
United States Generai Accounting Office . @ ,I,, 
Report to th6 Chairman, Subcommittee on 
Oversight and Investigations, Cpmmittee~ 
on Energy and Commerce, House of 
Representatives 

LEVERAGE 
CONTRACTS 
Commodity IFutures 
Trading Commission’s 
Regulation of 
Leverage Contracts 

IIlllllllllll ll 
135816 





IIUI 

GAO United Statea 
General Accounting Office 
Washington, D.C. 20548 
- 
General Government Division 

B-224649 

April 14, 1988 

The Honorable John D. Dingell 
Chairman, Subcommittee on Oversight and 

Investigations 
Committee on Energy and Commerce 
House of Representatives 

Dear M r. Chairman: 

In your August 6  and December 1,1986, and February 11,1987, letters 
to the Comptroller General you asked us several questions concerning 
leverage contracts and their regulation. Leverage contracts are instru- 
ments for investing in precious metals and have been the subject of 
extensive congressional debate. They are sold through Leverage Trans- 
action Merchants (LTM), which are registered with and,,regulated by the 
Commodity Futures Trading Commission (CFW). There are three regis- 
tered LTMS, only two of which were actively engaged in the business as 
of March 22,1988. 

In 1978 and 1979, CFTC imposed moratoria restricting entry into this 
business to those firms  in operation selling leverage contracts in gold 
and silver on June 1, 1978, and those firms  selling leverage contracts in 
any other commodity on February 2,1979. However, the IQ!!%6 F’utures 
Trading Act restricts leverage contracts to three precious metals and 
requires cm to lift its moratorium restricting new firms  from entering 
the leverage business after making a study of relevant issues and trans- 
m itting a  report to the appropriate congressional committees. The man- 
dated study is required to deal with such topics as the economic purpose 
of leverage contracts; a  survey of the number of firms  interested in 
entering the leverage business; the most efficient ways consistent with 
the public interest, to allow new firms  to enter the lewrage contract 
business; and the appropriate regulatory scheme after the moratorium is 
lifted. 

This letter is designed to answer your questions in turn, after briefly 
explaining what leverage contracts are and how they dare regulated. In 
the appendixes to this letter, we describe in more de&l provisions of 
leverage contracts, & W ’S regulations related to leverage contracts, the 
separate topic of third-party f inancing of precious metals, and the scope 
and methodology of our review. 
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Results in Brief Our review of CFTC documents and discussions with its staff indicated 
that cm has generally taken the necessary oversight and review steps 
to determine LTM compliance with applicable laws and regulations, and 
when violations have been uncovered, they have been corrected by the 
LTMS. However, we have some reservations about the extent of certain 
CFTC sales practice examinations and procedures. 

On the separate topic of third-party financing of precious metals, CFTC’S 
Office of the General Counsel (ooc) issued an interpretative letter’ in 
1986 stating that financing arrangements of this type are neither 
futures contracts nor leverage contracts. Under this interpretation, 
these programs are, essentially, cash transactions that are not covered 
by the Commodity Exchange Act (CEA~ and, thus, not within the pur- 
view of cmc. 

bjective, Scope, and 
ethodology 

. 

. 

. 

. 

The objective of our review was to answer questions you raised in your 
requests, which were supplemented and clarified in subsequent conver- 
sations with the Subcommittee. Specifically, we sought to 

determine if LTMS were complying with applicable laws and regulations; 
describe federal and state regulations governing leverage contracts; 
project how leverage contracts would have been regulated had an 
amendment proposed by Representative Dan Glickman to the 1986 
Futures Trading Act been adopted; 
consider how the Securities and Exchange Commission (SEC) might regu- 
late leverage contracts if they were declared to be securities 
instruments; 
ascertain the resource impact on CITC when the moratorium is lifted; 
describe two other precious metals purchasing programs and third-party 
financing arrangements in general; and 
identify certain issues that we believe should be addressed by CFTC in its ’ 
mandated study on leverage contracts and in its study of off-exchange 
futures. 

To determine if the existing LTMS- Monex International, Ltd., Interna- 
tional Precious Metals Corporation (IPMC), and First Asset Corporation 
(FAc)-were complying with applicable laws and regulations, we agreed 
with the Subcommittee to use CFIK evaluations, specifically their on-site 

QGC 86-i. 
27 U.S.C. 1. 
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financial audits and sales practice examinations, as the basis for 
responding. This is because we lack legal authority to examine those pri- 
vate firms directly. As agreed with the Subcommittee, we did not look at 
work regarding FXC because it was registered with CFTC in December 
1986 and had only seven open leverage contracts at the time we began 
this assignment3 

We studied results of the CFTC reviews and audits performed at Monex 
and IPMC between January 1986 and September 1987. In using this infor- 
mation, however, we also evaluated CFIK’S plans and procedures for 
such reviews and the actual work performed by CFP% at Monex and IPMC. 
We also reviewed periodic reports submitted by the firms to CFX, statis- 
tics of customer complaints for reparation4 against leverage firms, and 
CFIK Enforcement Division actions against leverage firms.” We visited 
both Monex’s and IPMC’S offices to view their operations and interview 
various upper management personnel. 

In order to answer your other questions, we interviewed officials at 
CFX, SEC, and state regulatory officials in Florida and California where 
IPMC and Monex are located. We also spoke to officials of the North 
American Securities Administrators Association (NASAA) Commodities 
Committee. 

We did our audit work in accordance with generally accepted govern- 
ment auditing standards. We conducted our review between August 
1986 and September 1987. (See app. IV for a more detailed description 
of our objective, scope, and methodology.) 

I 
, 

BGckground Leverage contracts are designed for the long-term purchase or sale of 
certain precious metals, currently limited by law to bulk gold coins and 1, 
bullion, bulk silver coins and bullion, and platinum.” They are primarily 

%ince it was registered a.9 an LTM, FAC has sold no new leverage contrc and as of December 31, 
1987, FAC had no open leverage contracts. 

4Complaints filed at CFI’C where the customer seeks monetary reimbursement from the firm. 

“The official term “Leverage Transaction Merchant” refers only to those f$rms registered with CFX 
under the current leverage regulations in effect since 1984. Those firms dohg leverage business 
before 1984 are referred to as leverage firms. 

“Before the signing into law of the Putures Trading Act of 1986, leverage contracts involving copper 
and four foreign currencies were permitted. Although no new leverage contracts involving these com- 
modities can be offered or entered into, existing open contracts must continue to be serviced. 
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used as a way for persons to speculate on price changes in those metals.7 
Such persons could also buy and sell futures contracts in the bullion 
form of those metals on an organized futures exchange. Generally, the 
bullion leverage contracts cover a smaller amount of metal than the 
actively traded futures contracts on those same metals. 

In a typical long leverage contract, the customer enters into the contract 
with an LTM for a standardized quantity of metal at the LTM'S offering 
price (ask price), and pays a portion of the cost up front (called the ini- 
tial margin, usually set at approximately 20 percent).8 The LTM charges 
the customer interest on the unpaid balance and other carrying costs as 
well as purchase and termination commissions. The LTM is required to 
have at least 90 percent of the amount of the commodity under contract 
covered either in inventory or by futures or options positions in the des- 
ignated futures markets. At least 26 percent of the amount of the com- 
modity under the leverage contract must be covered with the physical 
metal. The contracts are written for at least a lo-year period, but a cus- 
tomer may sell the commodity back to the LTM at its current bid price at 
any time the LTM is offering new contracts for sale on the same commod- 
ity. (See app. I for a description of leverage contract components.) 

Leverage contracts are controversial and have been debated repeatedly 
in congressional hearings. The hearings have included topics related to 
the appropriate regulatory scheme for leverage contracts; the differ- 
ences between securities, futures, and leverage contracts; and the dis- 
proportionate number of customer complaints filed with CFTC against 
leverage firms compared to other firms registered with CFX. When Con- 
gress created the CFIY: in 1974, it assigned CFIK regulatory jurisdiction 
over leverage contracts. 

In third-party financed arrangements, which are different from leverage 
contracts and generally referred to as bank funding programs, the cus- b 

tomer purchases precious metals from a dealer. A third party, such as a 
commercial bank, then finances the purchase and keeps the commodity 
until the customer has repaid the loan. (See app. III for a description of 
these programs.) 

%u-ing 1986 and 1987, fewer than 6 percent of leverage contracts terminated by customers resulted 
in delivery of the commodity, 

sShort leverage contracts are also permitted and offered only by Monex. In a short leverage contract, 
the customer contracts to deliver a commodity to the LTM whereas, in a long contract, the customer 
contracts to purchase a commodity from the LTM. Short contracts are entered into at the LTM’s bid 
price and offset at the ask price. Both long and short leverage contracts are written for at least a lo- 
year period. See appendix I for a further description. 
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DO the LTMs Comply 
With Applicable Laws 
m’ Regulations? 

P 

Our review of CFI% documents and discussions with its staff indicated 
that CRC has generally taken the necessary oversight and review steps 
to determine LTM compliance with applicable laws and regulations, and 
when violations have been uncovered, they have been corrected by the 
LTMS," However, we have some reservations about the extent of certain 
CFE sales practice examinations and procedures. 

Since 1984, up to October 1987, CFIV had conducted three sales practice 
examinations and three financial audits at IPMC and two sales practice 
examinations and four financial audits at Monex. CFT& sales practice 
examinations at IPMC, conducted between July 1984 and January 1986, 
found no deficiencies in that firm’s sales practices. However, CFTC’S 
financial audit completed in April 1987 cited IPMC for ‘12 apparent viola- 
tions. IPMC responded to the financial audit with corrective action on one 
violation but disputed the other 11. CFTC staff is reviewing IPMC’S 
response to the financial audit. 

At Monex, sales practice examinations between August 1984 and March 
1986 uncovered five deficiencies, all of which Monex responded to with 
corrective action. CFE financial audits at Monex have uncovered a 
number of violations since the first one conducted in 1984, although the 
number had decreased for 3 consecutive years with 17 in 1984,Q in 
1986, and 1 in 1986. For each violation, Monex formally responded with 
a plan for corrective action, and CFK tracked its progress by maintain- 
ing a similar scope of review at Monex covering past deficiencies in each 
subsequent financial review. The most recent financial audit, completed 
in September 1987, cited Monex for nine apparent violations. Monex 
responded to this audit in October 1987. In its respon$e, Monex disputed 
one finding and noted corrective action taken on the eight other appar- 
ent violations. 

We found the financial audits to be comprehensive in ~coverage and 
included reviews of procedures and transactions. However, in sales 
practice examinations, CITC did not include sufficient ~ tests of customer 
transactions and other analysis of LTM practices to determine full com- 
pliance with sales practice regulations. Such tests and analysis are a 
normal part of examinations designed to determine compliance. Steps 
such as tracing a sample of LTM customer transactions and comparing 
the results with CFI’C regulations would have provided additional evi- 
dence to verify that LTM systems are in compliance and corroborate the 

“‘CFTC has never found a violation during a sales practice examination or Pinancial audit of an LTM to 
be severe enough to warrant a referral to the Enforcement Division. 
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L T M S ’ verba l  representa t ions.  c m  staff m e m b e r s  to ld  us  th a t o the r  
a g e n c y  pr ior i t ies d id  n o t permi t  m o r e  in -dep th  w o r k 1 0  M o r e o v e r , fo r  th e  
s a m e  r e a s o n , C E T C  d id  n o t c o n d u c t a  fo l l ow-up  visit to  check  o n  cor rec-  
t ive ac t ion ta k e n  o n  prev ious ly  c i ted sa les  pract ice p r o b l e m s  a t M o n e x  
u n til a  year  a fte r  it h a d  or ig ina l ly  in tended.  

A fte r  w e  d iscussed  th e s e  fin d i n g s  wi th C F T C  staff m e m b e r s , th e y  
re tu rned  to  e a c h  firm  a n d  c o n d u c te d  s u p p l e m e n ta l  sa les  pract ice exami -  
n a tio n  work.  Th is  a d d i tio n a l  work  w a s  c o n d u c te d  us ing  a  wri t ten p l a n  
a n d  inc luded  tests o f th e  L T M S ' systems o f in terna l  c o n trol a n d  superv i -  
s ion,  as  wel l  as  rev iew a n d  ana lys is  o f records  re la ted  to  cus tomer  t rans-  
act ions.  Th is  work  revea led  o n e  a p p a r e n t v io la t ion a t e a c h  firm . IP M C  
r e s p o n d e d  wi th a c c e p ta b l e  correct ive ac t ion wh i le  M o n e x  d ispu ted  th e  
fin d i n g  say ing  its ac t ions w e r e  n o t in  v io la t ion o f CITC regula t ions.  T h e  
Div is ion o f T rad ing  a n d  M a r k e ts rev iewed  M o n e x ’s r e s p o n s e  a n d  fo u n d  
it to  b e  satisfactory. 

R e p a r a tio n  compla in ts  f i led wi th C F T C  aga ins t  M o n e x  a n d  IP M C  h a v e  
a v e r a g e d  a p p r o x i m a te ly  1 0  pe r  year  fo r  e a c h  firm , T h a t fig u r e  w a s  
a b o u t 6  p e r c e n t o f a l l  fu tu res  indust ry  compla in ts  fo r  repara t ions  in  
1 9 8 6 . Tab le  II. 1  s h o w s  a  history o f l eve rage  indust ry  compla in ts  a n d  al l  
fu tu res  indust ry  compla in ts  rece ived  by  CFIC. S ince  C F M =  w a s  g i ven  jur is-  
d ic t ion over  l eve rage  c o n tracts, its Div is ion o f E n fo r c e m e n t h a s  insti-  
tu te d  1 0  p roceed ings  aga ins t  fou r  l eve rage  firm s ; th r e e  o f th e  
p roceed ings  h a v e  b e e n  aga ins t  M o n e x  o r  IP M C . ( S e e  p . 2 8  fo r  th e  reso lu-  
tio n  o f th e s e  p roceed ings . )  

W h a t F e d e r a l L T M S  a re  subjec t  to  a  var iety o f ru les  a n d  regu la t ions  cover ing  the i r  
financ ia l  o p e r a tio n s  a n d  sa les  pract ices.  T h e  c o m p r e h e n s i v e  l eve rage  
c o n tract regu la t ions  b e c a m e  e ffect ive in  1 9 8 4 . T h e  L T M S  m u s t regis ter  b  
wi th CFIX,  regis ter  the i r  sa les  fo rce  wi th CFTC,  h a v e  th e  c o m m o d i ties  so ld  
th r o u g h  reg is tered l eve rage  c o n tracts, d isc lose th e  r isk invo lved  a n d  th e  
c o n tract te r m s  a n d  cond i t ions  to  p rospect ive  customers ,  s u b m i t per iod ic  
activity a n d  financ ia l  repor ts  to  CFTC,  a b i d e  by  financ ia l  capi ta l izat ion 
a n d  s e g r e g a tio n  rules,  a n d  u n d e r g o  per iod ic  e x a m i n a tio n s  by  CFIK  staff. 
( S e e  a p p . II fo r  a  m o r e  d e ta i led  descr ip t ion  o f C F T C  regu la t ions  fo r  lever-  
a g e  c o n tracts.) 

l °CFTC’s Div is ion of  T r a d i n g  a n d  Marke ts  is a lso  respons ib le  for  aud i ts  of  1 6  se l f - regu la tory  o r g a n i -  
za t ions ( S R O )  as  wel l  as  Fu tu res  Commiss ion  Merchan ts  (FCM),  w h e r e  d e e m e d  appropr ia te .  
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How Do States 
Regulate Leverage 
Contracts? 

/ 

State regulators have no jurisdiction over leverage contracts, per se. 
They are pre-empted from direct regulation by the CEA. However, under 
the CEA, states may enforce certain general anti-fraud statutes in state 
or federal court. According to the Chairman of the NASAA Commodities 
Committee, when a state brings an action under these statutes, it must 
go through a state attorney general’s office and prove not only that vic- 
tims were defrauded, but also that the accused firm intended fraud. He 
told us that this was a very time-consuming process. Nevertheless, 
securities commissioners in both Florida and California (where the LTMS 
are located) said they believe they have broad enough state laws to take 
an action against an LTM, if necessary. However, neither state has initi- 
ated a legal proceeding against the registered LTMS. 

NASAA adopted a resolution in November 1986 stating that leverage con- 
tracts should be outlawed. Absent this, NASA& in the same resolution, 
said that leverage contracts should be regulated as a security. Some 
state regulators equate leverage contracts to mutual funds which come 
under state Blue Sky laws. I1 If leverage contracts were regulated as 
securities, according to a NASAA official, the states would, at minimum, 
require LTMS to register with their securities boards. However, congres- 
sional action would be necessary to remove LTMS from exclusive jurisdic- 
tion of cmc. 

I 

Ho* Would Leverage During debate on the 1986 Futures Trading Act, Congressmen Dan 

Re 
4 

ulation Have Been Glickman and Charles Schumer offered an amendment requiring lever- 
age contracts to be traded on organized futures exchanges. Had the 

Af ,ected by Passage of amendment been adopted, leverage contracts, as such, would have dis- 

the’ Glickman appeared. Since these contracts were designed to be off-exchange prod- 

Anjendment? 
ucts with designated counterparties, they would, by deifinition, be 
banned under such a requirement that all such arrangements be traded 
on exchanges, where prices are determined by an open outcry auction 
system and the customers do not contract with each other directly. 

HO$V Would the SEC 
Regulate Leverage 
Copacts? 

In response to this hypothetical question, staff from the SEC postulated 
that leverage contracts might be treated like over-the-counter options 
currently sold by at least one firm under the SEC’S jurisdiction. Because 
leverage contracts are bilateral agreements between a customer and a 
principal which, by their very nature, are highly leveraged instruments, 

’ ‘State securities laws pertaining to registration requirements and procedures for issuers, broker/ 
dealers, their employees, and other associated persons of those entities. 
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they might be viewed as similar to over-the-counter options which are 
also highly leveraged, bilateral agreements that contemplate the ability 
to buy or sell a specific underlying interest at a certain date for a fixed 
dollar amount. 

Assuming leverage contracts would be regulated in a manner similar to 
the regulation of over-the-counter options, then the firm  selling the con- 
tract would register with the SEC under the Securities Exchange Act of 
1934; register with an industry SRO, in this case, the National Associa- 
tion of Securities Dealers (NASD); submit to oversight inspections by 
NASD; and provide periodic reports to customers in accordance with the 
securities laws. Currently, there is no SRO for the leverage contract 
industry. In addition, the offering of the leverage contract itself, 
depending on its structure, might be subject to the registration and dis- 
closure requirements of the Securities Act of 1933. The firm  would also 
be subject to state securitie& laws. Thus, both the applicable regulations 
and the regulatory structure would be different. 

IT hat W ill the 
esource Impact on 
FTC Be When Its 

b oratorium  Expires? 
/ 

As agreed with the Subcommittee, we reviewed CETC’S estimates of the 
resource impact in order to respond to this question. The 1986 Futures 
Trading Act allows CFTC to gradually remove its moratorium in order to 
minimize the impact. Before the passage of this law, the agency made 
estimates of staff increases that would be required should the morato- 
rium be lifted, depending on how many new firms entered the leverage 
contract business. In 1984, CFTC staff developed estimates using various 
entry assumptions and number of contracts offered which ranged from 
30 to 132 additional staff years needed, or up to an approximate 26 per- 
cent increase over the agency’s 1984 staff years. 

In 1986, cm updated these figures. Based on an assumed entry of 100 ’ 
new LTMS each offering 10 contracts, CFTC estimated it would need 26 
more staff years in fiscal year 1989, an approximate 6 percent staff 
year increase over its fiscal year 1988 budget request. This latest esti- 
mate also assumed that the National Futures Association (NFA), a 
futures industry SRO, would take over the functions of registration, 
financial and sales practice audits, reviews of disclosure documents, and 
the registration of leverage commodities. 

While we did not review the methodology used in this study, its accu- 
racy depends heavily on how many firms choose to enter the industry, 
and CFTC did not attempt to predict this. Rather, the study was intended 
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to show what the resource impact might be given a certain level of regis- 
tered LTMS. Our interviews with CFTC, state, and industry officials 
showed a wide variet,y of opinion about how many firms would enter, 
from fewer than 10 to over 100. CFTC and NFA have recently conducted a 
survey of prospective LTMS as required by the 1986 Futures Trading Act. 
The survey results, issued in February 1988, indicated that 46 firms 
were interested in registering as LTMS when the moratorium is lifted. 
However, it is unclear at this time how many of these firms could meet 
CFrc’s registration requirements. 

Hob Do Two Other The two programs cited in your February 11, 1987, letter are the Domin- 
ion Bank Precious Metals Certificate, offered by Dominion Bank in Vir- 
ginia, and the Monex Atlas Account, offered through Monex Credit 
Corporation (MCC), an affiliate of Monex International which is separate 
from Monex’s leverage contract business. Both of these programs for 
precious metals purchases are separate from leverage contracts and, 
therefore, are not encompassed by leverage contract regulations. 

CFE staff, after reviewing the Dominion Bank brochure outlining its 
metals program, indicated that it appears to be a cash purchase of met- 
als with the full cost paid up front by the customer. Cash purchase pro- 
grams are not under the jurisdiction of CFTC. 

The Monex Atlas Account is a form of third-party financing of precious 
metals and is one of at least eight programs of this type offered in the . . 
IJnited States. Seven of these programs are offered through banks, all of 
which are members of the Federal Deposit Insurance Corporation (FDIC), 
while MCC is registered with the State of California as a Commercial 
Financial Lender. Third-party financing of precious metals is not subject 
to CFTC jurisdiction. In 1986, CFTC’S CKX issued an interpretative letter b 
stating that financing arrangements of this type are neither futures con- 
tracts nor leverage contracts. Under this interpretation, these programs 
are, essentially, cash transactions that are not covered by the CEA and, 
thus, not within the purview of CFTC. 

Issues for CFTC to As agreed with the Subcommittee, we identified some issues which we 

Cobsider in Its Reports believe CFTC should consider in its two ongoing studies, one of leverage 
contracts, which is mandated by the 1986 Futures Trading Act, and the 
other of third-party financing of precious metals, which is included as 
part of a study of off-exchange futures requested by the CFTC 
commissioners. 
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The issue with leverage contracts concerns the regulatory structure that 
will be used when the moratorium is lifted, specifically, whether an SRO 
should be used in the regulation of LTMS and what the resource impact 
will be on CITC. The issue with third-party financing is whether CFTC 
should regulate the transactions (or parts of the transactions) and what 
roles do other regulatory authorities assume over these transactions. 

Leverage Contract Issues The primary structural difference between the way leverage contracts 
and other futures or securities products are regulated is the existence of 
self-regulatory bodies in the latter two casesL2 Both NFA and the futures 
exchanges are the first line of regulation in the futures industry, and 
NASD and the securities exchanges are the first line of regulation in the 
securities industry. Such a structure, using NFA, for example, could ease 
the pressure on CFI’C resources if a number of new firms enter the lever- 
age business once the moratorium is lifted. It would, however, add a 
layer of regulation onto the leverage industry. The pros and cons of 
alternative regulatory structures and the impact on CFTC’S resource 
requirements, with and without an SRO, would appear to be issues rele- 
vant to CITC’S determination of the appropriate regulatory scheme for 
leverage contracts. 

T ird-Party Financing 
I sues 
a 

/ 1 

Although CFTC staff has determined that third-party arrangements are 
not subject to its jurisdiction, the question of having it regulate them has 
been raised. In March 1987, the NASAA Board of Directors passed a reso- 
lution requesting CFTC to reexamine its position. This issue was also a 
major topic at February and October 1987 cmc/State Advisory Commit- 
tee hearings. One of the complicating factors is that banks financing 
these arrangements are already regulated by other regulatory agencies, 
but those agencies are primarily concerned with the safety and sound- b 
ness of the banks themselves. In addition, the dealers who solicit cus- 
tomers and actually sell the metals are regulated mainly by general anti- 
fraud statutes. To more fully understand this issue, it would be helpful 
if the roles of the various regulatory authorities were explained so as to 
establish the extent of oversight currently in existence and whether a 
regulatory void exists in this area. 

12For a full description of the regulatory structure of the securities and futures industries see, Securi- 
ties and Futures: How the Markets Developed and How They Are Regulated (GAO/GGD-86-26, May 
16, 1986). 
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AgeFey and Other 
Org ization 

T 
CO ents 

/ 

We provided copies of this report to CFTC, Monex, IPMC, and NASAA for the 
purpose of receiving official comments on its content. During this time, 
we discussed the report with each of these organizations to correct any 
technical inaccuracies in the original draft. We then received official 
comments based on the updated version of the draft from CFE, Monex, 
and NASAA. These comments have been reproduced in their entirety and 
included in this report as appendixes. The comments varied among the 
organizations: CFK generally agreed with the report‘s contents; Monex 
took exception to several technical points; and NASAA generally agreed 
with the accuracy of the report butstated that other factors such as the 
future regulatory structure and the future incidence of leverage-related 
fraud should be considered when discussing leverage. In some cases we 
changed the text, and we include a disposition of all comments in the 
appendixes. 

As arranged with the Subcommittee, unless it publicly announces the 
contents of the report earlier, we plan no further distribution until 30 
days from the date of this report. At that time, we will send copies to 
interested parties and make copies available to others upon request. 

Sincerely yours, /3 

, /Craig A. Simmons 
Senior Associate Director 
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Appendix I 
@hat Are Leverage 
Contracts? 

LTMs May Offer “Long” or “Short” Contracts 
Bid/Ask Spread and Commissions Account Largely for 

LTM Income 

16 
16 
17 

First-Time Customers May Rescind Their Contracts 18 
Customers Are Assessed Monthly Carrying Charges 18 
Customers Must Deposit an Initial Margin That Is Tied to 19 

Fluctuations in Daily Market Prices 
Contracts May Be Terminated by Repurchase or Delivery 20 

- 

23 
LTMs Must Register With CFTC Before Conducting 

Business 
24 

CFTC Conducts Sales Practice Examinations and 
Financial Audits After a Firm Is Registered As an 
LTM 

26 

CFTC Requires Regular LTM Reporting of Sales Volume, 
Pricing, and Customer Profits/Losses 

CFTC Has Processed Customer Complaints Against 
Leverage Firms 

26 

27 

CFTC Has Investigated and Litigated Alleged Leverage 
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Ppe 
iViZt Are Leverage Contracts? 

Unlike other futures instruments regulated by the CFTC, leverage con- 
tracts are “off-exchange” pr0ducts.l LTMS act as the sole buyer and seller 
in all such transactions with their customers. In these investments, the 
customer contracts for the long-term purchase or sale (at least 10 years) 
of a commodity, currently limited by law to gold, silver, or platinum 
from an LTM registered with cmc to sell such instruments. The commod- 
ity’s price is set by the LTM, another variation from futures contracts 
where the price is determined by the open outcry auction system on the 
futures exchange floor. The customer makes an initial payment that is a 
percentage of the total contract value, plus commissions, and locks in 
the price of the commodity as of the time the contract is entered into. 
For example, an individual wanting to purchase $10,000 worth of silver 
through a leverage contract must typically deposit 20 percent, in this 
case $2,000, plus commissions. On a long leverage contract, a monthly 
charge is assessed each customer as interest on the unpaid balance and 
for other carrying costs associated with the contract. On a short lever- 
age contract, the customer is credited with interest by the LTM. 

Primarily because of the way contract prices and customer charges are 
determined, and due also to the CFTC regulatory requirements, the terms 
and conditions of the contracts are detailed and lengthy. A description 
of the major provisions and characteristics of the contracts follows. 

Cbntracts 
/ 1 

Leverage customers may speculate on an anticipated rise or decline in a 
commodity’s market price by choosing between a long or short leverage 
contract. Both Monex and IPMC offer long leverage contracts where a 
customer contracts to purchase a commodity at a fixed price. The cus- 
tomer hopes the market price of the commodity will increase, in which 
case the customer can either take delivery or sell the contract back to 
the LTM realizing the difference between the contract ask price and the 
current bid price. The other choice, offered only at Monex, is a short b 
leverage contract where, conversely, the purchaser agrees to sell a com- 
modity to an LTM at a fixed price. The customer anticipates a price 
decline. Here, the customer may deliver the leverage commodity to the 
LTM or buy the contract back realizing the difference between the con- 
tract bid price and the current ask price. 

In either a long or short contract, should the commodity’s price move in 
the direction opposite from that anticipated by the customer, or if the 

‘All futures contracts must be traded on the 14 designated futures exchanges located in the United 
States. 
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change in price of the commodity is not large enough to cover commis- 
sions, bid/ask spread, and other charges, the customer realizes a net 
loss. 

BidbAsk Spread and 
Con$nissions Account 
Largjely for LTM 
Incope / 

LTMS derive their income primarily through the bid/ask spread and 
through commissions charged at point of sale and termination, 

LTMS continuously monitor the market prices of each commodity at vari- 
ous sources through their on-line computer system. Some of the sources 
used for monitoring bullion prices include the Commodity Exchange, Inc. 
(COMEX), a futures exchange in New York where futures contracts are 
sold for some of the same commodities that LTMS sell, and Mocatta Met- 
als and Handy & Harman, both New York based metals dealers. For 
coins, various coin dealers’ prices are monitored as metal bought in coin 
form comes with a “premium” associated with it, reflecting such factors 
as the cost of minting and the underlying value that coins may have. 
Thus, coins usually sell for a higher price than does an equivalent metal- 
lic amount of bullion. CFTC regulations require LTMS to specify a cash 
price series2 for each leverage commodity offered. The source of the 
cash price series must be included in the LTM’S disclosure document and 
must be included in the customer’s transaction confirmation statements. 
According to CFTC'S Division of Economic Analysis staff, the purpose of 
the cash price series is to provide a leverage customer an indication of 
the economic value of the leverage commodity independent of an LTM’S 
quoted prices. 

LTMS establish a bid/ask spread, one of the profit-making aspects of the 
contracts for LTMS. The bid/ask spread is the difference between the 
price at which the LTM will sell a commodity to a customer and the price 
the LTM will buy it back from a customer. This is analogous to the LTM 
selling the commodity to a customer at retail price and buying it back at 
wholesale price. CFX regulations require an LTM to disclose its bid/ask 
spread. The regulations do not, however, fix prices or establish limits on 
the bid/ask spread. Generally, the bid/ask spread has been approxi- 
mately 2 to 3 percent. Table I.1 illustrates a hypothetical bid/ask 
spread. 

2The regulations require specification of a widely disseminated and accepted cash price series for the 
commodity underlying the leverage contract. One example is the Handy & Harman cash price series, 
which can be found in the Wall Street Journal. 
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Taible 1.1: Example of Bid/Ask Spread 

Cash price for silver 

LTM ask price for silver 

LTM bid price for silver 

- 

$7.00/ounce 

$7.lO/ounce 

$6.90/ounce 

---~. 

($7.00 + 1.5%) 

($7.00 - 1.5%) 

LTMS charge a commission on initiating a leverage contract. The commis- 
sion, based on a sliding scale depending on the number of contracts pur- 
chased, ranges from 3.5 percent of the contract value to less than 1 
percent, depending on the LTM. LTMS generally charge a commission for 
contract terminations based on the contract value. IPMC and Monex each 
have a sliding scale for contract terminations depending on the number 
of contracts terminated and the length of time the contracts remained 
open. IPMC'S scale ranges from 1 percent to 0.1 percent, while Monex’s 
ranges from 3 percent to 0. 

First-T ime Customers Customers may rescind their first leverage contract purchase up to 3 

May Rescind Their 
Contracts 

days after they receive notice from the LTM confirming the contract. If a 
long contract is properly rescinded, the customer is liable only for the 
change in the ask price at the time of purchase and the ask price at the 
time of rescission. In a short contract, the customer is liable only for the 
change in the bid price between the time of purchase and rescission. No 
other costs are to be assessed, such as opening and termination commis- 
sions, carrying charges, and any other fees. 

dustomers Are 
Assessed Monthly 
Garrying Charges 

LTMS assess customers monthly carrying charges on long leverage con- 
tracts representing a variety of costs. The carrying charges include 
interest on the unpaid balance, insurance, and commodity storage costs. 
These costs have been referred to, by both LTM and CFTC officials, as sim- 
ilar to the contango” associated with futures contracts. 

LTMS charge interest on the unpaid balance of a leverage contract. CFTC 
requires full disclosure of interest charges although no specific range of 
rates has been prescribed. As of July 28, 1987, Monex was charging 
interest on long leverage contracts of 9.5 percent for all commodities 
except platinum where the interest was 8.5 percent. On short contracts, 

“Contango represents the difference between the cost of a commodity on a cash market and the cost 
for the same commodity in a futures contract. The futures price is more than the cash price because 
the costs of interest, insurance, and storage are imputed in the futures price. In most cases, the cost of 
a commodity based on a futures contract moves closer to, or converges with, the cash market price as 
the futures contract nears expiration. 
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Monex was paying 8.5 percent on all commodities except platinum 
which was 7.6 percent. Monex calculates other service charges sepa- 
rately and adds them on for the total monthly carrying charge. IPMC 
charges 11.75 percent interest on the unpaid balance. However, this rate 
includes all monthly service charges and therefore the effective interest 
rate is lower than the figure indicated. For comparison, the prime inter- 
est rate on the same date was 8.25 percent.4 

Interest rates charged may change from month to month and in all cases 
the customer’s monthly statements must include notice that the rate has 
changed. If the rate changes during a month, customers must be notified 
by the LTM through first-class mail.” The LTM derives earnings from the 
extent of the difference between the interest rate the LTMS pay for their 
borrowings and the interest rate they charge on unpaid account bal- 
ances, in addition to commissions and the bid/ask spread. 

Cus mers Must 
Dep sit an Initial 
Mar in That Is T ied to 
F lue uations in Daily 

i Mar et Prices 

When a leverage contract purchase is initiated, the customer makes a 
down payment based on the value of the leverage contract. This is the 
initial margin and is set by the LTM. As of July 28, 1987, both Monex and 
IPMC required a 20 percent initial margin on all their contracts. If the 
market price of the commodity falls in a long leverage contract, the 
equity in the account also falls. Likewise, if the price of the commodity 
increases, the equity also increases, In this case, the customer may with- 
draw funds as long as the initial margin level is maintained, or he/she 
may leave the excess equity in the account. However, a gain of equity 
does not decrease, and a decline in equity does not increase, the unpaid 
balance of the account. 

Daily market price fluctuations of commodities affect the equity in cus- 
tomer accounts. As the LTM’S bid and ask price of the commodity pur- 
chased through a leverage contract varies, so does the customer’s 
equity. Customers must keep a minimum equity in their accounts 
throughout the life of the contract and are subject to margin calls if 
equity decreases to a specified level. 

Customers are, however, given some leeway before LTMS request that the 
margin be increased and are so apprised in the contract terms and condi- 
tions. When the equity in the account falls below a specified level, the 

4Wdll Street .Journal, July 29, 1987, p. 29. 

“Monex and IPMC have each been granted an exemption to this regulation in that the interest rate 
must change by 1 percent or more during a month before notification to customers is required. 
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“minimum” margin level, the LTM makes a margin call to the customer 
who, within the time stated in the contract, must either (1) deposit 
enough funds in the account to establish the margin back to the “mainte- 
nance” margin level or (2) instruct the LTM to liquidate enough of the 
contracts to bring the margin back to the maintenance level. The mainte- 
nance margin level at IPMC is 17 percent and the minimum margin level 
is 12 percent while, at Monex, the maintenance margin is the same as 
initial margin, 20 percent, with a 12 percent minimum margin for all 
metals. 

Customer contact, either by phone or in writing, must be made when a 
margin call is made. If the customer fails to respond in a reasonable time 
to the margin call,6 the LTM may sell enough contracts in the account to 
reestablish the required maintenance margin level. 

If the equity falls to one-half the minimum margin level, currently 6 per- 
cent, the LTM may “force liquidate” enough contracts in the account so 
that the equity in the account will at least equal the minimum margin 
level. This may be done by the LTM even if the customer cannot be con- 
tacted. CFI’C has established rigid regulations related to forced liquida- 
tions. Among other things, the regulations require notice to customers 
that a forced liquidation has occurred and of the customer’s right to 
reestablish the contracts liquidated in the account without commission 
charges if customer contact was not made before liquidation. The cus- 
tomer is liable only for the change in the price of the commodity 
between the dates of the forced liquidation and reestablishment of those 
contracts which were force liquidated. 

Contracts May Be 
YlLferminated by 
qepurchase or 
-livery 

Leverage contracts may be terminated by the customer in two ways. The 
first, and most prevalent, is where the purchaser sells the contract back 
to the LTM, commonly referred to as repurchasing or offsetting the con- 

, 

tract. The second form of termination is where the customer takes deliv- 
ery of the commodity. As with exchange-traded futures contracts, 
delivery on leverage contracts is often not taken. 

As required by CFTC regulations, an LTM must offer to repurchase lever- 
age contracts from customers at any time that it is offering leverage 
contracts for sale on the same commodity. When this option is taken, the 

eCFTC’s regulations define a reasonable time to be 24 hours, excluding Saturdays, Sundays, and 
holidays. 
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customer sells the contract to the LTM at the current bid price (long con- 
tract) or current ask price (short contract). Unlike futures contracts and 
securities, leverage contracts cannot be traded or resold to anyone other 
than the original seller (the LTM). 

When a contract is terminated by delivery of the commodity, the cus- 
tomer pays the balance owed on the account. The customer and the LTM 
establish a delivery point and the means by which the commodity will 
be transferred to the customer. The customer pays all delivery charges, 
which include costs for handling, packaging, insuring, and shipping. 

Must Fully D isclose 
o Customers 

All customers must receive a risk disclosure statement and the terms 
and conditions of leverage contracts before purchasing their first lever- 
age contract. This statement must be signed by the customer and 
returned to the LTM before a purchase can be made, as required by CFTC 
regulations. 

Wording of the first part of the statement, included on page 22, is pre- 
scribed, verbatim, in CFTC regulations. The statement warns that prices 
of metals are unpredictable, investing in them involves a high degree of 
risk, and investments of this type may not be suitable for many people. 
It also discusses margin calls and rights to rescission as well as explains 
that the LTM is the only party who can repurchase the contract. 

The second part of the document, provisions of leverage contracts, must 
explain many aspects of the contract including 

. pricing policies and the bid/ask spread; 

. initial, carrying, and termination charges; 
l margin requirements, including initial and maintenance margin, margin A  

calls, and forced liquidations; 
l lack of a market in which to sell the contract other than to the LTM; 
l first-time customer rights to rescission; 
l sample confirmation statement; and 
l the customer’s break-even point, after considering all charges associated 

with the contract. 

In addition, LTMS must provide to all customers a description of the firm , 
biographies of its principals, any material administrative or civil action 
related to various futures or securities statutes, and any material crimi- 
nal action against the firm  within the preceding 5 years. 
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,  

Shmple Rlrk Dlsclasurs Statsment 

YOU SHOULD ALSO BE AWARE THAT YOU ARE SUBJECT TO MARGIN CALLS. THE LEVERAGE FIRM 
RESERVES THE RIQHT TO LIQUIDATE YOUR POSITION IF YOU DO NOT RESPOND TO A MARGIN CALL WITH- 
IN THfi TIME SPECIFIED IN YOUR LEVERAGE AGREEMENT. IN ANY EVENT, IF THE EQUITY IN YOUR 
CONTRACT AT ANY TIME FALLS BELOW 50% OF THE MINIMUM MARGIN. YOUR CONTRACT MAY BE LIQUI- 
DATED WITHOUT PRIOR NOTICE. YOU MUST, HOWEVER, BE NOTIFIED 6F LIQUIDATION WITHIN NO MORL 
THAN 24 HOURS i-HEREAFTER AND PERMITTED TO REESTABLISH YOUR CONTRACT FOR A PERIOD OF 5 
BUEllNESS DAYS. LEVERAGE CONTRACTS PURCHASED FROM A LEVERAGE TRANSACTION MERCHANT ARf 
REESTABLISHED AT THE THEN PREVAILING BID PRICE WITHOUT COMMISSIONS, FEES OR OTHER MARK- 
UPS OR CHAROES UNDER RULES SBT BY THE COMMODITY FUTURES TRADING COMMISSICjN, AS MORE 
COMPLETELY DESCRIBED IN THIS DISCLOSURE DOCUMENT. IN CASE OF LIQUIDATION, ALL OF YOUR 
FUNOS MAY BE USE0 TO SETTLE THE DEFICIT IN THE ACCOUNT, AND YOU MAY BE LIABLE FOR 
ADDITIONAL FUNDS TO SETTLE IN FULL. 

A @  A t.EVEf!AG@ CONTRACT CUfbTOMTR. IT 15 YOUR RESPONSIBILITY TO READ AND UNDERSTAND ALL OFTHE 
PllOVlSfONS OF THll RllK DllCLOSURE 5TATEMENT AND LEVERAGE ACCOUNT AGREEMENT (“Agmomonl”). 

RISK DISCLOSURE STATEMENT 
AND LEVERAGE ACCOUNT AGREEMENT 

BECAUSE OF THE UNPREDICTABLE NATURI OF THE PRICES OF PRECIOUS AN0 OTHER ETALS AND 
1 FORlElQN CURRENCIES, LWEAAGE CONTRACTS INVOLVE A HIGH DEGREE OF RISK AND AR NOT SUIT- 

ABLE FOR MANY MeM%ERS OF THE PUBLIC. THE LEVERAOE CUSTOMER SHOULD BE AWARE THAT THE 
VALUE OF A LEVERAatI CONTRACT ORIQINALLY PURCHASED BY A CUSTOMER (“LONG LEVERAGE 
CONTRACT”) MUST EXCE@D THE BREAK-EVEN PRICE BEFORE IT IS POSSIBLE TO REALIZE A PROFIT ON THE 
CONTRACT. A FILLED-INVERSION OF THE CUSTOMER CONFIRMATION STATEMENT REFLECTING A SINGLE. 
TRANSACTION IN A REPRESENTATIVE LEVERAQE COMMODITY FOR A LONG LEVERAGE TRANSACTION 
WHICH INCLUDES A FORMULA FOR CALCULATING AN ESTIMATE OF THE LEVERAGE CONTRACT’S BREAK- 
EVEN VALUE IS ATTACHED TO THIS DOCUMENT. THIS IS IN THE SAME FORMAT AS THE CONFIRMATION 
STATEMENT YOU WILL RECEIVE TO CONFIRM YOUR ACTUAL TRANSACTION. BE CERTAIN THAT YOU 
UNDERSTAND THE INFORMATION PROVIDED BY THIS STATEMENT BEFORE YOU ENTER INTO A LEVERAGE 
TRANSACTION. 

YOU SHOULD AL&O UNDERSTAND THAT THE CHARGES FOR SIMILAR LEVERAGE CONTRACTS WHICH 
ARE REFLECTEO ON THE FILLED-IN CONFIRMATION STATEMENT AS ESTIMATED MAY VARY AMONG 
LEVERAGE FIRMS, AND THAT SUCH FIRMS HAVE COMPLETE DISCRETION IN SETTING THEIR CHARGES AND 
THE PRICE OF THE LEVERAGE CONTRACTS THEY OFFER. PRIOR TO ENTERING INTO ANY LEVERAGE 
CONTRACT A PROSPECTIVE LEVERAGE CUSTOMER SHOULD COMPARE THE CHARGES AN@ PRICES Of 
SUCH FIRMS WITH EACH OTHER AND WITH THE COMMISSIONS FOR AND PRICES OF FUTURES CONTRACTS 
TRADED ON DESIQNATED EXCHANGES. 

1 

IF YOU ARE A FIRST-TIME LEVERAGE CUSTOMER, YOU MAY RESCIND YOUR FIRST LEVERAGE 
TRANSACTION SUBJECT ONLY TO ACTUAL PRICE LOSSES BUT OTHERWISE WITHOUT P 
THREE BUSINESS DAYS FOLLOWINO AN0 INCLUDING THE DAY OF RECEIPT OF THE CONFI 

YOU SHOULD BE AWARE THAT IN ORDER TO REALIZE ANY VALUE FROM A LONG 
THE LEVERAOE TRANSACTION MERCHANT WHICH SOLD VOU THE LEVERAGE 
REPURCHA$E IT, OR YOU MUST PAY THE LEVERAGE TRANSACTION MERCHANT THE FULL PURCHASE 
PRICE FOR THE LEVERAOE CONTRACT, TAKE DELIVERY OF THE LEVERAGE COMMODITY, AN’D THEN SELL 
THE LEVERAOE COMMOOITY, POSSIBLY AT A LOWER PRICE THAN THE PRICE PAID TO P&CHASE THE 
LEVERAOE COMMODITY FROM THE LEVERAGE TRANSACTION MERCHANT. 

THERE IS NO MARKET FOR THE LEVERAGE CONTRACT ITSELF OTHER THAN TO HAVE IT RlPURCHASED 
BY THE LEVERAGE TRANSACTION MERCHANT. A LEVERAGE TRANSACTION 
OBLIOATION TO OFFER TO REPURCHASE A LEVERAGE CONTRACT AT ALL TIMES, 
LEVERAGE TRANSACTION M@RCHANT MUST OFFER TO REPURCHASE ANY LONG LEVERAG 
PREVIOUSLY PURCHASED BY A LEVERAGE CUSTOMER AT ANY TIME DURING WHICH T E LEVERAGE 
TRANSACTION MERCHANT IS OFFERING TO ENTER INTO NEW LONG LEVERAGE CON 
CUSTOMERS INVOLVING THE SAME LEVERAGE COMMODITY. AS NOTED ABOVE, HOWEVERh A LEVERAGE 
TRANSACTION MERCHANT HAS COMPLETE DISCRETION IN SETTING THE PRICE AND AhY CHARGES 
RELATED THERETO. 

THE COMMODITY FUTURES TRADINO COMMISSION HAS NOT PASSED UPON THE MERITS OF THESE 
LEVERAGE CONTRACTS AS AN INVESTMENT VEHICLE NOR UPON THE ACCURACY OR AOEOVACY OF THIS 
DISCLOSURE DOCUMENT. ANY REPRESENTATION TO THE CONTRARY IS A VIOLATION OF THE 
COMMODITY EXCHANGE ACT AND THE REGULATIONS THEREUNDER. 
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What Is the Current Regulatory Structure 
Governing Leverage Contracts? 

CETC has promulgated leverage contract regulations by which LTMS must 
abide. The regulations dictate, among other things, that the contract be 
for at least 10 years and the prices, monthly carrying charges, and risk 
of the investment be properly disclosed. 

CFI’C regulations regarding leverage contracts’ are intended to prevent 
manipulation, misrepresentations, and other abusive practices as well as 
to guard against the financial insolvency of an LTM. LTMS are not mem- 
bers of an SRO, as are all other firms in the futures industry, and, thus, 
the CFTC is the sole regulatory body overseeing the industry. 

The current regulatory structure developed by CFTC for LTMS is more 
complex and more stringent than the regulatory structure designed for 
those trading on futures exchanges, A former CFTC chairman has stated 
in congressional hearings that leverage regulation is complex and 
resource intensive in its enforcement due, among other things, to the 
nature of the instruments being regulated, the operational differences of 
the leverage firms, and the absence of an SRO to oversee LTMS. In addi- 
tion, the regulations are more stringent due to a disproportionate 
number of customer complaints of fraud and customer abuse concerning 
leverage contracts compared to other futures products. (See p. 29 for 
historical data.) 

CIWZ regulations require registration of LTMS and their associated per- 
sons (AP).” CFE also requires registration of all commodities sold 
through leverage contracts. The regulations impose financial require- 
ments related to net capital and “cover” of obligations. Net capital regu- 
lations require LTMS to maintain a minimum of $2.5 million of adjusted 
net capital. Cover means that LTMS must cover at least 90 percent of 
open leverage contracts with physical inventory and poSitions taken on 
futures exchanges. At least 25 percent of the amount of the commodity 
in the contract must be covered with the physical metal. Leverage con- 
tracts must include provisions for the LTM to repurchase all contracts at 
any time when they are offering new contracts for sale on the same 
commodity. The regulations specify, in detail, the contents of the risk 
disclosure statement which must be included in the contracts’ terms and 
conditions. Leverage contract transactions with a customer may not 

‘17 CFR Part 31. 

2A natural person associated with an LTM as a partner, officer, employee, consultant, or agent (or 
any natural penon occupying a similar status or performing similar functions), in any capacity that 
involves: (a) the solicitation or acceptance of customers’ orders (other than in a clerical capacity) or 
(b) the supervision of any person or persons so engaged. 
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commence until the LTM receives a signed disclosure statement from the 
customer. 

Further, the regulations require LTMS to segregate customer funds from 
the firm ’s own funds and separately account for them. LTMS must mail to 
customers, within 24 hours, confirmation statements of all purchases 
made and provide monthly statements of account status to customers. 
LTMS must also provide customers an illustrative break-even point equa- 
tion so the customer can calculate the value to which the commodity 
must rise to offset commissions, carrying charges, and the bid/ask 
spread. Some other provisions of the CFTC regulations relate to LTM'S use 
of promotional material and customers’ rights to rescind their first lev- 
erage contract purchase. 

LpMs Must Register 
Vbith CFTC Before 
qQ nducting Business 

Before a firm  can legally offer and sell leverage contracts, it must meet 
the CFTC’S requirements for registration. As discussed below, among the 
steps that are completed before granting LTM registration are fitness 
checks of principals and APS, review of disclosure documents, registra- 
tion of all leverage contract commodities, review of moratorium compli- 
ance materials, and audits of financial operations and sales practices. 

Some of these steps are an ongoing process once a firm  is registered. For 
example, CITC conducts fitness checks (see below) on any new princi- 
pals, registers new APS, and registers new leverage commodities to be 
offered by L~S. Proposed changes to an LTM disclosure document must 
be submitted to CFTC before it can be publicly circulated. Also, CFTC con- 
ducts periodic sales practice examinations and financial audits to deter- 
mine an LTM'S compliance with regulations. 

Fitness Checks A fitness check is intended to show whether the principals of the firm  or 
the APS have ever violated commodities or securities laws. CFI’C requires 
individuals in those firms to submit an application showing, among 
other things, their previous work experience, education, and past and 
present residences. CFTC also requires fingerprint cards which are, in 
turn, submitted to the Federal Bureau of Investigation for a records 
check. If a principal or AP has been convicted of a felony or has willfully 
submitted a false or misleading application, among other things, the CITC 
has grounds for statutory denial of registration. 
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Discl6sure Documents 

I 
1 / / 

CFIK reviews prospective LTMS' disclosure documents describing the dis- 
tinguishing characteristics of the leverage commodity to be purchased 
or sold and defining the terms of the contract including, among other 
things, length of contract, provisions for disclosure of changes in con- 
tract terms, and the appropriate cash price series (and source of the 
price) so customers can ascertain the current economic value of the 
underlying leverage commodity from a source other than the LTM. In 
addition, the document must detail any material administrative or civil 
actions related to various futures or securities statutes and any material 
criminal action brought within 6 years preceding the date of the disclo- 
sure document. 

Regiszration of Leverage 
Comrlodities 

Commodit ies sold through leverage contracts must meet certain specifi- 
cations so that they are of sufficient quality and size to be sold in a 
market outside the LTM. This is required because a commodity without a 
normal marketing channel may lose substantial value if there is no mar- 
ket in which a customer could sell the commodity should delivery be 
taken. 

Mora 
t 
oria Compliance:) CFTC has adopted rules which have imposed moratoria on the entry of 

new firms into the leverage contract business. Specifically, in 1978, CFTC 
imposed a temporary moratorium, effective January 4, 1979, on the 
entry of new firms into the gold and silver leverage field. Exempted 
from this rule are firms that were engaged in the gold or silver leverage 
transaction business on June 1, 1978. 

Subsequently, in 1979, CFTC imposed a similar temporary moratorium on 
the entry of new firms into the business of offering or selling leverage 
contracts involving commodities other than gold or silver which were 
not engaged in that business on February 2,1979. 

I 
Audits of Financial 
Operations and Sales 
Practices 

CITC conducts a financial audit and a sales practice examination before 
granting an LTM registration. CFTC: reviews the firm ’s operating systems 
to ensure they are capable of complying with leverage contract 
regulations. 

“The Futures Trading Act of 1986 requires CFTC to lift its moratorium on new firms and restricts 
leverage contracts to three precious metals. Therefore, this will cease to be a requirement for 
registration in the future. 
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What Is the Current ~gulatory Structure 
Govemlng Leverage Cmtracts? 

CkTC Conducts Sales 
Pbactice Examinations 
+d F inancial Audits 

a F irm  Is 
gistered As an LTM 

CFTC has conducted sales practice examinations and financial audits of 
IPMC and Monex. These examinations and audits are designed to deter- 
mine whether the LTMS are operating in compliance with leverage regula- 
tions. Between 1984, when the leverage contract regulations went into 
effect, and October 1987, CFrC conducted a total of 12 sales practice 
examinations and financial audits at the two LTMS. 

We found the financial audits to be comprehensive in coverage and 
include reviews of procedures and transactions. However, in sales prac- 
tice examinations, CFTC did not include sufficient tests of customer 
transactions and other analysis of LTM practices to determine full com- 
pliance with sales practice regulations. Such tests and analysis are a 
normal part of examinations designed to determine compliance. Steps 
such as tracing a sample of LTM customer transactions and comparing 
the results with CFTC regulations would have provided additional evi- 
dence to verify that LTM systems were in compliance and corroborate the 
LTMS’ verbal representations. CFTC staff members told us that other 
agency priorities did not permit more in-depth work.4 Moreover, for the 
same reason, CFTC did not conduct a follow-up visit to check on correc- 
tive action taken on previously cited sales practice problems at Monex 
until a year after it had originally intended. 

After we discussed these findings with CFX staff members, they 
returned to each firm  and conducted supplemental sales practice exami- 
nation work. This additional work was conducted using a written plan 
and included tests of the LTMS' systems of internal control and supervi- 
sion, as well as review and analysis of records related to customer 
transactions. 

Cl?I’C Requires 
fiegular LTM 

CFTC requires LTMS to report the level of customer activity and the profit- 
ability of their leverage contracts. Included in monthly reports are, for 

3 

each commodity sold through leverage contracts, the length of the con- 
eporting of Sales tracts; open contracts at the end of the month; open contracts in com- 

,olume, Pricing, and mercial accounts at the end of the month; number of contracts entered 

Cjustomer Profits/ 
Ijosses 

into during the month; number of contracts entered into by commercial 
firms during the month, and repurchases, liquidations, deliveries, and 
contract rescissions during the month. Records of the bid/ask prices for 
each commodity as of the close of each business day in the month must 
be submitted as well. 

4CFTC’s Division of Trading and Markets is also responsible for audits of 16 SROs as well as FCMs 
where deemed appropriate. 
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LTMS must also submit quarterly reports containing information on the 
profitability to customers on each commodity for which leverage con- 
tracts are sold. Included are the number of contracts resulting in gains 
and losses to customers, the number of contracts delivered, the largest 
gains and losses as well as total gains and losses, the net of gains to 
losses, and the percentage of contracts gaining versus losing. In addition, 
LTMS are required to submit quarterly financial reports as well as a year- 
end financial report that is certified by an independent public 
accountant. 

C Has Processed CFI%, through the Complaints Section in the Office of Proceedings, Office 
of the Executive Director, provides a forum for customers seeking repa- 
rations from LTMS and its APS.~ A customer alleging that an LTM'S viola- 
tion of the CEA or CFTC regulations has caused monetary loss may 
request a CFTC hearing to find fault and award damages. These hearings 
are before either a CFTC judgment officer or an Administrative Law 
Judge, depending on the dollar amount of the claim and the stated pref- 
erence of the parties involved. 

Reparations complaints against Monex and IPMC have averaged approxi- 
mately 10 per year for each firm  since 1982, the first year when com- 
plaints were identified by firm . In fiscal year 1986, complaints against 
these LTMS were approximately 6 percent of all complaints for repara- 
tions received, down from the approximately 11 percent annual rate for 
leverage firms in business between 1980 and 1985. Part of the decrease 
in complaints is attributable to two firms, Premex and First National 
Monetary Corporation (FNMC), going out of the leverage business.6 See 
page 29 for historical data on total complaints and leverage complaints 
received by CFX. 

%~is forum is available to any customer seeking reparations against any fii or individual regis- 
tered with CFTC and is not confined to complaints against LTMs. 

“Although FNMC and Premex have generally been referred to as leverage firms, neither firm was 
ever registered by CFI’C as an LTM. 
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Cj?I’C Has 
Investigated and 
L’tigated Alleged 
4 verage Firm  
V jolations 

! 1 

Since cm began regulating leverage contracts, its Division of Enforce- 
ment has instituted 10 enforcement proceedings against four leverage 
firms, three of which involved IPMC or Monex. The other seven actions 
involved two leverage firms no longer in business. 

CFTC took one enforcement action against IPMC for, among other things, 
fraudulent sales practices, including understatement of risk and failure 
to remedy deficiencies in its customer accounting system. IPMC settled 
the case in December 1982 by agreeing to pay a $200,000 fine. CFTC filed 
two actions against Monex. The first action, instituted in 1979, was dis- 
missed in 1985. In the second action, CETC claimed that Monex had 
offered leverage contracts for commodities not approved by CFIC Monex 
settled this case in November 1984 by agreeing to pay a $125,000 fine. 
This latter action is the first one CFTC has taken under its leverage regu- 
lations effective in 1984. 

Of the remaining seven actions, four involved a leverage firm , Premex, 
that later went into bankruptcy. CFIT took these actions between 1978 
and 1984. In these actions for fraudulent sales practices, there were sev- 
eral injunctions and the firm  was cited for civil contempt on two occa- 
sions. Premex had its registration with cmc revoked in 1984 and, 
ultimately, proceedings were dismissed when the firm  went into bank- 
ruptcy. CIW took the other three actions against FNMC between 1979 and 
1986. Of these, one was dismissed, one was settled with a $225,000 fine 
against the firm , and one led to a permanent injunction issued in U.S. 
District Court in February 1986. Before this injunction, however, FNMC 
withdrew its application with CFTC for LTM registration. 
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Table: 11.1: Historical Data on Complaint8 
for Reparations Filed at CFTC for Ail 
Regidtrants’ and Leverage Firms Total 

Leverage 
complaints as 

Fiscal year complaints 
Leverage 

complaints percent of total 
1976 63 2 3.2 
1977 540 3 .5 
1978 873 2 .2 
1979 903 29 3.2 - 
1980 1401 170 12.1 
1981 1415 161 11.4 
1982 1079 97 9.0 

I 
1983 916 95 10.4 
1984 522 56 10.7 
1985 454 47 10.4 
1986 297 19 6.4 
1987a 387 5 1.3 

a(as of Aug. 3, 1987) 
Source: CFTC Office of Proceedings 

Table 11.2: Summery of Complaints for 
Repa ations Filed at CFTC, by Leverage 
Firm 

I 

Fiscal year FNMC Premex Monex IPMC Total 
1976a 2 
19778 3 
1978a 2 
19798 29 
1980a 170 
1981a 161 
1982 38 25 18 16 97 
1983 50 15 12 18 95 
1984 23 13 13 7 56 
1985 25 -b 10 12 47 
1986 -b -b 12 7 19 
1 987c -b -b 5 0 5 
Total 136 53 70 60 086 

%omplaints against leverage firms were not segregated by firm. 

bFirm no longer selling leverage contracts. 

c(as of Aug. 3, 1987) 
Source: CFTC Office of Proceedings 

7This group includes FCMs, commodity Trading Advisors, Commodity Pool Operators, and 
Introducing Brokers, as well as leverage firms. 
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arty FYinaneing of Precious M’etals 

In addition to being offered through leverage contracts, precious metals 
are now offered for sale through third-party financing agreements, also 
referred to as bank funding programs. These purchasing agreements are 
a separate means from leverage contracts for purchasing precious met- 
als. According to WE’S ooc, this type of agreement does not fall within 
the purview of the CEA and, thus, is not within CFTC’S jurisdiction. 

Recently, the question of whether CFTC should re-examine its legal posi- 
tion and claim jurisdiction over third-party financing has surfaced. This 
question was addressed during public meetings at CFX in February and 
October 1987, and the NASAA Board passed a unanimous resolution in 
March 1987 requesting CFTC to re-examine its ooc’s position on third- 
party financing. In addition, the CFTC Commissioners have directed a 
task force, comprised of CFTC staff, to study the legal and economic char- 
acteristics of off-exchange futures products. One of the sections of the 
study, scheduled for completion in April 1988, is to deal specifically 
with bank financing programs, including a review of the legal issues and 
answers to questions concerning the number and type of bank financing 
programs available. 

The Subcommittee Chairman asked us to review two programs for 
purchasing precious metals and explain how they fit into the current 
regulatory structure of leverage contracts. The programs cited are the 
Dominion Bank Precious Metals Certificate, offered by Dominion Bank 
in Virginia, and the Monex Atlas Account, offered through MCC, an affili- 
ate of Monex International which is separate from Monex’s leverage 
contract business. Both of these programs for precious metals purchases 
are different from leverage contracts and therefore are not covered by 
leverage contract regulations. 

CFTC staff, after reviewing the Dominion Bank brochure materials, indi- b 
cated that the program appears to be for cash purchase of metals with 
the full cost paid up front by the customer. Since this is a cash program, 
it is not regulated by CFTC. 

The Monex Atlas Account is a form of third-party financing of precious 
metals and is but one of at least eight programs of this type offered in 
the United States. Seven of these programs are offered through banks, 
all of which are members of the Federal Deposit Insurance Corporation 
(FDIC), while MCC is registered with the State of California as a Consumer 
Financial Lender. 
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Third-Party Financing of Precious Metals 

Thy’ rd-Party F inancing 
I? 

Although third-party financing of precious metals varies among the 

of recious Metals: respective sellers, the following is a general description of how these 

Hofw It Works 
agreements work.’ The three participants are a precious metals dealer, a 
bank (or, in the case of MCC, a Consumer Financial Lender), and a cus- 
tomer. Each has a distinctive role in the transaction. It is initiated 
through the metals dealer contacting a prospective customer offering 
metals for purchase. (The prospective customer may also initiate the 
inquiry.) If the customer wishes to make a metals purchase requiring a 
loan, the metals dealer arranges for the customer to contact a specific 
bank about financing. Should the customer agree to make a purchase 
using the bank’s financing, the bank then enters the picture. 

The general terms of the bank loan include a 20 percent down payment 
from the customer, who borrows the remainder to purchase the metals. 
The bank pays the precious metals dealer the full price for the quantity 
of metals purchased. The dealer transfers the full amount of metals pur- 
chased to the bank within several days of the contract’s initiation. At 
this point, the precious metals dealer is no longer a party to the 
transaction. 

The bank stores the metal, in a segregated manner, and passes title to 
the customer subject to a lien for full payment of the loan. The bank 
monitors the fluctuations in metals prices to assess the current value of 
the metals on deposit, which are now collateral on the unpaid portion of 
the loan. If the value of the metal falls to a specified level, the bank 
issues a margin call to the customer and can liquidate the account if the 
margin call is not met. 

Banks assess service fees for, among other things, storage and initiation 
of the loan agreement. The length of the loan agreement varies with 
some banks offering unlimited loan repayment time and others having b 
standard 180-day loan periods.2 At the end of 180 days, if the customer 
wishes to maintain the loan rather than pay it off, a new loan agreement 
is entered into with the customer paying new loan initiation charges. 
Also, the bank sets the interest to be charged the customer on the 
unpaid loan balance. The interest rate is generally the prime interest 
rate plus approximately 1.6 percent. 

‘Some of the general information presented here was taken from transcripts of a February 6, 198’7, 
open hearing of the Advisory Committee on CFl’C/State Cooperation. 

‘The Monex Atlas Account has a S-year loan agreement. 
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Third-Party Financing of Precious Metals 

Rdgulation of Third-Party In its 1986 interpretative letter,3 CFTC’S ooc stated that these types of 
Fibancing of Precious purchasing agreements were neither contracts for future delivery of a 

M  tals 
e 

Is Lim ited commodity nor leverage contracts. Under this interpretation, these 
agreements are viewed as cash transactions and, thus, they are not 
within the confines of the CEA and CFTC’S jurisdiction. 

It appears that the only federal regulations applicable to any degree to 
these financing arrangements are the responsibility of the federal bank- 
ing regulatory agencies,4 and such regulation applies: to the banks’ finan- 
cial risks and secure safekeeping of the metal. In this regard, the loans 
involved are 100 percent collateralized, by virtue of the bank holding on 
deposit the full quantity of metals purchased. Gene+ anti-fraud stat- 
utes are the main applicable rules concerning the sales practices of the 
precious metals dealers soliciting customers for these purchasing 
arrangements. 

State regulators are vocal opponents of third-party financing agree- 
ments and have asked CFI% to reconsider the interpretation of its 
authority regarding these agreements. For example, during an Advisory 
Committee on cFn#tate Cooperation meeting in February 1987, some 
state regulators maintained that third-party financing agreements, spe- 
cifically the sales practices of certain metals dealers, are similar to 
fraudulent commodity “boiler room” operations.” At this meeting, and a 
unanimous resolution passed by the NASAA Board on March 16,1987, the 
states requested CFTC to re-examine its ooc’s interpretative letter. 

At that same meeting, the Advisory Committee queskioned representa- 
tives of the Industry Council for Tangible Assets (IC$A), an industry 
association of banks, precious metals dealers, and coin dealers, some of 
whom are involved in the business, as to whether suph agreements were b 
subject to any regulation. The Committee suggested that this type of 
financing is, essentially, unregulated. 

4Federal Deposit Insurance Corporation, Federal Home Loan Bank Board; Federal Reserve Board, and 
Office of the Comptroller of the Currency. 

&An enterprise which often is operated out of inexpensive, low-rent qua 
room”) that uses high pressure sales tactics (generally over the telephon ~) and possibly false or mis- T 

rs (hence the term “boiler 

leading information in an attempt to get unsophisticated investors to invet In questionable commod- 
ity or stock transactions. 
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ThIrd-PartyFinancingofPreciousMetals 

ETA representatives said they have formulated a set of rules for banks 
and precious metals dealers designed to prevent abusive practices. How- 
ever, ICTA has no enforcement powers or oversight authority to ensure 
membership compliance. In addition, precious metals dealers and banks 
are under no obligation to join ETA. In February 1988, ICTA issued a con- 
sumer guide to precious metals financing that explains several aspects 
of this type of purchasing agreement. The guide is intended to provide 
potential customers with answers to questions about risk and proce- 
dures of precious metals financing. 

CFIT has initiated a study into third-party financing programs as part of 
a broad off-exchange futures study scheduled for completion in April 
1988. CFM: has contacted the federal bank regulatory authorities alert- 
ing them  to the study and requested any assistance they think may be 
helpful. 
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Objective, Scope, and Methodology 
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. 
. 
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. 

. 

We prepared this report in response to an August 6,1986, request of 
Congressman John D. Dingell, Chairman of the Subcommittee on Over- 
sight and Investigations, House Committee on Energy and Commerce. 
We agreed with the Subcommittee to 

describe the nature and components of leverage contracts, 
determine if LTMS were complying with applicable laws and regulations, 
describe the various federal and state regulations governing LTMS, 
identify issues for CFTC to explore in its mandated report on leverage 
contracts, 
explain whether leverage contracts could be traded on a registered 
futures exchange, and 
explain what regulatory structure the SIX might apply to leverage con- 
tracts if these were deemed to be a security and thus subject to SEC 
regulation. 

The Chairman supplemented his request in a February 11, 1987, letter 
asking us to explain the nature of two precious metals purchasing pro- 
grams, identifying the role of CFTC in their regulation. The Subcommittee 
then asked us to identify issues concerning these programs for CFTC to 
address in its study of off-exchange futures. 

To understand CFTC'S regulations and oversight programs, we conducted 
interviews with CFTC headquarters officials in its Divisions of Trading 
and Markets, and Economic Analysis. We reviewed and analyzed sales 
practice examinations and financial audits done at Monex and IPMC by 
the Division of Trading and Markets from 1984 to 1987. We analyzed 
the coverage of all pertinent leverage contract regulations to determine 
the extent of CFTC regulatory oversight. We also reviewed the supple- 
mental sales practice audit work done by CFTC staff at IPMC and Monex in 
October and November 1986, respectively. b 

We reviewed monthly trading reports submitted to CFTC by the LTMS 
between January 1985 and May 1987 to determine the volume of lever- 
age contract activity. We gathered reparations statistics’ involving lev- 
erage transactions from the CFTC Office of Proceedings and reviewed all 
enforcement actions taken by the CFrc against Monex, IPMC, and other 
leverage firms. 

’ Reparations cases are baaed on customer complaints filed at CITC where the customer is requesting 
monetary reimbursement for loss where the CEA was violated. 
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Since we do not have statutory authority to audit private sector firms, 
we did not conduct an independent evaluation of each firm  to measure 
their compliance with the CEA and CFTC regulations. Rather, as agreed 
with the Subcommittee, we evaluated WIT’S reviews of IPMC and Monex. 
We did, however, visit both IPMC and Monex and enjoyed good coopera- 
tion from the firms. We observed each firm ’s operations, including their 
sales floors, customer records sections, computer rooms where sales are 
recorded, and trading rooms where contract prices are determined and 
monitored to adjust for daily market price fluctuations. We observed 
both their front office (sales) and back office (accounting) operations. 
We interviewed each of the firms’ compliance officials to determine the 
methods which Monex and IPMC employ to ensure compliance with the 
CELL We concentrated on gathering information about the nature of the 
leverage contract business and the procedures each firm  uses to ensure 
compliance with the CEA and CFTC regulations. We did not request access 
to specific LTMS' records relating to transactions with specific customers. 
Also, we did not visit FAC because of the minimal business (seven con- 
tracts)” at that firm  when we began our assignment. 

To determine the impact on CIV?S resources to regulate leverage trading 
when the moratorium is lifted in fiscal year 1989, we reviewed an inter- 
nal CITC document, requested by the Commissioners in 1984 and com- 
pleted in 1985, in which each CITC division developed estimates of 
anticipated additional costs to regulate leverage trading if the morato- 
rium were to be lifted. 

We interviewed state regulatory officials in California and Florida to 
obtain information on their regulatory role concerning the leverage 
firms in question. We obtained their opinions and those of officials of 
the NASAA Commodit ies Committee on the ramifications at the state level 
of lifting the moratorium on new firms entering the leverage business. b 

We interviewed officials at the SEC to discuss with them, in a hypotheti- 
cal sense, how leverage contracts might be regulated by the SEC should 
Congress define them as securities. 

We interviewed Monex officials about the Monex Atlas Account, a prod- 
uct separate from a Monex leverage contract, and contacted ICTA, an 
association of metals dealers and banks involved in precious metals 
sales, including third-party financing. We found that third-party financ- 
ing of precious metals encompasses at least seven banks in the United 

‘As of December 31, 1987, FAC had no open contracts. 

Page 35 GAO/GGD-8841 Leverage Contracts 



Appendix IV 
Objective, Scope, and Methodology 

States and Monex Credit Corporation. Therefore, we reviewed the over- 
all subject of third-party financing. We contacted officials in Florida and 
at NASA to determine the position of the states with regards to third- 
party financing. Finally, we reviewed the terms and conditions of sev- 
eral third-party financing agreements. 

Our audit work was performed in accordance with generally accepted 
government auditing standards, We conducted our review between 
August 1986 and September 1987. 
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ApQendix V 

Comments From the Commodity Futures 
Trading Commission 

Not& GAO comments 

See compnt 1. 

S0e comAnent 2. 

See cornCent 3. 

COMMODITY FUTURES TRADING COMMISSION 
2033 K STREET, N.W., WASHINGTON, D.C. 20581 

DIVISION OF 
TRAOINQ AN0 MARKETS 

Damtker 4, 1987 

Mr. Craig A. Simons 
SeniorAseociateDirector 
GeneralGov- t Divisim 
united States General Acaxnting Office 
441 G Street, N.W. 
Washirqton, D.C. 20548 

Fte: Hfqort on Leverage Ccmtraots 

bar Mr. simncns: 

Wewere pleased tohave an qxxxtunitv to review the GAO's draft 
report entitled-Leverage Contracts:--Cd& Futures Tradir~~ C!u~~Lssion 
Regulationof LeverageContracts suhnittedunder coverofycxu: letter to 
Aotim Chairman Hinemsn dated Novenbr 6, 1987. Curmission staff mmbsrs 
aiflcuesed their ccmnents on that draft with Mr. Cmpbsll and Mr. Maurello at 
am?eting onNovedxr 30,1987, andwe note thatmany suggestionsmade by the 
carmission's staff have bsen incorporated in a subsequent draft. 

We alsowishtireiterate certainpointswhichwemade attheNuvdx!r 
30~ting regarding the examinationsof the salespractices of the leverage 
transacticnnr?rchants ("LLQls") that are conductedby staffmenbers of the 
Division of Trading and Markets. The regulationof LlMsal.espracticesis 
still a relatively new regulatory prcgram. The leverage contractbusiness 
consists of only thres firxns, one of which is inactive while the leverage 
amtractbusiressof theother twohasbeendeclining. Itrmstalsobe 
pointed out that unlike nest regulated activities which do not begin until 
the regUationstoguvemthexnare irrplace,theLTMswereongoingbusinesses 
which first became! subject to detailed regulations in 1984. Because of these 
circxanstances sndbecausenoadditional resourceswereprc~idedbyCongress 
or specifically set aside by the Cambsion to deal exclusively with the 
LTMs, the Can&don's staff &rs whu have been involved in the regulation 
of leverage contracts also have other responsibilities which -times have 
ken of a higher priority. 
as to ways to iqxwe the 

Nevertheless, km2 awreciate the suggestions made 
mtions of salespractlces of Lp, andwe 

note that we have already bqun to carry out the additional testirq proce- 
dureswhichweremggestxdinthereport. 

Director 

Page37 GAO/?&D-38-41LeverageContracta 



Appendix V 
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Trading Commission 

Gil0 Comments 1. We state on page 1 that only three firms are registered as LTMS and on 
page 3 we show that one LTM has no business. We did not address the 
business activity of the other two LTMS because of the proprietary 
nature of the information. 

2. We added language to the text on page 6 stating that the comprehen- 
sive leverage regulations have been in effect since 1984. 

3. We have information on page 6 concerning the other work which the 
Division of Trading and Markets must do. We did not, however, do a 
budget analysis of CFTC. 
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b&Gents From Monex International, Ltd. 

Note:: GAO comments 
s”F 
repi 
end 

smenting those in the 
text appear at the 

I this appendix. 

Now im pp. 3 and 4. 

See hmrnent 1, 

Sea hmment 2. 

Louis E. Csrabm 
Prsrldent 

December 17, 1987 

VIA FEDERAL EXPRESS 

Mr. Craig A. Simmons 
Senior Associate Director 
General Government Division 
U.S. General Accounting Office 
Washington, D.C. 20548 

Re: General Accounting Office Draft Report 
on Leverage Contracts 

Dear Mr. Simmons: 

Monex International, Ltd. has the following comments on 
various statements made in the General Accounting Office's draft 
report "Leverage Contracts: Commodity Futures Trading Commission 
Regulation of Leverage Contracts:" 

4-5 Statement - "They [leverage contracts] are used as a way 
for persons to speculate on price changes in those metals. 
Such persons could also buy and sell futures contracts in 
the bullion form of those metals on an organized futures 
exchange." 

Comments - The context of the first sentence appears to 
imply that leverage contracts are used only for specu- 
lation. They are also used as a means of purchasing 
commodities on time for actual latter delivery and as a 
means of hedging against currency devaluation. The second 
and third sentences appear to imply that investors can buy 
futures contracts on essentially the same commodities as 
those on which leverage contracts as sold. This is not 
the case for gold and silver coins, on which no futures 
contracts are actively traded. 

Monex International Ltd. 4910 Birch Street Newmrt Beach. CA 92660 714-752-I 400 
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NC on p, 7. 

:omment 3. 

on p. 9. 

Se$ comment 4. 

No+ on p.10. 

Craig A. Simmons 
December 17, 1987 
Page 2 

10 Statement - "NASAA adopted a resolution in November 1986 
stating that leverage contracts should be outlawed. 
Absent this, NASAA, in the same resolution, said that 
leverage contracts should be regulated as a security. 
Some state regulators equate leverage contracts to mutual 
funds which come under state Blue Sky laws." 

comment - Both federal and state courts have considered 
the question and concluded that leverage contracts are not 
securities. See, for example, Moody, et al. v. @onex 
International, Ltd., et al., Fed.Sec.L.Rptr. (CC ) D. Utah 

19110) d State of Texas v. Monex International! Ltd., 
(CCH) C%n.Fut.L.Rptr. (197.5197'1 Transfer Binder) Para. 
20,083 (Texas 1975). Leverage contracts are commodity 
purchase or sale agreements that are more effectively 
regulated in a manner different from securities.' For 
example, the Federal minimum net capital and segregation 
of customer funds requirements applicable to leverage 
merchants considerably enhance the level of customer 
protection over the typical state or federal securities 
law schemes, which emphasis (in some cases, exclusively) 
only disclosure of material information to potential 
investors. The later, of course, is also a requirement 
under the federal regulations governingleverage trans- 
actions. 

13 Statement - “The [NFA] survey results indicated 46 firms 
interested in registering as LTMs when the moratorium is 
lifted. However, it is unclear at this time as to how 
many of these firms could meet CFTC’s registratinn 
requirements . II 

Comment - A review of the CFTC's leverage regulations 
-demonstrate that less than 10 firms which; expressed 
an interest in entering the leverage business coluld meet 
the CFTC’a current financial requirements for le~verage 
merchants. 

16 Statement - "In addition, no regulations current~ly apply, 
other than general fraud statutes, to the dealers who 
solicit customers and actually sell the metals [#in 
third-party financing programs]." 

Monex International Ltd. 4910 Birch Street P.O. Box 1600 Newport Beach. CA 92668.891~ 714.752.1400 
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See 

Now 

See 

do 
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mment 5. 

1 p, 16. 

mment 6. 

Now dn p. 16 

See cbmment 7. 

Now on p. 17. 

See cpmment 8. 

Craig A. Simmons 
December 17, 1987 
Page 3 

* 

20 

20 

22 

Comment - This statement is incorrect. California, 
Florida and New York, for example, all impose regulatory 
requirements on dealers who sell precious metals under 
third-party financing programs. in addition, all the 
states have the power to regulate dealers involved in 
third-party financrngs of precious metals directly in any 
fashion they choose. 

Statement - "Unlike other futures instruments regulated by 
the Commodity Futures Trading Commission (CFTC), leverage 
contracts are 'off-exchange' products." 

Comment - Leverage contracts are not futures contracts. 
They are unique instruments having their own unique 
characteristics. See "Leverage Contracts: The Facts," a 
report published by Monex on February 25, 1986, a copy of 
which is attached to these comments and herein incor- 
porated by reference, for a description of the elements of 
leverage contracts and a comparison of their character- 
istics with futures. 

Statement - "The customer makes an initial payment that is 
a percentage of the total contract value, plus commis- 
sions, and locks in the price of the commodity, if 
delivered, as of the time the contract is entered into." 

Comment - The price of the commodity subject to a leverage 
contract is locked in at the time the transaction is 
opened, regardless of whether the commodity is delivered 
or the position is offset prior to delivery. 

Statement - "Thus, coins usually sell for a higher price 
than does an equivalent metallic amount of bullion." 

Comment - This statement is not accurate. Coins and 
bullion are different commodities with different 
attributes relative to their pricing. While gold coins 
generally have sold at higher prices than gold bullion, 
silver coins have very often sold at a discount to their 
bullion value. Factors such as a particular coin's 
popularity, bullion and coin supply, coin minting costs 
and market volatility determine whether a coin will sell 
at a premium or discount to its bullion value. 

Monew International Ltd. 4910 Birch Street P.O. Box 1800 Newport Beach, CA 92658-8917 714-752.1400 
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on p.17. 
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on p. 18. 

:omment 10. 

on p. 18. 

Craig A. Simmons 
December 17, 1987 
Page 4 

Page 

23 Statement - "Generally, the bid/ask spread has been 
approximately 3%." 

Comment - Historically, Monex' bid/ask spread for leverage 
commdaties has been between 2 and 3%. The average spread 
has been approximately 2.3% over the past 5 years. 

23 Statement - "LTMs charge a commission of approxim;ately 3% 
when a customer opens a leverage contract. Commissions 
are sometimes based on a sliding scale whereby the larger 
the number of contracts purchased, the smaller the 
commission percentage." 

Comment - LTM's opening commissions have always been based 
-iding scale depending upon how many contracts are 
purchased or sold. Monex' opening commissions for 
leverage contracts are generally as follows: 

PRIMARY FEE SCHEDULE 

Units Purchased or Sold Charges 

: 
2 l/2% 
2% 

3-5 1 l/2% 
6+ 1% 

VOLUME FEE SCHEDULE 

Units Purchased or Sol. Charges 

5-9 
10 + :/"2, 

24 Statement - "These costs [carrying charges] have ;been 
& referred to, by both LTM and CFTC officials, as similar to 
25 the contango associated with futures contracts." ~ 

Mom Intarnational Ltd. 4910 Birch Street P.0 Box 1800 Newport Beach, CA 92658-6917 ~714-752.1400 
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Craig A. Simmons 
December 17, 1987 
Page 5 

Comment - Leverage carrying charges are not similar to 
contango on futures. Contango is charged or paid on the 
full amount of a future and is composed of interest 
charges. Leverage carrying charges are assessed only on 
the unpaid balance (in the case of interest) and on the 
number of units (in the case of service charges) and 
reflect interest, storage and insurance costs. 

27 Statement - "6CFTC's regulations define a reasonable 
time [to respond to a margin call] to be 24 hours, 
excluding Saturdays, Sundays and holidays." 

Comment - For reasons having to do with the safety of all 
customer's funds, CFTC regulations do not specify what is 
a reasonable time for a customer to meet a margin call in 
futures, options or leverage. 

29 Statement - "Unlike futures contracts and securities, 
leverage contracts cannot be traded or resold to anyone 
other than the original seller (the LTM)." 

Comment - Even though a leverage contract may not be 
resold to any dealer other than the original LTM, the 
contract can be transferred by gift or devise or by the 
customer's assignment to another person for value. The 
customer may pay the balance in his account at any time 
and have Monex immediately deliver the commodity to any 
one to whom he has sold the commodity. 

36 Statement - "Commodities sold through leverage contracts 
must meet certain specifications so that they are of 
sufficient quality and size to be sold in a market outside 
the LTM. This is required because a commodity without a 
normal marketing channel may lose substantial value if 
there is no market in which a customer could sell the 
commodity should delivery be taken. For example, gold 
bullion must be in certain size bars and with a specified 
purity level that is identical to standards in other 
marketing channels." 

Monex lnternatlonal Lld 4910 Birch Street P.0 Box 1600 Newport Beach. CA 92658-6917 714-752-1400 
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See comment 14 

v on p, 32. 

comment 15 

Craig A. Simmons 
December 17, 1987 
Page 6 

Page 

Comment - While the identification of an independent 
retai '1 cash price series is a prerequisite to registration 
of a leverage commodity, nothing in the rules requires 
bullion to be sold in bar form, in units of a particular 
size or of a specified purity identical to standards in 
other marketing channels. 

47 Statement - "NO regulations currently apply, other than 
general fraud statutes, to the sales practices of the 
precious metals dealer soliciting customers for these 
purchasing arrangements." 

Comment - See our comment with respect to page 16. 

I hope that our comments are helpful in clarifying the 
matters addressed. We appreciate the courtesy shown by the GAO 
staff in the conduct of their inquiry. Please contact me if you 
need any further information. 

Very truly yours, 

Louis E. Carabini 
President 
Monex International, Ltd. 

LEC/bjg 
Enclosure 

Monex International Ltd. 4910 Birch Street P.O. Box 1600 Newport Beach, CA 92656.6917 714-752.1400 
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GAO Comments 1. It is not our intent to say that leverage contracts are used solely for 
speculative purposes. However, data shows that only a small percentage 
of leverage contract terminations result in the customer taking delivery 
of the commodity. Thus, we have added “primarily” to the sentence and 
have added a footnote with the percentage of leverage contracts termi- 
nated by delivery. See pages 3 and 4. 

2. We agree that gold and silver coin futures contracts are not actively 
traded. This is why the report states “such persons could also buy or 
sell futures contracts in the bullion form of those metals.” 

3. These are the opinions of NASAA and are attributed to that 
organization. 

4. We are unable to comment on the accuracy of Monex’s conclusions 
without doing a thorough review of the firms with affirmative 
responses to the survey. 

6. Wording on page 10 has been changed to “In addition, the dealers 
who solicit customers and actually sell the metals are subject mainly to 
general anti-fraud statutes.” 

6. We agree that leverage contracts, by definition, are not futures con- 
tracts which is why we refer in the text to futures “instruments.” 

7. It is our intent to show that when a leverage contract is offset, the LTM 
repurchases at the bid price, not the ask price. However, we have 
deleted “if delivered” from the text, See page 16. 

8. We agree that coins do not always sell for a higher price than bullion. 
Our statement that coins “usually” sell for a higher price takes this into 1, 
account. 

9. We have changed the text on page 17 to show that the bid/ask spread 
has been approximately “2 to 3 percent,” 

10. Sentences now say “LTMS charge a commission on initiating a lever- 
age contract. The commission, based on a sliding scale depending on the 
number of contracts purchased, ranges from 3.6 percent of the contract 
value to less than 1 percent, depending on the LTM." See page 18. 

11. We disagree. According to CFTC officials, contango includes more 
than interest charges. Also, according to The Language of Commodit ies 
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by the New York Institute of Finance, contango includes “payments for 
insurance, warehousing, etc.” 

12. We disagree. This language is taken directly from 17 CFR 31.18(b). 

13. Our point is that the contract itself may not be resold to anyone 
other than the LTM. To elaborate, the LTM risk disclosure statement, as 
mandated by 17 CFR 31.11(a)(l), states, “THERE IS~NO MARKET FOR 
THE LEVERAGE CONTRACT ITSELF OTHER THAN To HAVE IT 
REPURCHASED BY OR RESOLD ‘ID THE LEVERAGE TRANSACTION 
MERCHANT.” 

14. We agree. Last sentence in paragraph deleted. 

15. We have deleted our reference to “no regulation” to take this point 
into account. See page 32. 
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Note:($AO comments 
supple(menting those in the 

extappear at the 

See &mmf3nt 1. 

WWTII :\ME:lW:AN SlWKITIKS ~\I)XIIXISTW \TOI(S ~\SSO(:I~\TIO\. I\(:. 

December 18, 1987 

Mr. Craig A. Simmons 
Senior Associate Director 
General Government Division 
United States General 

Accounting Office 
441 "G" Street N W 
Washington, DC' 2654; 

Room 3858A 

Re: Leverage Contracts: Commodity Futures Tradinq 
ton~ssron Regulation of Leverage Contracts 

Dear Mr. Sinmnons: 

On behalf of the North American Securities Administrators Association, 
Inc. ("NASAA"), I thank you for affording us the opportunity to review and 
comment on your draft report entitled Leverage Contracts: Cotmnodity Futures 
Trading Commission Regulation of Leverage Contracts. 

NASAA is a non-profit corporation composed of the securities regulatory 
agencies of the fifty states, the District of Columbia, the Canadian 
provinces, Mexico and Puerto Rico. NASAA and its members are dedicated to the 
principle of consumer and investor protection. Although NASAA's Board of 
Directors has resolved to oppose the continued legalization of leverage as 
currently constituted. the comments whfch follow must be construed solely as 
those of NASAA's Connnoditfes Committee, and not binding on the Board or NASAA 
as a whole. 

TRUE LEVERAGE CONTRACTS 

With regard to your discussion of true leverage contracts, i.e. those 
sold by Monex. IPMC and First Asset, 
generally accurate. 

your report is comprehensive and 
It describes what leverage contracts are and how they are 

regulated by the Connnodlty Futures Trading Commission ("CFTC"). However, we 
believe the report focuses on the empirical to the exclusion of other 
important factors which must be considered in any discussion of leverage. 

,,,,,~~~~o',';"atlhl~, leverage contracts arose in the early 1970's before the 
e Cotmnodity Exchange Act and the creation of the CFTC. When 

the silver value of U.S. silver coins began to exceed their face value, trade 

Page 47 GAO/GGLMB-41 Leverage Contracts 

::, : ,:_* 



Appendix M  
Commenta From the North American 
Securities Admhistratmu Awxiation 

I comment 2. 

!& comment 3. 

Letter to Mr. Craig A. Simmons 
Re: Leverage Contracts 
December 18, 1987 
Page 7 

in $1,000 face value bags of the coins emerged. Coin dealers initiated an 
investment program wherein investors could invest 10% of the value and 
"control" the remainder, with the dealer responsible for covering the 
difference. 

The Wisconsin Commissioner of Securities held these "leverage" contracts 
to be investment contract securities in In the Matter o 
Exchange, et al., CCH Blue Sky Law Rptr. Paragraph 71 
Securities and Exchanoe Cotmnission filed an injunctive action) 
December 12, 1974 in -the U.S. 
Californla. Monex consented 

Dtiostr~;:ryCot$ for the Central District of 
a permanent injunction on 

August 20, 1975. A  federal district court in Flinnesota held leverage 
contracts to be securities under federal law in Jenson v. Continental 
Financial Corporation, CCH Federal Securities Law Rptr. Paragraph 95 436 (DC 
!iinn. 1975). The New York Attorney General obtained an injunction'against 
EIonex for fraud in connection with the offer and sale of leverage contracts, 
held to be securities, in People v. Monex International, Ltd., CCh Blue Sky 
Law Rptr. Paragraph 71,247 m761. The kiinnesota Attorney General brought an 
action against another leverage merchant for sale of unregistered securities, 
fraud, consumer fraud and false advertising, and in response to request for 
declaratory judgment, the Minnesota Supreme Court held the leverage contracts 
to be securities under Minnesota law, in State of Flinnesota v. Coin 
Wholesalers, Inc., CCH Blue Sky Law Rptr. Paragraph 71 339 (lY1bJ. Leverage 
contracts were also held to be securities under Canadian law in a Canadian 
act ion. 

It was in the midst of this litigation by the SEC, state regulators and 
private parties under state and federal securities laws that leverage 
contracts gained a form of legitimacy when the leverage companies succeeded in 
lobbying Congress for recognition and inclusion in the Commodity Exchange 
Act. The states were totally preempted from regulating leverage. The 
economic carnage to unsuspecting investors which ensued is well documented. 
Only recently have the most flagrant abuses been curbed by attrition of the 
number of leverage merchants, the imposition of stringent regulation and 
disproportionate devotion of resources by the CFTC, and internal protections 
and remedies undertaken by the firms themselves, 

From a legal and regulatory perspective, leverage contracts do not fit 
well within the structure of commoditv futures regulation. Your reoort 
provided that leverage contracts are long term agreements for the purchase or 
sale of precious metals, but you omitted to state that in only a very small 
percentage of the cases is any metal ever purchased or sold by the customer. 
These contracts are sold and purchased almost exclusively for speculative 
purposes. Delivery is rarely contemplated. To this extent, leverage 
contracts are seemingly within the general reals1 of futures regulation. 
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See cbmment 5. 

See cbmment 7. 

See domment 6. 

See cjomment 7. 
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Letter to Mr. Craig A. Simmons 
Re: Leverage Contracts 
December 18, 1987 
Page 3 

However, the fact that leverage merchants act as principals, not brokers, 
in these transactions distinguishes leverage from virtually all other 
consumer-oriented CFTC regulated investment products. There is no exchange. 
There is no clearinghouse. Leverage contracts and positions are 
nontransferable. The customer is a captive of the originating merchant. 
Prices are set not by open outcry in an exchange pit but unilaterally by the 
company. Therefore, unlike the market and exchange-oriented world the CFTC is 
designed to regulate, leverage is a stranger in a strange land. 

Most importantly, leverage is unique amon the programs regulated by the 
CFTC in that the Commission staff has repeated y held that leverage contracts 'c 
serve no valid economic purpose. They are speculative instruments with no 
liquidity or hedging function in the marketplace. In base terms, leverage is 
gambling for gambling's sake. 

Leverage contracts are securities under both federal and state law which 
are now exclusively regulated by the nation's futures regulator. The 
initiative to eliminate leverage appears to have been lost, at least for the 
present. Thus, we must turn to some very practical considerations. 

The CFTC already devotes an inordinate amount of its resources to 
leverage regulation and enforcement. If 46 new leverage firms were to enter 
the business, the demand on these resources would increase by a proportional 
23 times. Drawin from your report, from 1976 through 1987, cam laints about 
leverage filed w th 9 the CFTC averaged about 6.6% of all camp aints filed. f. 
Four firms accounted for 6.6% of all complaints. What percentage of the total 
will be generated when there are 49 companies instead of 4? 

It has been suggested, even assumed, that the National Futures 
Association ("NFA") would take over the registration and some disciplinary 
duties relevant to the proposed new leverage industry. The NFA is supported 
by levies on the futures industry dealing on recognized exchanges, It must 
certainly be questioned if sufficient funds can be generated from leverage 
trading to provide the resources necessary to register and police the old and 
new leverage merchants; or will the futures industry be assessed to police 
leverage; or will there be a net decrease in the NFA's ability to deal with 
its main emphasis, futures trading, to accomodate leverage oversight. Also, 
with futures trading, the exchanges provide additional self-regulatory 
oversight which will not be applicable to leverage contracts trading. 

The expansion of leverage will represent the creation of an off-exchange 
market neither the CFTC nor the NFA is equipped to regulate alone. In August 
of 1987, Monex provided NASAA representatives information which indicated a 
total Monex clientele of over 33,000. Even a conservative extrapolation 
causes the mind to boggle. What resources would be necessary to cope with a 
49 firm industry with half a million customers when only four firms 
historically accounted for almost 7% of all complaints filed with the CFTC? 
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Letter to Mr. Craig A. Simcms 
Re: Leverage Contracts 
December 18, 1987 
Page 4 

The off-exchange securities market has been the source of both enormous 
economic benefit and significant enforcement concern over the years. On the 
whole, the system works due in large part to the full participation and 
involvement of the state blue sky agencies in both regulation and 
enforcement. The partnership between the SEC, the National Association ot 
Securities Dealers and the states in joint regulation and enforcement 
regarding off-exchange securities dealings makes the system viable. 

Rightly or wrongly, state regulation of futures trading was preempted 
based on a Congressional perception of the needs and demands of interstate 
commerce and protection of the national public interest. It is difficult to 
formulate such an argument for preemption regarding a product already held to 
be a state and federal security, sold in principal transactions directly to 
customers without the involvement of an exchange, consistently held by CFTC 
economists to be without valid economic purpose or value, and facing an 
expansion which will be beyond the resources of the regulator currently 
charged with their oversight. 

In practical reality, state securities regulators are much more involved 
in the regulation of initial public offerings, non-public offerings and 
off-exchange activities than they are involved with exchange traded securities 
regulation. In fact, state regulators have demonstrated a unique ability and 
proficiency in dealing with these high-risk aspects of the investment 
spectrum. Leverage fits squarely in this investment classification. 

The prospect of a woefully undermanned CFTC and the NFA undertaking 
registration, regulation and enforcement duties over a new leverage industry 
without full state jurisdiction and participation is a chilling thought 
indeed. Itis butne aspect of theeven greater concern being studied now by 
the CFTC; the entire subject of off-exchange commodit ies instruments. 

The states have no real burning desire to regulate leverage. W e  have 
more than enough to regulate already. Nonetheless, leverage is being thrust 
on the public not on its merits but as a result of Congressional infighting, 
jurisdictional squabbles between regulators, and special interest lobbying. 
Given that leverage will be, 
protection agencies toprovide 

we have a duty and obligation as investor 
such protection. This must include state 

registration of these securities, l icensure of sales entities and individuals, 
and anti-fraud jurisdiction. Without this participation, there will be no 
"cop on the beat" and there is every reason to believe that the abuses of the 
past will revisit a new generation of unsuspecting investors. 
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Se t  o m m e n t  1 0  

i;tter to Mr .  Cra ig  A . S i m m o n s  
: Leve rage  Contracts 

D e c e m b e r  18,  1 9 8 7  
P a g e  5  

B A N K  F INANCING P R O G R A h IS  

Those  exper ienced  in  the invest igat ion a n d  prosecut ion of commod i t y - theme 
f rauds al l  ag ree  that bank  f inancing is the next  in  a  regret table ser ies  of 
p rec ious  meta ls  scams.  A s  with al l  scams  of the past, c lever  m inds  have  
d iscerned  a  " loopho le"  in  the regula tory  fabr ic a n d  the s tammers  a re  " runn ing  
to dayl ight ."  Certainly,  not  every  retai ler  w h o  sel ls  s i lver  wi th bank  
f inancing is a  crook;  it is just that every  c rook  se l l ing s i lver  is us ing  bank  
f inancing (e i ther  in  fact o r  as  a  ploy).  

T h e  a rguments  have  al l  b e e n  m a d e  a n d  submi t ted to the C F T C  Task  Force  for 
considerat ion.  T h e  determinat ions to b e  repor ted  this Sp r i ng  wi l l  l ikely have  
signi f icant impact  o n  the subject.  It shou ld  b e  no ted  that contrary to the 
op in ions  stated by  the G e n e r a l  Counse l  in  D G C - 8 5 - 2  regard ing  the appl icabi l i ty  
of the M o d e l  S tate Commod i t y  C o d e  to bank  f inancing,  the jur isdict ions wh ich  
have  enac ted  the C o d e  a n d  the N A S A A  Commod i t i es  Commi t tee  a re  un i fo rm in  their  
re ject ion of sa id  analysis.  W e  be l ieve  bank  fund ing p r o g r a m s  a re  square ly  
wi th in the jur isdict ion of the C o d e  a n d  at a  m i n i m u m  a re  subject  to the Code 's  -- -  
ant i - f raud provis ions.  

Litt le m o r e  can  o r  shou ld  b e  sa id  at this juncture about  the subject  of 
bank  f inancing.  M u c h  m o r e  wi l l  b e  k n o w n  in  the next  few months.  

W e  thank you  for p rov id ing  us  with the oppor tuni ty  to c o m m e n t  both  o n  
your  repor t  a n d  o n  leverage  a n d  bank  f inancing in  genera l .  

Respectful ly,  

pf?!!i : igf+- . 
Assistant  Secur i t ies  Commiss ione r  

Cha i rman,  N A S A A  Commod i t i es  
Commi t tee  

P A F : d m r  

8 1 9 3 5  
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GAO Comments 
I 

1. This report is not intended to cover all aspects of leverage contracts. 
Because of this, we focused on the empirical aspects of leverage con- 
tracts and their regulation. 

2. We recognize the state preemption on page 7. 

3. We have added a footnote with the percentage of leverage contracts 
terminated by delivery on page 4. 

4. We note most of these points on pages 16,20, and 21. 

6. We note that leverage contracts are a unique regulatory function of 
CFTC. See pages 10 and 16. Also, CFE has been asked to address the eco- 
nomic purpose of leverage contracts in the study mandated by the 
Futures Trading Act of 1986. See page 1. 

6. We do not make the assumption that NFA will take over the registra- 
tion and some disciplinary duties related to the new leverage industry. 
In order for us to address these conclusions, we would have to do a 
resource impact study of NFA which was beyond the scope of this report. 

7. W ithout doing a full resource impact study of the effects on CFTC of 
the lifting of the leverage contract moratorium, we cannot reach a 
conclusion. 

8. State regulation of securities markets is beyond the scope of this 
report. 

9. We have noted the state regulatory concerns on page 11. 

10. We have noted NASAA'S concerns about bank funding programs on 1, 
pages 30 and 32. 
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