enforcement .

b/ Not applicable .

The reparations uni t

Since inception, the unit has received 1,386 cases, o f
which 414 were pending as of March 31, 1978 . This represent s
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a 329-percent increase of the cases pending on September 30 ,
1977, just 6 months earlier .

The Office of Hearings and Appeal s

This office also has a serious backlog problem . During
fiscal years 1976 and 1977, 385 cases were referred to th e
office for adjudication . Of these only 49 were adjudicated .
Seventy-two were closed by settlement, default ; or dismissal .
A total of 286 cases was pending at the end of the fiscal year .
Six months later, on March 31, 1978, the number of cases pend-
ing had grown to 356 cases, an increase of about 24 percent .
As of that date the office had adjudicated 91 cases, or onl y
27 percent, of the cases referred to it which had not been
dismissed, settled, or defaulted .

In May 1977 the number of judges in the hearings offic e
was increased from three to four . The judges are responsibl e
for hearing enforcement cases as well as reparation cases .
Assuming that each judge could close 50 cases a year, a n
estimate the chief administrative law judge agrees with, th e
office would close 200 cases annually . At that rate the
office's current backlog of 356 represents about a 20-mont h
backlog . Assuming that the Commission receives 800 reparatio n
cases annually 1/ and that the current dropout and settlemen t
rate continues to run at about 40 percent, there will be abou t
480 new cases to be adjudicated each year . Given the curren t
20-month backlog and a projected adjudication rate of 200 a
year, in 2 years the office's backlog will grow to ove r
900 cases--a 4-1/2 year backlog .

WHAT CAN BE DONE TO REDUC E
BACKLOGS AND IMPROVE PROGRA M
EFFECTIVENES S

Presented below are suggestions for reducing reparatio n
backlogs and at the same time improving the effectiveness o f
of the program .

1/ Based on the rate of filing for fiscal year 1977 and th e
- first half of 1978 .

136



Increase staf f

The most crucial problem facing the reparations program
is insufficient staff . If more staff are not assigned to th e
various offices handling the cases it is doubtful that th e
backlog problem can be eliminated .

The reparation unit consists of two attorneys plu s
support staff . However, the sheer volume of reparation s
complaints filed--almost 1,400 to date--impedes the abilit y
of the unit to perform indepth screening of cases .
Effective screening of complaints, both when they are file d
and after registrants reply to them, can help alleviat e
backlogs, because cases might be settled more frequently, mor e
cases might be terminated before a hearing, and the issue s
raised in cases to be adjudicated could be identified at a n
earlier time .

The hearings and appeals office also needs additiona l
staff . Given the present influx of reparation complaints t o
the Commission, it is not surprising that the backlog of pend-
ing cases has increased by about 24 percent during the pas t
6 months . The Commission needs to increase the number o f
judges, presently at four, until the backlog decreases t o
an acceptable level . As we pointed out earlier, the backlo g
can be expected to increase to over 900 in the next 2 year s
unless the Commission takes corrective action soon .

Establish guidelines fo r
screening case s

In addition to increasing the number of staff assigne d
to screen cases, the Commission should establish writte n
guidelines for reviewing cases to determine whether the y
merit further processing by the Commission . Currently ,
the determination as to whether or not a complaint i s
accepted by the reparations unit is left up to the attorne y
in charge of the unit, subject to the general direction o f
the Director of the Division of Enforcement . This is als o
the case regarding the decision to forward an answered com -
plaint to the Office of Hearings and Appeals for hearing .

The degree of screening done by the reparations uni t
has been the subject of controversy among attorneys, th e
press, and complainants . Some claim there is too much ;
while others, not enough . However, without written criteri a
it is difficult to evaluate the effectiveness of th e
screening .
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Target dates for processing
casesneeded

Generally, there are no time limits or target dates fo r
the reparations unit or the Office of Hearings and Appeal s
to follow in carrying out their functions and responsi-
bilities . 1/ Establishing standard times, periodically com-
paring actual performance with the standard, and determining
the reasons for variances would improve operating efficiency .

There is ample precedent for imposing time constraint s
or time standards in proceedings to alleviate problems o f
delay . This procedure has been effective in other agencies ,
according to a recent Senate Governmental Affairs Committee
staff study .

Greater involvement by th e
Commission needed

Inaction by the Commission itself has adversely affecte d
the program . From January 1976, when the program began unti l
March 31, 1978, 91 initial decisions have been issued by th e
administrative law judges . Under the regulations the Commis-
sion has the authority to review each decision, either on
appeal by a party or on its own motion . However, as of Marc h
31, 1978, the Commission has not completed a review of any o f
the 91 decisions . The Commission has reviewed eight cases
which were dismissed by the judges . It sent them back fo r
rehearing . The 91 decisions are broken down as follows .

1/The private parties involved in a reparations proceeding
are subject to definite time deadlines in filing materia l
with the Commission .
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Pending review by the Commission :

One or more of the parties has requeste d
Commission review but Commission has no t
decided whether to review the case

	

3 5

30-day time period for decision to becom e
final has not expired

	

7

Commission granted request for review an d
review is in process

	

3

Stayed, but Commission has not decide d
whether it will review the cas e

Total pending

Final decision s

Total decisions

Reviews and final decisions by the Commission could ai d
the reparations program by providing precedent on importan t
unresolved legal and policy issues and possibly reducing th e
number of complaints . Some issues which might be resolved b y
affirmative Commission review of initial decisions include :

--Whether or not it is a violation of the act's antifraud
provisions for a registrant to induce someone to trad e
commodity futures if that person is unsuitable to d o
so in light of his financial condition and needs .

--The validity of some of the judges' decision s
interpreting the reparations procedures and author-
ity therefore ; for example, whether there is author -
ity to. award attorney's fees and the limits of th e
authority to determine where a hearing will be held .

--The types of activities forbidden by the act, an d
thus subject to redress by the award of reparations ,
have not been clearly defined . What constitutes fraud
or cheating in commodity transactions remains to b e
defined .

8

5 3

3 8

9 1
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--The role of the reparations procedure in aiding th e
work of the Enforcement Division in assuring compli-
ance with the act . No formal guidelines exist explain-
ing when reparations matters should be referred t o
the Enforcement Division for further investigation .

Needto simplify	 regulations

CFTC's Chairman has called for the reparations procedur e
to be "unique and simple ." The procedures followed, however ,
are anything but simple and easy to understand . Examples o f
the regulations show that they are complex and frustrating .
Even the Commission publication explaining the reparation s
procedure to the public warns :

"If there is no settlement and formal proceeding s
are instituted, it is generally wise for the part y
complaining to seek professional legal advice be-
cause the matter becomes complex with filing dead -
lines to be met, court-like proceedings, 'du e
process' requirements and rules of evidence . A
person who proceeds without counsel should seek a
copy of the Rules of Practice and the Reparation s
Rules of the CFTC . "

We contacted 12 persons who submitted written complaint s
to CFTC concerning some aspect of their dealing in commodities .
Only three, including one person who was an attorney, said
they would file formal complaints . Eight persons told u s
they would not file complaints, commonly citing the complexity
of the regulations and the excessive amount of time req uired
as the reasons . One person did not indicate whether he woul d
file .

The regulations relating to reparations cover over 2 0
pages of the Code of Federal Regulations . Many of the regu-
lations are technical in nature, including

--how to compute time limits for filing documents ;

--the size, grade, and type of paper used to submi t
documents to the Commission ;

--procedures allowing parties to mutually agree to th e
authenticity of matters relevant to the pending pro-
ceeding ; and

--the specific form of motions and other filings .

Making the regulations simpler to follow woul d
undoubtedly make the program more attractive and popular wit h
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the trading public . However, it should also allow cases t o
be processed and adjudicated faster, thus allowing the judge s
to hear and decide on more cases . We believe increasing the
coverage of the reparations program would boost the imag e
of the Commission to protect the trading public and at th e
same time enhance the public's confidence in the future s
markets .

During our review we noted that CFTC has taken som e
steps to simplify and epeed up procedures, such as usin g
telephone conferences to resolve differences among partie s

before hearings ; however, we believe more can be done . A
study should be performed by the Commission, with outsid e
assistance, aimed at simplifying the regulations withou t
endangering the due process rights of the parties involved .

Oral	 deposition s

CFTC regulations make no specific provision for opposin g
parties to interview each other and record the interview s
before the hearing in order to discover the opposing sides o f

the controversy . This procedure, known as taking depositions ,
is used frequently in civil courts to avoid surprises at trial s

and speed hearings . Generally the procedure consists of a
witness under oath answering questions about the case posed b y

the adverse party (or his attorney) . Cross-examination i s

generally allowed . A written transcript of the entire pro-
ceeding is k ep t and under certain circumstances may be used a t

the actual hearing or trial .

The advantages of this procedure are that it require s
immediate, unrehearsed responses to oral questions and allow s
the questioner the immediate opportunity to pose followu p
questions . A disadvantage is that it is more expensive tha n
the present procedure of written questions presently used i n
reparations cases, especially if the parties live far apart ,
necessitating extensive travel . The present procedure onl y
allows parties to pose written questions to the opposin g
side, and requires only written responses . This is called

deposition upon written interr og atories, and generally it i s
difficult to obtain as much information from this procedur e
as from the oral deposition because followup questions to
incomplete or inadequate answers cannot be asked immediately .
This is especially true if only one party uses an attorney .

Jnder certain circumstances oral depositions would sav e
time at hearings and foster prehearing settlement of dispute s
by allowing the parties a more realistic assessment of th e

merits of their case . On balance, if this procedure wer e
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allowed, but not required, time and expense could be save d
on some occasions . We believe the Commission should chang e
the reparations regulations to specifically allow this pro-
cedure to help speed up cases and encourage more preheatin g
settlements .

Abbreviated hearings procedur e

Section 14 of the act does not give the parties a n
absolute right to an oral hearing in cases involving claim s
of $2,500 or less . These cases are determined on a written
record unless the Commission allows an oral hearing . I n
cases involving more than $2,500, an oral hearing must b e
held unless waived by the parties . About 25 percent of al l
cases involve claims less than $2,500, and about 30 percen t
involve claims between $2,500 and $5,000 . Thus, if the limi t
for the abbreviated procedure was raised to $5,000 over hal f
of all cases, about 55 percent, could be disposed of withou t
an oral hearing .

Considerable time and effort could be saved by eliminatin g
oral hearings in such a large number of cases . But the admin-
istrative law judge would lose the opportunity to hear the dif-
fering views of the parties and thus test the credibility o f
their testimony . The parties would lose the opportunity t o
confront their opponents in person . In balancing these con-
flicting viewpoints, some agencies have adopted modified pro-
cedures where oral hearings are held only on the basic and
novel issues of a case . In this way the divergent viewpoint s
can be reconciled and time and resources are conserved . We be-
lieve that the Congress should consider establishing an abbre-
viated hearing procedure for all cases below $5,000, allowin g
oral hearings on only the most significant issues, with writte n
evidence allowed to supplement the oral hearing . In this way
all participants can confront their opponents in person bu t
in a quicker and more informed procedure . This would benefi t
the entire system .

CONCLUSIONS

For the reparations program to he most effective i t
should be a relatively swift, simple, and inexpensive mean s
of adjudicating claims stemming from violations of the act .
Achieving these objectives would make the reparation s
procedure work better and allow more of the trading publi c
to make use of it . However, the program's effectiveness i s
being seriously jeopardized by a growing backlog problem .
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If the Commission is to alleviate the problem it need s
to assign more staff to review, process, and hear the cases .
Better screening of cases would also help reduce backlogs .
Screening could be improved if written guidelines were estab -
lished to assist CFTC reviewers and if controls were institvt a
to assure that the guidelines are being used .

To assure that the program is run efficiently, t o
monitor its progress, and to improve its performance ove r
time, the Commission should establish reasonable time stan-
dards for the processing and adjudicating of cases . On a
regular basis actual performance should be compared to th e
standards and the reasons for variations should be determined .
Periodically the standards should be reevaluated and updated .

Without the sincere commitment from the highest level s
in the agency, improvements in the program are unlikely t o
occur . The Commission needs to place a higher priority o n
reviewing initial decisions . The Commission's track recor d
of reviewing initial decisions is less than admirable .

Commission review of initial decisions will als o
establish precedents on important legal and policy issues .
This would provide additional guidance for staff review o f
cases and provide the basis for parties to settle prior t o
formal hearings . Also, it should assist the judges in reach-
ing quicker decisions .

Making the reparations regulations simpler would allo w
cases to be adjudicated faster . In addition, it would encour-
age more of the trading public to make use of the program .
We believe the Commission, with outside assistance, shoul d
study the present regulations with a view toward simplifyin g
them but at the same time protecting the due process right s
of the parties involved .

Allowing the opposint parties to take oral depositions
would save time at hearings and foster prehearing settlemen t
of disputes . Similarly, amending the act to establish a n
abbreviated hearing procedure for all cases involving dam -
ages of $5,000 or less should simplify and speed up the pro-
gram . The new procedure would limit oral hearings to th e
basic or novel issues of a case . This way the judges coul d
concentrate on the essential issues and on the more materia l
cases .
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RECOMMENDATIONS TO THE CHAIRMAN, CFTC

To reduce backlogs and make the reparations progra m
more responsive to the needs of the trading public, w e
recommend that the Chairman :

--Assign more staff to review, process, and hea r
cases .

--Establish written guidelines for screening o f
reparations cases .

--Establish reasonable time standards for processing an d
adjudicating cases, evaluate the reasons for variation s
from the standards, and periodically update th e
standards .

--Assure that the Commission gives a higher priority t o
reviewing the initial decisons of the judges .

--With outside help, perform a study of program
regulations, with a view toward simplifying the
regulations and protecting the rights of th e
participants .

--Allow opposing parties to take oral depositions .

RECOMMENDATION TO THE CONGRESS	 _

To streamline the program, the Congress should amend
section 14 of the Commodity Exchange Act so that in case s
involving claims of $5,000 or less, oral hearings will be
limited to the basic or novel issues of the case .
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CHAPTER 1 0

ECONOMICAL PROCUREMENT POLICIES AND_

PROCEDURES	 SHOULD BE FOLLOWE D

The Commodity Futures Trading Commission has no t
followed many of the procurement policies and procedure s
which have been established for the efficient and economica l
procuremen and management of property and services by Govern-
ment agencies . Overall, the Commission relied extensivel y
on sole source procurements, with competition rarely bein g
obtained . In negotiating leases the Commission entere d
into long-term leases which are prohibited by law and di d
not obtain appraisals of fair market value of the lease d
property . Such appraisals are necessary to assure tha t
legal rent limitations are not exceeded . The Commissio n
spent amounts on improvements to leased property in exces s
of legal limitations and also procured much of its propert y
directly from commercial sources rather than satisfying it s
needs from other Government sources, as most agencies ar e
required to do .

Although the Commission is not a major procuring agency ,
it made many sizable purchases in its first 2-1/2 years .
Through fiscal year 1977, the Commission awarded contract s
and purchase orders totaling over $6 .2 million of which
$4 .7 million, or about 76 percent, were noncompetitively nego -
tiated with commercial sources . The largest group of pur-
chases were for multiple-year leases of office space i n
Washington and the regional offices, amounting to over $1 mil -
lion a year . The largest single nonrecurring-type purchas e
was a $950,000 contract to design and furnish the Washingto n
office . Other purchases were made for administrative, man-
agement or technical services, furniture and equipment ,
office machines, news services, and similar items .

Many of the Commission's procurement actions wer e
undertaken in an atmosphere of urgency during the early forma-
tive period when the staff and organization were not full y

developed . The Commission lacked procurement expertise, an d
problems resulted because key agency officials, who mad e
important procurement decisions, lacked understanding an d
appreciation for the economical procurement policies an d
procedures that should have been followed . Many of the Com-
mission's procurement problems could have been alleviated ,
we believe, if the Commission had sought the advice and
assistance of the General Services Administration (GSA) ,
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the Government's specialist in procurement flatters . The
Commission, however, deliberately avoided this approach
and did its own procuring .

By its procurement approach, the Commission obtained
office space, furniture, equipment, and supplies which are
of a better quality than that normally obtainable by Govern-
ment agencies . However, there is little assurance that th e
Commission's procurements were made to the best advantag e
of the Government, price and other factors considered .

COMMISSION PROCUREMENT APPROAC H

Section 12(b) of the Commodity Exchange Act provide s
the following in regard to contracts :

"* * * The Commission shall also have authority
to make and enter into contracts with respect t o
all matters which in the judgment of the Commis-
sion are necessary and appropriate to effectuate
the purposes and provisions of this Act, includ -
ing, but not limited to, the rental of necessar y
space at the seat of Government and elsewhere . "

On the basis of this provision and specific language in it s
appropriations acts authorizing expenditures for office
space in the District of Columbia and elsewhere, the Commis-
sion determined that it had independent authority to procur e
its own leases of real property without going through GS A
but, in all other respects, that it wa3 bound by Federa l
procurement and property management rec'ulation :s .

There is no legislative history explaining the meanin g
or purpose behind the enactment of section 12(b) . . We agre e
with the Commission's view that the authority in sectio n
12(b) to rent space is inconsistent with, and therefore i n
effect supersedes, the requirement for Government agencie s
to lease through GSA . We cannot, however, see any valid
reason for this separate authority as there do not seem t o
be any unique requirements of the Commission's mission tha t
would have been impaired if its space had been obtaine d
through GSA .

We also note that section 12(b) merely gives th e
Commission the right to lease space ; it does not specify the
procedures to be followed . We believe the Commission shoul d
have followed GSA's general standards in leasing space, bu t
it has not always done so--as discussed later .

146



For purposes of comparison, we have included i n
appropriate sections of this chapter a discussion of th e
policies and procedures that GSA and other Governmen t
agencies are required to follow .

FEDERAL PROCUREMENT AND PROPERTY
MANAGEMENT LAW AND REGULATIONS

The Federal Property and Administrative Services Act o f
1949 (40 U .S .C . 471 et sea .) established GSA as the Federa l
Government's central supply organization for other than mili -
tary supplies . GSA is to provide an economical and effi-
cient system for Government agencies to obtain a wide variet y
of procurement and property management services . The Admin-
istrator of GSA, in carrying out his responsibilities unde r
this act, has issued uniform Federal procurement regulation s
and Federal property management regulations which generall y
apply to all Federal civilian agencies .

Federal 2rocurement regulations

The Federal procurement regulations require Governmen t
agencies to obtain supplies and services from Governmen t
sources and from contracts of other Government agencies ,
including excess and surplus stocks, GSA's Federal Suppl y
Schedule contracts and stores stocks, and similar sources .
These sources provide a wide range of property and services ,
including office furniture and equipment, office supplies, etc .

The Federal property management regulations also specif y
the methods by which agencies may procure their needs, discus s
the desirability for full and free competition, indicate the
extent of competition to be obtained, and set forth explici t
provisions relating to formal advertising and negotiating
contracts .

Formal advertising and negotiation are the basic method s
by which the Government procures supplies and services . The
law provides that purchases by Government agencies be mad e
by formal advertising for bids whenever feasible and prac-
ticable . Contractors are invited to submit firm bid price s
for specified supplies or services, and a contract is awarde d
to the lowest responsive and responsible bicker .

When a procurement cannot be awarded by forma l
advertising, agencies are expected to make maximum prac-
ticable use of competition in negotiating contracts .
Contractors are given requests for proposals which state the
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Government's requirements and criteria for evaluating offers .
After interested firms are allowed sufficient time to prepar e
and submit offers, negotiation with those in the competitive
range follows or the award may be made to the lowest offero r
without discussion . The firm with the offer most advantageou s
to the Government, price and other factors considered, i s
awarded the contract . Thus, negotiated procurement, as oppose d
to formal advertising, allows the Government to question an d
discuss with the firm the conditions and features of an offer .

Only when competition is determined to be infeasible
may contracts be noncompetitively negotiated .

Federal property_management regulation s

The Federal property management regulations specify ,
among other things, the policies and procedures fo r
acquisition of real property, the assignment and use o f
space, and procurement sources and programs .

It is the basic policy of the Government that GSA wil l
lease space in privately owned buildings when needs canno t
be satisfactorily met in Government-controlled space . GSA' s
leasing authority extends to all Federal civilian executiv e
agencies, with certain minor exceptions primarily where the
space is situated outside an urban area .

GSA has established space standards and criteria and
guidelines to promote the economic and prudent use of space .
GSA is also responsible for the initial layout of space .
Its regulations forbid any covered Federal agency, withou t
written approval, to obtain interior office design or spac e
layout services from any non-Federal firm or individual .
When such services are needed, GSA will enter into the con -
tract and supervise the contractor's performance .

The GSA Government-wide supply system provide s
procurement support to executive agencies . Approximately
$3 billion worth of furniture, supplies, materials, an d
services are purchased each year . Approximately 30,00 0
commonly used items are held in inventory, and self-servic e
retail stores provide a readily available source of standard
office supplies for the convenience of Federal agencies .
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COMM_ISSIONLEASESANDIMPROVEMENT S
TO REAL PROPERT Y

When the Commission was established as a separat e
agency in April 1975, it was occupying office space i n
Government-owned buildings and in private buildings ?ease d
by GSA in various cities around the country . Since tha t
time, the Commission has moved to its own leased and improve d
office space in some of the newest and most prestigious build -
ings in Washington, D.C ., Chicago, and New York, the site s
of its largest offices . Following are the locations and th e
annual rental costs .

Locatio n

2033 K Street, NW .
Washington, D .C .

Sears Towe r
Chicago, Illinoi s

One World Trade Center
New York, New York

Annual rental
cos t

a/ Lease is subject to annual escalation .

b/ Amount does not include about $40,000 fo r
65 employee parking spaces in the building
which are paid for by CFTC .

In the process of leasing its office space, the
Commission followed practices which limited competition ,
entered into long-term leases which are prohibited b y
law, failed to determine compliance with legal limitation s
as to rental costs, violated legal limitations as t o
improvement costs, and did little to evaluate proposed
costs of modifications . These matters are discussed i n
the following paragraphs .

Competition and negotiation of _lease s
for office_space was limited

The practices followed by the Commission to obtain it s
leases limited competition and opportunities to negotiat e
lower prices . Essentially, the Commission established a
restricted geographic area within which it desired to locat e
in a city, considered some of the locations available within
that area which suited its needs, and then negotiated wit h
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only a single selected offeror . While price was considered ,
it was not a major factor .

Washi n__cton leas e

The Commission obtained its Washington lease through a
real estate agent who supplied a list of available building s
in Washington and vicinity . The Commission decided in late
May 1975 to locate in downtown Washington within the bounda -
ries of Wisconsin Avenue, 16th Street, Pennsylvania Avenu e
and R Street "* * * because of the proposed regional Metr o
system and easy access from either Virginia or Maryland b y
private auto . It was also more accessible to the Nationa l
Airport for people who had business dealings with the CFTC . "

Other criteria established at that time for selectin g
office space in Washington included (1) the price per squar e
foot should be competitive with current private sector rate s
and not to exceed $9 .50 per square foot, (2) first prefer-
ence to a building where CFTC would represent a minimum pres-
ence of 65 percent of the total occupants, (3) in-building
parking for a minimum of 50 spaces with adequate parkin g
<<vailable nearby and with good public transportation, and
(4) erection of a sign outside of the building identifyin g
it as the CFTC location . Interior design and construction
were to be completed and the space occupied by November 1 ,

1975 .

Within a week after establishing the criteria, th e
building committee met, surveyed available building data ,
visited five building sites, and narrowed its search to tw o
prime locations . Both companies submitted initial and
revised proposals to the real estate agent . These proposal s
were analyzed by the building committee and "* * * it was i n
their best and unanimous judgment that they recommende d
that 2033 K Street best fit the qualification criteria . "

A letter of intent to lease office space at 2033 K Stree t
was issued as of June 30, 1975, and a lease was negotiate d

the following month . Building construction and alterations
delayed the Commission's occupancy until April 1976, 5 month s

later than desired .

Other lease s_

The procedures followed to obtain leases in New Yor k

and Chicago were very similar . Formal solicitations for th e
lease of office space in restricted areas of each city wer e
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sent to selected rental firms . Few responses were receive d
and negotiations were conducted with only one selected
offeror .

In New York, for example, 12 firms listed in the Rea l
Estate Directory of Manhattan were solicited on July 15 ,
1975, for the leasing of office space in the lower Manhatta n
area bounded by Vesey Street, Liberty Street, West Street ,
and Broadway . About a week later a justification was pre -
pared for locating near the World Trade Center complex wher e
four of the five commodity exchanges were to be relocated .

Of the firms who were solicited, only three responde d
with a proposal . The significantly high priced offer wa s
not further considered after it was explained how the pric e
was computed . The lowest price offered was for space on th e
19th floor of the World Trade Center, but was considere d
nonresponsive because only two rather than three 5-yea r
renewal options were offered and construction would take 4 t o
6 months, thus going beyond the requested 90 days to occu-
pancy . About 1 year later, on July 30, 1976, a lease fo r
space on the 47th floor of the World Trade Center wa s
awarded to the second low bidder, but occupancy did not take
effect until October 1976 .

The Commission justified its selection of the New Yor k
location on the basis that it should be part of the com-
modity and financial community in the area, various need s
existed for continual daily two-way contact between the Com-
mission and the exchanges, savings of about 4,000 manhour s
(about 2 staff years) of professional staff time by movin g
to the World Trade Center building, and for prestige an d
image purposes .

We understand the Commission's desire for locating nea r
the exchanges and recognize that such locations are advanta -
geous . However, in all three cities, we believe that th e
Commission should also have weighed the cost of space to b e
leased against the cost and expense of less convenient spac e
within a broader area of the cities before the final deci-
sions were made .

GSA normally affords agencies full opportunity to des -
ignate the general area in which they desire their space to
be located, but delineation of the boundary lines to be used- -
sufficiently large to assure full and free participation b y
potential offerors--is the full responsibility of GSA .
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Long-tterm leases prohibited_byla w

The Commission negotiated numerous long-term lease s
which obligated it for amounts in advance of available appro -
priations, actions prohibited by law . The lease for offic e
space in Washington commenced on March 8, 1976, and continue s
for 5 years until March 7, 1981, at which time a lease pro-
vision for an additional 5-year period may be negotiated .
The lease also provides that rental payments are "* * *
specifically conditioned upon and subject to Congressiona l
appropriations * * *" for each fiscal year . Leases wit h
similar terms and conditions were also negotiated for offic e
space in Kansas City, New York City, and Chicago . In the
latter two leases, the additional rental periods are fo r
three 5-year renewal terms .

The Adequacy of Appropriations Act (41 U .S .C . 11) and
the Anti-Deficiency Act (31 U .S .C . 665) preclude, unles s
otherwise authorized by law contractual agreements requiring
direct obligations in advance of appropriations and any othe r
obligation or liability that may require expenditure of fund s
(42 Comp . Gen . 272 (1962)) .

The Supreme Court has held that extended term contract s
violate these acts even though they are made contingent upo n
the availability of future appropriations, as in the case o f
the Commission's leases .

We believe that the only contractual arrangement whic h
would satisfy the requirements of these statutes would b e
leases for the first year's needs with an option for renewa l
for succeeding years, following a determination that such
action would be in the Government's interest and on givin g
of notice to the contractor . This affirmative action woul d
require, in effect, making a new contract .

Legal limitations on rental and
impront costs not considered

The Commission negotiated numerous leases and improve d
the leased property without knowing whether it was exceed-
ing legal limitations . It is not possible, at present, t o
determine whether the maximum rent limitation has bee n
exceeded because the fair market value of the leased proper -
ties are not known . Improvements and alterations to the
leased office space in Washington, however, have gone fa r
beyond the limits established by law .
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Section 322 of the Economy Act (40 U .S .C . 278(a) )
applies to all Federal agencies in regard to the followin g
maximum rental and improvement limitations :

`'* * * no appropriation shall be obligated o r
expended for the rent of any building or part of a
building to be occupied for Government purpose s
at a rental in excess of the per annum rate of 1 5
per centum of the fair market value of the rented
premises at date of the lease under which th e
premises are to be occupied by the Government no r
for alterations, improvements, and repairs of th e
rented premises in excess of 25 per centum of th e
amount of the rent for the first year of the renta l
term * * * . "

Rentalof office space

The Commission negotiated leases in Washington, New York ,
and Chicago without determining the fair market value of th e
rented premises . In New York and Chicago the Commissio n
did, however, obtain appraisals of fair market "rent "
which was an estimate of the amount of money the propert y
would command if it were vacant and available for rent o n
the open market .

The appraisals obtained by the Commission did not provid e
information with which to determine compliance with the la w
because they dealt with "rental value" rather than "marke t
value ." Without appraisals of fair market value, it is no t
possible to determine whether CFTC complied with the lega l
rental limitations . In this regard, GSA obtains an appraisa l
of the fair market value of each property it intends t o
lease and determines its rent limitation before a leas e
agreement is signed .

Im rovements and	 alteration s

The Commission had extensive improvements and alteration s
made to its leased office space in Washington . These improve-
ments and alterations included built-in cabinets, wood panel-
ing in corridors, wall-to-wall carpeting throughout, viny l
wall covering, special lighting and electrical outlets ,
extra partitioning and doors, and similar work . Costs fo r
this work exceeded the maximum limitation of the law .
Following is a schedule comparing the legal limitation
with the costs of improvements and the resulting amount i n
excess of the limitation .
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Annual rental $505,15 3

Deduct :

	

Landlord-furnished utilitie s
and services (estimated)(note a) -114,14 2

Net annual rental $391,01 1

Economy Act limitation--25 percent 97,75 3

Extra improvements directed b y
the Commission :

Landlord improvements b/ $212,00 0
Improvements made by othe r
contractors . 137,750 349,75 0

Estimated amount of improvement s
in excess of legal limitation $251,997

a/ These items are not subject to Economy Act limitations, bu t
the costs were not determined by the Commission during
exact lease negotiations . We have estimated this amoun t
using a rate of $1 .75 per square foot, based on cost dat a
provided us by the building owner . Our discussion with a
GSA official indicated that this rate is a reasonabl e
basis for the estimate .

b/ Several items on the landlord contract may not be consid-
ered improvements according to GSA's interpretation o f
the Economy Act, but they are relatively few . Availabl e
information did not permit us to make a precise deter-
mination .

Cost of improvements toWashington
office not evaluated

The Commission did not obtain sufficient data to evaluate
the costs of improvements and determine that the proposed
prices were reasonable, as discussed below .

On June 30, 1975, the same day the letter of leas e
intent on the Commission's Washington office space was issued ,
the Commission awarded a negotiated, noncompetitive contrac t
to the landlord for improvements to the leased office spac e
in an amount not to exceed $159,400 . The exact total amoun t
of the improvements were to be determined later when th e
plans, specifications, and final working drawings were pre -
pared by the landlord and approved by the Commission . Between
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late November 1975 and February 1976, the landlord submitte d
five separate cost proposals to make various improvements an d
alterations in accordance with the working drawings which
the Commission had approved from time o time . The pro-
posals were approved, the work performed by subcontractors ,
and invoices paid in the amount of $159,200 .

In addition to the foregoing, other improvements an d
alterations were also being proposed by the landlord ,
approved by the Commission, and the work performed . In some
instances the work had been authorized orally by Commission
personnel and performed by the subcontractor before th e
landlord submitted the proposal . Purchase orders totalin g
$52,900 were awarded by the Commission to cover this work .
Thus, total improvements and alterations by the landlord- -
which we could identify--totaled $212,100 .

Essentially, the landlord's proposals identified the
location of the work, described the improvement, and esti -
mated the quantity and cost of the improvements, such as :

720 linear feet of type 2 partitioning

	

$11,54 2
1-1/4 inch conduit differential for 106 phones

	

6,93 2
Furnish and install 90 incandescent lights i n
Commissioners' offices

	

4,71 2
127 type 3 doors with hardware

	

2,21 9
Plumbing and fixtures

	

1,99 1

In addition, the proposal included subcontractor overhead
(5 percent of direct costs) and fee (10 percent of direc t
costs) and landlord overhead (5 percent of subcontracto r
direct cost) and fee (10 percent of total subcontrac t
costs) .

Details in support of the foregoing estimates, such a s
labor hours and rates and materials prices, were not sub-
mitted, and we were unable to locate any Commission record s
on the matter or personnel who could recall evaluating cost s
and prices .

The Federal procurement regulations require a prospectiv e
contractor to submit accurate, complete, and current cos t
or pricing data (i .e ., historical accounting data, vendo r
quotations, bases for estimated hours, labor rates, and simi-
lar factual data) to the contracting officer or his repre- .
sentative prior to the award of any negotiated, noncompetitiv e
contract expected to exceed $100,000 . If submission of th e
data is impracticable, the contractor must identify, i n
writing, the specific data not submitted .
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When cost or pricing data is required, the contracto r
must also sign a certificate of current cost or pricing dat a
in which he certifies that, to the best of his knowledge and
belief, the cost or pricing data submitted or specificall y
identified in writing is accurate, complete, and current .

Obtaining and analyzing the foregoing information i s
necessary so that Government agencies can have an adequat e
negotiating positj.on and insure that they have obtained ade -
quate safeguards against inflated cost estimates . With the
data, both the Government and the prospective contractor ca n
start from a common base in establishing the costs of con -
tract performance .

PURCHASES OFPERSONAL PROPERTY
AND SERVICE S

From its very inception, the Commission obtained large
amounts of furniture, supplies, and various services on a
negotiated, noncompetitive basis . Some items have been
obtained, as required, from GSA supply sources, but many mor e
could have been obtained through GSA and eliminated the nee d
for separate contracting .

Furniture purchased withou t
competition

The Commission purchased most of its furniture fro m
commercial sources on a noncompetitive basis rather than usin g
GSA supply sources . According to Commission officials, th e
purchases of furniture were justified on the basis of urgenc y
in establishing and expanding the agency . These purchase s
of desks, chairs, sofas, credenzas, and similar items wer e
made primarily through numerous, large purchase orders and a
major contract for furnishing and improving the Washingto n
office .

On August 5, 1975, the interior design firm hired b y
the landlord submitted a proposal to CFTC for interio r
design work and a separate unsolicited offer to negotiate al l
purchases of CFTC's furniture and furnishings for a fee o f
7 percent over manufacturer's invoice cost .

In the ensuing months much discussion and debate too k
place in the Commission over the question of whether i t
could purchase its furniture and equipment through th e
interior design firm or whether it must go to GSA for suc h
items . The Commission's General Counsel argued against the
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outside purchase because he believed it would be in violatio n
of applicable Government regulations . The interior desig n
firm presented information to the Commission to suppor t
its contention that it could provide many of the items a t
prices lower than could be obtained on competitively awarded
GSA contracts . The Commission generally accepted this vie w
even though one Commission comparison of the interior desig n
firm's estimated costs with the costs of certain existing
furniture acquired on a GSA contract revealed that GSA' s
prices were one-third lower . In spite of the internal con-
troversy surrounding this procurement, the urging of some i n
the Commission to go to GSA, and the ultimate urgency whic h
developed for this purchase, Commission officials informe d
us that GSA was never consulted .

In our opinion, a comparison of proposed contracto r
prices with GSA contract prices was not appropriate becaus e
they were not comparable . GSA recognizes that prices o n
large volume purchases may not be comparable with the price s
in its schedule contracts . GSA, therefore, requires tha t
large purchases be made competitively on the open market ,
either by GSA or the agency itself, if GSA grants it a

waiver . Also, when the public exigency is involved, GS A
regulations allow agencies to procure items on the open mar-
ket without a waiver from GSA .

On December 5, 1975, the Commission Chairman invoke d
the public exigency provisions of the GSA regulations an d
authorized the negotiation of a noncompetitive contract with
the interior design firm because (1) the Commission and th e
Government would suffer financial and other injuries unles s
a negotiated contract was immediately executed for the
required services, furnishings, and equipment, (2) the Com-
mission was unable to immediately and adequately describe al l
of the required services, furnishings, and equipment, and
(3) the required nonpersonal and professional services ,
furnishings, and equipment could by obtained by and throug h
the interior design firm, thereby affording the Commissio n
the most efficient, economical, and timely acquisition o f
the total requirement .

Negotiations took place and a sole source contract no t
to exceed $950,000 was awarded to the interior design fir m

on February 5, 1976 .
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Commercial purchases of officesupplies

The Commission also purchases numerous office supplie s
on the open market directly from commercial sources rathe r
than using GSA supply sources, as required . Commonly use d
office supplies, such as legal pads and felt-tip pens, ar e
routinely bought from office furniture and supply stores i n
Washington, D .C . In fiscal year 1977 these purchase s
totaled more than $20,000 .

A Commission official said these supply sources ar e
only used when the items are not available from GSA source s
at the time they are needed or when better quality items ar e
desired . With adequate advanced planning, such reasonin g
could rarely justify the nonuse of GSA supply sources fo r
office supplies . Regulations specify that all agencies mus t
requisition from GSA their requirements of stock items avail -
able from GSA supply distribution facilities . Other source s
may only be used in cases of public exigency or unforsee n
circumstances . Agencies must use the GSA items when they
will adequately serve the required functional end-use pur-
pose ; otherwise, a GSA waiver must be obtained . Persona l

preference and subjective evaluation are not accepted by GS A
as sufficient justification for a waiver .

Noncompetitive awards for administrative ,
management, and technical service s

Our analysis of 25 contracts awarded for administrative ,
management, and technical services between April 1975 an d
April 1977 disclosed that the Commission obtained competi-
tion for only three contracts, each of which was for a n
amount above $30,000 . For the remaining 22 noncompetitiv e
procurements, the Commission accepted the proposals an d
prices offered, usually without discussion or evaluation .
A breakdown of these contracts follows :

Range of_value Numbers Amount s

$

	

2,500 -

	

$

	

4,999 2 $

	

7,25 0
5,000 -

	

9,999 14 100,45 0
10,000 -

	

29,999 4 81,98 0
30,000 -

	

99,500 5 285,27 7

Total 25 $474,957

Only one of these contracts was still open as of January 31 ,

1978 .
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CONCLUSIONS

The Commission's procurement procedures and practice s
need improvement . Most of the Commission's purchases hav e
been made on a noncompetitive basis, or with limited com-
petition, and with little evaluation of proposed costs an d
prices . Competition is the Government's most effectiv e
method for obtaining reasonable prices, but, in its absence ,
skillful evaluation and negotiation of prices should take
place .

While some use is being made of Government sources o f
supply, the Commission routinely buys furniture and offic e
supplies from commercial sources when they should be
obtained through GSA .

The Commission interpreted its enabling legislation a s
allowing it to negotiate its own leases of real propert y
without going through GSA . While we cannot disagree with
this interpretation, we can see no valid reason for thi s
separate authority . There do not seem to be any uniqu e
requirements of the Commission's mission that would b e
impaired if it were required to obtain its space throug h
GSA .

In negotiating its own leases, the Commission did no t
always follow standard procurement practices and applicabl e
laws . The Commission entered into long-term leases whic h
obligated it for amounts in advance of appropriated funds ,
an action which is prohibited by law . Competition and
negotiation of leases were limited and leases and improve-
ments to real propeC:y were made without regard to the Econ-
omy Act of 1933 which establishes maximum limits for ren t
and improvements .

The Commission should negotiate leases for only 1-yea r
periods, with an option for year-to-year renewal . The Com-
mission should obtain appraisals of the fair market valu e
of its leased property in order to determine whether it ha s
complied with the Economy Act . Also, the Commission shoul d
seek recovery of the costs of improvements in excess o f
Economy Act limitations . In view of the foregoing, w e
believe the Commission's leasing authority and function s
should be placed in the hands of GSA .

RECOMMENDATIONS TO THECHAIRMAN, CFTC

We recommend that the Commission more closely follow th e
procurement and property management regulations promulgate d
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by GSA for executive agencies . This should include (1 )
seeking of maximum practicable competition in all futur e
procurements, (2) obtaining enough data to effectivel y
evaluate proposals and negotiate reasonable prices, an d
(3) maximizing the use of existing Government procuremen t
sources without regard to personal preference .

With regard to its long-term leases, we recommend tha t
the Commission comply with the administrative and reporting
requirements of the Anti-Deficiency Act (31 U .S .C . 665(i) )
and take any other actions required by law . We further rec-
ommend that the Commission negotiate leases which comply wit h
the Adequacy of Appropriations Act and the Anti-Deficiency
Act .

We also Lecomrnend that the Commission obtain appraisal s
of the fair market value of its leased property and determin e
whether it has complied with the maximum rental limitation s
of the Economy Act . Any rental costs in excess of the limi-
tations should be recovered from the landlords . We furthe r
recommend that the Commission recover the cost of all improve-
ments to its Washington office in excess of the Economy
Act improvement limitation .

RECOMMENDATIONTO THE CONGRES S

We recommend that the Congress amend section 12(b) o f
the enabling legislation by deleting the phrase "includin g
but not limited to the rental of necessary space at the sea t
of Government and elsewhere ." This would have the effec t
of placing the leasing authority and functions of th e
Commission in the hands of GSA .
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CHAPTER 1 1

CFTC'S FINANCIAL DISCLOSURE	 SYSTEM NEEDS TO BE	 STRENGTHENED

Our review of CFTC's code of conduct regulations wa s
primarily concerned with whethe r

--all required financial disclosure statements wer e
promptly and properly filed and adequately reviewed ,

--employees not required to file financial disclosur e
statements should be required to file them, an d

--an excessive number of employees were being hire d
from the commodity industry and returning to thi s
industry after Government employment .

The functions and purposes of CFTC include strengthenin g
the regulation of futures trading, preventing price manipu-
lation and dissemination of misleading commodity information ,

and protecting commodity market users . To properly fulfil l
these responsibilities and maintain public confidence i n
its operations, CFTC must insure that employees adhere t o
the highest standards of ethical conduct .

Our examination of various aspects of CFTC's code o f
conduct regulations revealed that, on the basis of prio r

revie . , '_he Commission has taken steps to strengthen an d
improve its financial disclosure system . As a result of thi s
action, the system is now detecting, and procedures have bee n
established to avoid, potentially conflicting situations .
However, on the basis of our review, we believe that som e
employees (who now do not file statements) should be require d
to file an annual disclosure statement and some should certif y
annually that they have no financial interests or outsid e
employment which would violate agency regulations . Currently ,
there is no effective system to assure CFTC management tha t
these employees are not misusing inside information for thei r
own benefit or violating CFTC regulacions .

FINANCIAL DISCLOSURE SYSTE M

Executive Order 11222 of May 8, 1965, prescribed standard s
of ethical conduct for Government officers and employees and
directed the Civil Service Commission to establish regulation s
implementing the order . Subsequently, in November 1965 ,
Civil Service issued instructions requiring each agenc y
to prepare standards of employee conduct and establish a syste m
for reviewing employee financial disclosure statements . Civi l
Service must approve regulations established by each agency .
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Aaency_relulation s

CFTC's code of employee conduct (17 CFR part 140) wa s
adopted July 2, 1976, following an examination by a progra m
study group of other commissions' conduct regulations and a n
examination of its own need to protect against various type s
of conflict-of-interest situations . The code of conduc t
established ethical standards for the five commissioners and
employees . Besides implementing the executive order an d
Civil Service's instructions, the code set forth very specific
regulations concerning business and financial transactions ,
outside employment, acceptance of gifts, disclosure of non -
public information, postemployment practices, and financia l
disclosure .

CFTC's regulations are very specific with respect t o
business and financial interests and adequately detail thos e
transactions and interests which are prohibited . One of the
regulations (17 CFR _140 .735-4(b)) states that :

"No Commission member or employee shall :

(1) Participate, directly or indirectly, i n
any transaction (i) involving a contract o f
sale of any commodity for future delivery ;
(ii) involving any commodity that is of th e
character of, or is commonly known to th e
trade as, an option, privilege, indemnity ,
bid, offer, put, call, advance guaranty o r
decline guaranty ; or (iii) for the deliver y
of silver bullion, gold bullion, bulk silve r
coins or bulk gold coins that is or is to be
executed pursuant to a standardized contrac t
commonly known to the trade as a margin
account, margin contract, leverage account o r
leverage contract or similar contracts whe n
subject to regulation by the Commission ;

(2) Participate, directly or indirectly, i n
any investment transaction in an actua l
commodity, except as permitted in section 9(d )
of the [Commodity Exchange] Act ;

(3) Have a beneficial interest,, through owner -
ship of securities or otherwise, in any perso n
regulated by the Commission, such as a contrac t
market or clearinghouse or member thereof, a
registered futures commission merchant, an y
person associated with a futures commission mer-
chant or with any agent of a futures commis-
sion merchant, floor broker, commodity tradin g
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advisor or commodity pool operator, or an y
other person required to be registered in a
fashion similar to any bf the above under th e
Commodity Exchange Act or pursuant to any rul e
or regulation promulgated by the Commission ;

(4) Have a significant beneficial interest ,
through ownership of securities or otherwise ,
in any other person required to file report s
under the Commodity Exchange Act or pursuan t
to any rule or regulation promulgated by th e
Commission ; o r

(5) Purchase or sell any securities of a com-
pany which, to his knowledge, is involved i n
any (i) pending investigation by the Commis-
sion ; (ii) proceeding before the Commissio n
or to which the Commission is a party ; o r
(iii) other matter under consideration by th e
Commission that could significantly affec t
the company . "

The regulation further provides that a member or employee i s
considered to have sufficient interest in the transaction s

" * * * of the spouse or minor child of the mem-
ber or employee, or other relatives who are resi -
dents of the immediate household of the member o r
employee, so that such transactions must be reported
and, absent compelling countervailing reasons, ar e
subject to all the terms of this section . "

CFTC's General Counsel is the ethics counselor . He i s
responsible for providing advice and interpretative ruling s
on employee conduct matters as needed by the Director o f
Personnel, Regional Deputy Counselors, and employees . Th e
Director of Personnel is responsible for collecting and re-
viewing employees' financial disclosure statements . He usu-
ally delegates this responsibility to a senior staff membe r
in his office . The General Counsel resolves conflict-of-
interest matters that appear on the disclosure statemen t
which cannot be resolved by the Director of Personnel or hi s
designee .

CFTC's regulations require annual financial disclosur e
statements from :

--Executive schedule employees (except Presidentia l
appointees required to file financial disclosur e
statements with the Civil Service Commission) .
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--All employees in positions of grade GS-13 and above .

--Employees occupying positions as attorneys, audi -
tors, or investigators in grades GS-11 and GS-12 .

--Consultants and experts .

Individuals file a financial disclosure statement prior t o
occupying these positions . This requirement is noted in th e
position descriptions for the positions .

Review of financial	 disclosur e
statements	 an	 CFTC'simprove d
procedure s

In September 1977, the Surveys and Investigations staff ,
House Committee on Appropriations, reviewed CFTC's financia l
disclosure system . During this review, certain system weak-
nesses were disclosed which prompted CFTC to take corrective
action, including

--assigning responsibility for statement review to a n
individual in the Office of Personnel who is experi -
enced in the commodity industry ,

--developing more effective procedures for processin g
and reviewing financial disclosure statements ,

--developing a new financial disclosure form for th e
1978 filing period containing pertinent detaile d
questions relating to possible conflict-of-interes t
situations ,

--performing a second review of the financial disclosur e
statements filed in July 1977, and

--developing more specific criteria as to the types o f
interests that would create conflict-of-interes t
situations .

During 1977, 199 CFTC employees (including experts and
consultants) were required to file financial disclosure state-
ments . In October 1977, when we initiated our review of it s
system, eight employees had not filed their statements .
Seven of the eight employees have since left CFTC, and the
other employee subsequently filed his statement .

CFTC's first review of the financial disclosure state-
ments filed in July 1977 revealed no interests which appeare d
to violate Commission regulations . Its second review o f
the statements began in November 1977 and was completed i n
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January 1978 by the new reviewing official in the Office o f
Personnel . This official has experience in the commodit y
industry . In coordirition with our review, he questioned 4 9
financial interests ;field by 24 employees, under the ne w
agency review criteria .

The Office of Personnel and the Office of General Coun-
sel have determined that financial interests in companie s
classified in the following categories could represen t
potential conflicts in light of CFTC's regulations :

---Agriculture businesses .

--Food companies .

--Companies whose primary business involves producin g
or processing of raw commodities (up to the retai l
level) which have future contract counterparts to
include precious metals and copper .

The 49 financial interests, identified as questionable ,
were analyzed by the reviewing official to determine whethe r
any of the interests represented a possible conflict o f
interest--i .e ., a company that is involved with CFTC (1) i n
litigation or reparation proceedings, (2) in a reporting
status, or (3) in some direct manner . The reviewing offi-
cial identified 26 of the 49 interests held by 18 employee s
that represent possible conflicts . The 26 interests wer e
referred to the Office of General Counsel for legal review .

In addition to the financial interests identified above ,
the reviewing official also asked the Office of Genera l
Counsel to rule o n

--nine property interests including farms and ranches ,
held by six employees ;

--three employees' outside employment ; and

--two employees' loans .

Most of the cases were referred to the Office o f
General Counsel in January 1978 . The General Counse l
has discussed some of the referrals with personnel offi-
cials, and as of February 3, 1978, he had responded t o
one case in writing . The General Counsel decided tha t
no conflict of interest existed in that case .

Our review of the five CFTC Commissioners' statement s
filed in 1977 with the Civil Service Commission disclose d
three financial interests in securities held by on e
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Commissioner, and one property interest held by anothe r
Commissioner that appears questionable under the new revie w
criteria established by CFTC . We notified Civil Service i n
February 1978 of these financial interests and asked tha t
it review the disclosure statements to determine whethe r
any potential conflicts of interest exist . Civil Service' s
ethics counselor agreed that he would contact CFTC's Offic e
of General Counsel regarding this matter .

We believe that CFTC's recent action to strengthen it s
financial disclosure system is effective for detecting ques-
tionable financial interests held by reporting employees .

PROCEDURES NEEDED TO
GUARD AGAINST MISUS E
OF CONFIDENTIAL INFORMATION

As mentioned earlier, CFTC required 199 of its 48 1
employees to file annual financial disclosure statements .
To determine the adequacy of CFTC's criteria for identifying
positions which should file statements, we reviewed positio '
descriptions of incumbents who currently do not file state-
ments . We concluded that there are other employees wh o
should be required either to file an annual disclosure state-
ment or certify annually that they have no financial interest s
or outside employment which would violate agency regulations .

CFTC's regulation (17 CFR 140 .735-9) states that :

"A Commission employee shall not divulge, or caus e
or allow to be divulged, confidential or non-publi c
commercial, economic or official information to an y
unauthorized person, or release such information
in advance of authorization for its release . "

In addition, section 9(e) of the act provides crimina l
penalties for the misuse of nonpublic data by any CFTC Com -
missioner or employee .

Our review of the position descriptions for auditors ,
investigators, attorneys, and economists in grade level s
that were not required to file a disclosure statemen t
disclosed that these individuals have access to sensitiv e
nonpublic data in the performance of their duties . Many o f
them perform duties similar to those in higher levels bu t
receive more supervision and have less decisionmakin g
authority . They do, however, have an impact on the decision -
baking process through the collection, development, an d
analysis of data . Because of their access to sensitive data ,
their potential for influencing the decisionmaking process ,
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and CFTC's regulatory responsibilities and statutory restric -
tions, we believe the incumbents of these positions shoul d
be required to file annual financial disclosure statements .

Incumbents in a number of other positions also hav e
access to sensitive nonpublic information in the course of ful-
filling their duties . Yet there is no monitoring or enforce-
ment system in effect to insure that the employees are no t
(1) using information for their own benefit, (2) involved i n
possible conflict-of-interest situations, or (3) violating
agency standard of conduct regulations which apply to al l
employees . Administrative assistants to the Commissioners ,
paralegal specialists, computer specialists, certain secre-
tarial personnel, trading reports clerks, documents clerks ,
and statisticians are among the positions with access to th e
nonpublic information .

We believe CFTC should establish a certification syste m
for employees not required to file financial disclosur e
statements . One method would be to require these employee s
to certify annually that they, their spouses, minor childre n
and other relatives who are residents of the immediate house -
hold do not own any interests or have any outside employmen t
which violates CFTC's regulations . We believe such a state-
ment, coupled with specific advice to the employees concern-
ing what constitutes a conflict of interest, would caus e
greater employee ethical awareness and provide a measure o f
assurance to management that employees are not involved i n
conflict-of-interest situations . We also believe such a
certification in lieu of a financial disclosure statemen t
would adequately protect the privacy of lower level employees .

POSTEMPLOYMENT SYSTE M

CFTC does not maintain records designed to determine
where employees were formerly employed . Likewise, it doe s
not request information to determine where former employee s
are working . Therefore, it was not possible for us to deter -
mine whether or not a revolving door pattern exists betwee n
CFTC and the commodity industry .

At our request, CFTC determined from available infor-
mation that 62 employees may have been employed in the com-
modity industry prior to their Federal employment . Th e
CFTC information disclosed that 7 employees were previousl y
employed by commodity exchanges, 27 were employed b y
companies in the commodity or securities industry, and 2 8
were employed by law firms which may have represented
clients in the commodity industry .
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Since April i975 . 156 professional employees in grade s
GS-7 and above (including 30 experts and consultants) hav e
separated from CFTC . Of these, 10 went to work for commodity
exchanges, 12 joined commodity related firms, and 11 accepte d
positions in law firms, some of which represent clients i n
the commodity industr y

Postemployment regulation s

CFTC's code of conduct regulations (17 CFR 140 .735-10 )
cover postemployment restrictions and state that :

--"No person shall ever appear in a representative
capaclty before the Commission in a particula r
matter if such person, or one participating with
him in the particular matter, personally considere d
it or gained nonpublic knowledge of the fact s
thereof while he was a member or employee of th e
Commission .

--"No person who has been a member or an employe e
shall, within one year after his employment ha s
ceased, appear in a representative capacity
before the Commission in any matter which wa s
under his official responsibility as a membe r
or employee of the Commission at any time withi n
a period of one year prior to the terminatio n
of such responsibility * * * . "

The lifetime ban is more strict than 18 U .S .C . 207(a )
1/ in that it goes beyond personal involvement and include s
the gaining of nonpublic knowledge of a particular matte r
whether the former employee was personally involved o r
not . In its regulations, CFTC has defined "appearanc e
before the Commission" to mean personal appearances befor e
or personal communications with the Commission or an y
member or employee regarding matters arising under th e
statutory provisions administered by the Commission .
"Representative capacity" has been defined to includ e
not only the usual type of representation by an attorney ,

1/ Basically, 18 U .S .C . 207(a) prohibits a forme r
Government employee from acting as an agent or attor-
ney in any matter in which he participated personall y
and substantially as such officer or employee an d
in which the United States is a party or has a direc t
and substantial interest .
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but also representation of a corporation in the capacity o f
an officer, director, or controlling stockholder thereof .

To enforce these regulations, CFTC established a
reporting requirement for former members and employees con-
templating appearances before the Commission . This require-
ment states chat :

"Any former member or employee of the Commissio n
who, within two years after ceasing to be such ,
is employed or retained as the representative o f
any person outside the government in any matte r
in which it is contemplated that he will appea r
before the Commission shall, within ten days o f
such retainer of employment, or of the time whe n
appearance before the Commission is first contem-
plated, file with the General Counsel of the Com-
mission a statement as to the nature thereo f
together with any desired explanation as to wh y
it is deemed consistent with this section * * * . "

Reporting procedure s

Being a relatively new agency, CFTC has not had much
experience with postemployment matters . Employees are made
aware of postemployment regulations when they are hired .
Letters concerning postemployment matters are received an d

handled by the General Counsel .

When the reporting system was first established in Jul y
1976, the former employees' notification letters were review-
ed and, if necessary, investigated to determine whethe r
the appearance would be in compliance with CFTC's regulations .
The General Counsel would subsequently respond with a lette r
setting forth the postemployment regulations and usuall y
approving the request of the former employee to appea r

before CFTC .

The General Counsel later decided that too much time
was being spent in responding to notification letters .
Under current procedures, CFTC only acknowledges receip t
of a notification letter and makes an investigatio n
if the contents of the letter indicate that the appearanc e

might violate agency regulations . From July 1976 throug h

November 1977, CFTC received 17 letters from 6 forme r
employees notifying it of contemplated appearances .

CONCLUSIONS

As a result of various reviews of its financial disclosur e

system, CFTC has strengthened its system . Its system is no w
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detecting, and action is being taken to avoid, potentia l
conflict-of-interest situations . However, we believe
there are other employees who should be filing statements .

CFTC, through its regulations and the act, prohibit s
the misuse of confidential or nonpublic agency information .
However, with the exception of the annual financial disclosur e
statement filed by designated higher level employees, there i s
no requirement to help insure that lower level employees ar e
not misusing nonpublic information for their own benefit o r
violating regulations prohibiting the ownership of certai n
interests . Because of the sensitivity of the informatio n
available to employees, we believe the agency should develo p
a certificatic . system to insure that conflicts of interes t
are avoided .

We believe that if properly implemented, CFTC's post -
employment system, whereby employees notify the agency o f
any proposed appearances before the agency, can be a n
effective enforcement mechanism .

RECOMMENDATIONS TO THE CHAIRMAN, CFT C

We recommend that the Chairman :

--Require lower level employees in the positions o f
auditors, investigators, economists, and attorneys t o
file financial disclosure statements annually .

--Establish a certification system for employees no t
required to file financial statements to insur e
that they and members of their immediate household s
do not own any interests or have outside employmen t
which violates CFTC's regulations .
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CHAPTER 1 2

CFTC ATTEMPTS	 TO REGULATE THE SALE O F

COMMODITY OPTIONS HAVE NOT BEEN EFFECTIV E

The 1974 Commodity Futures Trading Commission Act ,
which revised the Commodity Exchange Act of 1936 to provid e
comprehensive regulation of all commodities, goods, and
services traded in the futures markets, continued the ban
on the trading on or off domestic exchanges of commodit y
options on those commodities regulated before 1974 . 1/ It
did not, however, ban the trading of options, including for-
eign commodity and dealer options, on commodities not pre-
viously regulated . Instead, the 1974 act granted th e
Commodity Futures Trading Commission exclusive jurisdictio n
over options--effectively preempting the States' and th e
Securities and Exchange Commission's regulatory activitie s
in this area--and authorized it to determine whether, an d
so in what fashion, option trading in these previously u i
ulated commodities should be permitted .

CFTC considered but took no action to ban the tradin g
of foreign commodity and dealer options, which had bee n
legally available in this country throughout the perio d
since 1936, although various fraudulent schemes involving
the sale of options, particularly options on commoditie s
traded on the London commodity exchanges (London options) ,
had received considerable publicity in the early 1970s .

Instead, following the recommendations of an advisor y
group, many of whose members had ties to exchanges or firm s
that proposed eventually to trade options, CFTC develope d
a two-part or two-stage strategy for the regulation o f
options . Under part A, the interim or first stage of it s
overall options regulatory strategy, CFTC tried to regulat e
the sale of foreign and dealer options by issuing regula-
tions covering, among other things, registration of al l
persons offering options to the public, segregation of cus -
tomer funds, keeping of books and records for CFTC inspec-
tion, and minimum dealer capital requirements . Part B, the

1/ These "previously regulated commodities," basically
important domestic agricultural commodities, are specifi -
cally enumerated in section 2(a)(1) of the amended act .
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comprehensive second stage of CFTC's two-part option s
regulatory strategy, envisioned a pilot test of options trad-
ing which, in addition to foreign options and dealer options ,
would feature domestic exchange trading of options on th e
previously unregulated commodities . Part B has not been
implemented by CFTC to date . Trade options--transaction s
between commercial principals involving the physical commod-
ities--were not included in the scope of CFTC regulations .

CFTC, however, has been unable to effectively enforc e
its option regulations, and option trading has attracte d
substantial customer interest as well as the participatio n
of allegedly fraudulent operators who saw the potential fo r
quick profits through high-pressure, boilerroom-type oper-
ations . At the same time, CFTC's attempts to develop an d
enforce its option regulations and to prevent fraudulen t
and illegal activity in the sale of options caused a heavy
drain on its resources and seriously interfered with it s
ability to deal with its more basic responsibility for regu-
lating commodity futures .

Because it was understaffed and unprepared to compe l
strict compliance with its option rules, CFTC has not bee n
able to make of these rules the meaningful customer protec-
tions they might otherwise have been . A number of optio n
firms, among then some of the largest, have operated in open

defiance of CFTC rules . CFTC only recently, in the face o f
continued revelations of alleged fraud and customer abuse, a s
well as intense criticism from State officials who claim tha t
CFTC is not adequately protecting their citizens, has con-
cluded that it is necessary to suspend the sale of foreig n
and dealer options after all .

CFTC still intends, however, to go ahead with a pilo t
program to test trading of options on domestic exchanges .
It has requested a supplemental appropriation for this pur-
pose for fiscal year 1978 as well as a budget increase fo r
fiscal year 1979 . Although such a pilot test may in time b e
appropriate, we believe that implementation at this time i s
inadvisable . Instead of options, CFTC should devote all its
resources, including any supplemental appropriations, t o
improving its regulation of futures trading . As this repor t
points out, many areas basic to the effectiveness of future s
regulation are greatly in need of improvement .

COMMODITY OPTIONS

A commodity option, in contrast to a commodity future s
contract, represents a right, but not an obligation, to bu y
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or sell a commodity (or a commodity futures contract) at a n
agreed-on price within a specified time . As a tradin g
tool, commodity options may have many of the same uses a s
commodity futures contracts, although as a practical matte r
their commercial utility and attractiveness, in this countr y
at least, largely remain to be demonstrated . Commodity user s
and hedgers may use options to establish a price today whic h
they will pay for a product 6 or 9 months from now . Option s
might also protect against a possible decline in the marke t
value of owned commodity products .

The speculative side of option trading, however, ha s
attracted greatest notice in this country . In trading com-
modity futures, speculators, even when correct in assessing
price trends, may be whipsawed out of the market by advers e
short-term fluctuations or by their failure or inability t o
meet successive margin calls . By using options, speculator s
can initiate and maintain positions in high-profit-potentia l
commodity markets with the assurance that their risks hav e
a fixed limit (the option premium plus brokerage fees) an d
confidence that they can maintain their position for th e
specified time without the risk of margin calls, stop-los s
closeouts, and whipsaw moves .

The history of option trading in , this country extend s
to the 1860s when options (then called "privileges") fo r
grain were traded on several midwestern exchanges . Such
trading, however, was subject to widespread criticism fro m
its earliest days, primarily because options, which hav e
been known by various names over the years, were considere d
mere gambling contracts with no actual intent to obtain th e
commodity . Bans or restrictions on option trading have bee n
imposed by the Federal Government and others from time t o
time since 1874 when Illinois outlawed trading in privileges .
(See app . VI for a more detailed discussion of the histor y
of option trading and regulation in the United States . )

Although some bills which were considered durin g
deliberations leading to the 1974 act would have banned al l
option trading, the act as finally passed banned option trad -
ing only in the commodities previously regulated under th e
1936 act . The 1974 act, however, granted CFTC exclusiv e
jurisdiction over all commodity options ard authorized CFTC ,
after notice and opportunity for hearing, to issue rules ,
regulations, or orders either to prohibit option transaction s
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in the previously unregulated commodities or to allow suc h
transactions under such terms or conditions that it was t o
prescribe within 1 year (or later if it notified the Senat e
and House agriculture committees) after the act's effective
date . The act also authorized CFTC to set different term s
and conditions for different markets .

SIGNIFICANT CFTC ACTIONS ON
COMMODITY OPTION S

One of the first questions which CFTC found itsel f
obliged to consider after it officially came into existenc e
on April 21, 1975, was how to deal with the growing problem
of fraud in the sale of off-exchange options in the previousl y
unregulated commodities . Fraudulent schemes involving th e
sale of options had received considerable publicity in variou s
parts of the country and had also been the subject of testi-
mony in congressional hearings on the legislation creating
CFTC .

On June 24, 1975, against a background of increasing
concern about the growing fraud problem, CFTC issued a n
antifraud rule (17 CFR §30 .01, 1976) which made it unlawful ,
among other tr,ings, for any person directly or indirectly t o
(or attempt to) cheat, defraud, or deceive any other perso n
in connection with any commodity option transaction . Earl y
in October 1975 CFTC first exercised its injunctive authorit y
under the 1974 act when it sought injunctions against two
option firms which it alleged were in violation of its anti-
fraud rule .

In July. 1975 CFTC asked the U .S . District Court a t
Oklahoma City for permission to participate as amicu s
curiae--a friend of the court--in an SEC case invoing the
offer and sale of commodity options . CFTC intended thi s
action, in part, to apprise the courts and various State an d
Federal agencies of the exclusive jurisdiction ove r
commodity-related matters conferred on it by the 1974 act .

Also in late 1975, CFTC announced formation of a
17-member advisory committee on the definition and regulatio n
of market instruments . The advisory committee, chaired by
CFTC's Vice Chairman, was charged with responsibility fo r
considering all aspects of commodity options, leverage con -
tracts, and related market instruments and making recommen-
dations to CFTC for appropriate regulatory action . CFTC als o
requested the public's views on the regulatory approach to
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be adopted for options . Specifically, it asked for comment s
on five proposed regulatory plans :

1. Prohibit all option transactions .

2. Restrict option transactions to boards of trad e
designated as contract markets by CFTC .

3. Adopt a rule forbidding option transaction s
except in accordance with a CFTC-approved busi-
ness plan .

4. Prohibit "naked options" irrespective of action s
which might be taken on other types of options .
(A naked option represents nothing more than th e
option grantor's unsupported promise to perform .
The option grantor does not necessarily ow n
commodity futures contracts or the physical com-
modity to meet his obligation nor is performanc e
of the obligation guaranteed by a recognized
exchange or clearinghouse . )

5. Permit option trading only by persons registere d
with CFTC as futures commission merchants .

To facilitate its work, the advisory committee assigned
subcommittees to consider particular subject areas . Th e
seven-member subcommittee on options held several meeting s
from late November 1975 through April 1976 . in mid-May 197 6
the subcommittee presented its recommendations to the ful l
advisory committee, which adopted the recommendations (with
a few exceptions and modifications) and on July 6, 1976 ,
transmitted its report to the Commissioners . The advisor y
committee's major recommendations on options were that optio n
trading in general should not be prohibited but tha t

--domestic trading in options on contract market s
(exchange options) and in foreign options and domesti c
dealer options off contract markets (off-exchang e
options) should be permitted only if there was a
showing satisfactory to CFTC that protections sub-
stantially equivalent to those afforded futures cus-
tomers on contract markets were available ;

--trading in assignable options (options that can b e
conveyed to a third party off the contract market )
on domestic futures contracts should be prohibited ;
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--in general, option trading should be regulated i n
a fashion similar to that of futures contracts ;

--in general, option trading on futures contract s
should be limited to the contract markets on which
the underlying, futures contracts were traded ; and

--option trading on domestic futures contracts off con -
tract markets should be prohibited .

The advisory committee felt strongly that it was not necessar y
to demonstrate an improvement or betterment of the publi c
interest in order to permit option trading, any more than
it was necessary to affirmatively justify engaging in any
other form of economic activity . It concluded that commod-
ity options had been and were being legitimately used b y
commercial and other interests in ways that were not con-
trary to the public interest and that a sufficient case had
not been made for banning option trading in general .

However, one public member of the advisory committe e
observed in a dissent from the advisory committee report tha t

"the Commission is going to have a difficult time
with its limited staff in policing these trans -
actions where they occur away from a regulate d
exchange . "

On September 13, 3976, the Commissioners, after rejectin g
by a 4-to-1 vote a proposal that would have temporarily sus-
pended all option trading in the United States, approve d
a resolution proposing a two-part plan for regulating
options . Under part A of the plan, the CFTC staff was t o
draft interim regulations aimed at off-exchange options ,
particularly at the fraud and customer protection problem s
created by the growing domestic trade in London options .
Under part B, regulations were to be drafted later aimed a t
developing a comprehensive regulatory plan covering bot h
off-exchange options and domestic-exchange-traded options .

It was envisioned that part B would include a limited ,
rigidly controlled 3-year or less pilot test program of trad-
ing on domestic exchanges of options on selected commoditie s
to develop an experience translatable to other commoditie s
and designed to determine (1) the nature and extent of th e
effect of option trading on the underlying futures and cas h
markets, (2) the economic contribution made by option trad-
ingr and (3) the capability of desi!7nated contract market s
to conduct market surveillance and assure orderly markets .
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In introducing the resolution that was approved, CFTC' s
Vice Chairman, who had chaired the options advisory commit-
tee, referred to the widespread fraud problems in the sal e
of options :

"We know that people are getting ripped off righ t
and left on options in this country . * * * I thin k
that the way that options are being offered in thi s
country is contrary to the public interest . Nothing
could be more clear to we than that . * * * Customer s
are bilked . They are charged outrageous premium s
in many cases . They are enticed into the options
business as part of a pyramid operation . In man y
cases, what is sold to them as a London option ha s
* * * never been to London . "

Despite these problems, the Vice Chairman and three o f
the other four Commissioners apparently believed that the
part A regulations, which were being proposed for quick imple-
mentation, would in a short time largely eliminate the frau d
problems and pave the way for part B, which would clean u p
the industry once and for all . The Vice Chairman said :

"Part A has the objective of immediately cleanin g
up the options business * * * . It doesn't clean
it up as thoroughly as banning it . * * * I t
doesn't clean it up as thoroughly as we want to
in the long run * * * [but] it, is something I am
led to believe by the staff can be done quickl y
and I think that is probably our goal . * * * [It ]
is designed to be a holding action * * * . "

On the specific regulations proposed for part A--funds
segregation, minimum capital, disclosure, and other require -
ments--the Vice Chairman said :

"I think this will be a substantial blow to th e
way options are sold in the U .S . * * * We fee l
that by doing this probably 90-95 %--my roug h
estimate--of the incentive for people to continue
to engage in the options business is probabl y
going to go down the line . "

The one Commissioner who was in favor of imposing a
temporary ban on option trading said, in referring t o
the propose two-part plan :

"It comes down to the basic area that I think we'r e
all concerned with and this is the protectio n
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of the public . We are proposing to let th e
so-called London options continue in their pres-
ent form for, we say, at the very best, 50 days ,
probably for God knows what ; and our response to
all the complaints we have had arising from abuse s
in London options--which are more than everythin g
else--is to permit them to go now for another 5 0
or 60 days, or whatever, and say, 'okay, we ar e
going to clean you up .' So we are telling th e
U .S . public, that we are supposed to be protect-
ing, that we will protect them in 50 days, 60 day s
or so but, in the meantime, it is business as
usual . And the only reason I can find for thi s
is that we might discommode those that are doin g
the business . "

Elaborating on his own proposal to temporarily suspend
option sales, the Commissioner noted that most of the majo r
wire houses did little or no retail option business and ,
therefore, would not be adversely affected by the suspension .
He added that those that would be adversely affecte d

"* * * will be the same ones that are giving th e
industry a black eye, and the ones most favorabl y
affected will be the responsible FCMs and sales -
men and, most important of all, the public, I
think . And in light of all the publicity tha t
options excesses have generated * * * I don' t
know how we can responsibly permit the continua-
tion of that situation for even one more day ;
and the day that we do that we have capitulated
to the worst element of those that we are charge d
with regulating . I believe that we have to pu t
first things first and protect the U .S . invest-
ment public, regardless of who might b e
inconvenienced . . "

PART A REGULATIONS DID NOT PROVIDE TH E
SHORT-TERMSOLUTION ENVISIONED BY CFTC

Despite the Commission majority's optimism that the two -
part plan would quickly succeed in curbing abuses in the sal e
of options, CFTC was unable to adhere to the projected sched -
ule for implementing the part A option rules or to move a s
quickly as anticipated to adopt the comprehensive regulator y
plan of part B . Also :

---The part A rules failed to provide effectiv e
regulatory control over the option industry i n
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part because a number of option firms, including som e
of the largest, operated in open defiance of the rule s
and because CFTC lacked the means and resources to ade-
quately maintain and enforce compliance with it s

, requirements .

--The part A segregation rules were delayed severa l
months by court challenges after the other rules had
gone into effect .

--CFTC lacked a "reporting system" for options comparabl e
to its market surveillance program for futures trad-
isg and, as a result, was largely in the dark con-
cerning the day-to-day, month-to-month realities o f
options trading (e .g ., magnitude of options trading ,
identity of options market participants, profitabil-
ity of options transactions, commercial utilizatio n
of options, etc .) .

--CFTC did not fully consider the effect on custome r
protection of its assertion and defense of its exclu-
sive jurisdiction over options .

--CFTC's attempts to develop and enforce its optio n
regulations and to prevent fraudulent and illega l
activity in the sale of options caused a heavy drai n
on its resources .

Wide agreement now exists among CFTC's Commissioner s
and staff that early CFTC action in 1975 or 1976 to tem-
porarily ban the retail sale of foreign and dealer option s
would have had very few adverse consequences, because i t
is believed that relatively few firms were then in the busi-
ness of selling options . The dramatic groth in option s
activity seems to have occurred only after CFTC signaled
its intention to develop a regulatory scheme for option s
rather than banning them or placing a temporary moratoriu m
on their sale .

Problems in finalizing partA
regulatns

CTFC's proposed part A (interim) regulations wer e
approved on September 29, 1976, and published for comment i n
the Federal Register on October 8, 1976 . They provided for :

1 . Registration of all dealers offering options t o
the public as FCI4s and their sales employees a s
associated persons„
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2. Segregation (from the dealer's assets) in the
United States of all furls and property receive d
from an option customer and treatment of thos e
funds as belonging to the customer .

3. Certain books and records to be maintained by
dealers and to be made available for CFT C
inspection .

4. An FCM engaged in option transactions to have a n
adjusted working capital of at least $50,000 .

5. Persons soliciting or accepting orders for option s
to make a summary disclosure to an option custome r
24 hours before entry of the transaction of al l
fees, charges, premiums, markups on premiums, an d
sales commissions .

The regulations were originally expected to take effect o n
or about November 18, 1976, and remain in effect for abou t
2-1/2 or 3 months until the part B regulations could be
implemented .

The proposed regulations were received with strong
objections in some quarters, notably among firms sellin g
London options in this country . A number of such firm s
organized in October 1976 to form the National Association
of Commodity Option Dealers (NASCOD) .

One of the main concerns of the London option dealer s
was the regulation dealing with segregation of custome r
funds, which CFTC viewed as the main pillar of its custome r
protection effort in options . The dealers' concern, o f
which CFTC was fully cognizant, was that British Governmen t
regulations required payments for London options to be remit-
ted to Britain . CFTC's proposed rules, however, would hav e
required that, until the option was exercised or had expired ,
all the custom€_ s funds be set apart in this country .
Therefore, the firm would have had to remit payment to th e
foreign option seller out of its own funds . Many smalle r
option firms complained that their limited capital woul d
not permit them to do business this way and charged tha t
CFTC was deliberately attempting to drive them out o f
business, leaving the London option field to the larger ,
established FCMs .

In the face of increasingly critical comment from
option dealers and threatened court challenges to the seg-
regation rules, the Commissioners voted on November 18 ,
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1976, to revise the segregation and disclosure rule s
and to delay the dates of implementation .

The revised regulations, which were published in th e
Federal Register of November 24, 1976, reduced the segrega-
tion requirement from 100 percent to 90 percent of the cus-
tomer's funds . CFTC also expressed its willingness t o
consider proposals for equivalent alternatives to its seg-
regation requirement . The disclosure rule was relaxed t o
require a dealer to give the customer a summary disclosur e
of the option price, .premium, and commission at the time o f
sale and provide a detailed confirmation statement withi n
24 hours of the entry into the option transaction . No sig-
nificant changes were made in the proposed registration and
minimum capital requirement rules .

The revised regulations, except for the segregatio n
rules, took effect on December 9, 1976 . 1/ This was accom-
panied by considerable CFTC-generated publicity about th e
seriousness of the option fraud problem and by the inau-
guration of a CFTC option "hot line" designed to answe r
questions about options and to warn prospective option pur-
chasers of the importance of asking option salesmen certain
basic questions and of "shopping around" before buying .

Registration rules have not bee n
fully	 effective nirotecting
the publicfrom unscrupulous, —
unfit,and unqualifieddealer s

Viewed as the key to gaining regulatory leverage ove r
the option industry, the part A rules on registration o f
option dealers as FCMs and their sales personnel as associ-
ated persons have largely failed to provide the effective
regulatory controls sought by CFTC or the customer protec-
tion needed by the public . The reasons for these failure s
include the following interrelated factors :

--Deficiencies in the registration process at CFTC
which, combined with limited staff, have made i t
difficult to ensure that minimal fitness, financia l
stability, and other prerequisites of registratio n
are met .

1/The segregation rules were scheduled to go into effec t
December 27, 1976, but were not enforced by CFTC at tha t
time because of court challenges .
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--A lack of resources with which CFTC could monito r ,
continued compliance with registration requirement s
and take effective action against those who fail t o
comply .

--A disposition on the part of many firms and person s
selling options to operate in open defiance of the reg-
istration rules, coupled with CFTC's inability to tak e
prompt and decisive enforcement action against teem .

--A lack of qualification standards which would ensure ,
at a minimum, that offerors and sellers of options
would have a basic understanding of the nature and
workings of the futures industry and possess the nec -
essary experience to deal competently and profession -
ally with the public .

Problems with the registration proces s

CFTC set a deadline of January 17, 1977, for al l
commodity option dealers and all persons selling options t o
the public to be registered . As the deadline approached ,
CFTC was deluged with late applications (7 from FCMs and
about 500 from associated persons) as well as about 5 0
earlier submitted applications that had not yet been proc-
essed . For the latter group, CFTC announced that it woul d
take a conditional "no action" stance, endi-.c February 21 ,
1977, on enforcing the law against these individuals shoul d
they choose to sell options . For the former croup, CFTC sai d
that it would process applications in the order receive d
but that, from January 17, 1977, until formal notificatio n
of approval for registration the applicants would be legall y
barred from selling options . This bar was not totall y
effective .

Because of the lack of specific dealer fitness cri .t'rie
a limited investigative capability, and deficiencies i n
reregistration procedures, which were discussed in chap -
ter 6, combined with the volume of applications and pressur e
to process them expeditiously, CFTC's investigations an d
evaluations of the applicants were less thorough than th e
nature of the option fraud problem warranted . Availabl e
evidence indicates that, as a result, CFTC registered a num -
ber of FCMs who were seriously undercapitalized and other -
wise of doubtful financial stability . The evidence als o
shows that CFTC registered some individuals whose records ,
if thoroughly investigated and evaluated, would have amply
justified denial of registration .
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Lack of resources for monitoring
continuedeligibility for registration

In addition to initially registering unfit FCMs and
associated persons, CFTC was unable, because of a lack o f
staff •resources, to monitor continued eligibility and t o
take prompt and effective action against already registere d
individuals who did not conform to the conditions of con-
tinued registration . :According to a July 27, 1977, state-
ment by CFTC's Chairman, for example, CFTC had deferre d
or dropped a large number of customer fraud, fictitiou s
trading, and potential manipulation investigations becaus e
it had only 26 professional investigators nationwide .

In the case of associated persons, CFTC does no t
reinvestigate renewal applications nor does it have a reli-
able or systematic method for monitoring continued fitness .

CFTC's inability to ade q uately monitor and compe l
continued compliance with registration conditions meant tha t
those firms and individuals who violated the regulations con-
tinued in the trade under grant of " license" from CFTC and
continued to benefit from the legitimacy and respectabilit y
which the word "regulated" suggests .

Open violation of registration rule s

Another problem was the defiance of CFTC's registration
rules by a number of option dealers and their associate d
sales personnel . Many firms selling London options had bee n
registered with CFTC as commodity trading advisors befor e
the part A regulations became final . The part A regulations
required these firms to reregister with CFTC as FCMs and
their salespeople as associated persons .

In several cases in which firms and individuals submitte d
their registration applications near the deadline, CFTC denied
registration outright . In several other cases, it decline d
to make prompt determinations on the applications but advise d
applicants that, until registered in the appropriate capacity ,
they could not legally sell options . However, many individ-
uals continued to sell options in open violation of CFTC
registration rules, and several of the Nation's larges t
option dealers were able to continue their operations despite
CFTC's efforts to put them out of business or to force the m
to submit to CFTC scrutiny and regulatory control .
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In a number of cases, court actions and administrativ e
proceedings ensued, with CFTC only recently prevailin g
against. some of the most persistent challengers of its optio n
regulations . According to CFTC records, it has obtaine d
injunctions against about 60 firms and individuals in th e
commodity option area and put about 14 companies out of busi-
ness . Also, as of February 17, 1978, it had 32 London optio n
firms either unaer investigation or in the initial phases o f
litigation .

Lack of dealer2ualification standard s

As discussed in chapter 6, CFTC is empowered t o
establish qualification standards on such things as edu-
cation, training, and experience for various categorie s
of registrants, but it has not yet done so . One consequence
of this is that option selling in this country, according t o
CFTC documents and statements, continues to be characterize d
by a high degree of glib talk and high-pressure salesmanshi p
and a low degree of expert knowledge and professiona l
experience .

Sales personnel are often recruited with promises o f
very high earnings potential . Any training which they ma y
receive appears to relate much more to developing a persuasiv e
sales pitch than to developing knowledge of the commodity mar-
kets and their o .?erations . Under these circumstances, it i s
not surprising tJ find, as numerous commentators--includin g
CFTC officials—have noted, a large number of nonprofessionals .

No meaningful customer protectio n
without	 segregation of fund s

Of all of CFTC's option rules, unquestionably the most
important, from the poinc of view of customer protection ,
are those relating to segregation of customer funds . CFTC
viewed these rules as the linchpin of its interim regula-
tory plan--that they would make it most difficult for mar-
ginal, undercapitalized, and disreputable firms to continu e
in business . Because an option dealer would have to simul-
taneously segregate 90 percent of a customer's funds i n
this country and remit full payment for the option to Londo n
(called double segregation by some), it was generall y
accepted that most firms would need to borrow substantia l
sums of money to continue to operate . CFTC anticipated tha t
many firms would be unable to do so and would, therefore ,
have to leave the business . According to one Commissioner ,
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"The idea behind Part 1 * * *-is not necessaril y
to make it particularly easy to offer commodit y
options in this country * * * .

"In some cases it is going to be true * * * tha t
the people we are probably trying to get, th e
undercapitalized individuals, are not going t o
be able to get the money at all to continue ,
because they simply do not have * * * the back-
ground, the necessary integrity in order t o
justify their being financed by a bank . "

In the case of those firms able to continue in business ,
CFTC ,nticipated that the segregation rules would provid e
the previously lacking protection for customers agains t
complete loss in the event of an option dealer's insolvenc y
or bankruptcy . CFTC experience with the financial collaps e
of several option firms had indicated that this was a n
urgent need .

CFTC's segregation rules were strongly criticized by
the industry from the moment they were first published fo r
comment . As noted earlier, CFTC partially yielded to thi s
criticism by reducing the segregation requirement from 10 0
percent to 90 percent of the funds received from customers .
However, industry critics were essentially unsatisfied by
this change and some chose to challenge the segregatio n
rules in the courts .

On December 21, 1976, a Federal judge preliminaril y
enjoined CFTC from implementing this portion of its reg-
ulations . The judge explained his action by stating tha t
CFTC's segregation rules would create an economic hardshi p
for U .S . option firms .

Because of this injunction, ':FTC announced on December 22 ,
1976, that it did not intend to take action to enforce th e
segregation rules against any option dealers selling Londo n
options in the United States . This continued to be CFTC
policy until April 25, 1977, when, as a result of an April 4 ,
1977, U .S . Court of Appeals decision upholding the validit y
of all the option regulations, CFTC announced its intentio n
to require full compliance with all the regulations, includ-
ing those governing segregation of customer funds .

This was nearly 5 months after the rest of the interi m
option rules went into effect and meant, in effect, that fo r
a period much longer than hart A had originally been intende d
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to remain in place, the public was without benefit of thes e
key customer protection provisions . The problem did not end
there, however . Because of additional court challenges ,
several of the Nation's largest commodity option dealer s
continued to avoid compliance with the segregation rules .
On August 8, 1977, a U .S . Supreme Court Justice rejected
a CFTC motion to compel these firms to comply with the seg-
regation rules pending an appeal for a Supreme Court review .
The Justice stated :

"* * * [I]t does appear that the regulation woul d
fundamentally alter the ground rules for doin g
business in a substantial industry, with potentiall y
fatal consequences for a number of the firms currentl y
in the trade * * * . "

In November 1977, however, the Supreme Court declined to hea r
the appeal, the effect of which was to uphold CFTC's segrega-
tion rules .

CFTC's exclusive jurisdiction ove r
commodity matters has contributed
to customer protect on problems

The 1974 act, in giving CFTC exclusive jurisdictio n
over commodity matters, effectively preempted the State s
and SEC from the field of commodity regulation, includin g
the prosecution of fraudulent activity . Because of under -
staffing and limited experience, CFTC was not able to fil l
the regulatory gap which this created and which has bee n
exploited by fraudulent option dealers . This has resulte d
in State officials' claims that CFTC is not adequately pro-
tecting their citizens from fraudulent option operations .

In February and March 1978 congressional hearings o n
CFTC, several State officials recommended that CFTC' s
exclusive jurisdiction be abolished or at least modifie d
to the extent that the States be granted concurrent juris-
diction over fraudulent and deceptive practices . CFTC offi-
cials in their testimony acknowledged the problems create d
by preemption as well as the desirability of State assistanc e
in protecting the public . At the same time, however, the y
were reluctant to accept any erosion of CFTC's exclusiv e
jurisdiction by permitting State securities officials t o
apply the antifraud provisions of their securities laws i n
cases involving the fraudulent and deceptive marketing o f
commodity futures instruments -
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In the wake of the commodity option scandals of th e
early 1970s, a number of States took measures to protec t
their citizens against this form of investor fraud . Sinc e
CFTC's creation, however, attempts by these and other State s
and by SEC to take legal action against alleged option fraud s
have been challenged in court both by the defendants, who
claimed that only CFTC had jurisdiction over them, and b y
CFTC, which filed friend-of-the-court briefs asserting it s
exclusive jurisdiction .

The State securities commissioners we contacted ,
including those of several of the most populous States, sai d
that the courts' general acceptance of CFTC's claims o f
exclusive jurisdiction over options has meant, in practica l
terms, that the States are powerless to protect their citi-
zens from the kinds of customer abuses which have character-
ized London option sales . They said that, in terms o f
experience, size of investigative and enforcement staffs ,
and ability to respond quickly, the States would be far more
able than CFTC to prosecute fraud and provide essential cus-
tomer protection . CFTC has a total staff of about 450, whil e
the combined SEC and State regulatory strength for the entir e
securities field is about 3,500 to 3,800 persons .

The State officials told us that, in view of CFTC' s
numerous friend-of-the-court filings, they concluded that i t
was wasteful of their time and effort to even attempt t o
prosecute fraudulent option dealers operating in their States .
They said that, even if CFTC did not act

	

every case, poten-
tial respondents were likely to invoke CFTC's exclusive regu-
latory authority in the confident belief that they were mor e
likely to escape effective enforcement action from CFTC tha n
from the States .

According to CFTC, however, the States were not totall y
excluded from the option area nor barred from taking lega l
actions under their general fraud statutes or in support o f
the 1974 act under the doctrine of parens Eatriae 1/ . The
State officials said, however, that both courses were admin-
istratively cumbersome and impractical . They said that unde r
specific State securities fraud laws (called "blue sky" laws) ,
State securities authorities could bring legal action
directly . Under the two courses suggested by CFTC, however ,

1/In this context, the wrens patriae doctrine wculd allo w
a State to act as the protector of its eitiaens and su e
as the guardian of their interests .
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such actions would typically have to be brought by the Stat e
attorneys general who are not as experienced in these type s
of fraudulent activities and who have numerous other respon-
sibilities which could preclude their taking effective actio n
against fraudulent option operations .

Some State officials also expressed doubt about th e
parens patriae doctrine in general, stating that it had been
little used or tested in the courts in securities and commod -
ity related matters . They observed that CFTC's suggestion o f
this approach comes at a time when CFTC is belatedly rec-
ognizing its inability to cope with the enforcement problem s
created by the sale of London options . A senior level CFTC
enforcement official also advised us that it is very diffi-
cult for States to use parens patriae to successfully wee d
out fraudulent commodity option firms .

In a February 7, 1978, memorandum to the Comptrolle r
General on the question of whether SEC should assume CFTC' s
functions, SEC said that it believed that CFTC had focuse d
on expanding its area of exclusive jurisdiction and narrow-
ing the authority of State agencies and of SEC without
regard for the need to assure adequate protection of th e
public . It also said that the amount of time CFTC devote d
to preserving and expanding its exclusive jurisdiction may
well have been a misallocation of resources affecting CFTC' s
overall ability to carry out its statutory responsibilities .
(See next section for a further discussion of this matter . )

SEC said that, in contrast, it had developed a strong
and effective working partnership with State securitie s
administrators, who bring competence, integrity, and needed
resources to the fight against securities law violation .
CFTC had established an advisory committee on State rela-
tions in 1976 but, through December 1977, only three meet-
ings had been held--the first two in June and August 197 6
and the third in December 1977 .

In discussing these matters, we are not challengin g
CFTC's interpretation of its exclusive jurisdiction ove r
options or questioning its authority to act as it has i n
asserting that jurisdiction . We believe, however, that i n
its early deliberations concerning whether to attempt t o
regulate options or to place a moratorium on their trading ,
CFTC should have given more consideration to the'factor o f
exclusive jurisdiction and to its implications for effec-
tive enforcement of option regulations . We believe, also ,
that in view of the mounting evidence that its interi m
regulatory program was rot providing the essential custome r
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protections that had been promised, CFTC should have been mor e
mindful of and responsive to the views of State and Federa l
regulatory officials who had been effectively preempted fro m
the field of commodity options but who were, perhaps, bette r
equipped and better staffed than CFTC to control the problem .

CFTC has taken some recent actions which seem to
recognize its inability to fill the regulatory gap created b y
its assertion of exclusive jurisdiction . In January 1978 ,
it filed a friend-of-the-court brief with a Massachusett s
court expressing the position that the injunctive relie f
sought by Massachusetts under its consumer protection ac t
did not conflict with the exclusive jurisdiction provisio n
of CFTC's act . Also, in congressional testimony in Februar y
and March 1978, CFTC proposed an amendment to the act whic h
would formalize the parens patriae doctrine to permit State
enforcement of the act and allow States to take cases t o
Federal courts . However, because this approach preclude s
the involvement of State securities officials and th e
benefits of their manpower, experience, and expertise, i t
has generally been rejected as an inadequate and unworkabl e
solution by the States .

Regulation of options has caused
a heavy drain onCFTC resources

CFTC records show that CFTC has devoted a substantia l
portion of its resources to developing and attempting t o
enforce its interim option regulations . According to CFT C
statements, however, this investment has not only failed to
bring option sales under control, but has impaired CFTC' s
ability to properly carry out its primary duty of regulatin g
the futures markets .

An October 20, 1977, report by CFTC's Office of Execu-
tive Director showed that, in fiscal year 1977, all aspect s
of option regulation consumed about 50 .5 staff years, o r
10 .5 percent of CFTC's total recorded staff time . Thi s
represented expenditures of $1,216,700, or 9 .3 percen t
of CFTC's total expenditures . For the Enforcement Division ,
32 .9 percent of its staff hours and 33 .2 percent of it s
expenditures were devoted to option-related activities i n
fiscal year 1977 .

In almost all areas of the Commission's operations- -
registration, audits, enforcement, hearings and appeals, etc .
--the report indicated substantial increases in workload and
work-related problems attributable to options . It also noted
that in the fourth quarter of fiscal year 1977 approximatel y
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75 percent of all complaints received by the CFTC's repara-
tions unit involved disputes over options .

In November 1976, even before the interim regulation s
had been put into effect, CFTC's then General Counsel said :

"* * * the Commission * * * virtually from it s
inception has spent enormous amounts of time an d
resources on the subject of commodity option s
regulation . "

In a July 27, 1977, statement relating to a proposed budge t
increase for fiscal year 1978, CFTC's Chairman said :

"it is no longer possible for this Commission t o
perform its statutory mandate to oversee the $82 0
billion futures trading industry, and at the sam e
time try to structure and regulate * * * commodit y
options sales * * * .

"We are, for example, almost one year behind i n
auditing brokers . We are months behind in exchang e
contract review and exchange rule review . We ar e
weeks behind in processing salesperson registra-
tion . And we can barely keep up with the dail y
surveillance of the trading in half a hundred com-
modities on the ten domestic exchanges .

"Additionally, we have deferred or dropped a larg e
number of customer fraud, fictitious trading, and
potential manipulation investigations, because we
have only 26 professional investigators nationwide . "

Also, an August 15, 1977, document prepared by CFTC' s
Office of General Counsel (a draft announcement of a propose d
ban on options trading, which was not published) said :

"The Commission's experience with option tradin g
to date indicates that, notwithstanding a sub-
stantial investment of its resources to the tas k
of developing and attempting to enforce its interi m
option regulations, the unsound business practice s
and fraudulent activity that led to the scandal s
of the early 1970's, have not been brought unde r
control .

190



"At the time of the adoption of the Commission' s
interim regulations, it was noted that a very sub-
stantial portion of the Commission's resources ha d
been devoted to monitoring the activities of optio n
dealers, to investigating those activities, and t o
bringing enforcement actions . Even then, however ,
the Commission did not remotely anticipate th e
extent to which its attempts to monitor and enforc e
compliance with the Act and regulations have seri-
ously drained its resources and threaten signifi-
cantly to impair the Commission's ability to ful-
fill its more basic statutory responsibilities .
* * * It has become increasingly apparent that th e
amount of time, personnel, and money being devote d
by the Commission to its attempts to regulat e
rather than prohibit option trading has been in -
creasing rather than decreasing, and is alread y
substantially out of proportion to any benefi t
that option trading may be said to afford th e
public--particularly in light of the extent t o
which fraudulent and other unsound practices con-
tinue to exist .

"During the current fiscal year the Commission wil l
have devoted more than 10% of its budget to option -
related activity, and the staff divisions directl y
responsible for option-related activity are no w
devoting 20% of their resources to the tack . Al l
indications are that a substantially greater amoun t
of time would have to be spent in the future if th e
Commission should deal with the presently existin g
and developing problems through further attempts a t
regulation and enforcement .

"A significant proportion of all the enforcemen t
actions and proceedings instituted by the Commis-
sion in district courts and administratively hav e
been against commodity option firms based upo n
violations of the Act and of the interim commodity
option regulations . In July 1977, approximatel y
28% of the pending enforcement actions involve d
option-related violations . To this extent th e
Commission's enforcement personnel have been unabl e
to direct their attention to more basic Commissio n
concerns under the Commodity Exchange Act .
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"Considerable resources have also been diverted to ,
a defense of the interim regulations the Commissio n
has adopted . Similarly, substantial expense may
likely be anticipated to defend any further regula-
tory action the Commission may choose to take, sinc e
some litigious persons are sure to consider them-
selves adversely affected . "

The draft proposal added that the record before th e
Congress concerning fraudulent commodity option activitie s
in the 1960s and early 1970s, and the facts brought to CFTC' s
attention as part of the early rulemaking proceedings woul d
easily have justified a CFTC decision to have banned the sal e
of options long before now . CFTC's most recent actions wit h
respect to suspending the offer and sale of options are dis-
cussed later in this chapte r

PART B PLAN COULD CONTINUE TO DRAIN
RESOURCES ANDDISTRACT CFTC
FROM ITS PRIMARY DUTIE S

Just as developing and attempting to enforce its part A
interim option regulations claimed a significant proportio n
of its staff time and resources, CFTC's proposed implementa-
tion of its part B rules providing for a comprehensive pla n
of option regulation, including a pilot program to test op-
tion trading on domestic exchanges, can be expected to con-
tinue the drain on its resources . The extent and effect o f
this drain will depend on a number or interrelated factors ,
among them

--the size and scope of the pilot program ;

--the additional budgetary resources which the Congres s
may make available ;

--the effect which ',:he part B rules and the new elemen t
of competition from exchange-traded options woul d
have on the problems . of fraud and customer protectio n
in the sale of off-exchange options (assuming tha t
sales of such options would be permitted in the
context of a pilot test) ; and

--the arrangements which may be worked out between cI"T C
and the industry to share the cost and effort of mon -
itorinc policing, and evaluating the pilot test an d
the economic purpose served by the various types o f
options which are traded .
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Part B2lan

On March 24, 1977, the CFTC Commissioners voted t o
proceed with part B of the two-part program . They approved
the publication. for comment in the Federal Register of regula -
tions intended to amend the part A regulations governing off -
exchange options and to provide for a limited, 3-year or less ,
pilot program to determine the economic f-asibility of allow-
ing domestic-exchange-traded options . The proposed regula-
tions were published in the Federal Register on April 5 . 1977 .

in the Federal Register announcement, CFTC indicate d
that its e x perience to that time in regulating the offer an d
sale of off-exchange options had not p rovided an adequate
basis for making the congressionally mandated determinatio n
of whether or not to prohibit options or, if allowed, how
to regulate them . As a result, it had concluded that th e
best way to resolve the uncertainty would be through th e
limited, rigidly controlled pilot program it was proposing .
For the pilot program, CFTC proposed to limit the types o f
option instruments and the number of commodities in which
it would allow trading . It proposed to :

-

	

-Limit trading to call options on futures contracts .
(CFTC said it had not decided finally whether t o
reject or approve put options on futures contract s
or options on physical commodities .) 1 /

--Restrict trading to the exchanges on which the under -
lying futures contracts are traded and require tha t
options not be traded otherwise than according to
the exchanges' rules .

--Prohibit the offer and sale of dealer ol,tions o n
physical commodities for the duration of the pilot
program . (CFTC believed that the absence of a clear-
ing or equivalent mechanism on the dealer markets, a s
well as the difficulties in supervising and control -
ling trade practices in a dealer market, would mak e
dealer options unsuitable for the test program . )

1/A "call option" is an option to buy a commodity or a
commodity futures contract at a predetermined pric e
within a specified period . A put option is an optio n
to sell .
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--Prohibit the margining of premiums on domesti c
exchanges . (CFTC was concerned that the compara-
tively low purchase cost of a margined option migh t
reduce the liquidity of domestic futures markets b y
drawing trading activity away from these markets .) 1 /

--Require, as a condition of option trading approval' ,
that the underlying futures contract have a suffi-
ciently high volume to preclude option trading fro m
having a disruptive effect on trading in the future s
contract . (CFTC proposed to permit option trading
only if the futures contract averaged at least 1,00 0
trades a week for the previous 12 months . )

--Require, as a means of avoiding other possibl e
adverse effects on the underlying futures contract s
and to enable CFTC to conduct market surveillance ,
that the commodities underlying the futures contract s
on which options would be allowed have (1) a readily
available deliverable supply and accurate statistic s
thereon, (2) an efficiently functioning delivery sys -
tem, and (3) a reliable mechanism available to th e
public for determining cash market prices .

To achieve parity in customer protection betwee n
domestic-exchange-traded options and off-exchange (foreign )
options, CFTC proposed to require that any foreign board o f
trade that wished to participate in the pilot program b e
"recognized" by CFTC as a foreign commodity option exchange
and provide fo r

--the segregation of option customers' funds (or a
a CFTC-approved equivalent) ,

--a mechanism for clearing trades (or a CFTC-approved
equivalent) ,

--registration of option transactions in the names o f
options customers in the United States, an d

1/ A margined option would offer an option purchaser greate r
financial leverage in that be would be able to enjoy th e
right represented by the option without making an initia l
investment equal to the full cost of the option premium .
There are recent indications that CFTC may be willing t o
permit some form of margining of option premiums under a
pilot program .
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--the quotation and dissemination of option, an d
underlyi ng futures or commodity, price informatio n
in the United States on a timely basis .

CFTC added that, as an alternative to requiring foreig n
boards of trade to be recognized as foreign commodity optio n
exchanges (an approach which the London exchanges were known
to be reluctant to accept), it was considering placing forma l
obligations solely on the persons in the United States offer -
ing and selling the foreign options .

During public hearings held in Washington on May 25, 26 ,
and 27, 1977, CFTC heard testimony from representative s
of various sectors of the industry directly interested in th e
proposed regulations . There were no witnesses representing
nonindustry groups, such as consumer or public interes t
groups, nor, in general, was there any significant question-
ing of the need for or desirability of a program authorizin g
option trading .

Among the witnesses' major comments and suggestions, i n
terms of differing in important respects from CFTC's propos -
als, were that :

--Put options, options on physical commodities, an d
dealer options (traded off exchanges) should be per -
mitted during the pilct test .

--CFTC should not require an economic justificatio n
for option trading as a precondition to approvin g
such trading . (Many witnesses testified that ther e
was too little evidence at present to satisfy such a
test, adding that it should be one of the function s
of the pilot program to do this . Others went fur-
ther, maintaining that it should not be necessary a t
all to demonstrate extensive commercial hedging us e
of options . They argued that a number of useful eco-
nomic purposes would be served by largely speculativ e
use of the option market, among them a contributio n
to liquidity in the underlying futures market . )

--CFTC should not require foreign boards of trade to
seek CFTC "recognition" as a condition of participa-
tion in the pilot program . (Several London option
trade spokesmen maintained that, because the problem s
with London options were not in London but in the way
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they were marketed in this country, it was essen-
tially up to CFTC to regulate the domestic sellers o f
such options . )

--Margining of option premiums should be permitted, a t
least for trade customers .

Several witnesses, especially representatives of FCM s
and established U .S . boards of trade, substantially agree d
with CFTC's proposals to restrict option trading to the or-
ganized commodity futures exchanges, to ban over-the-counte r
(off-exchange) options, and to limit exchanges to offerin g
options only in commodities in which they have future s
contracts .

On October 17, 1977, CFTC published in the Federal
Register proposed revisions to its part B regulations ,
stating that it would accept comments until December 1 ,
1977, but that it had not yet determined an effectiv e
date for implementing the program . Commenting on th e
revisions, CFTC said that it had found merit in many o f
the comments received during the 60-day comment perio d
and in the 3 days oL public hearings . The proposed changes ,
it said, were based substantially on these comments as wel l
as on considerations of customer protection and of economy
and efficiency in administering the pilot program .

The major differences between the revised regulation s
and those proposed on April 5, 1977, were :

1 . Trading on domestic exchanges---Put options o n
futures contracts and options on physical com -
modities would be permitted in addition to cal l
options on futures contracts .

CFTC said that it had'been impressed by the argument s
that the presumed economic justification for put options an d
for options on physical commodities was just as strong as ,
if not stronger than, that for call options on futures
contracts . CFTC concluded, therefore, that it would b e
appropriate to permit several different option instrument s
within the structure of the pilot program, thereby obtainin g
a broader data base to evaluate which, if any, option s
served an economic purpose . It noted, however, that, a t
least in the early stages of the pilot program, it did no t
intend to license a given exchange to trade both put an d
call options in the same commodity .
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2 . Off-exchange options--Dealer option trading woul d
be permitted to continue during the pilot program .

In reversing itself on the subject of dealer options ,
CFTC largely accepted the claims that prohibiting deale r
options would b e

--unfair, because dealer options had not been the sourc e
of any major regulatory problems for CFTC ;

--unnecessary, because dealer )ptions would be easie r
to regulate than foreign options .and because deale r
options could satisfy the primary criteria which CFT C
had adopted for option trading on domestic exchanges ;
and

--contrary to the public interest and inconsistent with
the goals of the pilot program, because the deale r
market would provide healthy competition to exchange -
traded options, provide useful comparative data, pro -
vide narrower quotes and better execution in som e
instances, and allow a "less anticompetitive" mean s
of achieving the objectives of the act 1/ than woul d
the proposed prohibition .

CFTC said that its willingness to permit dealer optio n
trading would be conditioned on a showing that appropriat e
safeguards could be instituted to substitute for those safe-
guards provided by a clearinghouse in the case of exchang e
trading . It specifically solicited comments on the form s
such alternative safeguards might take as well as on criteri a
which it m ig ht employ in selecting dealer option contracts t o
be included in the pilot program .

1/ Section 15 of act, states :

"The Commission shall take into consideration the
public interest to be protected by the antitrus t
laws and endeavor to take the least anticompetitiv e
means of achieving the objectives of this Act, a s
well as the policies and purposes of this Act, i n
issuing any order or adopting any Commission rul e
or regulation, or in requiring or approving an y
bylaw, rule, or regulation of a contract market o r
registered futures association established pursuan t
to section 17 of this Act . "
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3 . Off-exchange options--Foreign commodity optio n
exchanges would not be required to apply fo r
"recognition" by CFTC .

Particularly because of the London exchanges' expresse d
unwillingness to submit to CFTC jurisdiction, CFTC propose d
that instead of requiring CF`.',: recognition of foreign board s
of trade, it would place formal obligations solely on th e
persons and firms in the United States offering and sellin g
foreign options . It added, however, that only foreig n
exchanges which "voluntarily meet certain specific criteri a
* * * previously proposed as requirements" for recognition
would be eligible to participate in the pilot program .

Conceding that none of the numerous problems of frau d
and customer protection experienced in the sale of Londo n
options in this country had been attributable to any ac t
or omission of the London exchanges, CFTC expressed con-
tinued confidence in the integrity of these exchanges an d
in their ability to police their members and to ensure th e
financial integrity of options transactions in which thei r
members engaged . CFTC also expressed hope that its proposal s
for continued sale of London options in this country woul d

"* *

	

afford option customers direct access t o
members of the foreign commodity option exchanges i n
order to satisf y. any claims that may arise in connectio n
with their option transactions and will eliminat e
many of the abuses that have arisen as a result o f
option cus' ._mers' dealings with unscrupulous an d
financially unstable firms . "

In a letter to the Chairman of the Senate Committee o n
Agriculture, Nutrition, and Forestry on February 17, 1978 ,
CFTC's Chairman said that the Commissioners had before the m
a staff draft of a resolution containing the major element s
to be included in the final regulations for the pilo t
program . He said that the Commissioners had that day deter-
mined to delay temporarily consideration of the resolutio n
and that it was uncertain when the final regulations woul d
be published .

The Chairman said that among the factors CFTC woul d
consider in adopting and implementing the pilot program woul d
be the availability of additional funds and staff position s
and CFTC's ability to monitor and supervise adequately exchange*
option markets . He said that options traded on domestic ex -
changes and use of exchange clearing mechanisms should pro -
vide an inherent guarantee of performance, allow contro l
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and supervision of trading, and facilitate the gathering and
dissemination of market data . He added that current surveil -
lance and monitoring functions could be adapted to the pilot
program, but that no program would be approved which was no t
deemed to be in the public interest .

Estimated	 costs of part B pilo t
program

On July 20, 1977, after several months of preparation ,
CFTC's Office of Executive Director submitted to the Commis-
sioners an estimate of resources needed for future activity
in options, including implementation and evaluation of th e
part B pilot test program . The Executive Director's memo-
randum noted that, in preparing the estimates, certai n
alternative sets of assumptions were made about the types o f
options that would be traded (for example, call options only ,
both call and put options, options on futures contracts only ,
and options on both futures contracts and physical commodi-
ties) ; the projected volume of option trading ; anticipate d
activity in foreign options ; and other matters, such as CFT C
staff planning to begin regulation of domestic-exchang e
option trading . The memorandum also noted tha t

"* * * the staff has also considered the regulator y
scheme necessary for regulating options trading .
During the pilot program, extensive data collec-
tion and economic analysis of that data will b e
required . This will be accomplished by placing
the responsibility for the data collection on th e
exchanges that wish to be designated as part o f
the pilot program . Further, it is assumed tha t
the Division of Enforcement will continue to brin g
complaints for fraud and deceit against optio n
dealers . Increases in resources are shown in som e
of the Trading and Markets areas such as registra-
tion, since limited experience indicates that the
average person associated with options tradin g
seems to be 'less fit' than the average perso n
associated with the futures business . The staf f
has also assumed the continuation of close moni-
toring of new futures commission merchants fo r
compliance with minimum capital requirements and
in the establishment of proper procedures fo r
segregating funds, etc . "

The resource estimates, which we did not independentl y
evaluate, were considered by CFTC staff to be minimal because ,
in their final form, they covered only trading in puts and
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calls on the proposed COMEX (Commodity Exchange, Inc .) si ?
futures contract, puts and calls on the proposed AMEX (America n
Stock Exchange, Inc .) silver actuals, and continuation o f
foreign option sales as conducted under part A . It was rec-
ognized that, if CFTC were to approve a greater number and
variety of options, corresponding adjustments would have t o
be made in the estimates .

Finally, the memorandum pointed out tha t

"The resource estimates for regulation of options
under the pilot program are not readily comparabl e
to resources being expended in regulating future s
trading . Managers are making estimates to effect-
ively regulate and evaluate the options trading ;
if they were asked for similar estimates for regu-
lating futures, the estimates would be expecte d
to be considerably in excess of existing staff .
However, this office has tried to ensure tha t
option resource estimates do not include increase d
resources for non-option related activities . "

Based on these restrictive assumF ions, the Executiv e
Director concluded that, for fiscal year 1979 (the firs t
full year in which part B rules were expected to be i n
effect), resource requirements for options would amount t o
nearly 154 staff years and a total cost of a little ove r
$4 .6 million . these figures compare with 50 .5 staff year s
and costs of $1,216,700 for all aspects of option regulation
in fiscal year 1977 . For fiscal year 1977 CFTC's total
actual staff years amounted to 580 and its total expend-
itures to a little over $13 millicn .

The estimates received a mixed reception from th e
Commissioners . One Commissioner, noting that the estimate s
were based on the assumption that only two exchange option s
would be traded, concluded that approval of only four mor e
options out of the many that had been proposed could resul t
in CFTC spending as much as 75 percent of its resources on
options alone . Another Commissioner was skeptical about th e
magnitude of the estimates, observing that the estimate s
included additional personnel who may not be necessary an d
that they assumed that the volume of option trading woul d
equal the volume of futures transactions .

He said he believed that CFTC could devise ways to
reduce the cost of regulating options in phase two, includ-
ing requiring exchanges to shoulder a greater portion of th e
costs of monitoring and evaluating the pilot program, makin g
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the program self-funding through imposition of a tax o r
transaction fes on each option transaction, 1/ and restrict-
ing the number and types of options which would be permitted .

In view of CFTC's experience with options to date, w e
believe that a conservative and cautious estimate of resourc e
needs is preferable to one which is highly optimistic and
based on "best case" assumptions about the effects of compe-
tition and the industry's willingness, determination, an d
ability to regulate itself . We recognize that the costs o f
regulation will depend in great part on the type of pilo t
program which ultimately emerges .

At the time we completed our review, CFTC was continuin g
its discussions with domestic exchanges which have pro posed
options and with foreign exchanges in an effort to devise
mutually acceptable arrangements for protecting the public ,
protecting the markets, and balancing the interests of th e
industry and the Government . It had not, however, set forth
clearly and in detail the criteria by which it proposed t o
evaluate the pilot program, particularly the criteria fo r
determining what constitutes a valid economic justificatio n
for option trading .

INDUSTRY INFLUENCE IN THE
FORMULATION OF OPTION POLICIES

Although the use of advisory committees is widesprea d
throughout the Government as a means of drawing upon th e
reservoir of specialized knowledge and experience which ofte n
exists in the private sector and elsewhere and which may be
of great value in formulating public policy, there is alway s
the risk that a particular viewpoint (or set of viewpoints )
may be more forcefully and articulately presented than other s
and may result in unduly and excessively influencing the out -
come of policymaking deliberations . The members of the CFTC
advisory group which dealt with the subject of options regula-
tion were sincere, qualified, dedicated, and hardworking- -
indeed, by all accounts, this was one of the most diligen t
and hardworking of all the CFTC advisory panels . We are con-
cerned, however, that in both the composition of the advisor y
group's membership and the nature of its recommendations ,
there is a suggestion of overrepresentation of the industr y

viewpoint .

1/ There are currently no Federal transactions fees levied

on futures trading .
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Of the seven members of the option subcommittee, si x
were clearly identifiable as being part of or having clos e
ties to the commodity-trading industry, particularly to tha t
part of the industry in the forefront of advocating commod-
ity option trading and eager to see exchange trading o f
options begun at the earliest possible date . Five of the
seven subcommittee members had ties to exchanges or firm s
that proposed to trade commodity options when CFTC imple-
ments its part B regulations and the option pilot program .

We are not alone in expressing this concern . One membe r
of the full advisory committee told us that he was greatl y
disturbed by the number of people on the option subcommitte e
who had a vested interest in seeing options approved by CFTC .
He said that, because of their alleged personal and profes-
sional stake in the outcome of CFTC's option policymaking ,
these persons should have disqualified themselves from th e
start .

Another member of the full advisory committee, who wa s
quite critical of the thrust of the committee's recommenda-
tions on options, said that, in view of the composition o f
both the option subcommittee and the full advisory commit -
tee, it was inevitable that the group would come up wit h
the recommendations that it did . He said that the advisor y
committee "became, as almost all advisory committees do, th e
vehicle to make the decision . It gave the Commission th e
opportunity to say later : 'We were only implementing th e
recommendations of our expert advisory panel .'"

CFTC's Vice Chairman, who chaired the advisory committee ,
also acknowledged certain misgivings about the composition
of the advisory group in his preface to the advisory com-
mittee's report . He stated :

"There are certain * * * issues raised by the us e
of Advisory Committees in government, particularly
with respect to its regulatory function . One i s
the broad question of the public's perception o f
the Committee's membership ; another is the Commis-
sion's use of the report . Although the Committe e
was constructed in such a way as to provide maxi -
mum expertise and balance, the fact remains tha t
to obtain that expertise, there were more peopl e
from 'industry' than those purporting to be from
the 'public', although the vast preponderance o f
members were not from the option indus :y per se .
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There is, therefore, a delicate question o f
'industry' influence in the Advisory Committe e
process that has to be acknowledged . Once
ackowledged, however, this report provides soun d
information and policy recommendations upon whic h
the Commission's independent assessments can b e
made . "

Notwithstanding the Vice Chairman's caution that the
Commissioners acknowledge the possibility of an excessiv e
degree of industry influence, we are somewhat . concerned
about the close correlation which exists between the advi-
sory committee's recommendations and the Commissioners °
actions and decisions on options, especially on the pilo t
program. We are also troubled by the lack of evidence tha t
the Commissioners have, since publication of the advisor y
committee report and its recommendations, made a concerte d
effort to garner the views of those who might feel differ-
ently about options or that it has seriously considere d
the expressed opinions of organizations, such as the Nationa l
Planning Association, 1/ or individuals, such as the Attorne y
General of the State of New York, who have come forward o n
their own and advocated the banning of options .

As noted earlier in the 3 days of hearings on the
proposed part B regulations in May 1977, not one non -
industry group was represented . None of the witnesses ex-
pressed opposition to the trading of options generally or t o
the idea of a pilot program . In fact, the criticism tha t
was expressed related to alleged restrictions and omission s
in the proposed rules and resulted, eventually, in th e
Commissioners broadening those rules to include during th e
pilot program forms of options that they had originall y
been inclined to disallow .

Although we cannot say that CFTC's option policie s
would have turned out differently if other interests an d
viewpoints had been more fully represented, we believe tha t

1/ The National Planning Association is an independent ,
nonprofit organization that. conducts research and polic y
studies relating to the use of the productive resource s
of the United States . In a March 21, 1977, release, th e
Association recommended against option trading in future s
markets, stating that it would amount to "another laye r
of speculation ."
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it is essential that a Federal agency, such as CFTC, whic h
uses advisory committees to assist in formulating publi c
policy, actively seek the broadest possible representatio n
of interests and viewpoints and, having done so, that i t
consider thoroughly the sources of and possible motivatio n
for the views which are offered . Such evaluation and weigh-
ing of advice is absolutely necessary if the responsibl e
Federal officials are to avoid being unduly influenced b y
vested interests and limited viewpoints .

CFTC DECISION TO BAN THE SALE
OF LONDON AND DEALER OPTIONS

On January 25, 1978, the CFTC Commissioners, acknowledgin g
the growing and apparently insurmountable problems of fraud
and enforcement in connection with the offer and sale o f
options, voted unanimously to suspend all trading in Londo n
and dealer options and instructed the staff to prepare a
Federal Register Notice announcing and soliciting comment o n
this proposed suspension . The notice was published o n
February 6, 1978, (43 Fed . Reg . 4869) and provided for a com-
ment period ending March 8, 1978 . As part of the rulemakin g
procedure, CFTC also held a public hearing on the propose d
suspension on February 28, 1978 .

After a number of delays in taking a final vote on th e
proposal, the Commission voted unanimously on April 5, 1978 ,
to publish a final Federal Register Notice implementing th e
suspension . This notice was published on April 17, 1978 ,
(43 Fed . Reg . 16513) . The notice provides that th e
suspension will become effective on

	

1, 1978 .

In commenting on and recommending the suspension a t
CFTC's February 28, 1978, public hearing, the Director o f
CFTC's Division of Enforcement observed :

"It is apparent from the Division's experienc e
that the vast majority of firms selling commod-
ity options are engaging in fraudulent an d
unsound practices and are not complying with th e
interim regulations relating to the segregatio n
of customer funds, minimum capital requirement s
and disclosures .

"The Division's * * * investigations an d
litigation to date evidence that most firm s
selling commodity options have engaged or ar e
presently engaged in organized boiler room-typ e
sales campaigns * * * .
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"Typically, inexperienced, untrained an d
frequently unregistered salespersons, usin g
commercial mailing lists, long distance WATS
telephone facilities, and canned sales pitches ,
contact as many as 100 prospects a day . Th e
sales pitches, designed to appeal to greed an d
to convey a sense of urgency, vary little fro m
firm to firm, and the same pitch is used fo r
pitching any number of different commodities ,
simply by transposing key paragraphs . These
pitches are bound with unsubstantiated and in-
herently fraudulent profit predictions and state-
ments relating to exchange guarantees .

"Despite vigorous enforcement and the institu-
tion of numerous enforcement actions, it i s
apparent that violations of the regulations ar e
pervasive and that they continue unabated .

"I think the experience that we are having wit h
London commodity option firms * * * shows that th e
fraud, the misstatements, the misrepresentation s
are so pervasive that there is really no way a t
this time that enforcement action can adequatel y
handle all of these firms .

"I think that we've seen, through the practice s
of the firms involved in the sale of London op-
tions to this date, an attitude of noncompliance ;
we have found an industry that is completel y
inundated with fraudulent sales techniques and
activities . And I think. that the public interes t
at this time cries out for someone to take hold o f
this and put a stop to it . I thak that the onl y
proper way that we can put a stop to it at thi s
point in time is through [a] suspension . "

New York's Assistant Attorney General in Charge of the
Bureau of Securities, testifying on behalf of that State' s
Attorney General, said that his office had been in favor o f
banning the trading of London and dealer options 2 years ag o
and was now even more in favor of such action .
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He said that :

"In the many cases that we have dealt with in thi s
field, we are unaware of any customers who mad e
significant money in commodity options transactions .
They always ended up with losses, with the rar e
exception in one case where preference was given t o
friends and relatives of certain principals an d
salespersons to withdraw credit balances before th e
inevitable bankruptcy . "

He also urged that CFTC not proceed with its proposed pilo t
program or that it do so only with extreme caution . He sai d
that his office believed that, aside from problems that migh t
be created by inadequate surveillance by the exchanges, "th e
unscrupulous will somehow inevitably turn this field into
another disaster for investors . "

An official representing Nebraska's Bureau of Securitie s
said his agency had received numerous complaints about th e
sale of options to State residents and that he believed tha t
such sales to the public had no legitimate purposes .

An attorney representing the National Association o f
Commodity Option Dealers maintained that the London optio n
market was important to U .S . investors because it provide d
a broader o ;: se for investment opt.,,:.

	

unity . He said tha t
even a temporary suspension of Lont n eNtion trading would
punish the ethical option firms for the deeds of a few .
Other industry witnesses also opposed the proposed suspen -
sion saying, among other things, tha t

--the ban would be the height of Government overregula-
tion and hurt the chances of a successful domestic
option program ;

--CFTC should not ban options because o,` its own inabil-
ity to regulate them ;

-

	

-tools'are' avail 'ale to CFTC to properly regulate the
industry ; all that is needed is capable, sensibl e
people to use the tools ;

--the ban would not affect the unscrupulous operator s
because they had moved on to other. schemes; and

--the problem was not with London options but with th e
U .S . retailers of them .
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Some of the industry witnesses said that CFTC and th e
industry should cooperate in developing a regulatory frame -
work to fully develop the potential of options while protect -
ing the public, instead of banning option sales and puttin g
the industry out of business . An attorney for one of the
London exchanges said that the exchange, although disap-
pointed by the proposal, was sympathetic to CFTC's dilemm a
and that he hoped CFTC would periodically review the suspen-
sion while the proposed domestic option pilot program wa s
put into effect .

CONCLUSIONS

Under part A of its option regulation plan, which ha s
lasted far longer than originally envisioned, CFTC has bee n
unable to effectively regulate option sales . At the same
time, its attempts to develop and enforce option regulation s
and to prevent fraudulent and illegal activity in optio n
sales have constituted a heavy drain on CFTC resources an d
have seriously interfered with its ability to deal with it s
more basic responsibility for regulating commodity futures .

Because the 1974 act granted CFTC exclusive jurisdictio n
over options--effectively preempting the States' and SEC' s
regulatory activities in this area--CFTC should have care -
fully assessed whether it had the necessary resources t o
properly regulate options . It should also have more care -
fully assessed the economic purpose and public interest t o
be served by permitting the sale of options . Such assess-
ments, in our view, would have pointed up the need for a
cautious go-slow attitude toward options .

CFTC, which acted to assert its exclusive jurisdictio n
over options even before it issued its part A regulation s
late in 1976, was in no position to match the customer pro-
tection and enforcement capability of SEC and he States '
securities authorities . Moreover, CFTC had been warned o f
this in July 1976 by a public member of its advisory com-
mittee which had considered the question of regulating
options .

Another factor which, in our opinion, called for delay
in implementing option regulations was the relative lack o f
experience of the new agency as well as the very considerabl e
amount of unfinished work which remained to be done in meet-
ing the requirements of the act and in fulfilling its con-
siderably expanded mandate fc° regulating futures markets .
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Because it was seriously understaffed and unprepared to
compel strict compliance with any of its option rules, CFT C
was never able to make of its part A registration, segrega-
tion, recordkeeping, disclosure, and antifraud rules th e
meaningful customer protections they might otherwise hav e
been . A number of option firms, among them some of the larg-
est, operated in open defiance of CFTC rules, including thos e
requiring registration of principals and representatives o f
FCMs, segregation of customer funds, and maintenance of mini -
mum levels of capital .

Wide agreeme-t 'pow exists among CFTC's Commissioner s
and staff that earl! action to temporarily ban the retai l
sale of options would have had few adverse consequences
because it is believed that relatively few firms were in th e
business of selling options at the time CFTC began promul-
gating option rules . CFTC's decision to regulate rather tha n
ban options attracted customer interest as well as the par-
ticipation of allegedly fraudulent operators who saw a regu-
latory gap offering the potential for quick profits throug h
high-pressure, boilerroom-type operations .

Having decided to regulate options and having
implemented interim option rules in late 1976 and earl y

1977, CFTC nevertheless did not have to adhere to thi s
course . Once it found itself unable to enforce its regu-
lations, it could have reversed its position and placed
a moratorium on option sales .

Only recently, however, in the face of continuin g
revelations of alleged fraud and customer abuse as well a s
intense criticism from State officials who claim that it i s
not adequately protecting their citizens, has CFTC concluded
that it will have to t_an the sale of foreign and deale r
options after all and published regulations to that effect .
The agency still intends, nonetheless, to go ahead with plan s
for implementing the part B pilot program to permit trading
cf options on domestic exchanges . It has requested a sup-
plemental appropriation for this purpose for fiscal yea r
1978 as well as a budget increase for fiscal year 1979 .

Although an option pilot test may in time be appropriate ,
we believe that implementation of such a program is inadvis-
able at this time . Our review has convinced us that CFT C
and the futures industry both have some distance to g o
before the quality of regulation envisioned by the Congress- -
both industry self-regulation and direct regulation by CFTC- -
becomes a reality . Until greater progress is made towar d
this goal, introduction of option trading on domestic ex -
changes seems to us to be unwarranted and premature . Instead
of options, CFTC should devote all of its resources, includin g
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any supplemental appropriations, to improving the regula -
tion of futures trading .

RECOMMENDATIONS TO THE CHAIRMAN, CFTC

Because many areas basic to the effectiveness of future s
regulation are greatly in need of improvement and any CFTC
attempts to regulate options can be expected to continue to
drain its resources and distract it from its primary duties ,
we recommend that :

--The regulations to suspend the sale in the Unite d
States of foreign and dealer options be implemente d
according to plan and remain in effect until CFTC ha s
demonstrated to the appropriate congressional commit -
tees that it has improved its effectiveness in regu-
lating the futures industry and that it has, or ca n
be expected to have available, the means and resource s
needed both to maintain effective regulation of th e
futures industry and to undertake effective regulation
of option sales .

--Implementation of a pilot program to permit trading o f
options on domestic exchanges be deferred also unti l
the above demonstrations can be made .

As conditions for reinstatement of options trading a t
some future time, we recommend that CFTC :

--After consultation with industry and other interested
parties, establish qualification standards to be me t
by firms and individuals applying for registration
(or reregistration) as option dealers and associate d
persons . Such standards might include a requiremen t
that any individual seeking registration pass a n
appropriate written test demonstrating knowledge o f
the commodity markets and their operations .

--Register (or reregister) as option dealers an d
associated persons only those individual firms an d
salespersons that, on a case-by-case basis, satisf y
CFTC that they have in place such control and custome r
protection mechanisms as CFTC may require .

--Develop an options reporting system designed to
provide the agency with essential data on volume o f
option trading, nature and number of market partic-
ipants, commercial utilization of options, exercis e
of options, markups, profitability, and such othe r
information as CFTC may require to adequately monito r
option trading, enforce its rules and make necessary



determinations relating to the public interest and eco-
nomic purpose aspects of option trading . In this re-
gard, it may be t.sirable to impose as a requitemen t
for registration as an options FCM the signing of a
w&ver authorizing CFTC to obtain from foreign ex -
changes any information on options transactions whic h
these exchanges may possess and which CFTC may nee d
for effective regulation . As a corollary, CFTC migh t
allow U .S . option dealers to purchase options onl y
from those foreign exchanges and exchange members whic h
agree, in writing, to honor such waivers and cooperate
fully in providing the information CFTC requires .

We recommend also that, before any pilot test of optio n
trading on domestic exchanges is initiated, CFTC :

--Clearly set forth its test hypothesis(es) and specif y
and define the criteria it will use as well as th e
data it will need to evaluate the results of the pilo t
program (i .e ., appraise its success or failure) . Such
evaluation and appraisal would include determination
of whether or not option trading satisfies a vali d
economic purpose and is in the public .interest .

--Carefully evaluate the rules, rule enforcement, and
self-regulatory performance of exchanges that propos e
to trade options and condition approval of optio n
trading by such exchanges on sustained high levels o f
compliance with CFTC standards and requirements .

--Undertake to perform cost/benefit analysis of th e
option pilot program and study ways of shifting th e
cost of regulating and evaluating the program to thos e
who stand to benefit most directly . This might be
accomplished through the use of transaction fees o r
some similar mechanism . `

--Clearly and unequivocally state, so as to minimiz e
the possibilities for misunderstanding or for subse-
quent legal challenge, that the pilot program is onl y
a test program, a program of limited scope and limite d
duration, designed to obtain answers to specific ques-
tions concerning the trading of options . Exchanges ,
commission houses and others who choose to invest in op-
tion trading must do s& in full recognition of the ex• -

.perimental, exploratory nature of the pilot program an d
must not be led to believe that such a program neces-
sarily represents the advent of a new era of optio n
trading in this country .
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--Consider how the occasion of an option pilot tes t
might also be utilized to provide answers to a numbe r
of unanswered questions and unaddressed issues in th e
broad area of futures regulation, including the nee d
for and desirability of dual trading, the feasibilit y
of full timing of transactions, and the computeriza-
tion of trading activity . In view of the fact tha t
the pilot program involves the creation of an activit y
de novo (with all that this implies in terms of free-
dom to innovate and experiment) CFTC is in a favorabl e
position to structure the pilot program in such a wa y
as to greatly advance its regulatory objectives, whil e
at the same time obtaining answers to the basic ques-
tions for which the program is designed .

RECOMMENDATIONS TO THE CONGRES S

In order to provide enhanced customer protection i n
connection with the sale and trading of options (particulal y
off-exchange options) and to take advantage of the enforcemen t
experience and capability already in existence at the Stat e
level, we recommend that the Congress amend the Commodit y
Exchange Act to permit any State securities commission or othe r
State authority to investigate and prosecute options frau d
and other forms of commodity-related fraud under State blue sk y
or other antifraud statutes insofar as such State agency o r
authority does not take action which conflicts with the Com-
modity Exchange Act or the rules and regulations thereunder .

In order to support the Commission's recent actions t o
put a halt to illegal and abusive practices in the sale o f
options and to forestall legal challenges which might mea n
protracted delays in implementing the Commission's propose d
suspension of option trading, we recommend that the Congres s
enact legislation to ruspend the sale of options until suc h
time as it can be shown, with reasonable certainty, that suc h
trading can be conducted in a satisfactorily regulated man-
ner with necessary customer protections and safeguards .
Such legislation would usefully include conditions an d
criteria for later resumption of option trading, includin g
a requirement that the Commission demonstrate to the appro-
priate congressional committees that it has made specifi c
improvements in its planning, management, and regulatio n
of the futures 'industry ; that it has the necessary staf f
resources and expertise to undertake regulation of optio n
trading ; and that both industry self-regulatory procedure s
and Commission monitoring, surveillance, and enforcemen t
capabilities are such as to ensure the necessary customer
and market protections and foster public confidence i n
the integrity of option trading .
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CHAPTER 1 3

ADLITIONALEMPHASIS ON PLANNING NEEDED	 TO IMPROVE

EFFECTIVENESS AND EFFICIENCY	 OF CFTC OPERATION S

The Commodity Futures Trading Commission has bee n
slow to recognize the need for planning and slow to imple-
ment a formalized planning process as a basic managemen t
function and decision tool . The result of this failure t o
give early and sufficient emphasis to planning is that CFT C
has been less than optimally effective and efficient in th e
use of its resources and in the fulfillment of its regula-
tory responsibilities under the act as described in the pre -
ceding chapters of this report . In the absence of a stron g
commitment to planning, including adequate control mecha-
nisms to ensure conformity between established goals, objec-
tives, and priorities and actual resource expenditures, th e
agency's efforts have often lacked focus and direction .
CFTC's regulatory posture has been overly ad hoc and reac-
tive as opposed to anticipatory and preventative .

CFTC PLANNINGEFFORTS

During calendar year 1975, the year of its creation ,
CFTC performed little forward planning . For the most part ,
its efforts were directed to hiring staff, obtaining offic e
space, and performing all the other administrative function s
attendant to establishing a new agency .

CFTC first turned its attention to planning early i n
calendar year 1976 . The bulk of "planning" activity during
1976 consisted of staff efforts, particularly on the par t
of the staff of the Office of Policy and Planning, to wi n
Commission acceptance of the need for planning and to in-
volve the Commissioners in thinking about the mission o f
CFTC, deciding what they wanted CFTC to be, and agreein g
on what the agency should try to achieve through its regu-
latory actions . A first, tentative statement of Commissio n
goals is found in-a June 2, 1976, memorandum to the Commis-
sion from the head of the Office of Policy and Planning .

This memorandum and others make clear, however, tha t
the goals were rather hastily prepared and represented mor e
a staff effort to piece together and interpret the views o f
individual Commissioners than a carefully considered state-
ment of Commission goals . We were told by Commission staf f
that this statement of goals had been prepared more becaus e
the Commissioners were unable to effectively answer certai n
questions posed in the course of congressional hearings i n
December 1975 and March 1976 than because of support fo r
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planning at the Commission level . The four goals set forth
in the June 2, 1976, memorandum, which continued to be th e
stated goals of the Commission throughout 1976 and most o f
1977 despite the "rather de facto fashion" in which they had
been developed, were to :

--Ensure the integrity of futures markets .

--Further the economic utility of futures markets .

--Encourage the improved efficiency of futures marke t
operations .

--Assist in expanding the level of public knowledg e
and appreciation of futures markets .

In addition to these goals, the June 2, 1976, memoran-
dum contained a number of questions to the Commission whic h
we find quite significant, coming as they do, more than a
year after the creation of CFTC, for example :

- -"What is the Commission's view regarding proper bal-
ance between exchange and Commission responsibilities ?

--"In what areas is self-regulation appropriate ?

--"Where should we reduce regulatory burden ?

--"Where is expansion of public knowledge or research
most needed? "

On June 24, 1976, the Commission held a fiscal yea r
1977 planning meeting at which goals, philosophy, objectives. ,
and priorities for fiscal year 1977, as well as specifi c
program issues, were discussed . A July 8, 1976, memorandum
from the Office of Policy and Planning summarized the Jun e
24 meeting and set forth the priorities agreed on .

Our review of the major points of the June 24, 1976 ,
planning discussion as well as other fiscal year 1977 plan-
ning documents prepared by the staff indicated that a numbe r
of areas identified as priority objectives for fiscal yea r
1977 in fact witnessed little or no progress during tha t
period . Examples of these include the following :

---Dual trading, where the basic questions remai n
unanswered . (See ch . 5 . )

--Training, experience, and testing requirements fo r
futures professionals . (See ch . 6 . )
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-

	

-Development of a CFTC research agenda and program .
(See pp . 221 . )

-

	

-Improvement of CFTC and exchange audit function .
(See ch . 7 . )

-

	

-Deve'rpment of a commodity specialist capability .
(See pp . 225 . )

Throughout most of fiscal year 1977 CFTC conducted
planning on a month-to-month basis . Late in the year, how-
ever, a yearly Commission calendar was established . As a
result, CFTC's planning focus changed from a month-to-month
posture to an annual one . Although this still represent s
relatively short-term planning, it is an improvement ove r
prior planning efforts .

Despite the improvements made, CFTC still has a long
way to go before it will have a planning process in whic h
agreed on short- and long-range goals are articulated, ob-
jectives established and prioritized, and accomplishment s
measured against that which was intended . Progress ha s
been made toward establishment of goals, objectives, an d
priorities ; however, little has been done to establish a n
accountability system whereby CFTC can assure adherence t o
its goals, objectives, and priorities . Although such a
system was designed and approved by the Chairman in Sep-
tember 1977, we have since been informed that the Chairma n
has aainounced that the system will not be implemented . We
can only regard this news as an indication of continued
insensitivity on the part of the Commission to the need t o
better plan, direct, and monitor staff effort to ensur e
that CFTC resources expenditures truly serve the goals and
objectives established by the Commission and that they d o
so in the most efficient and effective manner possible .

CFTC's planning efforts are discussed in greate r
detail in appendix VII .

REASONS FOR POOR PLANNING
BY CFTC

In our discussions with Commissioners and with CFTC
staff the following factors were most frequently cited t o
explain why CFTC at an early date did not commit itself to
a meaningful planning process :

--There was little active support for and interest i n
planning on the part of the Commissioners .
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--Statutory mandates and dead-fines contributed towar d
formation of an ad hoc, crisis management orientation
which became ingrained .

--Lack of staff ex pertise in certain areas as well a s
lack of certain basic information required fo r
decisionmaking led to some recognizedly importan t
tasks being postponed in favor of more easily accom-
plished work . Also, in the absence of top down pri-
ority setting by the Commission, staff was often i n
the position of establishing dq. facto priorities fo r
CFTC .

--There was insufficient qualified staff to adequately
perform formal planning .

--Certain Commissioners had projects and interests
which they pursued and promoted without regard to
other competing demands on Commission attention an d
resources and without consideration of the relevar . : e
of these projects to the Commission's overal l
mission .

--A reluctance on the part of the Commission to face
difficult, potentially devisive questions and t o
fully air certain important issues on which ther e
may be disagreement among the Commissioners .

Little support for and interes t
in	 planningby the Commissioner s

This was a frequently cited reason for inadequate plan-
ning, one given both by high-ranking Commission staff mem-
bers and by two of the Commissioners themselves . One
Commissioner with whom we spoke said that the Commission had
been "very negligent" about doing basic planning, settin g
objectives, scheduling work, and generally being attentiv e
to what the staff was doing . He said that he had argue d
very early on that the Commission needed to do better wor k
in planning and setting priorities, but his suggestion wa s
not accepted . He said that beginning in the spring of 197 7
the Commission began to make assessments of its ongoing and
scheduled activities as part of an effort to improve th e
overall budgetary process . Short-term priority settin g
evolved into monthly and quarterly scheduling of Commissio n
agendas . In his opinion, this was a needed improvement an d
one that the Commission should have been aoing much earlier .
Another Commissioner was even more critical in his assess-
ment of the Commission's planning performance . He stated
that the Commission does virtually no planning, that ther e
is a significant void in this area . He agreed that plannin g
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is an important management function and felt that the Com-
mission should have planning meetings, something which, h e
said, it did not have at the time he made his statement t o
us in June 1977 .

According to a high-ranking staff member well acquainte d
with the Commission's operations, policy setting and plannin g
are clearly Commission functions, and the Commission needs t o
assume its responsibilities in this area . Another staff mem-
ber familiar with the Commission's decisionmaking processe s
observed that planning was something the Commission was neve r
able to face up to in the first 2 years of its existence . In
this person's view, it was difficult to shift from a crisi s
management orientation to a planned, deliberate setting o f
goals, objectives, and priorities because there was not muc h
support for planning, particularly for long-range planning ,
from the Commission's Chairman . To get a planning functio n
going, we were told, it takes support from the top and suc h
support was not forthcoming .

Statutory mandates contribute d
to an ad ho .:, crisis managemen t
orientation on the part o 	 te
Commission and staf f

The Commission has not had a formal, operational plan -
ning function during much of its organizational life . Th e
absence of such an activity is generally conceded by Com-
missioners and staff alike . Where people seem to disagre e
is with regard to the reasons for this lack of planning and
also with regard to the need for planning in a situatio n
where a large number of congressionally directed activitie s
have been laid out in the legislation which created th e
agency .

Several of the Commissioners and Commission staff mem-
bers with whom we spoke attributed the Commission's inade-
quate planning to the need to first perform the many
legislatively mandated tasks contained in the CFTC Act an d
to "write the book on regulation," i .e ., develop a basic ,
comprehensive set of rules governing the conduct and respon-
sibilities of industry participants .

Typical of this viewpoint are the comments of one Com-
missioner who told us that he had performed his own inven-
tory and analysis of the congressionally mandated responsi-
bilities of the Commission and of the resources that ha d
been required to meet these responsibilities and conclude d
that they had taken up fully 50 to 95 percent of the
Commission's resources . This 90 to 95 percent was, in hi s
view, beyond the Commission's ability to plan .
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A former member of the Commission staff told us tha t
because the Commissioners felt under

	

ssure to make a lo t
of important decisions within a man('

	

' time period, a
crisis atmosphere was created which

	

it very difficul t
to move from an ad hoc, reactive stance into a planned
operation . Thisstiffer felt that the Congress had don e
CFTC a great disservice by mandating deadlines for the ac-
complishment of certain tasks . Acknowledging that a grea t
deal of flexibility still remained for the Commission i n
deciding how to go about performing the mandated tasks an d
even in obtaining extensions of the congressionally impose d
deadlines, if it felt this was necessary or prudent, thi s
person explained that the Commission was reluctant to go t o
the Congress and ask for more time because it did not wan t
to admit that it could not do everything .

This person cited the Commission's handling of the com -
modity options question as an example of how the Commissio n
moved too fast in one of its mandated decision areas . Main-
taining that it is clear from a reading of the act that th e
Commission's primary responsibility is to the futures mar-
ket , this staff person expressed the view that the Commis-
sion should not have gotten involved in options until it had
a better handle on understanding and regulating the future s
markets . It was not required to accord options the hig h
priority it has or to make the decisions it has .

Another Commission staff member well acquainted with
the Commission's decisionmaking and work scheduling proc-
esses stated that Commission policy is established entirely
on an unplanned, ad hoc basis . He said that the effect o f
this lack of plannngs that the Commission has spent ove r
2 years accomplishing work that had been dictated by legis-
lation and by circumstances . He added that he could_not loo k
ahead and predict what the Commission will be doing . in th e
future .

De facto priorities set by staf f

One high-level Commission staff member told us that i n
the absence of Commission guidance to the staff, in the for m
of long-range planning and clearly formulated objectives and
priorities, the staff was itself setting priorities and de-
termining what was important to work on . Often the Commis-
sion did not even have a clear idea of what the staff we s
working on until proposed regulations were sent up for th e
Commission's consideration . The agenda for the Commissio n
was, in effect, determined by what the staff had ready fo r
Commission consideration and discussion . For a long time
one operating division head saw the writing of regulation s
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as the principal activity of the Commission and, as a result ,
"writing the rule book on regulation" came to be one of the
Commission's top de facto priorities .

Another reported consequence of the Commission's fail -
ure to plan, to establish and prioritize objectives, an d
to provide direction from the top down was that a shortag e
of staff expertise as well as a lack of certain basic in-
formation needed for decisionmaking purposes often led t o
recognizedly important tasks being postponed or glosse d
over in favor of more easily accomplished work .

Insufficient	 qualified plannin g
s t	

The former head of CFTC's Office of Planning and Policy
Review, who had been with CFTC from its inception unti l
April 1977, informed us that the principal reason her office
did not do more long-range planning was that it had onl y
three professionals and they were almost totally absorbed i n
the office's primary function of policy analysis . She said
that her staff tried to get objectives established so tha t
it might be possible to assess outcomes and cost effective-
ness of program activities . To accomplish this, objective s
needed to be established by organizational units . This, in
turn, necessitated working closely with those organizational
units, since most staff members seemed to have little ide a
of how to go about planning .

She agreed that what was done by her office in the way
of planning was limited, citing specifically some memorand a
to the Commission on priority setting and scheduling, an d
some short term planning via the budgetary process . Sh e
felt, however, that her office did initiate the beginning o f
a long term planning cycle that the Office of Executive
Director was to take over after her departure in April 1977 .

We questioned the former . Executive Director about CFTC
planning shortly after the planning function had been for-
mally transferred from the Office of Policy and Planning t o
his office in May 1977 . He told us chat his intentio n
was to formalize and considerably strengthen planning a t
the agency by hiring two full-time professional planner s
who would be placed in the Office of Management and Financ e
under his overall authority .

He stated that two planning position openings, a GS-1 4
Senior Planning Officer and a GS-12/13 Planning Officer, ha d
been announced in mid-May 1977 . Our subsequent inquirie s
revealed, however, that although two positions had in fac t
been advertised and had elicited a number of internal an d
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external applications, the positions were never filled .
Instead, 6 months later in late November 1977, CFTC decided
to provisionally assign to the planning function an employee
who had previously worked in the audit area in CFTC's Tradin g
and Markets Division . We were told that the individual i n
question, a former Commodity Exchange Authority employee ,
would be able to bring some program knowledge and experienc e
to the Office of Management and Finance which was felt to be
lacking in that office .

pr o ' ects of particular interes t
to certainComms ioner s

Frequently cited by staff and Commissioners alike as a n
obstacle to adoption of a planned and disciplined approac h
to resource use at CFTC was the practice of certain Commis-
sioners of calling on the staff to undertake work related t o
their own particular interests and concerns without clearing
the requests with appropriate officials . In some instances ,
such requests would have no particular relevance to mor e
important work the Commission had previously agreed to em-
phasize ; in other instances the requests might lead t o
duplication of work already underway elsewhere in the agency .

In many cases, we were told, such requests would entail
the interruption and delay of other inherently more importan t
work, often without the knowledge of the Executive Director ,
the operating division heads, or the other Commissioners .
Commodity options-related work requested of the staff by on e
Commissioner was a frequently cited example of work that had
been requested and undertaken without approval of the ful l
Commission . Other examples included requests by a Commis-
sioner for development of information to be used in speeches ,
a duplicative market surveillance program maintained by one
Commissioner who wanted to learn more about this activity ,
and assorted special requests for information which develope d
into significant staff undertakings, perhaps contrary to th e
expectation and intention of the particular Commissioners wh o
had made what they thought were simple requests .

Most of those with whom we discussed this subject sai d
that the situation had improved somewhat in recent month s
as the individual Commissioners have become aware of some o f
the potentially disruptive consequences of their request s
for special staff work and have been more careful in makin g
and framing such requests and in clearing them throug h
appropriate channels to ensure that work is not undertake n
without the knowledge of managers and that it does not dup-
licate or interfere with ether work being done by the staff .
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Reluctanceto	 adequately confron ta	rrficult aria importantdecisions
In our discussions with Commissioners and staff, anothe r

criticism which was frequently expressed in one form or an -
other was that the Commissioners have failed to confron t
squarely, and to discuss fully and completely, importan t
issues on which there are significant differences of opinio n
among them . This has resulted, we were told, in a lack o f
explicit and well-considered policy, in vague and ambiguou s
guidance to the staff, and in the ability of some determine d
and persistent parties to gain approval of initiatives fo r
which there was little solid support but for which the oppo-
sition was disorganized . It seems also to have resulted i n
the Commission not focusing early and in a serious manne r
on the nature of its basic mission and responsibilities and
on the fixing of goals, objectives, and priorities whic h
would have guided and structured its endeavors in the forma-
tive years of CFTC's existence .

One Commissioner told us that in terms of setting pri -
orities there was a real reluctance on the part of the Com-
mission to come to grips with issues, because it would hav e
required tradeoffs and, being more explicit, definite, an d
up front, it would have required making much more overt th e
different points of view of the Commissioners . There is a
natural tendency, he observed, to avoid that kind of thing .

Another Commissioner noted that the Commission has take n
very few formal votes on the matters which have come befor e
it for consideration . Normally, he said, the Chairman take s
the approach of declaring that the matter is "passed withou t
objection ." Attorneys in CFTC's Office of General Counse l
confirmed that votes are seldom taken .

One result of the Commission's failure to openly debat e
and fully explore, discuss, and resolve issues relating t o
its regulatory mission and actions is that the direction an d
guidance given to staff is often unclear or ambiguous . Th e
Commission's "marching orders" are vague said one senio r
CFTC attorney ; "We often'do not know what the Commission
consensus is and what our specific instructions are . "

NEGLECTED PRIORITIES : IMPORTANT
AREASWHICHHAVE SUFFERED BECAUS E
OF POOR PLANNING

Given CFTC's limited staff and budget, the relativ e
inexperience of much of its personnel, and the fact tha t
the new agency was charged with extending Federal regulatio n
over large segments of the commodity futures industry whic h
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had never been adequately regulated before, it should b e
apparent that a carefully planned regulatory strategy wa s
needed to aid in the identification nd ranking of regula-
tory objectives and to ensure optimum effectiveness an d
efficiency in the utilization of scarce resources in pur-
suit of these objectives .

With this in mind, as well as the generally accepted
view that CFTC's responsibility is first and foremost t o
improve the understanding, operation, and regulation of fu-
tures markets, we have identified a number of areas which, i n
our view as well as the views of various CFTC Commissioner s
and staff members, have received inadequate or imprope r
emphasis by the Commission . Some of these subjects an d
activities are specifically mentioned and "mandated" in the
CFTC Act . Others are implicit in the broad legislative re-
quirements that CFTC, among other things, monitor and enforc e
exchange self-regulation, designate contract marl-rats, an d
prevent price manipulation . All are vital, in our opinion ,
to proper execution of the agency's regulator y
responsibilities .

Several of the subjects or activities are discusse U
in separate chapters in this report and not repeated here .
These are :

--Exchange rule enforcement reviews . (See ch . 4 . )

--Dual trading and trade practice investigations .
(See ch . 5 . )

--Contract market designation . (See ch . 3 . )

--Market surveillance (See ch . 8 . )

The remaining neglected subjects or activities whic h
are discussed in this chapter include :

--Development of a research program .

--Education--internal and external .

--Development of a commodity specialist capability .

Researc h

Despite the long history of commodity futures trading ,
there remain many basic unanswered questions concerning th e
use of futures markets by various categories of market par-
ticipants, the specific economic contributions of future s
trading, the effects of futures trading on the variability
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and general level of commodity prices, the competitive
structure of futures markets, and a host of other importan t
topics . Equally significant, in terms of public policy an d
Government regulation of futures markets, is the genera l
lack of information needed to resolve certain basic regula-
tory questions, such as whether or not dual trading by bro-
kers should be permitted, the economic and public polic y
implications of tax trading (i .e ., use of futures trading
for purposes of tax avoidance and tax deferral), the inci-
dence of wash trading and fictitious trades and the mean s
of detecting and preventing these abuses, development o f
criteria for assessing degree of market concentration an d
control, and in general, development of better analytica l
tools and measures with which to monitor the state of the
markets and assess the need for regulatory action o r
intervention .

CFTC is directed by section 18 of the act to estab-
lish a research program as part of its ongoing operatio n
In addition, in our 1975 report we recommended that tL e
Chairman establish a formal research program . Furthermore ,
in staff documents prepared by the Office of Chief Econo-
mist, as well as in statements made to us by Commissione r 's
and senior staff members, emphasis has been placed on th e
importance of developing a lon<y term, basic research func-
tion within CFTC . We have been told that research shoul d
be an ongoing activity insulated from the day-to-day pres-
sures and concerns of the agency and free to focus on ques-
tions of fundamental importance to the understanding, use ,
and regulation of futures markets, questions which neces-
sarily have a longer term payoff than do the ad hoc prob-
lems which arise in the daily course f Commissio n
operations . However, notwithstanding these expressions o f
support for research, the fact of the matter is that th e
research function at CFTC has generally lacked resource s
and has been almost entirely ad hoc, i .e ., directed towar d
analysis of problems currentlyconfronting the Commission .
The Commission's chief economist acknowledged this in a
paper presented in June 1976 to a Chicago Board of Trade -
sponsored seminar on "Researchable Issues in Commodit y
Futures Trading," in which he said :

"Because of the deadlines associated with a numbe r
of issues identified in the CFTC Act of 1974, mos t
of the research conducted so far has been of a
short term nature and addressed to such issues as :
(a) contract terms and conditions ; (b) speculativ e
limits ; (c) delivery points ; (d) commodity options ;
(e) dual trading ; and (f) price manipulation cases . "
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Discussions held with Commissioners and senior staff
during the course of our review as'well as examination o f
documents provided by the Office of Chief Economist indi -
cate that nearly 2 years after the chief economist's com -
ments were made, CFTC's research efforts continue to
exhibit an ad hoc orientation .

External educatio n

As in the case of research, the Commission is directe d
by section 18 of the act to develop educational program s
to further the general purposes of the act . The Commission
has, however, devoted relatively little attention or re -
sources to this area . Even more important, the Commissio n
has not developed a strategy and a guiding plan to ensur e
that those resource investments which have been made con-
tribute in a clear, coherent, and effective manner towar d
the realization of specific, agreed-on goals, objective s
and priorities . Such limited and tentative initiatives a s
have been taken in the education area have been taken i n
a planning vacuum . The approach to education has, as a
result, been piecemeal and haphazard .

Our review showed that as early as October 1975 th e
chief economist was urging the Commission to develop a con-
sensus view of what it wanted and expected of a CFTC educa-
tional program . More than a year later, in March 1977, th e
Commission's Executive Director was still calling on th e
Commission to provide basic policy guidance and direction
for CFTC's educational and training efforts . In a March 2 ,
1977, memorandum to the Commission, the Executive Directo r
said that the purpose of a Commission meeting scheduled fo r
March 8, 1977, was to determine Commission education policy .
In the memorandum the Executive Director posed a number o f
questions to the Commission . He stated that the Commis-
sion's responses would provide the guidelines needed to de-
velop a specific education program for Commission approval .

The questions posed were rather basic, and it is some -
what surprising to observe that more than 1 year after th e
Executive Director's March 2, 1977, memorandum the Commis-
sion has still to provide answers to most of the questions .
With the departure of the Commission's Executive Director i n
August 1977, CFTC's external educational efforts appear t o
have been relegated to a semipermanent organizational limbo .
CFTC's Director of Education told us in December 1977 tha t
his office had received no guidance on an external educatio n
program . He did not know what, if any, educational plannin g
and program development efforts might be underway elsewher e
in CFTC, A Commissioner with whom we discussed CFTC's edu-
cational activities agreed that with respect to educatio n
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there had been a lack of priority and policy guidance on the
part of the Commission . He felt that the main problem wa s
a lack of agreement within the Commission as to what educa-
tion really means and the role which CFTC should play i n
education .

Internal education

With regard to internal education activities, i .e ., the
training of CFTC staff in general commodity futures-related
topics and in specialized areas relating to their specifi c
work responsibilities, the progress registered by CFTC ha s
been somewhat better than that noted in external education .
Even here, however, development of a comprehensive and co-
herent approach has come about very slowly and belatedly .
Moreover, much remains to be done in order to provide fo r
the diverse training needs of the various elements of CFTC
staff in the re g ions and in headquarters .

Although the need for internal education was discusse d
in staff memoranda to the Commission in October and Decem-
ber 1975, even minimal efforts in this area were not begun
until late 1976 and early 1977 . As a result of the Execu-
tive Director's March 2, 1977, memorandum to the Commissio n
stressing the need for policy guidance regarding developmen t
of an education program, the Executive Director was able t o
secure from the Commission a measure of agreement and sup -
port for priority attention to internal education needs .

During the spring and summer of 1977 the Office o f
Executive Director undertook a number of steps designed t o
make an internal education program operational . In March
19.77 the internal education function was formally assigne d
to the Office of Personnel, and one of two employees in th e
Office of Education was reassigned to Personnel to assis t
the training office?: in developing a staff training program .
A task force of eight CFTC employees was also designated t o
serve as advisors in this effort . Work was immediatel y
begun on development of two general training courses .

This first phase of course development was completed i n
mid-1977 and the two training courses were offered for th e
first time in July 1977 . As of December 31, 1977, a tota l
of 41 employees had participated in one course and 36 in th e
other . All of the training was confined to "recent or ne w
hire

	

the group which had been identified as the highest
pric .ity candidates for training . The other groups ulti-
mately targeted for such training included "other profes-
sionals" and "support staff ."
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Although a welcome sign of progress, this is only a
very tentative beginning toward fulfillment of the staf f
training needs of CFTC . It does not begin to address th e
need for indepth training concerning specific aspects o f
commodity futures trading, nor does it provide specialize d
training in the particular functional skills needed b y
various categories of CFTC professional employees . Suc h
training is, however, planned for later in 1978 .

Development of a commodity
specialist ca2ability

Virtually everyone we spoke to at CFTC on the subjec t
of a commodity specialist capability agreed that it is o f
vital importance for the agency to acquire such expertis e
in order to understand what is happening with respect t o
the various commodities under its jurisdiction and to b e
able to act in a timely manner when market conditions cal l
for a regulatory response or initiative . According to a n
operations plan prepared by the previous Executive Director ,
a commodity specialist program is needed to ensure spe-
cific and general market expertise, not only for CFTC' s
surveillance and analysis functions but also for the agency' s
public education program .

One Commissioner told us that to really understan d
commodity trading and do effective market surveillance on e
needs to thoroughly understand the cash market . He ad-
mitted that CFTC does not presently have commodity special-
ist knowledge and that it is a serious problem .

In view of the many statements made by Commissioner s
and staff stressing the importance of a commodity special-
ist capability, we are somewhat puzzled by the apparent lac k
of attention which has been devoted to developing or acquir-
ing such expertise . In conversations with representative s
of the Office of Chief Economist, Office of Executive
Director, and Office of Personnel, we were told that CFTC
does not presently possess the sort of expert commodit y
knowledge which is generally understood by the term "com-
modity specialist capability" and that it is doing littl e
to bring such a capability into existence . Representative s
of the Office of Personnel told us that, to the best o f
their knowledge, no one in that office has ever even bee n
asked to prepare a position description for a commodity
specialist classification or to attempt to assess what the
market for such expert knowledge might require in term s
of grade and compensation .

A number of those with whom we spoke on the subjec t
of commodity specialists expressed the view that th e
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biggest obstacles to acquiring and maintaining such exper-
tise in CFTC are the civil service grade and wage scale s
that could be provided to attract and retain talent fo r
which CFTC would be in direct competition with the highe r
paying private sector . It may well be that position clas-
sifications and related grade and wage scales for CFTC com-
modity specialists would not be competitive with privat e
industry, but we have seen no evidence that CFTC has done
any analysis which would support this conclusion . Indeed ,
as already noted, we have been told that it has not per -
formed any such evaluation .

One representative of the Office of Personnel commente d
that in his own experience at CFTC the subject of commodit y
specialists has not typically been discussed in terms o f
grade and salary levels . It has been discussed, rather, i n
terms of whether CFTC has or would want to have i n
Washington headquarters a staff large enough to include com-
modity expertise . He felt that it would require some degre e
of commitment on the part of the Commission to set asid e
enough slots for these positions, and he added that there i s
no evidence that such a commitment has been made .

CONCLUSIONS

The effectiveness of CFTC in the first 3 years of it s
existence has been less than what might reasonably have bee n
hoped for and expected of the agency created by the Congres s
to improve the quality and comprehensiveness of Federal reg-
ulation of the futures industry . The shortcomings and weak-
nesses of CFTC are traceable in large degree to the failur e
of the Commission to provide effective planning, direction ,
and control of the agency's staff and to the failure to re-
spond in an appropriate manner to the agency's internal or-
ganizational needs as well as to the external challenge s
posed by the agency's regulatory environment .

The most serious failure of the Commission--and on e
which has had far-reaching repercussions--has undoubtedl y
been its failure to undertake an early and sufficient com-
mitment to a strong planning process as the foundation fo r
all its regulatory initiatives and resource expenditures .
The Commission has been reluctant to debate the hard issue s
which potentially divide it but which must be addressed an d
resolved if the agency is to have a guiding mission and co-
herent regulatory philosophy . The Commissioners have been
slow to accept the need to establish goals and objective s
and to order and continually reevaluate priorities to ensur e
the optimal utilization of limited resources . Having estab-
lished goals and objectives and having set priorities, the
Commissioners have not been guided by them and have no t
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established procedures which would ensure that the staf f
would follow them .

The chief result of the Commission's failure to commi t
itself to a meaningful planning process is that CFTC's reg-
ulatory posture has been essentially reactive rather than
purposive ; the agency has spent a great deal of time an d
effort in responding to ad hoc situations and in crisi s
management . It has become embroiled in a costly and onl y
partly successful effort to contain the problem of frau d
in the sale of foreign commodity options--at the expense o f
needed regulation in areas of far greater intrinsi c
importance . The Commission's approach to regulation, in th e
absence of effective planning and policy development proce-
dures, has been to a great extent unfocused, undirected, and
inefficient . A number of very important functions, many o f
them fundamental to any effective scheme of futures regula-
tion are seriously in need of improvement . Yet these func-
tions have received insufficient attention as a result o f
the Commission's failure to assign to them the priority
which they deserve . Some important areas which suffered
neglect as a result of the Commission's failure to plan
properly include :

--Development of a research program to perform neede d
long term research .

---Creation of a commodity specialist capability to en -
hance the Commission's ability to understand what i s
happening with respect to the various commodity mar-
kets under its jurisdiction and to improve its abil-
ity to act in a timely manner when market condition s
call for a regulatory response .

--Development of•an internal and external educatio n
program .

RECOMMENDATIONS TO THE CHAIRMAN ,
CFTC

To improve CFTC's planning posture the Chairman should
assure that :

--The Commission gives its full support and commitmen t
to establishment of planning as a basic and integra l
part of the management process at CFTC .

--The Commission is particularly attentive to the nee d
for long-range strategic planning as a means of iden -
tifying, evaluating, and anticipating to the maximu m
extent possible the challenges which the future ma y
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hold for CFTC and as a means of preparing itself t o
meet those challenges in the most effective manner .

--The Commission institutes accountability procedure s
designed to ensure adherence to its plans .

--The Commission takes measures to ensure that the
following "neglected priorities" receive attention
and support commensurate with their importance to
the effectiveness of the Commission's overal l
regulatory effort .

--Research--The Commission should give hig h
priority to the development of a basic, long -
term research capability within CFTC .

--Commodity specialist capability--The Commis-
sion should undertake to improve the abilit y
to monitor, understand, and evaluate the basi c
economic and commercial characteristics o f
commodities under its jurisdiction . It need s
to develop among its staff a commodity special-
ist capability which would include a broa d
knowledge of cash and futures fundamentals fo r
specific commodities, an understanding of th e
patterns of production, marketing, distribu-
tion, and use of these commodities (includin g
actual or potential problems in any of thes e
areas), and an ability to view and analyz e
these commodities in a historical context i n
or;'er to better understand the significanc e
and regulatory implications of particula r
trends or developments .

--Internal education and training--The Commis-
sion should continue and strengthen recently
begun efforts to develop a staff education an d
training program .

--External education--The Commission should de-
velop an overall strategy and plan to guid e
its external education efforts . It should d o
this after careful assessment of external edu-
cation needs and after thoughtful consideration
of the role which it should play vis a vis th e
industry and others (such as academi c
institutions) .
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CHAPTER1 4

WEAKNESSES IN ORGANIZATION AND MANAGEMENT

HAVE HAMPERED CFTC OPERATION S

The Commodity Futures Trading Commission has bee n
adversely affected by a number of specific organizational
and management problems which have impaired its ability t o
make the most effective and efficient use of its resources .
Some of the more serious problems which we have identifie d
include the following frequently interrelated factors :

--Lack of strong management experience in top executiv e
positions .

--Management weaknesses in the Executive Director' s
office due to organizational instability and jurisdic-
tional disputes .

--High rate of staff turnover and loss of experience d
personnel .

--Failure to develop professional cadres and manager s
from within the organization .

--Lack of broad representation of views on CFTC advisor y
committees .

LACK OF STRONG MANAGEMEN T
EXPERIENCE IN TOP EXECUTIVE
POSITIONS

The form of organization provided for CFTC by the
Congress is the so-called strong chairman type of Commission .
Section 2(a)(6) of the act provides, inter alia, that :

"The executive and administrative functions of th e
Commission, including functions of the Commissio n
with respect to the appointment and supervision o f
personnel employed under the Commission, the dis-
tribution of business among such personnel an d
among administrative units of the Commission, and
the use and expenditure of funds, shall be exer-
cised solely by the Chairman . "

The role of the Commission Chairman as outlined in th e
act would seem to call for someone possessing strong manage-
ment experience . The act makes provision, however, for a n
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Executive Director to whom the Chairman ma-y delegate any o f
his functions as he deems appropriate . Section 2(a)(5) o f
the act provides that :

"the Commission shall have an Executive Directo r
who shall be appointed by the Commission, by an d
with the advice and consent of the Senate, an d
serve at the pleasure of the Commission . Th e
Executive Director shall report directly to th e
Commission and perform such functions and dutie s
as the Commission may prescribe . "

Section 2(a)(6)(F) provides that :

"The Chairman may from time to time make suc h
provisions as he shall deem appropriate author-
izing the performance by any officer, employe e
or administrative unit under his jurisdiction
of any functions of the Chairman under thi s
paragraph . "

To assure the smooth day-to-day functioning of th e
agency, at least one of the individuals occupying the Chair-
man and Executive Director positions should possess stron g
management experience . This, however, has not been the case .

The current Chairman has frankly acknowledged his lim-
ited management experience . However, according to the Chair -
man this lack of prior management experience has not been a
problem . His philosophy is that he should have overall man-
agement control of CFTC but that he should not have to b e
involved in the day-to-day administration of the agency . He
prefers to leave the daily running of the agency to the Exec-
utive Director so that he might be free to spend more time a s
a leader .

We discussed the organizational arrangement of CFTC wit h
the other four Commissioners ad with senior staff members .
They were in agreement that the strong chairman form of or-
ganization is desirable for CFTC and that under such a n
organizational setup the Chairman should possess strong man-
agement experience . They recognized, however, that an ac-
ceptable alternative would be to have an Executive Directo r
with strong management experience .

Clearly, the recruitment of experienced managers fo r
the position of Executive Director would enhance the manage-
ment capability of CFTC . However, our examination of th e
prior work experience of the Commission's first two Executiv e
Directors indicated that before joining the Commission nei-
ther individual had had extensive prior supervisor y
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or managerial experience or had previously held managemen t
positions comparable in scope and authority to the positio n
of CFTC's Executive Director .

FACTORS CONTRIBUTING	 TOLIMITED
EFFECTIVENESS	 OF EXECUTIVE
DIECTORS-OFFICE

The potential organizational benefits of having an Ex-
ecutive Director have not been fully realized at CFTC . Thi s
is attributable, we believe, to several factors which ar e
rather difficult to sort out and evaluate independently bu t
which in their combined effect have constituted, in ou r
view, a definite limitation on the effectiveness of the Ex-
ecutive Director's position .

The first limiting factor relates to the need for Sen-
ate confirmation of individuals appointed to the Executiv e
Director's position . As previously stated, the act require s
such confirmation . We noted, however, that none of the re-
cent incumbents of the position were confirmed . As a result ,
they functioned in an "Acting Executive Director" capacit y
for the duration of their tenure . In our opinion, the lac k
of Senate confirmation undoubtedly impaired their ability to
perform their job in the most effective manner, and thereby
diminished the potentially valuable contribution the Execu-
tive Director could make to CFTC .

We have been told by congressional and CFTC staff mem-
bers that the requirement for Senate confirmation was inad-
vertently included in the 1974 amendments to the act . An
earlier version of the bill would have provided for a part-
time rather than a full-time Commission . Under a part-tim e
Commission, the position of Executive Director would obvi-
ously have greater intrinsic importance because the Execu-
tive Director would have greater control over the day-to-day
activities of the agency . Therefore, Senate confirmation
would make sense in terms of defining and placing
accountability .

The second factor limiting the contribution of the Ex-
ecutive Director position is one which has plagued th e
entire CFTC operation, i .e ., a lack of continuity occasioned
by the departure of key personnel . In its 3-year history ,
CFTC has had three Acting Executive Directors . The firs t
Executive Director remained with the Commission only abou t
7 months . The second incumbent took over the position i n
November 1975, and held it until his resignation 19 month s
later on August 1, 1977 . The position remained vacant fo r
7 months, from August 1, 1977, to March 1, 1978 . Durin g
that time as many of the functions of the Executive Directo r
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as possible were shouldered by the Deputy Executive Director .
The position of Deputy Executive Director is a new one, hav-
ing been created only in June 1977, and its occupant had fo r
some time, in addition to his responsibilities as Actin g
Executive Director, overall responsibility for supervisio n
of CFTC's market surveillance system .

Any manager, no matter how capable and experienced, re-
quires a certain amount of time to familiarize himself wit h
his organizational environment, to diagnose the organiza-
tion's problems and needs, to forge cooperative working re-
lationships with his colleagues, to formulate a managemen t
strategy and operational plan, and to implement his program .
The lack of continuity in the occupancy of the Executiv e
Director position, we believe, is responsible in part fo r
the agency's not doing a better job than it has of planning ,
goal setting, and ordering of priorities, and for its no t
making more effective and efficient use of its limite d
resources .

A third factor which we would cite as a limitation o n
the effectiveness of the Executive Director's Office was th e
jurisdictional disputes which took place between the Commis-
sion's second Acting Executive Director and the heads o f
CFTC offices and operating divisions . We were told by the
Chairman, by the other Commissioners, and by senior staf f
that the individual in question was dissatisfied with th e
position and authority which he inherited from his predeces-
sor in November 1975 .

At that time the Office of Executive Director had au-
thority only over the relatively low-graded contingent'o f
employees inherited from the Commodity Exchange Authority .
The "new", generally higher-graded employees hired to staf f
management and policy-level positions in Washington head-
quart?.rs were not under the Executive Director's authority .
Largely because of the Executive Director's discontent, in
November 1976 the Commission agreed to restructure the Com -
mission staff and give the Executive Director broad author -
ity over the operating divisions .

This new arrangement was not implemented smoothly o r
harmoniously, however . One division head declined to sub-
mit to the authority of the Executive Director, and as a
result, his division had to be restructured completely ,
leaving him with a largely consultative and advisory role .
Other operating division heads continued their former pat -
tern of reporting directly to the Chairman, thereby increas-
ing the frustration of the Executive Director and furthe r
straining his relations with these individuals .
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The result of all this infighting and jurisdictiona l
squabbling was that a considerable amount of time and energ y
were spent simply on resolving disputes, defending one' s
"turf", and lobbying the Commissioners for support . For
many months the Executive Director was unable to establish
harmonious and cooperative relationships with his colleague s
or to perform with full effectiveness in exercising the broa d
delegation of management authority which had been made to
him . He announced his intention to resign in June 1977 an d
left the agency on August 1, 1977 .

HIGHRATE OF TURNOVERAND LOSS
OF EXPERIENCED PERSONNE L

Two related factors which appear to have complicate d
the organizational and operational problems of CFTC in it s
first years of existence are the agency's relatively hig h
rate of personnel turnover and, probably more important, th e
continuing loss of a number of its most experienced, quali-
fied, and high-ranking staff members . Although it is diffi-
cult to measure with any precision the specific effects o f
these factors, our conversations with Commissioners and
staff revealed a widely held belief that they have negativel y
affected the agency's organizational effectiveness and effi-
ciency and have hampered progress toward development of a
reservoir of competence, experience, and expertise withi n
the agency .

With respect to the rate of turnover of CFTC staff ,
Civil Service Commission statistics for fiscal year 197 6
show that CFTC's rates for separations and quits were amon g
the highest of all Goverment agencies surveyed . 1/ In fis-
cal year 1976, CFTC experienced a total of 118 separations ;
this was equivalent to a separation rate of 31 .6 percent . 2/
For the same period CFTC experienced a total of 59 quits ,
representing a quit rate of 15 .8 percent . Of the 33 agen-
cies and departments listed by the Civil Service Commissio n

1/ A separation is a personnel action (such as a dismissa l
or resignation) which results in the loss of an employe e
from the active work force of a department or agency . A
quit is the voluntary termination of employment by an
individual employee .

2/ The separation ra4e (and the quit rate) per 100 employees
is found by dividing the total number of separations (o r
quits) by average employment for the period in question .
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only 5 had fiscal year 1976 separation rates higher tha n
CFTC and only 1 had a higher quit rate .

Civil Service Commission statistics for fiscal yea r
1977 show that for the same 33 agencies and departments ,
CFTC continued to have among the highest rates of separa-
tions and quits . The number of CFTC separations for tha t
period was 163, equivalent to a separation rate of 35 . 8
percent . Only 4 of the 33 agencies had higher separatio n
rates . CFTC's quit rate for the same period was 19 .1 per-
cent, the second highest of the 33 agencies listed by Civi l
Service . For purposes of comparison, the overall Federa l
Government quit rate was 7 percent in 1976 . In 1977 it wa s
7 .9 percent .

Probably even more serious than CFTC's relatively hig h
rate of staff turnover is the nature of the staff it ha s
lost . This includes a significant number of high-rankin g
staff members who joined the Commission in its earlies t
days, people who participated in the long and arduous proc-
esses of organizing the new agency and learning the ins an d
outs of the multifaceted industry CFTC was created to
regulate . Retention of these individuals by CFTC, at leas t
during the first several years of its existence, would hav e
enabled the agency to steadily and systematically build o n
its achievements and experience and to institutionalize th e
expertise acquired by these staff members .

In calendar years 1975 through 1977, a total of 15 6
professional employees, defined as GS-7 and above, left th e
Commission's employment . Because of delays in filling some
of the vacancies, as well as the substantial learning curv e
involved in much of the Commission's work, the loss of these
people has created gaps and slowed progress in a number o f
areas .

The following examples illustrate the extent to whic h
CFTC has seen its ranks of experienced managers and value d
senior staff depleted .

Office of	 Personne l

Dux.iag the period May 1975 to March 1976 there was vir-
tually a complete change of staff in CFTC's Office o f
Personnel . We were told by a CFTC official familiar wit h
the personnel operation that the personnel specialists wh o
left had found CFTC a difficult place to work in .

Whatever their reasons for leaving, it seems likel y
that this lack of stability and continuity in CFTC's per-
sonnel operations contributed to the program deficiencie s
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noted by the Civil Service Commission in its August 1977 re -
port on the Commission's personnel operation . Civil Servic e
noted, for example, that CFTC's new personnel staff, hire d
in mid-1976, inherited very little in the way of a personne l
management program at CFTC . Civil Service found, amon g
other things, that the agency had no formal manpower plan-
ning system, that its merit promotion procedures were no t
in conformance with Federal promotion policy, that there wa s
no coordinated system for attorney recruitings, nor any
attorney rating system, that the agency had not established
or documented career ladders, and that there were seriou s
weaknesses in training and executive development traceabl e
in large part to the haphazard manner in which these matter s
had been handled in the past .

Division of Trading and Market s

The Trading and Markets Division is one of the most im -
portant operating arms of CFTC and has responsibility for ,
among other things, review of exchange rules, monitoring o f
exchange programs (including exchange rule enforcement pro -
grams), registration of firms and individuals required to be
registered with the Commission, and financial auditing o f
those registrants subject to minimum financial and segrega-
tion requirements . This division has had a greater degre e
of staff turnover at the upper levels than any office o r
division within the agency .

On October 29, 1976, the division lost its first Act-
ing Assistant Director for Contract Markets . This individ-
ual was in charge of management and direction of a divisiona l
subunit, the contract markets section, which has responsibil-
ity for assuring that contract markets are properly perform-
ing their self-regulatory functions . This includes :

--Assuring the adequacy of contract market rul e
enforcement procedures .

--Conducting trade practice investigations .

--Review of exchange disciplinary actions .

--Review of exchange applications for designation a s
contract markets .

--Performing special studies .

The Acting Assistant Director in question had been with CFTC
for 16 months prior to his resignation, having joined th e
agency 2 months after its creation . He left CFTC to become
an official of a newly regulated New York commodity exchange .
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On April 1, 1977, the division lost its first Directo r
who resigned to enter private law practice . This individual
had served as Director for 22 months, having joined CFTC i n
June 1975 shortly after its inception . The position o f
Director remained vacant from April 1977 until August 1977- -
a period of nearly 5 months--when it was filled by an attor-
ney who had previously served as counsel to the Commission' s
Vice Chairman .

On July 1, 1977, the division's contract market sectio n
lost its second Acting Assistant Director . This individual
had been with CFTC since September 15, 1975, and resigned
from the agency to help establish a commodity options tradin 5
program at the same New York commodity exchange to which he r

predecessor had earlier gone . The position was filled fo r
the third time by an attorney who had joined the agenc y
April 24, 1977, a little more than 2 months earlier, and wh o
had no previous commodity experience .

On August 5, 1977, the division lost its Chief Counse l
who resigned to enter private law practice . This individua l
had been with CFTC for 26 months- haling joined the agency

on June 1, 1975 . The position which he left was still va-
cant as of April 1978 .

Office of General Counse l

On January 19, 1977, CFTC's General Counsel resigned
to enter private law practice . This individual had been th e
agency's General Counsel since May 20, 1975, barely a mont h
after it came into existence . His departure after nearly 2
years with CFTC represented a considerable loss to th e
agency both in terms of professional ability and los t
expertise . The position of General Counsel was provision -
ally filled by the Deputy General Counsel until a full-tim e
replacement could be found . This occurred nearly 5 month s
later on June 24, 1977 .

Office of Chief Economist

The Commission's chief economic adviser resigned effec-
tive December 2, 1977, to head up development of a commod-
ities program for a New York brokerage firm . He had tel d
Lte position of chief economist since August , 1975 . Lik e
most of the office and di"ision heads who have left ;Ale
agency, this individual had been with CFTC from its earlies t
days and had acquired first hand knowledge, experience, an d
insights into the economic and regulatory issues confronting
CFTC which will undoubtedly prove quite difficult and tim e
consuming to duplicate in a successor .
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As of April 1978, no replacement had been named for the
position of chief economist .

Division of Enforcemen t

On July 23, 1977, the Deputy Director of the Divisio n
of Enforcement resigned after only 7 months in the job . Th e
present Deputy Director of the division has been in tha t
position since October 5, 1977 . He joined CFTC as a tria l
attorney in July 1975 and served as CFTC's Regional Counse l
in San Francisco from May 1976 until his selection for th e
post of Deputy Director .

Following closely the Deputy Director's departure i n
July 1977 was the October 31, 1977, resignation of the Di -
reetor of the division, who left CFTC to enter private la w
practice . This individual, a former enforcement attorne y
with the Securities and Exchange Commission, had been with
CFTCas head of the Enforcement Division for over 2 years .
His successor, a former United States attorney, was name d
by the Commission on October 26, 1977 .

Office	 of Policy Review

The Office of Policy Review was known until May 1977 a s
the Office of Policy and Planning . At that time the plan-
ning function was formally transferred to the Office of th e
Executive Director . On April 1, 1977, the person who ha d
headed the office for nearly 2 years resigned from th e
agency . She had come to CFTC as a special assistant to th e
Chairman in April 1975 and worked as a member of the Chair -
man's personal staff until October 1975 when the Commissio n
voted to create an Office of Policy and Planning, reporting
to the entire Commission, and named her to head the ne w
office .

The position of Director of the Office of Policy Revie w
was filled from within the Commission on June 10, 1977, by
naming to the position an individual who had served since
February 1976 as a senior staff economist in that office an d
who from April 1977 to June 1.977 had served es Acting Direc-
tor of the office .

New York Regional Office

The Director and Deputy Director of the New York Re-
gional Office retired in April 1976 . Both of these individ -
uals were former Commodity Exchange Authority employees and
had been with CFTC's precedessor agency since July 1968 .
The Commission named as Acting Regional Office Director a
senior staff economist in the New York office who wa s
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required for over a year to divide his time and attentio n
between the responsibilities of the top regional offic e
administrative position and direction of the New York re-
gion's important market surveillance and analysis program .
The position of Director of the New York Regional Offic e
was finally permanently filled on July 1, 1977, uy selectio n
of an individual fLom outside CFTC, a former financial con-
sul°_ant and bank official .

FAILURE TO DEVELOP PROFESSIONAL
CADRES AND MANAGERS FROM WITHIN
THE ORGANIZATION

Until very recently a lack of attention has been give n
to the development of professional cadres and managers from
within CFTC . This failure to initially identify, nurture ,
and promote professional and managerial talent already withi n
CFTC means that the agency, with a few exceptions, has been
ignoring a valuable internal resource .

Even more significant, in view of the rather high rate
of personnel attrition experienced by CFTC and the loss o f
many of its most talented and experienced top- and mid-leve l
managers, is the fact that this loss of personnel, in th e
absence of a strong backup capability, has left the agenc y
with gaps and weaknesses in a number of important functiona l
areas and has compelled the Commission, in most instances ,
to look outside for managers to replace those who have left .
Regardless of the innate ability of a manager brought i n
from the outside, a significant learning curve is involve d
in making that individual a fully productive member of th e
organizational team .

In July and August 1977 we met with representatives o f
CFTC's Office of Personnel and were informed that an exec-
utive development program had been announced and was in th e
formative stages of development at the agency . We were als o
told that it was proving extremely difficult to put togethe r
a meaaingful program with the limited resources availabl e
for that purpose and that it would take some time to make i t
a reality . The individuals with whom we met agreed that th e
loss of key experienced staff had created a vacuum and ha d
hurt CFTC's regulatory effectiveness . This was particularl y
true, we were told, because the agency had no professiona l
development or training programs designed to develop lower -
and middle-level managers and allow them to broaden and
sharpen their management skills so that they might effec-
tively step into upper-level positions that have been
vacated .
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The objectives of the Commission's executive develop-
ment program, as outlined in a May F, 1977, Commission doc -
ument are to :

--Provide for the continuing career development o f
incumbent managers and executives .

--Identify and develop other employees who possess th e
capabilities for successful performance in to p
management positions .

--Establish by division and office an inventory of th e
potential managerial talent employed in CFTC .

--Provide for management continuity within CFTC .

Since announcement of the program in mid-1977, CFTC ha s
created an Executive Development Board composed of nine high -
ranking staff members . Seventy-two candidates have been in-
terviewed and evaluated, and 10 individuals have bee n
lected to participate in the first round of executive devel-
opment training which will include management training at a
Civil Service Commission Executive Seminar Center and rotat-
ing assignments to various "developmental positions" through -
out CFTC . The program is scheduled to begin in 1978 .

In addition, the agency has announced that it will pro -
vide management training for headquarters employees at th e
managerial level (GS-14 and above) who have not received a t
least 40 hours of training since they were appointed . Also ,
the Commission will sponsor executive training at the Fed-
eral Executive Institute in Charlottesville, Virginia, fo r
its Executive Director and the Director o¢ its Division o f
Trading and Markets . We are encouraged by these develop-
ments and view them as important--if long overdue--step s
toward overcoming a serious management deficiency at CFTC

LACK OF BROAD REPRESENTATION O F
VIEWS ON	 CFTCADVISORY COMMITTEE S

A number of the policy initiatives taken by CFTC sinc e
the latter part of 1976 have resulted from recommendation s
made by various advisory committees established by the Com-
mission to consider what it had preliminarily identified a s
important regulatory questions and to provide guidance t o
the Commission as to how it should attempt to address itsel f
to these and other basic regulatory issues . Commission
actions with respect to such matters as commodity options ,
dual trading, large trader reporting, speculative limits ,
and bona fide hedging are examples of CFTC regulator y
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initiatives which stem in large part from recommendation s
made by CFTC advisory committees .

CFTC announced its decision to establish four advisor y
committees on August 5, 1975 . The actual formation of th e
advisory committees was announced in late October 1975 .
The advisory groups began the first of their meetings i n
November 1975 and continued meeting throughout the sprin g
of 1976 . The first advisory committee report was publishe d
on July 6, 1976, and the last report was issued o n
December 23, 1976 .

Our examination of the composition of CFTC advisor y
committees indicated that representatives of the future s
industry far outnumbered public representatives on all fou r
of the advisory committees chartered by the Commission i n
late 1975 . Of a total of 58 participants, only 11 could be
considered disinterested public members . Of these 11, th e
majority were academic economists or economists engaged i n
pursuits unrelated to commodity futures .

Four of the Commissioners, each of whom headed an ad-
visory committee, told us that they selected advisory com-
mittee participants from among people they knew or from
names recommended to them by their staffs . When we dis-
cussed with them the reasons for the low nonindustry repre -
sentation on their advisory groups and the efforts made by
them to increase the diversity of representation, we re-
ceived the following responses . The Commissioner who
headed the Advisory Committee on Market Instruments, which
contained 4 nonindustry members out of a total of 16 mem-
bers, told us that he deliberately selected people who h e
knew would disagree and argue among themselves because h e
believed he would get a better report from such a group .

The Commissioner who headed the Advisory Committee on
the Econom.ic_Role of Contract Markets, which contained 3
donindustry members out of 13, told us that he had made a
conscious effort to include representatives of the genera l
public . The Commissioner who headed the Advisory Committe e
on Commodity Futures Trading Professionals, which containe d
2 nonindustry affiliated members out of a total membershi p
of 13, said that he tried to get a mix of people from vari -
ous sectors of the futures industry in the belief that a
producer would have a different perspective and differen t
interests than a country grain elevator operator whose per -
spective and interests would, in turn, differ from thos e
of a futures commission merchant .

240



Finally, the Commissioner who headed the Advisory Com -
mittee on the Regulation of Contract Markets and Self-Reg-
ulatory Associations, which had 3 "public" members out of a
total of 16, told us that based on his experience he con-
cluded that it is difficult to find people who don't hav e
an involvement in the industry and who, at the same time ,
have an interest in serving on advisory committees and ar e
able to understand the issues involved .

AlAhough we do not fault the Commission's use of advi-
sory committees, we believe a greater effort should hav e
been made to assure more balanced representation in the com-
position of the advisory committees . This is particularly
important since the Commission relied heavily on the advi-
sory committee reports for management decisionmaking an d
policy formulation purposes .

CONCLUSION S

CFTC's operations have been hampered by weaknesses i n
the agency's organization and management . 'Because of thi s
CFTC has been unable to make the most effective and effi-
cient use of its resources .

The leadership and direction of the Commission hav e
been impaired by the lack of strong management experienc e
in both the Chairman and Executive Director positions an d
by weaknesses in the Executive Director's office due to or-
ganizational instability, lack of continuity, and jurisdic-
tional disputes . The Commission has, however, recently ap-
pointed an Executive Director whose background indicate s
strong management capability . Hopefully the problems of the
past will be corrected as the Commission moves forward under
new leadership .

In this connection we believe the lack of Senate con-
firmation of past Executive Directors, as required by th e
act, impaired their ability to perform their job in th e
most effective manner . The requirement for Senate confir-
mation of the Executive Director, is, in our opinion, un-
necessary and undesirable . We, therefore, believe that th e
act should be revised to delete this requirement .

One of CFTC's major difficulties has been a high rat e
of staff attrition . This has included a steady loss o f
some of the agency's most experienced and high-ranking staf f
members . This loss appears to have affected forward prog-
ress and impeded the accumulation and institutionalizatio n
of needed regulatory expertise . If the agency is to stabi-
lize itself and put itself in a position to progress, i t
must find a way to slow the rate of attrition .
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CFTC's loss of experienced high-ranking staff member s
is even more significant in light of the long standing ab -
sence of a program to identify, develop, and promote pro-
fessional cadres and managers from within the agency . Th e
new executive development program now being implemented b y
CFTC should help to correct this problem, however .

In its use of advisory committees, CFTC did not obtai n
balanced representation in committee membership . The gen-
eral public was underrepresented while the industry was over -
represented . To assure that the results of the wor k
performed by future advisory committees is as free as possi-
ble from any particular bias, CFTC needs to assure that th e
composition of these committees is as broad and diverse a s
possible .

RECOMMENDATIONSTO TH E
CHAIRMAN, CFTC

To better assure the future operational effectivenes s
of CFTC, the Chairman should require that a program be de -
signed and implemented to promote employee retention . Suc h
a program should be preceded by an evaluation of the Commis-
sion's staff turnover experience and the reasons for th e
high rate of employee attrition which has been noted .

To assure that the interests of the general public ar e
adequately represented in the consideration and formulatio n
of policy, the Chairman should establish procedures to en -
sure that the composition of future advisory committees i s
as broad and diverse as possible, including adequate repre -
sentation of the general public interest .

RECOMMENDATION TO THE CONGRES S

The Congress should amend section 2(a)(5) of the Commod-
ity Exchange Act to delete the requirement for Senate confirma-
tion ef CFTC's Executive Director .
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EXCHANGES AND VOLUME OF CONTRACTS TRADED FO R

CALENDAR YEARS 1970 ;:.1976;AND1977

Number of contracts traded--CY	

Commodity

	

1970	 	 1976	 1977	

corn

	

2,140,044

	

4,609,262

	

5,021,827
oats

	

91,816

	

126,885

	

109,970
rye

	

3,957

	

-
soybeans

	

2,031,272

	

5,474,179

	

7,996,139
soybean oil

	

1,907,436

	

1,685,819

	

2,535,046
soybean meal

	

868,333

	

1,523,711

	

2,373,45 3
live choice steers

	

4,577
iced broilers

	

95,280

	

117,641

	

64,938
silver

	

191,006

	

2,011,041

	

2,257,05 9
gold

	

10,940

	

13,758
plywood

	

47,426

	

233,373

	

368,770

stud lumber

	

-

	

4
GNMA mortgages

	

128,568

	

422,42 1

commercial paper

	

-

	

-

	

3,553
T-bonds	 	 -	 32,10 1

	

7,940,661

	

18,895,156

	

23,019,825

	Exchange

.Chicago Board of Trade

	

wheat

	

559,514

	

2,973,733

	

1,820,790



	 Commodity

fresh eggs
frozen eggs
butter
copper
Idaho potatoe s
turkey s
live hog s
frozen pork bellies
live cattle M-W
frozen skinned hams
lumber
frozen boneless bee f
stud lumbe r
live feeder cattl e
grain sorghum s
British poun d
Canadian dollar
Deutsche mar k
Japanese yen
Mexican peso
Swiss franc
Dutch guilder s
French franc s
U .S . silver coin s
gol d
treasury bill s

	Exchange

Chicago Mercantil e
Exchange

rororn
Number of contracts traded-CY

	

i4
1970 1976 1977

678,627 146,341 130,042
19

22
55

78,030 1,889 4,727
118 144

115,108 1,146,815 1,307,71 2
1,778,443 1,201,066 1,358,730
578,525 2,647,700 2,639,51 7

21 6
85,513 350,530 486,69 1
1,584 41

687
62,795 133,274

33,465 78,701
17,068 161,139
44,887 134,368
1,449 82,261

51,439 17,029
37,246 106,968

392 2,81 2
5,968 3,150

257 371
304,921 908,180
110,223 321,703

3,316,065 6,164,646 7,878,247 ,

x



gol d
MidAmerica Commodity

	

whea t
Exchange corn

oats
soybean s
silver
rye

U .S . silver coin s
live hog s

	 Exchange 	Commodity	

The Board of Trade

	

wheat
of Kansas City,

	

corn
Missouri, inc .

	

grain sorghum

Number of contracts . traded--CY
-1970	 1976	 1977

	

,2,573

	

2,650

	

1 .1.,196

	

514,048

	

151 ,433

	

11,338

	

413,71'5

	

280,268

	

1,224

	

2,904

	

1,172

	

25,555

	

700,46.6

	

1,104,76 3

	

4,267

	

447,513

	

366,585

	

80

	

-

	 145,647	 159,324

	

56,660 .	 2,231,866	 2,066,195

	

179,485

	

687,811

	

617,122

	

3

	

-
	 466	 539	 15 ,

	

179,954	 688,350	 617,137

Minneapolis Grain

	

wheat
Exchange

	

corn
oats
durum wheat

New York Cocoa

	

cocoa
Exchange

	

rubber

	

49,732

	

228,084

	

191,098

	

8

	

_

	

4

	

-

	

-

	

471

	

36
	 49,744	 228,555	 191,134

	

312,667

	

333,421

	

307,628
	 -	 611	 53

	

312,667	 334,032	 307,681



Exchange

	

Commodity

coffee "U"
New York Coffee and

	

coffee "B"
Sugar Exchange

	

coffee "C"
molasses
sugar-world #8
sugar-domestic #1 0
sugar #1 1
sugar #1 2

New York Cotton

	

cotton #2 '
Exchange and Wool

	

orange juice, frozen con -
and Citrus Associates

	

centrate
wool
wool top
propane
petroleum

Commodity Exchange,

	

coppe r
Inc .

	

silve r
gol d
hides
lead
mercury
propan e
rubber
ti n
zinc

	 _Number 	 of contractstraded--CY	
1970

	

1976

	

1977

	

2

	

-

	

-

	

-

	

13

	

-

	

102

	

174,486

	

214,202
53

266,667
11,17 9

	

75,944

	

984,677

	

1,055,984
	 14,052	 15,676

	

353,947	 1,173,228	 1,285,862

	

33,657

	

938,543

	

826,395

377,921
3

	

1,958

	

301
	 7,346	 -

	

110,811

	

1,017,966	 1,204,620

	

177,467

	

1,243,011

	

1,070,21 0

	

693,697

	

3,741,908

	

3,573,301

	

479,363

	

981,551
7

35
466
674
1 0
71
3

	872,430	 5,464,282	 5,625,062

	

73,347

	

69,587

	

3,741

	

532
66



	 Exchange

New York Mercantil e

Exchange

TOTAL

U .S . silver coin s
gold (1 kilo )
gold (400 ozs )
Belgian francs
Swiss franc s
potatoes Maine
imported frozen boneless beef
potatoes round whit e

Idaho russets
nickel

.Commodity

aluminum
apples
palladium
platinum
plywood
shell eggs

S+
-v
m

Number of contracts traded--CY

1970 1976 1977

	

X

2
124 -
757 6,811 19,97 1

98,867 135,810 122,924
792 -

- 29,751 15,51 4

2,351 1,01 7
2,633

- 5,604
4 -

316,691 413,021 41,248

3,114 2,690

43,649 478,558
11 9
382

417,760 640,115 684,555
13,610,699 36,838,196 42,880,318

Source : Futures Industry Association .
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APPENDIX II I

CONSULTANTSUSED DURING	 REVIEW

Henry B . Arthur, Ph .D ., Moffett Professor of Agriculture and
Business, Emeritus, Graduate School of Business• Adminis-
tration, Harvard Universit y

Paul T . Farris, Ph .D ., Head, Department of Agricultura l
Economics, Professor of Agricultural Economics, Purdue
Universit y

Roger Gray, Ph .D ., Professor of Agricultural Economics, Food
Research Institute, Stanford University
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GAO'S PROPOSEDAMENDMENTS TO THE COMMODITYEXCHANGE ACT DEALING
WITH REGULATION OF FUTURES CONTRACTS ON FINANCIAL INSTRUMENTS

To improve the regulation of the commodity future s

market and provide for consultation and coordination amon g

the securities regulatory authorities .

Be it enacted by the Senate and House of Representa-

tives of the United States of America in Congress assembled ,

Short titl e

Section 1 . This Act may be cited as the "Commodity Future s

Trading Improvement Act of 1978 "

Section 2

Section 2(a)(1) of the Commodity Exchange Act (7 U .S .C .

§2), as amended, is further amended as follows :

(1) By inserting, after the phrase "interests in which

contracts for future delivery are presently or in the futur e

dealt in," the following : ", but shall not include an y

security subject to the registration provisions of th e

Securities Act of 1933, or any index composed of any suc h

security or group of securities . An agreement shall includ e

any contract for future delivery, and also shall include an y

transaction which is of the character of, or is commonl y

known to the trade as, an 'option,' 'privilege,' 'indemnity ,

'bid,' 'offer,' 'put,' 'call,' 'advance guaranty,' w 'dec lin e

guaranty .'"
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(2) By deleting the language beginning with th e

phrase: "Provided that the Commission shall have exclu-

sive jurisdiction" and ending with "other authoritie s

from carrying out their duties and responsibilities i n

accordance with such laws .", and substituting the follow-

ing provisions :

"(A) With respect to any agreement for futur e

delivery of a commodity, except as provide d

in subparagraph (C) of this section, th e

Commodity Futures Trading Commission shal l

have exclusive jurisdiction to administe r

the provisions of this title : Provided ,

however, that nothing in this title shal l

affect the jurisdiction of any agency o r

authority of any state or territory t o

bring an action to enforce any stat e

statute prohibiting or punishing fraudu-

lent activities insofar as such agenc y

or authority does not take action which

conflicts with the provisions of thi s

title or the rules and regulations thereunder .

"(B) Any agreement for future delivery of an y

security subject to the registration pro -

visions of the Securities Act of 1933, o r

any agreement for future delivery of any
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index composed of any such security or grou p

of securities, shall not be regarded as a

commodity but shall be deemed a security fo r

-purposes of registration and regulation b y

the Securities and Exchange Commissio n

pursuant to the provisions of the Securitie s

Act of 1933, the Securities Exchange Act o f

1934, the Investment Company Act of 1940 ,

and the Investment Advisers Act of 1940 .

"(C) With respect to any agreement for futur e

delivery of any security not subject to

the registration and regulation provi-

sions of the Securities Act of 1933, the

Commodity Futures Trading Commission shal l

exercise its authority to administer the

provisions of this title ,

(1) Provided that the Securities and

Exchange Commission may institut e

any enforcement action or proceedin g

under Sections 17(a), 20, and 22 o f

the Securities Act of 1933, wit h

respect to any agreement for futur e

delivery of any security not subjec t

to the registration and regulation

provisions of the Securities Ac t

of 1933 ; and
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(2) Provided further that, with respec t

to any enforcement action or pro -

ceeding brought under subparagraph

(C)(1) of this section, the Securitie s

and Exchange Commission shall infor m

the Commodity Futures Trading Commis-

sion immediately after the issuanc e

of a formal order of investigation ,

and shall inform the Commodity Future s

Trading C-'mmission at least 10 busi-

ness days before instituting an

administrative proceeding or filin g

a complaint in any court . No action

under subparagraph (CM) and (2) may be

taken by the Securities and Exchang e

Commission if within such 10 day perio d

the Commodity Futures Trading Commissio n

institutes an administrative proceedin g

or files a complaint in any court regar d

ing the matters of which it was notified .

The Commodity Futures Trading Commission

may, in writing, waive this notificatio n

procedure ."
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Section 3

The Commodity Exchange Act (7 U .S .C . Si et seg .), a s

amended, is further amended by adding to the end thereof th e

following new title .

Title V - Council on Regulation of Securities Future s

Purpose

Sec . 501 . It is the purpose of this title to establish a

Council on Regulation of Securities Futures which shall con-

sider and tecommend upon applications for designation o f

futures contracts written on securities instruments, advis e

on whether such designations should be continued, and mak e

recommendations concerning the regulation of trading in suc h

contracts, and ensure coordination and consultation amon g

the securities regulatory agencies .

Definitions

Sec . 502 . As used in this title---

(1) the term "securities regulatory agencies" mean s

the Department of the Treasury, the Securities and

Exchange Commission, the Commodity Futures Trading

Commission and any other interested Federal agencie s

as shall be designated from time to time by th e

President .

(2) the term "Council" means the Council on Regulatio n

of Securities Futures .
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Establishment of the Counci l

Sec . 503 . (a) There is established the Coun :il on Regula-

tion of Securities Futures which shall consist of- -

(1) the Secretary of the Treasury ,

(2) the Chairman of the Securities and Exchang e

Commission ,

(3) the Chairman of the Commodity Futures Trading

Commission, and

(4) such additional members as the President shal l

from time to time designate . The Presiden t

shall specify the term of membership of suc h

additional members .

(b) The Secretary of the Treasury shall b e

the first Chairman of the Council . The President shall, o n

a rotating basis, designate each succeeding Chairman of th e

Council .

(c) The terms of the Chairmen of the Counci l

shall be 1 year .

(d) The members of the Council may from time-

to-time designate other officers or employees of thei r

respective agencies to carry out their duties as members o f

the Council .

(e) Each member of the Council shall serv e

without additional compensation but shall be entitled t o

reasonable expenses incurred in carrying out his officia l

duties as such a member .
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Sec . 504 . Functions of the Counci l

Subject to section 505(b)- -

(a) The Council shall consider and make recommendation s

upon those matters that come before it under subsection (b )

and subsection (c) of this section . The Council may conside r

and make recommendations on actions including, but not limite d

to, modifications in contract terms and specifications, marke t

surveillance, monitoring of trading, trade practice investiga-

tions, and regulatory market interventions, including th e

taking of emergency actions .

(b) The Commodity Futures Trading Commission and th e

Securities and Exchange Commission shall, immediatel y

upon receipt of an application for initial designation o f

contract markets in futures contracts written on securitie s

subject to section 2(a)(1)(A) and (B) of the Commodity Exchang e

Act (7 U .S .C . §2), and within a reasonable time before taking

any action which the Council may consider pursuant to sub -

section (c) refer such application or action (including sup -

porting documentation) to the Council for consideration an d

	

recomme

	

ion . Eacn member of the Council shall be notifie d

in writing, by the Commodity Futures Trading Commission an d

the Securities and Exchange Commission of any matter referre d

to the Council .

(c)

	

The Council, upon petition of one of its members ,

shall also consider and make recommendations regarding th e
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advisability of any action taken or which could be take n

by a member affecting the regulation of futures contracts o n

securities instruments .

Section 505 . Recommendations and Response

(a) When a recommendation of the Council is foun d

unacceptable by one or more of the applicable member Federa l

agencies, the agency or agencies shall within a reasonabl e

time after the recommendation is transmitted to it (but no t

later than 45 days) submit to the Council a written statemen t

of the reaaons the recommendation is unacceptable .

(b) Nothing in this title shall preclude the Commodit y

Futures Trading Commission or the Securities and Exchang e

Commission from taking any action on a matter subject t o

section 504 when the applicable Commission determines tha t

the actior. 7annot await referral to the Council or receipt

of the Council's recommendations .

Administration

`Sec . 506 . In carrying out the functions of the Council ,

the Chairman may utilize, with the consent of the Counci l

and to the extent necessary, the personnel, services, an d

facilities of the member Federal agencies . The costs o f

operation of the Council shall be borne equally by th e

member agencies .
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Access to Information by the Counci l

Sec . 507 . For the purpose of carrying out this title, th e

Council upon majority vote of the members shall have acces s

to all books, accounts, records, reports, files, memoranda ,

papers, things, and property belonging to or in use by membe r

Federal securities regula•ory agencies, including report s

of investigations, economic analysis, together with workpaper s

and correspondence files related to such reports, whether o r

not a part of the report, and all without any deletions .

Sec . 508 . The Council in any of its actions or deliberation s

shall not be subject to the Adminstrative Procedure Act ( 5

U .S .C . 551 et seq ., 701 et seq .) .
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STATUS OF PROPOSALS BY
FOR IMPROVING MARKET SURVEILLANCE DATA

AS	 OF APRIL

	

.-	

Proposal

I. Drop the futures positio n
reports filed by traders
and change the reportin g
requirements for FCMs .

II. Encourage FCMs to
use CFTC's automated
reports on future s
positions .

III. Limit the present cas h
reports to grains and
require a new detaile d
cash report from future s
traders .

IV. Commodity supply data :

1. Require exchanges t o
furnish more detailed
supply data on cer-
tain commodities .

2. Further study o n

a . potatoes

CFTC'S CHIEF ECONOMIST

Statu s

It was being tested on a
step-by-step basis . CFTC
was uncertain whether an d
when this would b e
implemented.

It was being implemented .
CFTC was considering th e
possibility of requirin g
FCMs to use the auto-
mated reports .

It has been modified .
The present cash reports
were still being used fo r
all commodities which hav e
Federal speculative
limits rather than jus t
for grains . The report-
ing levels were raised i n
November '976 . The pro-
posed new detailed cas h
report has been dropped .

The Commission decided t o
evaluate the requiremen t
on an individual com-
modity basis . When i t
would be evaluated ha s
not been decided .

CFTC discussed potatoe s
with Agriculture but n o
resolution has yet bee n
discerned .
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Proposal

b . lumbe r

V. Maintain up-to-date com-
puter surveillance data .

VI. Require long and shor t
futures positzbns o n
omnibus accounts to
be reported separately .

VII. Require foreign account s
to be carried by FCMs o n
a fully disclosed basis .

Status

CFTC completed a study
on lumber and considered
the supply data
sufficient .

It was being implemented .

CFTC is evaluating com-
ments received on a
December 1977 Federa l
Register Notice on thi s
proposal .

Same as item VI .
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HISTORY OF OPTION TRADING AND REGULATION

IN	 THEUNITEDSTATES 1 /

The history of option trading in this country extend s
to the 1860s when "privileges" for grain were traded o n
several midwestern exchanges, including the Chicago Boar d
of Trade . A privilege was a contract in which, as in the
case of a modern option, a person acquired the right to sel l
to (put) or purchase from (call) another person a definit e
quantity of grain for a specified period of time (day, week ,
or month) . A privilege could be obtained on either a physi-
cal commodity or on a futures contract . If the privileg e
was "good", the holder received the difference between th e
price stated in the privilege and the closing price of th e
underlying commodity .

Trading in privileges was subject to widespread criticism
from its earliest days . The primary criticism was that priv-
ileges were mere gambling contracts ; that is, there was n o
actual intent to obtain the commodity . In 1874 Illinoi s
outlawed trading in privileges and, as a result, the Chicag o
Board of Trade prohibited trading of puts and calls on th e
exchange floor . In 1885 the Illinois Supreme Court uphel d
the 1874 law prohibiting privileges when it refused to en -
force a privilege contract . The court said, in part, tha t

"It was not in the contemplation of the partie s
any actual purchases of grain or other commodi-
ties should be made for the plaintiff, or on hi s
behalf . Indeed, it is expressly agreed non e
should be made . * * * 'Optional contracts,' i n
this sense, are usually settled by adjusting mar-
ket values, as the party having the 'option' ma y
elect . It is simply a mode adopted for speculat-
ing in difference in market values of grain o r
other commodities . "

1/ This appendix is based on information from a number o f
sources, including :

1) The CFTC Report of the Advisory Committee on the
Definition and Regulation of Market	 Instruments
(July 6, 1976)

	

___	

2) The Report	 of the Interministerial Committee on
Commodity Future s-Trading ( C~ ana ion Ministry o f
Consumer and Commercial Relations, Ontario ,
February 1975 .)
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After the 1885 court decision, the Chicago Board o f
Trade tried to eliminate trading in privileges both on an d
off the exchange ; however, its efforts were largely unavail -
ing and it finally abandoned them because privilege trading
was so widespread that punishing all the member violator s
would have disrupted the exchange . Only after a 1900 cour t
decision upheld criminal prosecution for violators of th e
1874 statute did the exchange members themselves agree to
ban privilege trading .

Between 1900 and 1921 the continuing demand for a
privilege-like instrument gave rise first to "indemnities "
(so-called because they could be used to prevent a loss o n
open cash or futures commitments due to price changes- -
although they were often used when no such commitment s
existed) and then, in 1913, to a brief resurrection of privi-
leges after the 1874 Illinois law was amended to provid e
that privileges would be prohibited only if, at the time the
privilege was written, the parties intended only to make a
price adjustment rather than to transfer the commodity under -

lying the privilege .

Because of speculative excesses on the grain exchange s
after World War I, the House and Senate held hearings i n
1921 on bills to regulate the trading of commodity future s

generally . In those hearings privileges were strongly crit-
icized as promoting excessive speculation, being gambling
contracts, luring small investors who could ill-afford sub-
stantial losses, and enriching speculators (who neither owne d
nor desired to buy grain) to the detriment of farmers an d

grain dealers . A few witnesses testified that a privileg e

could serve as a useful hedging device . However, it was con-

ceded that privileges were generally not used for this pur-
pose but, rather, primarily for speculative purposes .

As a result of the 1921 hearings, the Congress enacte d

the Future Trading Act (42 Stat . 187) which, among othe r
things, provided for a 20-cent tax on each bushel of grain
ultimately underlying a privilege contract . The purpose of
the tax, as made clear by the author of the law, was not t o
raise revenue but rather to put an end to "the pure unadul -
terated gambling in wheat futures . "

The 20-cent tax effectively halted privilege tradin g
until 1926, when the tax was struck down by the U .S . Supreme
Court as an "unlawful scheme of regulation under guise o f

taxation ." Following this decision, trading in privilege s

was resumed on the grain exchanges .

In the period 1927 to 1930, trading in privileges o n
the Chicago Board of Trade was the subject of a study b y
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the Federal Government's Grain Futures Administration, whic h

found that :

--Privileges were not being used as risk-shifting
devices . Large traders rarely purchased privilege s
to hedge their positions . They preferred to write
them because, in the long-run, writers profited fa r
more than did the purchasers of privileges . I n
essence, they were being used primarily for gambling .

--Small, unsophisticated traders were being lured int o
the futures markets to speculate . The study's author s
said "from a social viewpoint this is not desirable a s
the very limited funds of the small trader could prob-
ably be used for better advantage elsewhere ." Moreover ,
it was noted that opportunity for profit was limite d
because, on the average, market prices did not g o
"through" the bid or offer price more frequently tha n
1 day in perhaps 6 or 7 . Even when the privilege s
were good, the gross profits were so small that, afte r
commissions and taxes were deducted, the small trade r
frequently lost money, making them a poor investment .

--Lar g e traders used privileges to cause artificia l
price movements--to manipulate or attempt to manipu-
late the price of the underlying commodity to thei r
own advantage .

--Because of the number of "daily" privileges sold a t
the Chicago Board of Trade, congestion occurred fre-
quently at the close of the market when privilege s
were exercised .

In July 1933 the wheat futures market collapsed follow-
ing a 2-day decline of 30 cents a bushel . At an emergenc y
conference between U .S . Department of Ag-iculture and grai n
trade representatives, the blame for the excessive pric e
movements and the collapse of the market was placed o n
indemnities . The conference led to the grain exchanges '
drafting a code of fair competition promulgated pursuant t o
the National Industrial Recovery Act (48 Stat . 195) . Th e
code provided, in part, that "each exchange by proper regu-
lation, shall prohibit and prevent all trading on suc h
exchanges, by or through its members, in indemnities an d
contracts known as 'bids,' 'offers,' 'puts,' or 'calls' . "

In 1934 seven boards of trade, including the Chicag o

Board of Trade, petitioned the U .S . Grain Exchange Authorit y
to allow trading in grain privileges, provided a trader di d
not hold privileges on more than 500,000 bushels in th e

aggregate . The exchanges evidently believed that limite d
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privilege trading would be less susceptible to abuses an d
could serve a hedging function which would attract trader s
back to the demoralized market . However, before the peti-
tions could be ruled on, the National Industrial Recover y
Act and its codes were declared unconstitutional in May 193 5
by the U .S . Supreme Court . With all prohibitions thus lifted ,
privilege trading once more resumed and continued until en-
actment of the Commodity Exchange Act (49 Stat . 1491) i n
June 1936 .

The Commodity Exchange Act banned option trading
(including privileges, indemnities, puts, calls, bids, an d
offers) for all commodities regulated under the act . Th e
legislative history of the 1936 act is not specific as t o
the exact reasons for this congressional ban, although i t
was taken against a background of repeated criticism, con-
demnation, and abuse of options as well as market disruption s
and collapses occasioned by speculative excesses in their use .

At congressional hearings preceding enactment, a n
official of the Grain Futures Administration characterize d
puts and calls as "fraudulent activities" which would be out-
lawed by the proposed bill . The agency's Administrator con-
demned the use of privileges by speculators to depress th e
futures markets artificially, adding that larger trader s
operated short in the futures market because "the genera l
public comes into the market on the buying side . They do no t
know how to sell short . "

The House report said that the bill would outlaw certai n
enumerated transactions, including puts and calls, as well a s
any transaction which caused a price to be reported or re -
corded which was not true or bona fide . The Senate repor t
did not specifically discuss opit ons, but one of the bill' s
sponsors stated on the Senate floor that privileges were sim-
ply gambling contracts . He also placed options in the sam e
category as wash-sales and bucket shops and affirmed tha t
"all fictitious transactions are prohibited by this bill . "

Following the 1936 act's complete ban on option trading
on the so-called "soft" commodities (the domestically produce d
agricultural commodities regulated under the act), option s
received relatively little public attention and scrutiny fo r
a number of years . Then, in the late 1960s and early ?970 s
various fraudulent schemes involving options in the unregu-
lated commodities (the "hard" commodities, such as metals ,
and the "world" commodities, such as coffee and cocoa) onc e
again brought option abuses to public attention . The mos t
publicized of these schemes was that of the firm of Goldstein ,
Samuelson, Inc . The firm' : operations, which defrauded cus-
tomers of millions of dollars (variously estimated at ove r
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$70 million), were described as follows in the 1974 Senat e
hearings on the proposed Commodity Futures Trading Commissio n
Act .

"[Goldstein's] modus operandi * * * was startlingl y
simple, promotethe org annation by flamboyan t
advertising extolling the virtues of commodit y
options, while betting that the customer could no t
accurately predict price movements in the unregu-
lated commodity markets . In the vast majority o f
cases, Goldstein was correct and he could keep the
premiums paid by his customers . If the custome r
happened to get lucky, he could be paid off wit h
funds acquired from new customers entering th e
market . Very little, if any, hedging with commod-
ity futures contracts was done because it would ti e
up too much of the firm's capital in margin and
margin calls on the futures markets . The resul t
was a naked option writing operation with 40% o f
the funds acquired going to pay off the occasiona l
winner, 40% for promotional activities and a hand-
some 20% profit for the firm .

"By late 1972 it was becoming increasingly apparen t
that the commodity option houses were built on a
rather shaky financial foundation . * * * [T]h e
Securities and Exchange Commission went into federal
court to have a temporary receiver appointed fo r
the organization . In May, 1973 Harold Goldstein
was indicted on sixteen counts of mail fraud . He
pleaded guilty to three of those counts and wa s
sentenced to fifteen years' imprisonment .

"Goldstein, Samuelson was not alone in its tangl e
«ith state and federal agencies . Many other com-
modity option .firms came under fire and have sinc e
gone bankrupt or ceased operations . "

The Goldstein, .Samuelson options scandal and others lik e
it led to a proposal in H .R . 11955 that the unregu-
lated commodities be brought under the Federal Government' s
jurisdiction and that option trading in all commoditie s
be prohibited .

Some witnesses who testified before the House Agricul-
ture Committee urged that the Congress not ban option tradin g
on the previously unregulated commodities because, in thei r
view, various economic benefits could be derived from such
trading . Cited as economic justification for option trading
in the world commodities were
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--the contention that the United States could lose both
trade and access to world commodities if option trad -
ing was banned ;

-

	

-the argument that options constituted a useful hedging
instrument to traders against price changes affectin g
a cash or forward position; for example, it was
stressed that options reduced the costs of maintaining
an inventory, which in turn could reduce the cost o f
the commodity or associated product to the consumer ;

and

--the belief that options could serve as a means o f
stabilizing market prices by reducing the amplitude o f

speculative price movements .

Additional arguments for limited option trading include d

--the limited risks of option trading, in that the losse s
are limited to the premium and commissions paid, and

--the apparent success which the London futures market s

had had with options over many years .

Those who testified in support of options could not agre e
on the manner in which option trading should be regulated ,

if at all .

Witnesses who supported some regulation ranged fro m
those who would have given the Federal Government explici t
authority over all aspects of the commodity option market to
those who argued in favor of limiting the Government's juris-
diction to domestic options, exempting foreign options fro m

Government regulation entirely . Finally, the suggestion wa s
made that the proposed Commodity Futures Trading Commissio n
study the problem in depth and then promulgate regulations t o

prevent fraud in the issuance and sale of options .

The House decided to take this latter approach, abandon-
ing the original proposal to ban all option trading and in-
stead continuing an unqualified ban only on the previously

regulated commodities . The House bill (H .R . 13113) provided
that no person could enter into an option transaction in th e
previously unregulated commodities contrary to any regulatio n
of the Commission prohibiting such transactions or allowin g
such transactions under terms and conditions as the Commis-
sion might prescribe . The bill also provided that the Com-
mission study the matter and regulate, or ban, option tradin g
in the previously unregulated commodities as it deemed appro-
priate, including setting different terms and conditions fo r

different markets .
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The House bill did not specifically outlaw "naked "
options (of the Goldstein, Samuelson type), but the House
Agriculture Committee report said :

"The discretionary authority granted to the CFT C
to regulate or ban trading in options and commod-
ities not specifically named in Section 2(a)(1 )
of the present law [the Commodity Exchange Act ,
as amended] is not to he exercised by the Commis-
sion to approve any transaction of the characte r
of, or commonly known as, an 'option' * * * i f
the option or transaction named does not guaran-
tee the purchase of the futures contract in ful-
fillment of the option, should the purchaser see k
to exercise the option . The Committee intends th e
Commission act as expeditiously as possible t o
prohibit such transactions . "

Two of the three bills introduced in the Senat

	

ro .iided
for banning all option trading . The Senate Agricult e an d
Forestry Committee held hearings on those bills ar well as o n
H .R . 13113 . The Senate ultimately chose the House bill as the
appropriate vehicle to amend the Commodity Exchange Act and
made only two changes in the sections which concerned options :
a clarification that the new Commission would have exclusiv e
jurisdiction over option trading and a requirement that the
Commission promulgate regulations for option trading within
J. year . The Senate Committee indicated its intention "tha t
options not be traded except on organized exchanges and i n
conformity with the rules and regulations of the Commission . "
H .R . 13113 was referred to the Conference Committee in thi s
form .

The Conference Committee approved the Senate's languag e
clarifying the Commission's exclusive jurisdiction ove r
options but modified the Senate's time limit for promulgatin g
regulations so as to permit the Commission to take longer i f
it notified the Senate Committee on Agriculture and Forestr y
and the House Committee on Agriculture that it needed addi-
tional time . The Conference Committee made no ocher change s
in the bill with respect to options, and its report provide d
no additional guidance on congressional thought concernin g
option trading .

The floor debates on the final version of H .R . 1311 3
touched only briefly on option trading . Th e.i were concerned
primarily with the Commission's jurisdiction over optio n
trading, although the sponsor of one of the Senate bill s
which would have banned option trading reiterated the view
that trading of options should occur only through designate d
exchanges and be cleared through clearinghouses .
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H .R . 13113 was enacted into law as the Commodity Future s
Trading Commission Act of 1974 (Public Law 93-463, .88 Stat .
1389), which substantially amended the Commodity Exchange Act .
The two sections of the amended act which have greatest rele-
vance for option trading are :

--Section 4c (7 U .S .C . 6c) which bans option trading i n
the previously regulated commodities and details th e
Commission's authority to issue, after notice and
opportunity for hearings, rules, regulations, o r
orders either to prohibit option transactions i n
the previously unregulated commodities or to allo w
such transactions under terms and conditions that i t
was to prescribe within 1 year, or later if it noti-
fied the Senate and House agriculture committee s
of a need for additional time .

--Section 2(a)(1) (7 U .S .C . 2) which specifically
enumerates those previously regulated commoditie s
for which option trading is banned and provides fo r
the Commission's exclusive jurisdiction over optio n
trading .
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CHRONOLOGY OF CFTC

INITIATIVES IN PLANNING

Our conversations with Commission staff as well as ou r
examination of CFTC records indicated that in late 1976 and
early 1977 the Commission staff attempted to build o n
earlier short term planning initiatives by introducing an d
attempting to win support for strategic long-range planning
at CFTC . A November 24, 1976, memorandum from the Executiv e
Director to the Director of the Office of Policy and Plan-
ning expressed encouragement at the latter's attempts to de-
velop drafts of long-range strategic planning materials .
The Executive Director noted that :

"* * * without clear statements of strategic direc-
tion * * * we will be forced to continue to dwel l
on the budget and our resources as an end unt o
themselves . "

He commented also that :

"The long range strategic plan * * * should de -
scribe a comprehensive approach to improving long -
term regulatory effectiveness by identifying op-
portunities with specific expected policy result s
in mind . It should enable the CFTC to anticipat e
strategic problems or to grasp opportunities be -
fore they occur thereby allowing sufficient lea d
time for an appropriate course of action to b e
developed . Policy planning provides the means ,
through the constant reexamination of the environ-
ment in which CFTC operates, to reduce, if no t
eliminate a 'crisis to crisis' style of operating
control by broadening management's time span per-
spective and providing an opportunity to deal wit h
substantive program matters . "

On February 16, 1977, the Commission held a meeting de-
voted to consideration of long term strategic planning . In
a February 11, 1977, memorandum to the Commission, the Direc -
tor of the Office of Policy and Planning stated :

"We believe that long term planning is an evolvin g
and continuing process . Recognizing this, we hope
[the February 16, 1977] meeting can be a good firs t
step in introducing the subject to the Commission .
All of the outstanding questions are not answered ,
nor will they be . However, we want to establish a
dialogue with you and hope progress can be made i n
the following areas :
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"--increased awareness of the impact that external
factors may have on CFTC and the impacts CFTC
is having on affected parties ,

"--better specification of CFTC's role, what we' d
like to see in the future and our long term
objectives * * * ,

"--greater support for the planning process which
can provide the opportunity to make better de-
cisions on future policies, strategies and
programs, and

"--determine what further efforts are needed ,
such as additional data gathering, in orde r
to complete the process . "

A March 10, 1977, memorandum prepared by the Office o f
Poli .:y and Planning summarized the results of the Februar y
16 long term planning meeting and attempted to list th e
courses of action which had been identified in th e
discussion . The writer pointed out that the action step s
"provide a start towards gaining better control of and pro-
viding clearer guidance for staff efforts in the coming an d
future years ." Their special significance for our evalua-
tion of Commission planning is that the identification o f
these courses of action took place nearly 2 years after CFT C
began its operations . The following is a partial listing o f
those action steps :

I . Develop Broad Regulatory Guidelines

--Refine regulatory strategy in order to determin e
what functions to undertake, the Commission' s
regulatory role, and criteria for the allocatio n
of resources .

--Link planning to decisionmaking in order to un-
derstand the consequences of present decisions ,
the full range of options, and potential out-
comes and to integrate this data into Commission
decisionmaking .

--Control and direct policy development process by
instituting monthly discussions of major initia -
tives, providing early direction to staff i n
policy discussions, and broadening analysis t o
include costs and burdens on CFTC and industr y
and expected effectiveness of alternative means .
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II. Expand Communications, Broaden Constituency ,
Improve Access to Informatio n

III. Address Current Policy Issues

--Review reparations program to determine change s
needed and possible to meet workload increase s
and to improve its functioning .

--Encourage/support the development of new trad-
ing and order-handling mechanisms .

--Deterwine Commission policy regarding titl e
III and develop standards in order to clarif y
CFTC's role and responsibility .

--Clarify role of CFTC in contract developmen t
and improvement versus the exchange's role .

IV. Tentative Identification of Statutory Require-
ments Needing Attention (areas where CFTC action s
have been inadequate to meet statutory require-
ments or other needs )

--Preventing the dissemination of false or mis-
leading prices or other information .

--Provisions relating to cash markets .

--Study of computerized trading .

--Leverage contract regulations .

In a March 18, 1977, memorandum the Director of th e
Office of Policy and Planning forwarded to the Commissio n
for its consideration a draft proposal on short and long
term Commission objectives . The memorandum also contained
modifications of the four goals originally adopted by th e
Commission in June 1976 . Two of the goals--market utilit y
and customer protection--were described as basic and pri-
mary functions of CFTC . The two remaining goals--regulator y
effectiveness and internal efficiency--were viewed as mor e
ancillary to the basic mission of CFTC . The memorandum re-
iterated the importance of establishing agreed on objectives .
Objectives, it noted, represent Commission views about de-
sired outcomes and about how Commission goals can be bes t
achieved . "The primary importance of setting objective s
is to ensure Commission guidance and direction for the mor e
detailed planning to be done at the staff levels . "
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The memo also stressed the importance cr objectives fo r
accountability purposes . "The clarification of [Commission ]
objectives" the memorandum stated ,

"will facilitate this Office's efforts to provide
you with evaluation studies on missio n
accomplishment . Moreover, clear objectives ar e
absolutely essential to the implementation of zero -
based budgeting . Rather than reducing ZBE to a
technical and administrative chore, your input a t
this early stage can help insure its utility a s
a decisionmaking tool . For example, programs, re -
source expenditures and staff allocations can b e
grouped according to those objectives you hav e
identified ; and as better data becomes available ,
decisions or resource allocations can be made o n
the basis of the relative effectiveness of prog-
rams in meeting overall goals . "

Efforts to establish CFTC objectives continued in Marc h
and April 1977 with operational planning sessions held o n
March 30-31 and April 6-7 . These efforts were given impetu s
by the administration's requirement that the fiscal yea r
1979 budget be prepared using the zero-based budgeting sys-
tem which carries with it the requirement that the agency
focus on a comprehensive analysis of objectives, priorities ,
and needs . An Office of Policy and Planning document date d
April 22, 1977, attempted for the first time to relate his-
torical data on resource allocation to Commission goals an d
to some of the major objectives which had been tentativel y
identified by the Commission and staff . This comparison re-
vealed, in many cases, a significant incongruence betwee n
those objectives and supporting functions which had bee n
identified as high priorities and the actual resources whic h
had been devoted to these ostensibly important areas .
Examples of the disparities noted included :

--Ensuring and Enhancing Market Utility . It was found
that programs serving this goal represented only 1 6
percent of CFTC resources . Despite the fact that the
Commission had supposedly determined to put its high-
est priority on preventing market disruptions, dis-
tortions and manipulations, it was noted that mos t
CFTC activities in this area were primarily shor t
term and reactive, not long term and preventative .

--Assure Protection of Customers/Integrity of Marke t
Place Participants . It was noted that 22 percent o f
total first quarter FY 1977 resources had been de-
voted to furthering the protection of customers .
However, the cost effectiveness of these expenditure s
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was questioned . Particularly acute problems wer e
noted il the case of audits, the registration pro -
gram, and trade practice investigations where it wa s
noted that the customer protections provided are min -
imal in relation to the costs of the activities . The
reparations program was cited as the most readil y
discernible example of disproportionate resource al -
locations with only 0 .2 percent of CFTC first quarte r
FY 1977 expenditures . "Given the volume of cases and
the level of resources," it was noted, "we can safel y
assume that we are currently doing very little mor e
than clerical processing of claims before forwardin g
to Hearings and Appeals . "

--Maximize Regulatory Effectiveness and Efficiency .
The analysis of resource expenditures concluded tha t
too little was being done to improve exchange self -
regulatory effectiveness and too much in resource s
was being allocated to internal management efficiency .
For the first quarter of fiscal year 1977, interna l
efficiency represented 31 percent of resources and 2 3
percent with headquarters indirect costs excluded .
The report noted that this latter figure was "just 2
percentage points less than all the activities devoted
to market utility and 1 % morethan activities devoted
directly to customer protection ." The report con-
cluded, "something (a lot of things) must clearly b e
out of kilter . "

On May 3, 1977, the Commission appointed a task grou p
to clarify and modify principal management objectives fo r
fiscal year 1979 . The report of this grcup was forwarde d
to the Commission with a recommendation for adoption o n
May 12, 1977 . The report was approved by the Commission o n
May 21, 1977 .

Also in May 1977 another initiative was begun which wa s
intended to make planning and priority setting more effec-
tive by linking them more meaningfully to activities per -
formed at the operating staff level . These efforts centered
around improvements in scheduling of the Commission' s
calendar ® A May 31, 1977, memorandum to the Commission ,
signed by b'oth, , the Executive Director and the Director o f
Office of Policy` Review, noted that there was a serious
problem with the Commission's calendar going far beyond the
desirability of knowing what is coming up for review an d
decision . The problem, they pointed out, involves assurin g
that tit* relative priority afforded to various issues im-plicit in the calendar is fully congruent with Commissio n
priorities . The effort to assure such congruence is the
primary challenge in developing a long term calendar .
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The two directors reminded the Commission that :

"the Staff will have made numerous assumption s
about actual Commission priorities of the pending
issues . Thus, changes . in scheduling and priori -
ties will be needed to assure the calendar re-
flects-collective Commission priorities * * * . "

Efforts of the Commission end senior CFTC staff to im-
prove the planning process continued throughout the second
half of 1977 . On June 9, 1977, the Executive Director an d
Director of Office of Policy Review submitted to the Commis-
sion a memorandum which attempted to project the Commissio n
calendar through November 1977 . The memorandum presente d
calendar information at three levels of specificity i n
scheduling .

(1) What was considered to be an accurate and complete
summary of publicly pending CFTC actions (mostl y
having to do with public hearings and with publica-
tion and implementation of CFTC rules) ,

(2) a tentatively scheduled listing of staff activitie s
related to the various Commission goals served by
the activities, and

(3) unscheduled items . This latter category containe d
a number of issues which the two directors ex-
plained had to remain unscheduled for a wide vari-
ety of reasons .

"In some cases, there wa . no staff response ; some
issues were considered 'unassigned', in othe r
cases there was confusion over primary responsi-
bility ; and some issues [were] deferred becaus e
of resource constraints . "

A few examples of the important issues and topics whic h
it was not possible to schedule include :

--Advisory Committee on States (dealing with State
risdiction and responsibilities) .

--Speculative limits .

--Study of fixed fees .

--General policy statement on exchange ownership .

--Policy on composition of exchange boards .
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--A trade practice investigation program .

--Clarification of the status of enforcement investiga-
tions and litigation .

--Plans for external education efforts .

--Proficiency exams for industry professionals .

In documents sent to the Commission on July 25 and 26 ,
1977, the Office of Policy Review attempted once again t o
review and evaluate CFTC resource expenditures (this time
for the third quarter of fiscal year 1977) in terms of th e
objectives and priorities which had been adopted by th e
Commission to guide its efforts . Once again, the analysi s
showed that actual resource use differed significantly, i n
many respects, from that which would have been expected o n
the basis of announced Commission goals, objectives, an d
priorities .

Goal I : Ensure and Enhance Market Utility . The
analysis revealed that "only 19 percent of tota l
CFTC expenditures are devoted to ensuring th e
utility of futures markets . Surveillance and
other related preventative activities account fo r
1 percent of expenditures ; 5 percent goes to re-
lated enforcement activities . Most notably low
shares of resources are devoted to fostering com-
petitive markets (2 percent) and improving under-
standing of market performance and utility ( 2
percent) ." It was noted that during the firs t
three quarters of fiscal year 1977 CFTC's Main e
Potato investigation accounted for nearly $200,00 0
of enforcement expenditures and over 15,000 staf f
hours . This was about 25 percent of the tota l
resources expended oa all investigations by the
Division of Enforcement during that period .

Goal II : Assure Protection of Customers/Inte g rity
of Market Place and Participants . It was found
that 17 percent of third quarter exileaditures di-
rectly served this goal . Registration and audi t
(described in the body of our report as weak an d
problem plagued protections) accounted for 9
percent . Trade practice investigations, develop-
ment of regulations, and enforcement activitie s
absorbed 6 percent of total resources . Only 3
percent of all expenditures were devoted to assur-
ing effective procedures for redress of custome r
complaints .
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Goal III : Maximize Regulatory Effectiveness an d
Efficiency . Third quarter fiscal year 1977 statis-
tics showed that 11 percent of CFTC resources wer e
serving this goal . Rule reviews, rule enforcemen t
studies, and efforts to improve recordkeeping ac-
counted for 3 percent of expenditures . Four per -
cent of resources were devoted to clarifying
regulatory roles (75 percent of which were diverse
Office of General Counsel activities) . Public In-
formation, Congressional Relations, and Intergov-
ernmental Affairs accounted for 3 percent o f
expenditures . Less than 0 .3 percent was devote d
to assessing the impact or effectiveness of regu-
latory policies .

Goal IV : Manage CFTC Programs to Achieve Maximum
Efficiency and Effectiveness . Analysis of third-
quarter data showed that 26 percent of expenditure s
were devoted to this goal (excludes the 17 percent
of resources going to headquarters indirect cost s
and regional office rent) . One percent of expendi-
tures was directed toward improving allocation o f
resources (primarily budget development and account-
ing) . The memorandum noted that the potential fo r
efforts in this area to meet the stated goal i s
seriously constrained, if not precluded, by the
absence of program or Commission-wide evaluatio n
effortsn Another 1 percent went to improving staf f
understanding through training and internal educa-
tion . Twenty-three percent of the total resources ,
an alarmingly high proportion, were devoted t o
management and administration . Only 0 .5 percent
was devoted to developing an improved managemen t
information system .

Building on the staff we-k and Commission consideratio n
devoted to fiscal year 1979 Manning between March and Jul y
1977, the Executive Director presented to the Commission o n
July 27, 1977, just prior to the effective date of his res-
ignation from CFTC, an Operating Plan for FY 1979 with zero -
based budget guidelines . The Executive Director's memorandu m
called on the Commission to decide the staffing and fundin g
levels of the fiscal year 1979 budget submission to meet pre -
viously agreed on goals and principal management objectives .
This Commission guidance, in turn, was to serve as the basi s
for preparing detailed budget justifications which would b e
submitted simultaneously on September 1, 1977, to the Offic e
of Management and Budget and the Congress . The Executive Di-
rector noted that the necessary decisions of the Commissio n
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were those of "confirming priorities and establishing pro -
gram levels for the detailed development, review and sub -
mission" of budget justifications .

tded that :

"* * * The linkage of programs to overall CFTC
goals through the Principal Management Objective s
with explicit priorities is emerging as a signif-
icant management process . It	 has the potentia l
over time to assure	 the CFTC-'s 'working on the

_

ri	 t activitiesat	 theright time at t eW r-of
rev-el, r'

	

Emphasis s uppl ei

	

j

An August 1, 1977, memorandum from the Office of Policy
Review to the Commission on the subject of the fiscal yea r
1979 plan and priorities and resource allocations needed t o
assure furtherance of goals had the following comments o n
the Executive Director's July 27 memorandum :

1. "The Executive Director's Office has applied zer o
based budgeting principles in its formulation o f
recommended priorities . Unfortunately, the peren-
nial errors in the coding system seriously limi t
the reliability of those recommendations * * * an d
seriously skew the effects of the OED's recommende d
funding priorities . * * * We have attempted, in th e
time available, to correct these coding errors an d
adjust the OED's summaries and recommendations to
reflect those changes . * * * Accurate goal identi-
fication is important for a number of reasons--bu t
most important in this zero based review, becaus e
the goals identified by offices determine• the fund -
ing priority of each activity (whether it wil l
serve the goal well, or even at all) .

2. "The justification for many programs is premised o n
the inadequacy of exchange rule enforcement . Plan-
ning should start now to assure improvements in ex -
change surveillance, contract review and adjustment ,
research, manipulation investigations, audits, rul e
enforcement, etc ., to assure effective self-
regulation ; minimize duplication and develop a n
effective oversight posture for the CFTC . * * *

3. "Better understanding of the impact and effective-
ness of CFTC programs and regulations is essentia l
to sound planning and good government . Program and
Commission-wide reviews are needed to assure CFT C
activities are maximizing our service of the publi c
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interest . In addition, emphasis should be given
to eliminating unnecessary (or ineffective) inter -
ference with the market by CFTC actions .

4 . "Basic regulation of futures, including some prog-
ress toward all related goals, requires more re -
sources than our present base . The CFTC Ac t
requires more regulatory activities and responsi-
bilities than we can effectively address withi n
our resource constraints . Consideration should
be given, to highlighting this problem during
CFTC's Reauthorization in FY 78 . Because many
programs are already seriously underfunded an d
their effectiveness is in jeopardy, the opportu-
nity costs of reg ulat'.ng commodity options ar e
extremely high . Consideration should be give n
to delaying finalization of o ptions regulations ,
pending the FY 78 Reauthorization . "

In the weeks and months since the departure of the Ex -
ecutive Director (August 1, 1977) and the completion an d
susm .ssian of the CFTC fiscal year 1979 budget (Septembe r
1977) much of the thrust for continued development and im-
provement of CFTC's planning process has come from CFTC' s
Office of Policy Review . Examples of that office's initi-
atives to improve planning would include the following .

In an August 10, 1977, memorandum to the Commission o n
the subject of "Random Management Issues" the Director o f
Policy Review noted that while many of the issues regardin g
CFTC organizational structure are settled, a number of im-
portant procedural questions remain that deal with planning .
implementation, and evaluation of Commission policies . He
observed that all parts of the agency should participate i n
planning CFTC activities, but that with externally imposed
deadlines and many internal participants planning can neve r
operate effectively without careful coordination . The log-
ical place for this coordinative function, he noted, wa s
the Office of Executive Director, especially in view of th e
Executive Director's responsibilities for budget administra-
tion and policy implementation . A concomitant part of thi s
planning and coordination function, he felt, should b e
responsibility for a major role in preparation of the Com-
mission agenda--in collaboration with operating units, Com-
missioners, and Commission staff support offices--in orde r
to ensure that planning considerations assume a significan t
place-in Conmission deliberations throughout the year .

The memorandum also stressed the importance of assess -
ment in the context of planning, dividing assessment int o
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two functions : monitoring and evaluation . Monitoring, i t
was noted, is the process of assessing whether or not staf f
units are actually doing what the Commission wanted them to
do when it established its goals and objectives . Evaluatio n
is the process of assessing whether or not these activitie s
contribute to the achievement of Commission goals . "To b e
effective," the Director commented, "we need to do both . "
In the opinion of most CFTC staff we have consulted, th e
Commission is presently performing poorly in both respects .

Following on the August 10, 1977, initiative to improve
Commission followup and oversight of staff activity, the Of-
fice of Policy Review prepared a proposal for improved "ac-
countability procedures" designed to improve the process b y
which new efforts to implement Commission goals and objec-
tives a r e authorized and by which Commission policies ar e
established . The proposal also included procedures and re-
sponsibilities for submission, scheduling, and control o f
Commission calendar and agenda items . The "accountability "
guidelines were distributed to the Commission and staff i n
the form of a memorandum from the Chairman dated Septem-
ber 21, 1977 .

The primary purpose of the guidelines was to outline a
process by which the Commission could best decide whethe r
or not to undertake new policy or program initiatives in re-
sponse to unanticipated occurrer„ e s within the agency or it s
environment . The new procedures were intended to give th e
staff a chance to quickly get to the Commission with a brie f
outline of any new staff policy or program initiatives o r
any new work project assignments made by the Commission- -
before any detailed work was started . This, in turn, would
give the Commission an opportunity to consider (or recon-
sider) these unbudgeted assignments within the context o f
overall Commission priorities and resource contraints . The
decisionmaking process was viewed as having three stages :
(1) an initial proposal stage, (2) a Commission authoriza-
tion stage, and (3) an implementation and monitoring stage .

The "initial proposal" stage, we believe, is a particu-
larly interesting and noteworthy feature of the procedures .
In it staff units requesting new policy or program initia-
tives must submit a brief draft proposal which includes :

1. Description of the proposal, including background
and a short abstract .

2. Explanation of the policy implications of th e
proposal and their contribution to the achieve -
ment of Commission goals and objectives .
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3 . Discussion of alternative approaches, including
preliminary assessments of :

a. relative costs, both direct and indirect, to
CFTC, the industry, and the public ;

b. industry competitiveness implications ; (sec-
tion 15 of the act) ;

c. relative legislative and regulatory con-
straints ; and

d. regulatory effectiveness .

4 . Recommended approach to ensure public involvement .

5 . Other work to be deferred if project is undertaken .

We view such innovations in Com :.1ission decisionmaking
as highly salutary--if long overdue--improvements in th e
agency's overall process of planning and plan implementa -
tion . It is precisely this kind of continuous stock taking ,
assessment of alternative courses of action, and monitorin g
of performance which are required, in our opinion, to mak e
planning an effective management tool .

In view of the acute need for these procedures and i n
view of their significant potential for improving the over -
all process of planning and directing CFTC efforts, we wer e
surprised to learn in early January 1978 that they had neve r
been implemented . Through conversations with senior staff ,
undertaken with a view to learning about the operation an d
effectiveness of he new accountability measures, ve learne d
that shortly after circulating his September 21, 1977 ,
memorandum the Chairman announced to the heads of operatin g
divisions that he would not require them to comply with th e
procedures outlined in his memorandum . This indicates to u s
that the Commission continues to be less than fully com-
mitted to the need to better plan, direct, and monitor staf f
effort to ensure that CFTC resource expenditures truly serv e
the goals and objectives established by the Commission an d
that they do so in the most efficient and effective manne r
possible .

An October 26, 1977, memorandum of the Office of Polic y
Review, written by a staff member who was unaware at th e
time of the Chairman's decision not to implement the account -
ability procedures, attempted to assess the progress made b y
the agency in fiscal year 1977 in moving toward a planned
operation . The memorandum, entitled "Review of FY 197 7
Accomplishments," noted that :
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"During the course of this past year the Commissio n
has endeavored to appraise overall performance to -
wards its goals . By means of quarterly reviews ,
some indication of progress has been possible . How-
ever, without benefit of distinct objectives unti l

in depth andscope . The q uarterly reporting	 of expend -
ituresa d not	 acilrtate assessment o	 progres s
toward the achievement of- ong term ~goars :

"Utilizing the guidelines provided in the Commis-
sion's FY 79 plan as a goal structure for 1977 ha s
enabled us to compare actual FY 77 resource expen-
ditures to the established 1979 allocations by
objective . This in effect provides the Commissio n
with the necessary foundation upon which to asses s
our current posture and to develop plans that will

h
calendar scheduled for November 8 . Given prope r
direction and priorities, the planning efforts ca n
then be focused on the alignment of the Commissio n
activities for the remainder of 1978 .

"In addition to strict	 detailed guidanceand com-
Rlianee from within the Commission, the planningg
strategywiltrequire close superv i~ioe awn®st 1 1
needed improvements to certain reporting aspect s
ofthe existing system . The program framework ha s
been in t e developmental stage for sometime bu t
the progress thus far, as reflected in this review ,
indicates that the Commission is currently in a
posture to finalize the development and to il'le-
ment a program for assuring that its activi t
and resource allocations are contributing to th e
achievement of Commission goals and objectives .

"Many noteworthy accomplishments have been made b y
the Commission during the past year . Our review ,
however, indicates limited progress towardstie
achievement of Commission ob e7 etyes.* * * (With
several exceptions, it does not a ppear that th e
major constraint to theachievement of Commisison
gcsals. only inadequate funding. Rather, we be-
lieve improved program direction, emphasizin g	 con-
tribution to Commission o 7ctives, wi i-go a long
way in improving bottTi® tt e efficienc and	 effec-
tiveness -of Commission expenditu res lsmphasi s
a° ed,j —

late in t;e year- theF ews were generally limite d

align the Commission's activities and prioritie s
with its FY 1979 goals and objectives .

	

To tha t
end, the first span of this 'bridge'

	

planning con -
cept will be the upcoming discussion of a six-mon
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PRINCIPALOFFICIALS OF	 THE COMMODITY
FUTURES TRADING COMMISSION RESPONSIBL E

FOR THE ACTIVITIES	 DISCUSSED INTHIS REPORT

Tenure of offic e
From

	

To

CHAIRMAN :
William T . Bagley Apr .. 1975

	

Presen t

VICE CHAIRMAN :
John V . Rainbolt III

	

Apr . 1975

	

Presen t

COMMISSIONERS :
Gary L . Seevers

	

Apr . 1975

	

Presen t
Read P . Dunn

	

Apr . 1975

	

Presen t
Robert L . Martin

	

June 1975

	

Presen t

EXECUTIVE DIRECTOR :
Donald Tendick (acting)

	

Aug . 1977

	

Presen t
Anthony McDonald (acting)

	

Nov . 1975

	

Aug . 197 7
Beverly Splane (acting)

	

June 1975

	

Nov . 197 5

GENERAL COUNSEL :
John Caine

	

June 1977

	

Presen t
Richard Nathan (acting)

	

Jan . 1977

	

June 197 7
Howard Schneider

	

May 1975

	

Jan . 197 7

DIRECTOR, DIVISION OF TRADING
AND MARKETS :

Terry Claassen

	

Aug . 1977

	

Presen t
Vacant

	

Apr . 1977

	

Aug . 197 7
Thomas Russo

	

June 1975

	

Apr . 197 7

DIRECTOR, DIVISION O F
ENFORCEMENT :

John Field III

	

Oct . 1977

	

Presen t
William Schief

	

Oct . 1975

	

Oct . 197 7

DIRECTOR, OFFICE OF POLIC Y
REVIEW :

Michael Caughlin

	

June 1977

	

Presen t
Michael Caughlin (acting)

	

Apr . 1977

	

June 197 7
Pamela Pecarich

	

Oct . 1975

	

Apr . 197 7

CHIEF ECONOMIST :
Blake Imel (acting)

	

Dec . 1977

	

Presen t
Mark Powers

	

Aug . 1975
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