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Commodity Futures Regulation-- e
Current Status And Unresolved Problems

GAO recommends that the Congress reau-
thorize Federal commodity regulatory pro-
grams this year. Since 1978, when the
Commission was last reauthorized, it has
made progress in developing a regulatory
framework to protect commodity customers.

The Commission’s principal programs--in-
cluding registration of commodities profes-
sionals, contract approval and market sur-
veillance, review of commodity exchanges’
efforts to enforce their own rules, and a
reparations system--can be improved. GAO
makes specific recommendations for upgrad-
ing these programs.

Despite their need for improvement, these
programs must be reauthorized if rapidly
expanding futures trading is to operate rea-
sonably free from abuse. Even if the ex-
changes can assume anincreasing share of
the responsibility for regulating their own
activities--an important Commission objec-
tive--there will be a continued need for
Federal monitoring of industry self-regula-
tory programs.
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To the President of the Senate and the
Speaker of the House of Representatives

This report evaluates selected programs of the Commodity
Futures Trading Commission which regulate commodity futures mar-
kets and which support the efforts of these markets to regulate
themselves. The report includes many recommendations for im-
proving these programs.

We undertook this review to assist the Congress in evaluating
the Commission's performance in conjunction with the reauthor-
ization of the Commission, which is currently being considered by
the Congress. This review also serves to follow up on our 1978 rec-
ommendations regarding the Commodity Futures Trading Commission.

We are sending copies of this report to the Director, Office
of Management and Budget; the Chairman, Commodity PFutures Trading
Commission; the Attorney General; and other interested parties.
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Comptroller General
of the United States






COMPTROLLER GENERAL'S COMMODITY FUTURES REGULATION«--
REPORT TO THE CONGRESS CURRENT STATUS AND
UNRESOLVED PROBLEMS

— o w—— e - -

Trading in futures contracts on the Nation's
11 commodity exchanges has grown dramatic~
ally during the last decade. For example,

in 1970 over 13 million contracts valued at
$148 million were traded on the Nation's
commodity exchanges compared with 101 million
contracts valued in the trillions being
traded in 1981. Also, the concept of a com-
modity has expanded to include financial
instruments, such as Treasury bills and bonds
and stock indexes, in addition to traditional
commodities, such as wheat and soybeans. This
growth and expansion has increased the impor-
tance of futures trading in the Nation's
economy.

To oversee commodity futures trading, the
Congress, in 1974, created the Commodity Fu-
tures Trading Commission. The Commission's
current authorization expires in 1982. GAO
undertook this review of the Commission's ac-
tivities to help the Congress evaluate the
Commission's performance and consider changes
to the Commission's enabling legislation.
GAO's findings regarding needed improvements
in Commission programs are based on an assess-
ment of whether the Commission's programs meet
the objectives established by the Congress

and measure up to the Commission's own stated
objectives.

FEDERAL COMMODITY
REGULATION IS ESSENTIAL

GAO recommends that the Congress reauthorize
Federal commodity regulatory programs in 1982.
Since 1978, when the Commission was last re-
authorized, it has made progress in developing
a regulatory framework to protect commodities
customers. The priacipal Federal programs

for commodity futures regulation-=-including
registration, market surveillance, and review
of commodity exchanges' rule enforcement--
must continue if futures trading is to operate
reasonably free from abuse. Even if exchanges
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assume increasing responsibility for key
aspects of regulating futures trading--an
important Commission objective——-the Federal
Government must continue to monitor exchange
performance to determine whether self-regula-
tion is working acceptably. (See p. 9.)

INDUSTRY SELF-~REGULATION

The Commodity Exchange Act requires exchanges
to establish and enforce rules to govern fu-
tures trading. One of the Commission's most
important programs is reviewing exchanges'
rule enforcement procedures and performance.
The Commission's reviews have not covered all
aspects of exchange programs often enough and
have not promptly followed up on previously
identified deficiencies. Consequently, the
rule enforcement review program has not
brought about needed improvements in exchange
self-regulation. GAQO recommends that the Com=-
mission (1) improve the criteria it uses to
assess exchange rule enforcement programs, (2)
conduct more frequent reviews, and (3) link
approval of trading in a new futures contract
at an exchange with exchange adherence to the
act's and the Commission's self-requlatory

reqguirements. (See p. 134.)

ECONOMIC FUNCTION OF
FUTURES MARKETS

Futures markets help establish cash prices or
provide an opportunity to hedge the risk of
commodity ownership. The Commission reviews
and approves futures contracts before they are
traded to ensure that they will serve these
functions. After trading begins, the Commis-
sion and the exchanges maintain market surveil-
lance programs to detect market manipulation
and other harmful activity.

Since GAO's 1978 review, the Commission has
improved its assessment of proposed futures
contracts. For example, it now more thoroughly
analyzes information submitted to support con-
tract approval; however, the Commission still
needs to strengthen and clarify its approval
requirements.

The Commission has focused much effort on
approving new contracts at the expense of
reviewing contracts that are already being
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traded. GAO believes the Commission should
devote more effort to existing contracts to
determine that they are actually meeting their
economic function. GAO recommends that the
Commission offset the expenses of contract
review and approval by charging exchanges a
user fee when they submit contracts for ap-
proval. (See p. 33.)

In conducting its market surveillance program,
the Commission collects, analyzes, and com-
pares, on a daily basis, data on supply and
demand conditions in the cash and futures mar-
kets, and, in particular, on the size and
dominance of traders' market positions. Weak-
nesses in its overall automatic data proces-
sing programs prevent the Commission from
collecting and analyzing this data in a way
that can effectively support its surveillance
program. GAO, therefore, recommends improve-
ments in the Commission's collection and pro-
cessing systems. (See p. 55.)

In addition, the Commission needs to ensure
that exchanges have sufficient data to carry
out their share of market surveillance. GAO
recommends that the Congress amend section
8a(6) of the Commodity Exchange Act to allow
the Commission to share data on traders' po-
sitions with the exchanges. (See p. 56.)

PROTECTION OF FUTURES CUSTOMERS

The Commission maintains three major customer
protection programs—-registration of commodity
professionals, auditing and financial surveil-
lance of firms dealing in commodities, and
reparations. The Commission's efforts to
register industry professionals and to iden-
tify and remove unfit individuals can be im-
proved. For example, although the Commission
has required commodity trading advisors and
commodity pool operators to register, the
salespersons and supervisors who actually
solicit business for these firms are not
presently required to do so. (See p. 68.)

The Commission can take additional actions to
assure registrants' fitness by requiring fu-
tures commission merchants to (1) sponsor and
review the registration application of persons
associated with their firms and (2) finger-
print registrants and submit their fingerprints
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to the Federal Bureau of Investigation for
review. (See p. 63.)

The newly created National Futures Association
is expected to assume many of the Commission's
registration responsibilities. The Commission,
however, needs to more actively plan for the
transfer of registration functions to the As-
sociation. To overcome existing limitations
on the Association's registration authority
and allow a more complete transfer of respon-
sibility, GAO recommends that the Congress
amend the Commodity Exchange Act to authorize
the Association to assume registration func-
tions now performed by the Commission. (See
p. 74.)

AUDIT AND FINANCIAL
SURVEILLANCE

The Commission tries to deter financial
failures and detect improper financial prac-
tices that could lead to loss of customer
funds. The Commission shares this responsi-
bility with the commodity exchanges, which
establish and enforce minimum financial re-
quirements for their members. The Commission
monitors exchange audit and financial surveil-
lance programs. (See p. 76.)

GAO recommends that the Commission place more
reliance on surveillance by the exchanges and
the National Futures Association when it be-
gins operating. In doing so, however, the
Commission will need to improve its program
for monitoring exchange audit and financial
surveillance activities. GAO believes this
shifting of focus will allow the Commission
to devote more audit resources to other areas
for which it is primarily responsible. (See
p. 77.)

FORUMS FOR ADDRESSING
CUSTOMER CLAIMS

In 1974 the Congress amended the Commodity
Exchange Act to establish a reparations pro-
gram as a forum for resolving disputes between
commodity customers and industry professionals.
The reparations program is not meeting its
objectives: statistics indicate that a com-
plaint takes an average of 3 years to complete
the entire reparations process; complainants
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have difficulty understanding the program;
and reparations is expensive——commodity
attorneys charge fees ranging from $1,500 to
$10,000. (See p. 182.)

To improve the reparations program, GAO
recommends that the Commission (1) improve

its collection of information essential to
program management, (2) make the program's
operation clearer to participants, and (3)
develop arbitration as a more effective al-
ternative to reparations. (See p. 194.) To
increase the potential for use of arbitration,
GAO recommends that the Congress raise from
$15,000 to $25,000 the dollar limit for claims
that customers can compel exchange members to
arbitrate. (See p. 195.)

AUTOMATIC DATA PROCESSING

The Commission must collect and analyze large
amounts of data to accomplish its regulatory
functions. The Commission's information re-
sources, however, have become outdated and do
not adequately support its programs. GAO
recommends that the Commission establish a
process that gives direction to the automatic
data processing program and develop agency-
wide standards to plan and control software
development. These steps will serve to update
and improve the Commission's management of its
information resources. (See p. 215.)

AGENCY AND OTHER COMMENTS

AND GAO's EVALUATION

In March 1982 GAO provided a draft version of
this report to the Commission, to other in-
terested Federal agencies, and to affected
commodities exchanges. The Commission ex-
pressed concern that the report 4id not rec-
ognize the agency's progress in strengthening
its management since GAO's 1978 review. The
Commission also stated that it had adopted or
was in the process of adopting more than 30
specific actions recommended by GAO. GAO has
revised the report to reflect these recent
actions more fully.

In comments pertaining to individual chapters
of the report, the Commission made suggestions
for updating, clarifving, and in some cases
correcting GAO's statements. The Commission's
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comments were most numerous and detailed
concerning two chapters dealing with its
audit and financial surveillance and rule en-
forcement review programs which it believed
contained inaccuracies. (See chs. 6 and 7.)
GAO has addressed all of the Commission's
comments at the conclusion of the chapters to
which they pertain. GAO has modified the
report where appropriate in response to these
comments. GAO accorded similar treatment to
the comments of various commodity exchanges,
the National Futures Association, and the De-
partment of Justice. (See apps. XV and XVI,
respectively, for the complete text of agency
comments and comments from exchanges and other
parties.)
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Accommodation
trading

Arbitrage

Bucketing

Cash (spot) market

Churning

Congestion

Contract market

designation

Corner

Cross trading

GLOSSARY

A type of wash trading (see definition)
entered into by a trader, usually to
assist another with illegal trades.

The simultaneous purchase of cash
commodities or futures in one market
against the sale of cash commodities or
futures in the same or different market
to profit from a discrepancy in prices.

The illegal practice of accepting orders
to buy or sell futures contracts without
executing such orders and the illegal use
of the customer's margin deposit.

The market for immediate delivery of and
payment for actual, physical commodities.

Excessive trading which permits the
broker to derive a profit while disre-
garding the best interests of the cus-
tomer.

A market situation where traders in a
short (selling) position are unable to
find an adequate supply of offsetting
contracts from new traders or traders in
a long (buying) position except at sharp-
ly higher prices.

The process through which an exchange,

in return for meeting the section 5
requirements of the Commodity Exchange
Act, is designated by CFTC as a contract
market, allowing it to trade futures con-
tracts in a specific commodity.

Securing such relative control of a
commodity that its price can be manipu-
lated. 1In an extreme situation, cornering
involves obtaining futures contracts re-
gquiring delivery of more commodities than
are available for delivery.

Offsetting or noncompetitive matching of
the buying order of one customer against
the selling order of another, a practice
that is permissible only when executed as
required by the Commodity Exchange Act,
CFTC regulations, and commodity exchange
rules.



Debit/deficit

Deliverable supply

Exchange of futures

for cash

Fitness check

Forward contracting

Futures contract

Hedging

An audit to assess the impact of deficits
on a futures commission merchant's abil-
ity to meet minimum financial and other
requirements. A deficit occurs in an
account if (1) the ledger balance and
open trades in the account liguidate to

a deficit or negative amount or (2) the
account contains a debit or negative
ledger balance with no open trades.

The quantity of a commodity that conforms
to, or can be made to conform to, the
delivery requirement of the futures con-
tract and is -available to the sellers at
a cost no greater than the commodity's
actual commercial value.

A transaction in which the buyer of a
cash commodity transfers to the seller a
corresponding amount of long futures con-
tracts or receives from the seller a cor-
responding amount of short futures at a
price difference mutually agreed upon.

Reviewing Federal Bureau of Investigation
files to determine if there is evidence
of an arrest record or conviction for the
individual in question. At the Securi-
ties and Exchange Commission, files are
reviewed to determine if the individual
has committed any securities-related
crimes and violations.

A cash transaction common in many
industries, including commodity merchan-
dising, in which the buyer and seller
agree upon delivery of a specified qual-
ity and quantity of goods at a specified
future date. A price may be agreed on in
advance, or there may be agreement that
the price will be determined at the time
of delivery.

A firm commitment to deliver or receive
a specified quantity and grade of a com-
modity during a designated month with
price being determined by public auction
among exchange members.

Taking a position in a futures market
opposite to a position held in the cash
market to minimize the risk of financial
loss from an adverse price change.



Large trader

Leverage contract

Ligquidation

Long

Managed account CTA

Margin

Open interest

Option

Order

An individual or corporation that holds
or controls a position in any one future
of a commodity or any one contract market
equaling or exceeding a given reporting
level.

A standardized agreement calling for
delivery of a commodity with payments
against the total cost spread out over a
period of time.

The process of offsetting one outstanding
futures position (long/short) with another
(short/long). As a futures contract en-
ters its final days of trading, the

amount of unliquidated contracts-—-—open
interest--will decline as traders liqui-
date their positions or take delivery.

(1) One who has bought a futures contract
to establish a market position, (2) a
market position which obligates the holder
to take delivery, or (3) one who owns an
inventory of commodities.

A commodity trading advisor managing
commodity trading accounts for customers.

The money deposited by a client with his
or her broker, or by a broker with the
clearinghouse, as a guarantee of perform-
ance on the purchase or sale of a futures
contract.

The sum of futures contracts to one
delivery month or one market that has
been entered into and not yet liquidated
by an offsetting transaction or fulfilled
by delivery.

A unilateral contract that gives the

buyer the right to buy or sell a speci-
fied quantity of a commodity at a specific
price within a specified period of time,
regardless of the market price.

An authoritative communication to buy or
sell a futures contract at whatever price
is obtainable at the time it is entered
in the trading arena (pit).



Position

Prearranged trading

Price basing

Price manipulation

Segregation

Short

Speculative position
limits

Trading ahead of a
customer

Trading outside the
daily trading
range

Transfer trades

An interest in the market, either long or
short, in the form of one or more open
contracts.,

Trading between brokers in accordance
with an expressed or implied agreement or
understanding.

Using prices discovered through futures
trading to estimate cash prices for com-
modities in localized markets as well as
in related services such as storage,
transportation, and processing.

A planned operation, transaction, or
practice calculated to cause or maintain
an artificial price--one which is not re~-
flective of supply and demand conditions.

Recording and accounting, for each
customer, the money, securities, and
property received by a futures commission
merchant to margin, guarantee, or secure
the trades or contracts of the commodity
customer.

(1) The selling side of an open futures
contract or (2) a trader whose net po-
sition in the futures market shows an
excess of open sales over open purchases.

Limits that set a maximum on the futures
positions a speculator can hold. Specu-
lative position limits do not apply to
futures positions that are hedged in the
cash market.

A floor broker making a trade in his or
her personal account while holding an
executable customer order.

A floor broker making a trade at a price
above or below that established during
the daily trading session.

Entries made upon the books of futures
commission merchants for the purpose of
transferring existing trades where no
change in ownership is involved from one
account to another or exchanging futures
for cash commodities.



Wash trades Entering into, or purporting to enter
into, transactions for the purpose of
giving the appearance that purchases and
sales are being or have been made.



CHAPTER 1

INTRODUCTION

The dramatic growth in the volume and value of futures
trading that occurred in the 1970's has continued into the present
decade. 1In fiscal year 1970, 13.6 million contracts valued at
$148 billion were traded on the Nation's commodity exchanges. By
fiscal year 1981 the numbers had grown to more than 101 million
contracts valued in the trillions. At the end of 1978, the year
we issued our last report on the Commodity Futures Trading Com-
mission (CFTC), 1/ the Nation's 11 commodity exchanges were
trading 94 different futures contracts. By the end of 1981, ex-
changes were trading 108 different futures contracts.

Today, the types of futures contracts traded include not
only those dealing with agricultural commodities (both new and
traditionally traded ones) but also an increasing number of in-
novative futures contracts in interest-rate instruments (Treasury
instruments, commercial paper, certificates of deposit); energy
products; and other areas. In recent months, CFTC has approved
several contracts for futures trading on equity indices. 1In the
near future, as a result of CFTC's recent approval of a pilot
program for commodity options trading and the resolution of long-
standing jurisdictional differences between CFTC and the Securi-
ties and Exchange Commission, even further rapid growth and di-
versification of the futures industry is expected.

Many of the recommendations in this report are aimed at
improving the effectiveness and efficiency of commodity futures
regulation by redefining and reassigning regulatory responsibili-
ties in such a way as to strike, what we believe to be, a more
appropriate balance between direct Federal Government regulation
and Federal Government oversight of industry self-regulation.
Through more effective use of modern information processing
technology and techniques; through redefinition and shifting of
regulatory roles and responsibilities; and through judicious use
of the substantial licensing, enforcement, and other powers
available to it, CFTC would be able to anticipate and accommo-
date the requirements of a dynamic and evolving industry. Most
importantly CFTC would be able to continue to increase the ef-
fectiveness of commodity regulation and the important safeguards
such regulation is intended to provide.

THEORY AND PRACTICE OF FUTURES TRADING

Commodity futures trading is the buying and selling of
standardized contracts for the future delivery of specified

1/"Regulation of the Commodity Futures Markets--What Needs To Be
Done" (CED-78-110, May 17, 1978).
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grades and amounts of commodities. It is distinguished from cash
market (or spot market) trading where the physical commodity
itself is involved. Futures markets are closely related to cash
markets and, when functioning properly, enable the cash markets
to work more effectively by helping to establish cash prices and
by permitting cash market participants (producers, middlemen, and
commercial users or processors of a commodity) to protect them-
selves from adverse movements in the price of the physical
commodity in which they deal. Futures contracts are traded by
competitive, open outcry bidding on organized commodity exchanges
(also referred to as boards of trade) that are licensed and over-
seen by the Federal Government. Futures trading has two primary
theoretical justifications:

Price discovery - This is the process through which traders
buying and selling futures contracts in the exchange arena

(or pit) "discover" the competitive prices that best represent
the consensus of what traders think commodity prices ought to
be in the future based on information available today. Broad
dissemination and publication of exchange-generated prices

can foster competition in establishing cash prices for com-
modities in localized markets as well as in related services
such as storage, transportation, and processing.

Risk shifting - This function provides an opportunity for
shifting the risks associated with commodity ownership from
individuals and entities who are unwilling to bear such risks
to those who are willing to carry these risks in return for a
possible profit. This risk-shifting process is known as
hedging. Those who seek to shift risk are known as hedgers,
and those willing to assume risk in return for potential
profit are known as speculators. Speculators, unlike hedgers,
generally have no interest in the physical commodity itself.
They are interested solely in speculating on the extent and
direction of future price changes. By standing ready to pur-
chase or sell futures contracts based on price alone, specu-~
lators increase the liguidity, efficiency, and competitiveness
of markets. Their facilitation of the process of hedging
provides greater price certainty and enables hedged firms to
operate at lower costs and to potentially pass those lower
costs on to consumers.

GROWTH AND DIVERSIFICATION
OF THE FUTURES INDUSTRY

By 1974 the growth in the industry had become so dramatic
that the Congress created a new, independent regulatory structure
to deal with it. The Commodity Futures Trading Commission Act of
1974 (Public Law 93-463, 88 Stat. 1389, Oct. 23, 1974) established
CFTC. 1In the last 6 years, a period which essentially dates from
CFTC's creation, the number of active futures contracts traded
has increased 75 percent while trading volume has almost quadru-
pled, to more than 100 million contracts per year. The value of
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contracts traded is now estimated to be in excess of $5 trillion.
Appendix I shows the volume of trading at the Nation's commodity
exchanges from 1956-81. Appendix II shows the value of futures
contracts traded from 1970-80. Appendix III lists commodities
and the exchanges allowed to trade futures contracts in these
commodities as of January 1, 1982.

Several factors underlie the increased volume and importance
of futures trading. A prominent factor has been the economic un-
certainty of recent years which, along with high inflation and
high interest rates, has caused money to become widely recognized
as a "commodity." This has led to the creation of various new
financial futures instruments to enable investors and others who
deal in currency and money market instruments to seek ways of
managing the risks and uncertainties involved in their businesses.
In addition, increased commercial participation in the futures
markets by many other interests—-—home builders, real estate de-
velopers, millers, livestock feeders, manufacturers, merchandisers,
and farmers——has added to the economic importance of futures
trading. This increased commercial participation reflects a
growing awareness and understanding of futures markets and greater
appreciation of the usefulness of futures as a marketing, pricing,
and risk-management tool.

CFTC'S ORGANIZATION AND FUNCTIONS

CFTC was established by Congress in 1974 and began operating
in April 1975. The 1974 act only authorized CFTC to operate
through fiscal year 1978. CFTC's authority to regulate futures
trading was renewed by the Congress in 1978 for an additional 4
years; this authorization expires on September 30, 1982. 1/ As
of January 1982, CFTC's jurisdiction extended to the trading of
108 contracts on 11 organized commodity exchanges. It also in-
cludes trading in several off-exchange instruments (so called
because they are not traded on organized exchanges), some of
which are traded legally, but some of which are simply fraudu-
lent or traded in violation of current provisions of the act or
of CFTC rules. This latter category of off-exchange instruments
has constituted a major enforcement burden for the Commission in
recent years.

CFTC is governed by five Commissioners who are appointed by
the President, with the advice and consent of the Senate. The
President, with the advice and consent of the Senate, designates
one Commissioner to serve as Chairman. Commissioners serve
staggered 5-year terms, and by law no more than three can belong
to the same political party. During our review, several changes

1/CFTC was reauthorized by the Futures Trading Act of 1978
(Public Law 95-405, 92 Stat. 865).
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occurred in CFTC's composition, including a change of chairmanship
(with the former Chairman remaining as a Commissioner) and the
replacement of two Commissioners whose terms had expired.

CFTC was established to ensure that futures trading is fair
and that it protects both the rights of customers and the finan-
cial and economic integrity of the marketplace. The agency ap-
proves the rules under which an exchange proposes to operate and
monitors exchange enforcement of those rules. It reviews the
terms of proposed. contracts and registers firms and individuals
who handle customer funds or give trading advice. It also pro-
tects the public by enforcing rules that require (1) customer
funds to be kept in bank accounts separate from accounts main-
tained by firms for their own use and (2) customer accounts to be
marked to present market value at the close of each trading day.

CFTC's work is carried out by six operating components—-—the
Divisions of Enforcement, Economics and Education, and Trading
and Markets and the Offices of Executive Director, General Coun-
sel, and the Chairman. CFTC is centralized and headquartered in
Washington, D.C., and has five regional offices--large offices in
Chicago and New York (cities in which 8 of the Nation's 11 futures
exchanges are located), smaller regional offices in Kansas City
and San Francisco, and a suboffice (of the Chicago regional office)
in Minneapolis. The New York City (eastern region) and Chicago
(central region) offices are staffed with personnel from each of
the three operating divisions. The Kansas City office (southwest
region) is staffed with Trading and Markets and Economics and
Education Division personnel and the San Francisco office (western
region) is staffed solely by Enforcement Division personnel.
During fiscal year 1980 the agency established a southern region
office within Washington headquarters which, like San Francisco,
is comprised only of Enforcement Division staff. (An organiza-
tion chart appears in app. V.) The organization and responsibili-
ties of CFTC's major divisions and offices are discussed in
appendix VI.

At the end of fiscal year 1981, CFTC had a full-time staff
of 469. 1Its total appropriations for fiscal year 1981 amounted
to $18,781,000. Compensation and benefits accounted for more
than 75 percent of the agency's budget. CFTC's staffing level
and its appropriations (particularly when inflation is taken into
account) have remained constant since the end of fiscal year 1976,
CFTC's first full year of operation. CFTC's fiscal year 1982
budget is expected to be approximately $20,800,000, which will
support about 470 full-time permanent staff years. (See app. IV
for appropriations and employment history.)

OBJECTIVES, SCOPE, AND METHODOLOGY

We undertook this review of selected CFTC programs to help
the Congress (1) evaluate CFTC's performance since it was



reauthorized in 1978 and (2) consider whether the regulatory
programs of CFTC should be reauthorized again and, if so, in what
form and with what specific authorities., This report draws and
builds upon work we did in 1977-78 and represents a continuation
of our longstanding concern with the overall effectiveness of com-
modity futures regulation. (See app. IX for a list of our reports
dealing with this subject.) Our work was done in accordance with
our current "Standards for Audit of Governmental Organizations,
Programs, Activities, and Functions."

This review was not as comprehensive and wide-ranging as our
1978 review. 1In selecting programs and issues to include in our
review, we took into account the findings and recommendations of
our last report, actions taken (or not taken) by the agency to
implement our prior recommendations and to address identified
problems and needs, and developments at the agency and in the
regulated industry since 1978.

This review, in contrast to our 1978 review, did not include
an evaluation of CPFTC's overall organization and management or
its comprehensive planning efforts. Our preliminary examination
of CFTC management and direction revealed that the agency had made
substantial progress in overcoming the management difficulties
experienced in its early years and that a number of steps had been
taken since 1978 to formalize and institute the planning process
as a basic management function and decision tool.

Our findings regarding needed improvements in CFTC's programs
are based on an evaluation of whether CFTC's programs meet the
objectives established by the Congress in CFTC's enabling legis-
lation and whether the programs measure up to CFTC's own stated
objectives. Additionally, an important measure in our current
review was CFTC's progress in meeting these objectives since our
1978 review. We have not attempted a comprehensive review of the
current extent of market disruptions, fraud, or other problems in
commodity futures trading.

To accomplish our objectives, we initially conducted an
extensive review of pertinent economic literature and our previous
reports, CFTC documents, reports, records and data, congressional
oversight hearings, and legislative histories. We met frequently
with CFTC's Chairmen (the present Chairman as well as his imme-
diate predecessor), with the other Commissioners, and with CFTC
division and office staff at all levels.

We often relied on oral interviews with the responsible
agency officials to determine what action CFTC had taken in
response to deficiencies identified in 1977-78. 1In all cases, we
solicited information from, and discussed our findings with, the
most appropriate and cognizant CFTC official. Where we believed
additional investigation was warranted to confirm oral informa-
tion, collateral and corroborated data was collected.



We contacted several industry representatives, including
officials of major exchanges in New York and Chicago, officials
of industry trade and self-regulatory associations, and represen-
tatives of other Federal departments and agencies for their views
on a variety of regulatory issues. 1In conjunction with our re-
view of CFTC's reparations program (and relevant alternatives),
we contacted several attorneys recommended by CFTC officials
and a nonscientific sampling of complainants who had received
various types of judgments while we were conducting our review.
(A listing of groups, organizations, and agencies contacted is in
app. VII.) We also used staff who had gained expertise in futures
trading and regulation during our last review. All of our staff
on this review attended the Futures Industry Association's course
on futures trading.

Our review was conducted at CFTC headquarters in Washington,
D.C., and at its regional offices in New York City and Chicago
from April 1981 until January 1982. During this time, we met
with and briefed staff of the House Committee on Agriculture and
Senate Committee on Adgriculture, Nutrition and Forestry as well
as staff of the Permanent Subcommittee on Investigations, Senate
Committee on Governmental Affairs, and the Commerce, Consumer and
Monetary Affairs Subcommittee, House Committee on Government
Operations. We also coordinated our work with other congressional
agencies, including the Congressional Research Service, Congres-
sional Budget Office, and Office of Technology Assessment.



CHAPTER 2

FEDERAL PROGRAMS REGULATING COMMODITY FUTURES TRADING

SHOULD BE REAUTHORIZED

The sunset feature in CFTC's enabling legislation requires
CFTC to be reauthorized by the Congress or to suspend operations
and cease to exist. CFTC's current authorization expires at the
end of September 1982. The rapid growth in futures trading, its
increasingly important role in the Nation's economy, and recent
events in commodities markets underline the continuing need for
Federal regulatory programs to maintain public confidence in the
operation and integrity of futures markets. These programs in-
clude: approval of standardized contracts for futures trading,
surveillance of futures markets, registration of industry profes-
sionals, audit and financial surveillance of futures commission
merchants, oversight of exchange rule enforcement, and resolution
of customer claims.

Although we found weaknesses in certain CFTC operations, we
believe the Federal commodity regulatory programs administered by
CFTC should be reauthorized to provide the direct regulation and
regulatory oversight that is essential if the full benefits of
futures trading are to be realized and the rights of futures mar-
ket participants adequately protected. Since our 1978 review of
CFTC, the agency, under three successive chairmen, has made nota-
ble progress in (1) overcoming initial organizational difficulties,
(2) improving overall management and direction, and (3) develop-
ing comprehensive commodity futures regulation. We believe that,
building on the substantial progress and achievements realized
in the past 7 years, the Federal Government can continue to review
and refine its regulatory role and, in effective partnership with
the commodity futures industry, can construct a regulatory frame-
work combining appropriate Federal regulation and oversight with
responsible self~-regulation by the futures industry.

WHY FEDERAL REGULATION OF
FUTURES TRADING NEEDS TO
BE REAUTHORIZED

In our May 17, 1978, report issued in conjunction with the
first sunset review of CFTC, we concluded that the need for an
independent regulatory commission for futures trading and the wis-
dom of the Congress in creating such a body had been amply demon-
strated by the continued rapid growth and diversification of the
futures industry in the years since CFTC was created. We con-
cluded in 1978 that the increasingly important role played by fu-
tures trading in the national economy, combined with the potential
for harm in the manipulation or disruption of futures markets,
called for regulatory oversight by a strong, independent agency,



free of built-in conflicts of interest such as those in the
Commodity Exchange Authority, Department of Agriculture. Our
recommendation in 1978 was that CFTC be reauthorized for 4 years.
The Congress adopted this recommendation and, as a result, CFTC
was authorized appropriations through fiscal year 1982.

Our current review, as well as developments within the
futures industry since 1978, convince us that an increasing need
exists for the regulatory programs administered by CFTC and for
strengthened self-regulation by the Nation's commodity exchanges
and other industry institutions.

Program accomplishments since 1975

Since it began operating in 1975, CFTC has made considerable
progress in implementing the broad mandate and new powers con-
ferred upon it by the amendments of 1974. CFTC has developed pro-
grams and promulgated new rules and regulations in such diverse
areas as

-—registration of commodity professionals,

——procedures for exchange disciplinary actions and CFTC
review of these actions,

—-—regulation of leverage transactions and commodity options,
—-—imposition of limits on speculative futures positions,
--customer protection,

—~—minimum capital and other financial requirements for
futures commission merchants (FCMs), and

-—arbitration of disputes arising out of transactions
executed on commodity exchanges.

Through an enforcement program, CFTC has tried, and succeeded
to a great extent, to instill respect among industry participants
for regulatory requirements and to achieve compliance with those
requirements. In fiscal year 1981 alone CFTC imposed the largest
civil penalty in its history (for violation of speculative posi-
tion requirements) as well as the largest civil penalty ever
assessed against a commodity exchange for failure to fulfill its
self-regulatory responsibilities under the act and CFTC regula-
tions.

CFTC has recently taken an important step toward achieving
an effective regulatory partnership with the commodities industry
by approving the registration of the National Futures Association
(NFA) as an industry self-regulatory association. NFA, as well
as other self-regulatory associations that CFTC may approve in
the future, can help CFTC to streamline, focus, and refine its
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regulatory role by assuming regulatory functions (such as regis-
tering commodity professionals) that can be safely and efficiently
performed by private self-regulatory groups.

Recently, consistent with the current emphasis on fiscal
restraint and reduction of regulatory burdens, CFTC has proposed
eliminating redundant reporting requirements that have imposed a
nonessential burden on the futures industry and an unnecessary
strain on CFTC's resources.

FEDERAL COMMODITY REGULATORY
PROGRAMS SHOULD BE REAUTHORIZED

The 1974 act that created CFTC authorized it only through
fiscal year 1978. At the end of fiscal year 1978, in line with
our recommendation, the Congress authorized CFTC appropriations
for an additional 4 years. We believe the programs administered
by CFTC must again be reauthorized.

Despite the need for a strong regulatory presence in futures
trading, CFTC, no less than other Federal agencies and departments,
has had to contend with resource and staffing limits that severely
circumscribe its ability to initiate new regulatory programs and
challenge it to make the most effective and efficient use of its
resources. In fact, as a relatively new Federal agency and one
whose funding and staffing levels have remained comparatively con-
stant since its creation in 1975 (see app. IV), CFTC is hard
pressed to reconcile its broad regulatory mandate with a tight
budget. Although this situation might be viewed as an insoluble
problem for the agency, we see it as offering a challenge and an
opportunity for the Federal Government to redefine its regulatory
role and place greater emphasis on the concept of supervised in-
dustry self-regulation, which is already prominent in CFTC's
governing statute.

CONCLUSIONS

Commodity futures markets continue to play an important role
in the Nation's economy. Because of this role, futures trading
should be regulated by a strong, independent agency that can en-
sure public confidence in the operation and integrity of futures
markets. Federal commodity regulatory programs should be reauthor-
ized to ensure the continuation of regulatory safeguards. CFTC
has developed new rules and regulations designed to better protect
trading customers. At the same time, CFTC has increased its en-
forcement effort to gain compliance with these rules and regula-
tions. CFTC still faces considerable challenges as it refocuses
its regulatory role to place increased reliance on and assume
greater oversight of industry self-regulation. Reauthorization
of Federal regulatory programs will provide an opportunity for
the changes and improvements in these programs that we suggest in
our report, while providing the Congress with an appropriate
benchmark to assess progress.



RECOMMENDATION TO THE CONGRESS

We recommend that the Congress reauthorize the existing
Federal commodity regulatory programs.
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CHAPTER 3

CFTC's CONTRACT APPROVAL AND REVIEW PROCESS

CAN BE IMPROVED

For each commodity it wishes to trade, a commodity exchange
develops and submits for CFTC's approval a standardized contract
tailored to trading the particular commodity. CFTC conducts a
detailed economic review of the proposed contract to determine
if it is likely to be useful to businesses in managing the risks
of commodity ownership. Since our 1978 review, CFTC has improved
its process for reviewing and approving proposed contracts. How-
ever, CFTC could further refine its procedures for approving con-
tracts, and revise the criteria it uses to judge contracts. These
improvements are needed to minimize delays in approval of con-
tracts and to avoid the approval of deficient contracts.

Once a contract begins trading, the Commodity Exchange Act
requires that it continue to meet contract approval requirements.
Despite this requirement, CFTC has focused its resources on
reviewing proposed contracts instead of reviewing existing con-
tracts, thus increasing the potential for market distortions. To
prevent potential distortions, CFTC needs to devote more attention
to reviewing existing contracts.

Through contract approvals, CFTC, in effect, licenses an
exchange to carry on a business activity. This licensing activ-
ity falls within Office of Management and Budget guidance on
when fees should be charged for Government services. By charging
such fees, CFTC could recover the costs of approving proposed
contracts,

CFTC CAN REFINE ITS PROCESS
FOR _APPROVING FUTURES CONTRACTS

The standardized contract an exchange submits to CFTC for
approval specifies, among other things, the quantity of the com-
modity to be delivered; the grades of the commodity, including
alternate grades that may be delivered at a premium or discount;
and where the commodity will be delivered. For a commodity ex-
change to receive approval to trade standardized contracts in
a particular commodity, that is, to be designated as a "contract
market" pursuant to section 6 of the act, it must meet the stand-
ards in section 5. 1In particular, section 5(g), added to the act
in 1974, requires CFTC to approve contracts only when exchanges
demonstrate that trading in the proposed contract "will not be
contrary to the public interest."”
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In its Guideline I 1/ CFTC stlpulates that exchanges wishing
to receive approval to trade contracts in particular commodities
must (1) demonstrate that a proposed contract meets the test of
economic purpose, (2) establish that the contract terms and
conditions are written so that the contract is likely to be use-
ful to market participants and is not conducive to price manipu-
lation or distortion, and (3) affirm that trading in the contract
will not be contrary to the public interest.

CFTC's Division of Economics and Education reviews proposed
contracts for compliance with these economic requirements. The
division's analysis section, which is divided into three units—-
natural resources, financial instruments, and agricultural com-
modities——evaluates a proposed contract's conformance with Guide-
line I and also reviews approved contracts to assure continued
compliance with these requirements.

Demonstrating economic
purpose-—-CFTC can perform
a more complete analysis

CFTC can more thoroughly and systematically analyze whether
a proposed contract complies with approval requirements. CFTC
needs to better verify the information submitted by exchanges.
Further, CFTC needs to systematically identify knowledgeable
sources with whom to discuss proposed contracts.

As noted in chapter 1, futures contracts can serve an eco-
nomic purpose in two possible ways—-—price discovery and/or hedg-
ing. To demonstrate that a proposed contract serves an economic
purpose, Guideline I requires that an exchange furnish evidence
that (1) the prices discovered in trading the proposed contract
will be disseminated to commercial producers and users who may
use these futures prices to establish cash market prices or (2)
commercial producers and/or users are likely to use the contract
for hedging purposes. CFTC also requires that an exchange estab-
lish that "something more than occasional use of the contract"
can reasonably be expected to exist.

To demonstrate a contract's economic purpose, exchanges typi-
cally supply several kinds of evidence. When a contract is ex-
pected to serve a price-basing purpose, the exchange must demon-
strate how the prices discovered in futures trading will be quoted
and disseminated to help establish cash market prices. When a con-
tract is expected to serve a hedging purpose, the exchange must
submit examples showing how. the contract might be used for hedging

1/Guideline I, adopted in 1975 as a CFTC policy statement,
describes the information exchanges must submit to receive
approval of proposed contracts and may be called upon to sub-
mit to justify continued trading in an existing contract.
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purposes and letters® from commercial producers and/or users
who, as potential hedgers, express support for the proposed
contract. The exchange contacts these potential hedgers when
designing a contract to obtain their views on how the contract
should be fashioned to make it a useful hedging tool.

To analyze the economic purpose of proposed contracts,
analysis section economists review the.exchange-provided informa-
tion, gather cash-market data on the commodity, and interview
potential hedgers who have written letters supporting the con-
tract and other potential hedgers whom they independently
identify. Through their analysis, CFTC economists try to deter-
mine whether potential hedgers show interest in using the con-
tract for hedging purposes.

During our 1978 review, we examined selected CFTC contract
approvals and found that the exchanges proposing these contracts
had not submitted enough evidence to demonstrate that the con-
tracts could reasonably be expected to be used for pricing or
hedging. We concluded that CFTC needed to better explain the
type and quantity of evidence exchanges must provide to satisfy
the requirements of the economic purpose test.

During this review, we examined 10 contracts (listed in
app. VIII) to determine how CFTC currently applies the economic
purpose test. Our criteria for selecting contracts considered
various exchange and commodity characteristics. We considered
exchange trading volume and geographical location and included
commodities from the financial instruments, agricultural products,
and natural resources groups. Many financial instruments appear
in our selection because they are the fastest growing commodity
group.

Although CFTC has not made its standards for evidence any
more specific, we did find that exchanges are submitting more
support of the contract's economic purpose. In particular, for
the 10 contract applications we evaluated, an average of five
potential hedgers had submitted letters on the exchange's behalf
supporting the proposed contract.

In determining economic purpose, CFTC contacts only a few
of the potential hedgers whose statements the exchanges submit as
demonstration of economic purpose. For the 10 contracts we
reviewed, the analysis economists contacted, on average, only
one of these potential hedgers——a verification rate of only
20 percent. According to the Economics and Education Division
associate director, analysis section economists do not contact
more of the potential hedgers whose statements are submitted
because they believe their time is better spent interviewing
potential hedgers other than those recommended by the exchange.

CFTC needs to contact more potential hedgers whose state-
ments are submitted. CFTC relies heavily on statements of
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hedging interest as a primary source of evidence to demonstrate

a contract's likely economic purpose and the exchange uses hed-
gers' views in designing the contract. When an exchange submits

a modest number of statements (five is the average number CFTC
currently receives), CFTC could contact all the potential hedgers
without adding considerably to the review process. If many state-
ments are submitted, CFTC could contact a representative sample of
potential hedgers. ©Unless CFTC contacts at least a representative
sample of the hedgers purported to support a proposed contract,
CFTC is accepting these sgstatements as evidence that a contract
serves an economic purpose without investigating the validity of
these statements.

This contact could also include a detailed discussion of the
potential hedger's expected use of the contract, his or her views
on the contract's terms and conditions, and his or her involvement
in the cash market for the underlying commodity. This discussion
would allow CFTC to gauge the significance of the potential
hedger's support. When we discussed procedures for evaluating a
contract's likely economic purpose with the former Chairman, he
acknowledged that potential hedgers' statements are of little
value unless CFTC also interviews these parties.

CFTC also contacts potential hedgers other than those the
exchange identifies. This contact is important since CFTC needs
to ensure that all interests are represented, especially potential
hedgers who may not have participated in developing the proposed
contract. We found that CFTC's analysis economists use a variety
of ad hoc procedures to identify additional contacts. These pro-
cedures can include (1) researching the cash market in CFTC's
library, (2) occasionally contacting CFTC's surveillance econo-
mists for suggestions, (3) contacting individuals they have dealt
with on previous reviews of similar contracts, and (4) looking
in the telephone company's Yellow Pages for firms doing cash
market business. CFTC analysis economists support such ad hoc
procedures on the grounds that the approach for gathering con-
tacts cannot be standardized. However, regardless of the under-
lying commodity, economists analyzing futures contracts have
a common goal--to interview industry sources who are knowledge-
able about the commodity. Therefore, we believe a more system-
atic approach for identifying knowledgeable sources would help
assure that the division systematically considers varying inter-
ests, CFTC needs to adopt a more systematic approach to better
judge whether a contract will serve an economic purpose and to
make the contract more useful to commercial interests.
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One way to help identify knowledgeable potential hedgers
would be to regularly involve surveillance economists. 1/ To
be effective in their work, surveillance economists must become
familiar with key market participants in both cash and futures
markets. Surveillance economists could therefore help analysis
economists by sharing this information. At present, surveillance
economists are not routinely involved in the contract approval
process.

CFTC review of contract terms
and conditions has improved

Properly drafted contract terms and conditions (1) help
reduce the potential for manipulation, congestion, or control and
(2) provide greater hedging and pricing benefits in trading the
contract. To promote these results, terms and conditions need
to mirror the marketing pattern of the cash commodity underlying
the futures contract as closely as practicable. The only appro-
priate deviations are those that are necessary or desirable for
viable futures trading.

Recognizing the importance of well-drawn contract terms and
conditions, CFTC requires that an exchange justify the individual
contract terms and conditions it has proposed. To do so, the
exchange must submit information, including economic data or the
statements of market experts, which demonstrates that (1) each
term or condition conforms to normal commercial practices or,
if not in conformity, is necessary or desirable to carry out the
contract's pricing or hedging function and (2) contract terms
and conditions, as a whole, provide for a deliverable supply
that is not conducive to price manipulation or distortion.

Qur 1978 review showed that CFTC had not conducted an ade-
quate review of the terms and conditions of existing contracts
that came under its jurisdiction in 1975. We recommended that
CFTC resolve outstanding questions pertaining to these contracts.
CPFTC Economics and Education Division officials told us that the
problems with these contracts' terms and conditions had been
resolved.

In this review, we found that CFTC has improved its review
of contract terms and conditions. For example, in the 10 con-
tracts we examined, analysis economists discussed the terms and
conditions of each proposed contract with an average of eight
officials of firms who use or produce the commodity. These in-
cluded officials whose support the exchanges had solicited as

1/The role of CFTC surveillance economists is discussed in
ch. 4.
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well as officials CFTC independently contacted. The economists
tried to gain a consensus among informed parties regarding whether
the terms and conditions of the proposed contract would be useful
to potential hedgers and whether the contract might adversely
affect the cash market. The economists also solicited suggestions
from the industry sources as to how the contract terms could be
revised to enhance the contract's potential economic purpose.

CFTC's emphasis on terms and conditions also provides
important support for the economic purpose test. The Director
and Deputy Director, Economics and Education Division, stressed
to us that terms and conditions that closely mirror the cash mar-
ket increase the potential for hedger interest and thus the like-
lihood that the contract will serve an economic purpose.

Affirmation of public interest
needs better standards

CPTC's final requirement for contract approval is that the
exchange affirm that futures transactions in the commodity to be
traded are not, or are not reasonably expected to be, contrary to
the public interest. This requirement is intended to fulfill the
act's mandate that CFTC approve a contract only when the sponsor-
ing exchange demonstrates that trading in the proposed contract
"will not be contrary to the public interest." 1In our 1978 re-
view, we expressed reservations about whether CFTC's affirmation
requirement fulfills the act's mandate and recommended that CFTC
consider developing a more meaningful public interest test.

Our current review found the situation essentially un-
changed. For the 10 contracts we reviewed, we found that in
9 cases the exchanges merely affirmed that the proposed contracts
would not be contrary to the public interest. One exchange did
go beyond this perfunctory affirmation, explaining that it had
considered the views of cash market participants and the gen-
eral public in designing the contract so that the contract would
facilitate equitable futures trading and be compatible with the
cash market.

We discussed our observations with CFTC officials. The
Director, Economics and Education Division, and his predecessor
told us that the public interest test lacks standards. Simi-
larly, the associate director, analysis section, told us that the
agency has no criteria to apply in judging a contract's likely ef-
fect on the public interest.

Comments we received from exchange officials revealed vary-
ing interpretations of the public interest test requirements.
For example, while a New York Mercantile Exchange vice president
stated that the economic purpose test and public interest test
are the same, a Chicago Mercantile Exchange vice president told
us that the public interest test requires only sound contract
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terms and conditions. A Commodity Exchange, Inc., vice president
stated that he had no idea what the public interest test means.

Although defining precisely what constitutes the public in-
terest is difficult, contract approval needs to be based on clear
standards that are meaningful to CFTC and the exchanges. Because
the public interest test now consists of only affirmation, it
might reasonably be asked, as it was by the former Chairman, how
anyone could expect an exchange that is proposing a contract to
do other than make this affirmation. Without substantive stand-
ards for the public interest test, we question the value of this
aspect of the contract approval process.

CFTC's proposed revision to Guideline I
would provide better approval criteria

In October 1980 CFTC proposed revisions to Guideline I
to provide exchanges with more specific criteria and a more
uniform procedural framework to use in demonstrating compliance
with the act. The proposed revisions would (1) require exchanges
to provide additional information to demonstrate economic purpose
and adequate contract terms and conditions and (2) clarify the
meaning of the public interest test. 1In proposing the rules, CFTC
noted that exchanges have not uniformly carried out the eviden-
tiary burden placed on them by section 5(g) and that exchange
applications have not consistently demonstrated compliance of
individual contract terms and conditions with sections 5 and
5a of the act.

The proposed revisions would more closely link the economic
purpose test and the justification of contract terms and con-
ditions. For example, to provide a framework for justifying con-
tract terms and conditions, an exchange would have to submit a
comprehensive analysis of the underlying cash market. Based
on this analysis, the exchange would then be required to justify
each contract term and condition, as required under the existing
Guideline I. The exchanges would also be required to explain
why each term or condition was selected and how that term or
condition supports price basing or hedging.

To pass the economic purpose test, the exchange would still
have to meet the existing Guideline I requirements for hedging or
price basing. To do so, however, the exchange would have to draw
together the cash market and contract terms data to demonstrate
that it is reasonable to expect the contract to be used for
hedging and/or price basing. As evidence, the exchange would,
as required under Guideline I, provide statements or reports of
interviews with potential contract users that would convey "spe-—
cifically the manner and circumstances under which these persons
may be expected to utilize the contract for pricing or hedging."
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The proposed changes would also clarify and strengthen the
public interest test. Rather than provide a routine affirmation
that the contract would not be contrary to the public interest,
under the proposed revisions, exchanges would have to closely
tie satisfaction of the public interest test to compliance with
CFTC Regulation 1.51 and Guideline II. 1/ 1In particular, an
exchange proposing a new contract would have to demonstrate the
efficacy of its rule enforcement program and describe any changes
introduced since CFTC's last rule enforcement review. In addi-
tion, an exchange would have to describe those specific rule
enforcement programs adopted to address unique problems raised by
the proposed futures contract. Finally, an exchange would have
to demonstrate that a flexible surveillance program was in place
to deal effectively with the proposed futures contract.

We discussed the proposed Guideline I revisions with
CPTC officials. Both the present Chairman and his predecessor
told us that the revisions are appropriate. The former Chairman,
still a Commissioner, further stated that the revisions would
make Guideline I clearer, more specific, and more rigorous in its
economic purpose standards. The Director, Economics and Educa-
tion Division, told us that he believes the proposed revisions
would endow the public interest test with specific requirements.
The division's Deputy Director supported the revisions because
he believes more specific guidelines will encourage exchanges to
submit all information necessary for approval, making it unneces-
sary for CFTC to request additional information.

Despite CFTC officials' support for the proposed Guideline I
revisions, CFTC has not acted on them. When we asked why CFTC
had not approved the proposed revisions, the Economics and Educa-
tion Division Director stated that scarce division resources
had slowed agency action on the matter. According to a May 1982
CFTC news release, the agency plans action on the proposed revi-
sions during the spring or summer of 1982.

CFTC NEEDS TO DEVOTE MORE
ATTENTION TO EXISTING CONTRACTS

After a contract has been approved, it must continue to
satisfy the initial approval criteria in section 5 of the act.
It must also comply with the additional requirements in sec-
tion 5a. Consequently, Guideline I requirements also apply
to contracts after they begin trading. CFTC Regulation 1.50
explains the agency's power to review existing contracts. CFTC,
however, has focused most of its attention on approving new

1/CFTC Regulation 1.51 and Guideline II, which require exchanges
to maintain an effective rule enforcement program, are discussed
in detail in ch. 7.
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contracts and has devoted little attention to reviewing existing
ones. To assure that existing contracts are fulfilling the act's
requirements, we believe CFTC needs to balance its contract re-
views by giving more attention to existing contracts.

CFTC has reviewed few existing contracts

Existing contracts are reviewed for two reasons. First,
establishing that a contract will serve an economic purpose before
trading begins is difficult. Only when the contract is actually
traded will the extent of hedging and/or pricing use be known.
Second, since cash markets continue to evolve after the futures
contract begins trading, contract terms and conditions may even-
tually differ from the cash market-—-that is, cash market delivery
points may shift away from those specified in the contract. 1If
these differences become too great, the potential for market dis-
ruption increases and the hedging and pricing functions of the
contract may be impaired.

During our 1978 review we found that CFTC did little review
of existing contracts. Rather, CFTC waited for exchanges to
submit proposed contract changes for its approval. Reviewing
existing contracts had been given a lower priority than reviewing
applications for new trading instruments. We recommended that
CFTC establish a program to monitor how well exchanges were carry-
ing out their responsibility to ensure that contracts reflect
changing market conditions.

In its formal response to our recommendation, CFTC recognized
that periodic reviews of existing contracts were important to
prevent price distortion and diminished economic purpose in exist-
ing futures contracts. CFTC stated that as resources permitted
it would use Regulation 1.50 to review existing contracts. Since
1978, however, CFTC has made less and less use of its Regulation
1.50 provision. The regulation, as originally written in 1975,
required that, for each existing contract, the sponsoring
exchange demonstrate once every 5 years the contract's continued
compliance with contract approval requirements. The Director and
Associate Director of the Economics and Education Division told
us that they found that this automatic review process led the
agency to review contracts that were clearly trouble-free and
economically useful. Accordingly, in April 1978, CFTC revised
Regulation 1.50 to make reviewing existing contracts a matter of
agency discretion. In proposing the revisions, CFTC stated that,
although reviewing problematic contracts would receive highest
priority, the agency would also "review periodically as many con-
tracts as its resources permit."

As the table below shows, 1.50 reviews have decreased dra-
matically-—only two reviews were initiated in 1980 and none in
1981. Further, in fiscal year 1981, the analysis section devoted
only 5 percent of its contract review time to reviewing existing
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contracts.

It spent most (67 percent) of its contract review

time on new contract approvals and 28 percent of its contract
review time on exchange-initiated changes to contracts.

Reviews of Existing Contracts

Initiated Under Revised Regqulation 1.50

s wa ea e ma WA e em e

1978
(note a)

N.Y. Mercantile
Exchange
Maine round
white potatoes

N.Y. Cocoa
Exchange
cocoa

N.Y. Coffee and
Sugar Exchange
coffee "C"

Chicago Mercan-
tile Exchange
frozen pork
bellies

1979 1981

No reviews
initiated

Chicago Mercan-
tile Exchange
l-year Treasury
bills

Chicago Mercan-
tile Exchange
90-day Treasury
bills

Chicago Board of N.Y. Cotton
Trade Govern- Exchange
ment National cotton #2
Mortgage Asso-
ciation Col-
lateralized
Depositary
Receipts

Chicago Mercan-
tile Exchange
frozen pork
bellies

N.Y. Cotton
Exchange
cotton #2

a/These reviews were initiated after Regulation 1.50 was revised

in April 1978.

Source:

Economics and Education Division

Reviews of existing contracts have

not focused on economic purpose

We reviewed the Regulation 1.50 reviews CFTC has initiated
under the revised rule and found that in 9 out of 10 cases the
only specific information CFTC requested pertained to contract

terms and conditions.

In the 10th case, CFTC made a broad

request that the exchange demonstrate that a contract complied
with the Guideline I economic purpose and public interest require-

ments.

The associate director, analysis section, confirmed that

1.50 reviews performed under the revised rules have focused on
contract terms and conditions and have not involved investigating
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economic purpose. We believe this situation arises because the
analysis section has relied on the surveillance unit to identify
contracts needing a 1.50 review. 1/ According to the associate
director, analysis section, when CFTC revised the 1.50 process,
the agency adopted an approach geared to analyzing problems the
surveillance unit identified.

Despite the reduced effort devoted to reviewing existing
contracts, CFTC officials support the Regulation 1.50 review
process. The Chairman told us that since it is difficult to
evaluate a contract's economic purpose before CFTC approves it,
CFTC should use Regulation 1.50 to examine a contract's economic
purpose after it has been trading. Further, the Chairman believed
that reviewing existing contracts is the only way CFTC can deter-
mine whether a contract's terms and conditions continue to conform
to the cash market. The Economics and Education Division's Di-
rector told us that reviews of existing contracts allow CFTC to
determine whether a contract has potential problems that could
impair orderly trading. The Director also said that the division
would do more 1.50 reviews if it had more resources.

CFTC justified its Regulation 1.50 revision as an attempt
to make reviews of existing contracts more flexible, focused,
and efficient. We believe, however, that the decrease in reviews
indicates that CFTC has used the revision not to fashion a more
efficient and effective review process but rather to deemphasize
reviewing existing contracts and to concentrate on approving new
contracts.

CFTC needs to revise requirements and
procedures regarding existing contracts

CPTC's proposed Guideline I revisions give CFTC an opportu-
nity to determine whether a contract is serving an economic pur-
pose. In particular, to show its continuing compliance with the
Guideline I economic purpose requirement, an exchange would have
to demonstrate that trading in the contract had, in fact, served
(and continues to serve) a hedging or price-basing function on
more than an occasional basis. This demonstration would include
evaluating (1) the actual commercial and pricesbasing use of the
contract and (2) the extent to which commercial participation in
the contract actually constituted hedging.

One way to provide more resources to review existing
contracts would be to more fully involve surveillance economists.
Surveillance economists' identification of the divergence of a
contract's terms and conditions from the cash market plays an

1/The surveillance unit monitors contracts to determine whether
any contract's terms are open to manipulation.
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important role in developing a Regulation 1,50 review. Conse-
quently, the surveillance economist is in an excellent position
to evaluate the exchange's response to the 1.50 review. Sur-
veillance economists have occasionally been involved in 1.50
reviews but not consistently. For example, a Chicago surveil=-
lance economist did review a proposed change in the types of lum-
ber deliverable under the Chicago Mercantile Exchange's random
lumber contract. A New York surveillance economist, on the other
hand, although developing the recommendation for a 1.50 review of
the New York Cotton Exchange's cotton contract, did not partici-
pate in reviewing the exchange's response. Most surveillance
economists have not participated in these reviews. The Director,
Market Surveillance, and the economists in charge of surveillance
in New York and Chicago agreed that opportunities exist to more
fully use surveillance economists' expertise in other CFTC activi-
ties such as reviewing existing contracts.

Review of dormant and low-volume
contracts could be handled by
adopting proposed rules

Not all futures contracts that CFTC approves are success—
fully traded. Some contracts achieve only a low volume of trad-
ing or fall dormant and do not trade at all. These existing
low-volume and dormant contracts have the potential to not comply
with the Guideline I economic requirements. In low-volume con-
tracts, trade practice abuses such as noncompetitive and pre-
arranged trades are more likely to occur than in active markets,
increasing the possibility that the prices discovered may be
inaccurate, artificial, or misleading. For example, trading
abuses occurred in two New York Mercantile Exchange low-volume
contracts. Further, because of their low trading volume, these
contracts are not particularly useful for hedging purposes.
Similarly, dormant contracts, because they involve no trading,
fail by definition to serve a hedging or price-basing function.

In October 1980 CFTC proposed rules that would address
the problems arising in low-volume and dormant contracts. For
low-volume contracts, exchanges would have to file periodic
reports on those contracts falling below a CFTC-imposed threshold
of trading activity. These reports would include an analysis of
trading activity, commercial use of the contract, and exchange
surveillance of trade practices., For contracts that, after an
initial start-up period, have no trading activity for 1 month
(dormant contracts), CFTC would require exchanges to receive
CFTC approval before further trading of the contract would be
allowed. Before such contracts could be traded again, exchanges
would have to notify CFTC and justify reopening trade of the
contract.

The proposed rules would provide an alternative that requires
less resources than 1.50 reviews to control contracts that may
not serve an economic purpose., CFTC, however, has not acted on
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the proposed rules. CFTC's January 1982 budget planning document
stated that the Economics and Education Division had not given
highest priority to drafting final rules on dormant and low-volume
contracts. According to a May 1982 CFTC news release, during the
spring of 1982 CFTC will act on rules dealing with dormant and
low—-volume contracts.

IMPROVED ADMINISTRATIVE PROCEDURES
COULD REDUCE THE TIME NEEDED FOR
CONTRACT APPROVAL

While CFTC needs to thoroughly evaluate a proposed contract
it also needs to approve contracts quickly and efficiently so that
economically valuable contracts can be traded as soon as possible.
Since 1978, however, the time required for CFTC approval has
lengthened. Several factors have increased the time needed to
approve contracts: expanded contract reviews (discussed pre-
viously), complex policy issues, exchange unresponsiveness, and
CFTC administrative procedures.

During our review, CFTC took action to streamline the
contract approval process. In fact, CFTC approved 20 contracts
during the last half of 1981. However, we believe CFTC's contract
approval process can be further streamlined.

Since our 1978 report, the average number of months required
for contract approval has increased--from 9.3 months in fiscal
year 1978 to 17.8 months in fiscal year 1981. (See the following
table.) The backlog in pending contracts reached 42 at the end
of fiscal year 1981.
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Status of Contract Applications

FY
1978 FY FY FY
(note a) 1979 1980 1981

Proposed
contracts
received 11 18 30 17

Total contracts
to be proc-
essed (in-
cluding
carryover
from previous
year) 20 30 55 57

Contracts
approved 8 5 11 15

Contracts
pending
at end
of year 12 25 b/ 40 42

Average time
for approval
{(months) 9.3 12.8 14.7 17.8

a/At the end of fiscal year 1977 nine contracts were pending.

b/Excludes four American Commodity Exchange contracts that were
pending when the Exchange closed in 1980.

Ssource: Economics and Education Division.

Lengthy contract approval periods can have a negative
economic effect. Since contracts allow commercial interests to
shift their cash market risks (and thus lower their costs), indi-
vidual firms' and aggregate industry costs are kept unnecessarily
high when contracts are not available for trading as soon as
practicable. This situation also results in higher costs to
the public because economic theory assumes that firms will pass
on cost savings in the form of lower prices charged for their
goods and services.
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Difficult policy issues and exchange
unresponsiveness have contributed to the
length of time needed to approve new
contracts

While some of the factors lengthening the contract
approval period stem from CFTC administrative procedures, the
large number and controversial nature of the contracts CFTC has
had to consider, as well as the actions of other Federal agencies
and the exchanges, also have affected the contract backlog.

Since 1978 CFTC has received 76 contract proposals. Of
these, 74 percent were contracts based on financial instruments
such as Government securities, domestic and Eurodollar certifi-
cates of deposits, and stock indices. These financial instrument
contract proposals have raised complex policy issues and required
CFTC to coordinate with other Federal agencies. For instance,
CFTC and the Securities and Exchange Commission disagreed about
which agency should have jurisdiction over stock index futures.
Although the first stock index contract was submitted in June
1979, the two agencies did not resolve their differences until
December 1981. Further, section 2(a)(8)(B)(ii) of the act re~
quires CFTC to consider Federal Reserve Board and Treasury com-
ments on proposed contracts based on any U.S. Government security.
Beginning in 1978, these agencies raised several questions relat-
ing to the potential impact of financial futures on the Govern-
ment securities market. While these important policy issues and
jurisdictional questions certainly warranted the time required
for their consideration, they have slowed the contract approval
process.

The level of exchange responsiveness to CFTC has also
affected the rate of contract approval. The Economics and Educa-
tion Division's Deputy Director and several division economists
have stated that the exchanges have contributed to the backlog by
slow responses to CFTC requests for information regarding con-
tract submissions. For 3 of the 10 contracts we examined, ex-
change replies were slow--with response times ranging from 3
months to more than a year.

According to the division's Deputy Director, in the rush to
get a place in the contract approval line, exchanges have sub~-
mitted contracts before they were fully developed. 1In other
cases, according to the Deputy Director, exchanges have simply
copied a competitor's contract and submitted it. The Deputy
Director stated that when CFTC requested additional information
on these contracts, the exchanges either had difficulty develop-
ing the information or assigned a low priority to formulating a
response., Exchange officials we spoke with disagreed with this
assessment. For instance, a MidAmerica Commodity Exchange vice
president stated that his exchange does not submit contract
applications to CFTC until they conform to Guideline I. A
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Chicago Board of Trade official charged with developing agricul-
tural futures stated that it takes the exchange a lot of time and
resources to answer CFTC's queries.

Whatever the reason for exchange unresponsiveness, CFTC's
new Chairman considered the problem serious enough to inform
the exchanges in September 1981 that failure to answer CFTC
correspondence regarding a proposed contract within 90 days
will result in withdrawal of the contract from the approval
process.

Improved administrative procedures could
strengthen the approval process

One problem affecting contract approval is that documenta-
tion of a contract's likely economic purpose arrives at CFTC
sporadically and often late. For 6 of the 10 contracts we evalu-
ated, the letters CFTC received from individual potential hedgers
arrived from 1 to 12 months after the exchange's initial submis-
sion. According to exchange officials, these delays occur because
although the exchange interviews potential hedgers to solicit
their support of a contract long before its submission to CFTC,
the potential hedgers characteristically procrastinate in writing
letters of support. Because CPFTC uses these letters to document
economic purpose, their late arrival means that an important com-
ponent of CFTC's analysis is not available to economists when they
begin their work, and thus the approval process is delayed.

An alternative to using potential hedgers' letters to demon-—
strate economic purpose would be to use the interviews exchanges
conduct with potential hedgers. Since these interviews are
conducted before the contract is submitted, we believe includ-
ing records of these interviews would be a relatively simple way
to provide this information when the contract is submitted. The
associate director, analysis section, told us that, in fact, CFTC
allows exchanges to use this approach. Nevertheless, we found
that in 9 of the 10 contracts we reviewed, CFTC still relied on
potential hedger's letters as the primary evidence of the
contract's likely economic purpose.

Another problem with CFTC administrative procedures is that
the Economics and Education Division inconsistently applies dead-
lines to staff work. The associate director, analysis section,
told us that the economists' contract analysis is not subject
to target dates. Without a consistent policy on deadlines,
staff supervisors took varied approaches to establishing them.
The head of the financial instruments unit told us that he tries
to informally establish a deadline with the economist assigned
to analyze the contract. The head of the agriculture unit stated
that he sets a deadline toward the end of the economist's analysis.
The natural resources unit head reported that once a contract's
major problems are resolved, he and the economist may set a dead-
line for completing the analysis.
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Our discussions with the analysis economists resulted in
equally varied statements about deadlines. One economist stated
that although his work is under no time limit, toward the comple-
tion of his analysis his supervisor usually discusses deadlines
with him. According to another economist, who described the
division's review process as "open-ended," the division does
not use staff deadlines.

We discussed the division's inconsistent application of
deadlines with CFTC's Chairman in September 1981. He told us
that he believed deadlines were appropriate and expressed sur-
prise that division staff were not consistently required to
meet deadlines. He promised to discuss the matter with the
division's Director. In a subsequent interview, the Director,
Economics and Education Division, stated that economists do
work under deadlines agreed upon by the economist and his or her
supervisor when analysis begins.

Although, according to the Division Director, staff work is
now subject to deadlines, we believe the varying statements from
staff members demonstrate that deadlines are used inconsistently.
Moreover, according to the Division Director, these deadlines are
oral agreements between economist and supervisor; staff work
is still not subject to formal deadlines, which would provide
control and accountability.

The order in which staff review a proposed contract can also
slow contract approval. When a contract arrives at CFTC, it is
forwarded to the Economics and Education Division where the unit
head assigns it to an economist for analysis. After several
months of analysis, the economist and his or her unit head develop
a report on the contract and forward it for final evaluation
to the associate director, analysis section, and the division's
Deputy Director. These officials, who have considerable expertise
in commodity futures, review the contract submission for potential
problems.

Delays in contract approval often occur when these officials
identify issues that warrant further study. According to the head
of the agricultural unit, these senior level final reviews always
result in the need to gather additional information. For example,
in one case, although the head of the financial unit had pre-
viously advised an exchange that division recommendation for
approval would be forthcoming, the Deputy Director subsequently
questioned the contract's economic purpose, delaying approval by
several weeks. 1In another case, an economist and his unit head
forwarded their analysis to the Deputy Director, believing that
they had resolved all contract problems. However, the Deputy
Director's review identified a problem that delayed the con-
tract's approval by 3 months.
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A former Director, Economics and Education Division, told us
that the order in which the division staff currently reviews con-
tracts is "backwards." He stated that senior level staff should
review the contract before passing it on to an economist. Sim-
ilarly, the division's Deputy Director acknowledged the delays
that result from the current procedure. The associate director,
analysis section, also told us that initial senior level review
of contracts would be more appropriate.

During our review, we noted other administrative procedures
associated with reviewing proposed contracts that could be
streamlined. In particular we noted the following:

—--Publishing contracts in the Federal Register for public
comment, a legislatively required task, occurred as much
as 9 months after contract submission. Consequently,
economists evaluating the contracts did not have the
benefit of public comments until late in their analysis.

--The contract review of the Economics and Education
Division and the Trading and Markets Division 1/ was
successive: the Economics and Education Division
finalized its recommendations before forwarding them
for the Trading and Markets Division's consideration.
This added up to 5 weeks to the approval process.

--The Trading and Markets Division's recommendation memo-
randum to the Commission often repeated much of the
information the Economics and Education Division included
in its recommendations. This reiteration and summariza-
tion added several weeks to the approval process.

During our review, we discussed these observations with CFTC
officials. Subsequently, CFTC took the following actions:

--In November 1981 CFTC gave sole responsibility for Federal
Register publication of proposed contracts to the Econom-
ics and Education Division in order to eliminate the de-
lays which had resulted from involving both the Economics
and Education and the Trading and Markets Divisions in
this task.

-=In October 1981 CFTC revised its procedures so that the
Economics and Education Division makes its draft recommen-
dations available to the Trading and Markets Division.
This allows the two divisions to forward their recommenda-
tions simultaneously to the Commission.

1/The Division of Trading and Markets reviews the application
for contract approval to determine whether it demonstrates that
the exchange's staff and procedures are sufficient to regulate
trading of the proposed contract.
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—--In October 1981 CFTC revised its procedures so that the
Trading and Markets Division is given an opportunity to
concur with the Economics and Education Division's recom-
mendations rather than repeating them in its memo to the
Commission.

EXCHANGES SHOULD BE ASSESSED USER
CHARGES FOR CONTRACT APPROVAL

CFTC's contract approval process provides an excellent
opportunity for implementing a user charge. Licensing an ex-
change to trade a contract falls within policy guidance provided
by the Office of Management and Budget on when fees should be
charged for Government services. 1In designing a user charge, CFTC
needs to consider its own fee authority and other decisions by the
Congress and the courts.

The term user charge refers to any charge collected from
recipients of Government goods, services, or other benefits not
shared by the public. This definition includes fees collected to
of fset the costs of privileges supplied by the Government. User
charges are authorized either by specific legislation or by the
general authority granted to Federal agencies in the User Charge
Statute—~—Title V of the Independent Offices Appropriation Act, 1952
(31 U.S.C. 483a). A series of court decisions has limited agency
authority to assess fees. 1/ 1In particular, an agency may charge
no more than the direct and indirect costs it incurs in providing
a special benefit to the recipient. It may not charge for costs
attributable to benefits to the public. It must also only charge
specific identified recipients of the Government benefit.
Although these decisions arose under the User Charge Statute, the
courts' reasoning appears to apply to any statute permitting an
agency to assess fees. 2/

In section 26 of the Futures Trading Act of 1978 the Congress
stated that CFTC may develop and implement a plan to collect fees
to cover the estimated cost of regulating transactions under CFTC's
jurisdiction. Implementing such a plan is subject to approval of

1/National Cable Television Association, Inc. v. United States,
415 US 336 (1974); Federal Power Commission v. New England Power
Company, 415 US 345 (1974); National Cable TV Association, Inc.
v. FCC, 554 F. 24 1094 (D.C. Cir. 1976); and Electronic Indus-
tries Association v. FCC, 554 F. 24 1109.

2/We took this view in a March 28, 1980, report entitled "The
Congress Should Consider Exploring Opportunities To Expand And
Improve The Application Of User Charges By Federal Agencies"
(PAD—-80-25).
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the House and Senate Agriculture Committees. Fees collected would
be deposited in the Treasury as miscellaneous receipts.

Office of Management and Budget Circular No. A-25 sets forth
general policies for agencies to follow in developing user charges.
In particular, the circular states that when a service (or priv-—
ilege) provides special benefits to an identifiable recipient
above and beyond benefits that accrue to the public at large, a
charge should be imposed to recover the full cost to the Federal
Government of rendering that service. For example, a special
benefit would be considered to accrue and a charge would be im-
posed when a Government-~rendered service

——enables the beneficiary to obtain more immediate or sub-
stantial gains or values (which may or may not be measur-—
able in monetary terms) than those which accrue to the
general public (e.g., receiving a patent, crop insurance,
or a license to carry on a specific business) or

—--provides business stability or assures public confidence
in the business activity of the beneficiary (e.g., cer-—
tificates of necessity and convenience for airline routes
or safety inspection of craft).

Within the context of this policy guidance, CFTC can assess
a user charge for approving a contract. Approving a contract is
analogous to licensing an exchange to carry on a specific business.
In return for meeting the section 5 requirements of the act, CFTC
approves the exchange's contract. As a result, exchange members
can trade the commodity for their personal profit or trade the
commodity for nonmembers in return for a commission. In addition,
CFTC's review of contract terms and conditions, which is aimed at
minimizing the potential for manipulation, can assure public confi-
dence in the exchange's business.

Benefits from licensing exchanges do accrue to the general
public. Trading in commodities lowers the business costs of a
commodity's commercial users and producers through hedging.
These lower costs are presumably passed on to the consumer.

In September 1981 we raised the question of assessing a
user charge for contract approval with CFTC's Chairman. While
the Chairman indicated that he had not given much consideration
to user fees before our discussion, he considered it a worthwhile
suggestion. He believed a user fee would have the benefit not
only of defraying contract approval costs, but also of possibly
discouraging frivolous exchange applications for contract
approval.

Subsequent to our discussion with the Chairman, CFTC in

October 1981 established a task force under the Executive Director
to examine user fees. This task force reviewed both individual
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fees for specific CFTC activities, such as contract approvals,

as well as an overall fee to be assessed on each futures trans-
action. Within the context of these alternatives, the task force
recognized that court decisions interpreting the User Charge
Statute are relevant to CFTC's fee authority.

We believe a user fee would help assure that adequate
resources are available for the review of contracts so that
these reviews can be comprehensive and timely. 1In establishing a
user fee under section 26, we agree that CFTC needs to take into
account applicable principles developed by court decisions inter-
preting the User Charge Statute. Consequently, CFTC may need to
set its fees to take into account the benefits which accrue to ex-
changes and those which accrue to the general public.

~

CONCLUSIONS

CFTC now performs a more complete review of a proposed
contract's compliance with its Guideline I requirements for
contract approval than it did at the time of our 1978 review.
CFTC has increased its emphasis on evaluating whether a proposed
contract is likely to serve a price-basing or hedging function
and has stressed in its review process the development of con-
tract terms and conditions that mirror the cash market.

Despite this overall improvement, we believe aspects of
CFTC's review could be refined. First, CFTC needs to establish
an internal requirement that its analysis economists contact a
significant portion of the potential hedgers who submit state-
ments on the exchange's behalf. Second, CFTC needs to develop
a standardized approach to determine what additional potential
hedgers it will independently contact.

CFTC's proposed revisons to Guideline I would make the
Guideline more specific regarding the requirements for demon-
strating economic purpose and establishing sound contract terms
and conditions. The proposed rules would also add meaning to the
public interest test by linking satisfaction of the test to ex-
change compliance with the rule enforcement and market surveil-
lance requirements of sections 5 and 5a of the act.

CFTC needs to increase the attention it gives to existing
contracts. Since removing in 1978 the Regulation 1.50 require-
ment for regular 5-year reviews of contracts, CFTC has devoted
increasingly less attention to this area. Because the act makes
clear that the economic requirements for approval apply to exist-
ing contracts as well as proposed contracts, CFTC needs to estab-
lish an effective approach for reviewing existing contracts.

Although CFTC needs to fully and thoroughly evaluate a pro-
posed contract for compliance with contract approval requirements,
the agency can make administrative improvements that will allow
it to perform this evaluation as quickly and efficiently as
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possible. First, instead of accepting individual hedging statements
which arrive at CFTC sporadically, CFTC can require exchanges to
provide, at the time of contract submission, either all the poten-
tial hedgers' statements the exchange wishes CFTC to consider or
the actual interviews used to solicit the hedgers' views. Second,
CFTC could also more consistently and effectively employ staff
deadlines. Although the Economics and Education Division has
begun to use informal staff deadlines, it has not devised a con-
sistent system of employing deadlines in managing staff resources.
Third, senior level officials could perform an initial review of

a proposed contract and brief the assigned economist on particu-
lar aspects of the contract that need to be explored in depth.
This procedure would cause the economists' review to be more fo-
cused, directed, and productive and help avoid last-minute delays
in contract approval.

CFTC's contract approval process provides an excellent
opportunity for implementing a user charge. We believe contract
approval clearly fits within the Office of Management and Bud-
get's policy guidance on when fees should be assessed. We see a
user charge, which equitably assigns costs, as a method to pro-
vide a significant portion of the resources needed for comprehen-
sive contract review.

RECOMMENDATIONS TO THE CHAIRMAN, CFTC

To improve the approval process for new contracts, we
recommend that the Commission take the following actions:

-—-Adopt the proposed Guideline I revisions.

—-—Establish procedures for analysis economists to follow
in contacting cash market participants. These procedures
should include using the expertise of CFTC surveillance
economists.

—--Require analysis economists to contact a significant
portion of the potential hedgers who submit statements
on behalf of an exchange applying for contract approval.

To provide for the comprehensive review of existing con-
tracts, we recommend that the Commission:

--Establish an effective approach for reviewing existing
contract markets. This approach should include (1) adopt-
ing the proposed rules on dormant and low-volume contracts,
(2) identifying contracts that may not be serving an eco-
nomic purpose and requiring exchanges to demonstrate that
these contracts continued to comply with economic require-
ments, and (3) using surveillance economists to review
terms and conditions of existing contracts for conformity
to current cash market practices.
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To expedite the contract review process, we recommend that
the Commission:

--Require exchanges to supply at the time of their appli-
cation all the relevant support they intend to submit to
demonstrate economic purpose.

--Establish written staff deadlines for all phases of the
review process.

——-Require senior level officials to perform an initial
contract review and brief the assigned economist on
contract aspects that should be explored.

We also recommend that the Commission charge a fee to collect
contract approval process costs.

AGENCY COMMENTS AND
OUR EVALUATION

In its comments on our draft report, CFTC stated that ascrib-
ing slow contract approvals to weak management of the Economics
and Education Division is inappropriate. 1/ We acknowledge that
our characterization of CFTC's contract approval process can be
worded more appropriately. Therefore, to more aptly characterize
our concerns about the process, we indicate that the process
needs "improved administrative procedures" rather than "improved
management."

CFTC attributes slow contract approvals to: (1) a tre-
mendous growth in new applications, (2) the need to address
CFTC's and other agencies' "fundamental and precedential" ques-
tions about innovative contracts, (3) the diversion of CFTC per-
sonnel from contract review to study of the 1980 silver crisis,
and (4) senior management's emphasis on developing the regulatory
prerequisites for contract approval.

During our review, we considered these factors but found
that other factors, including CFTC's administrative procedures,
also contributed to slowing the approval process. CFTC needs to
improve its procedures through actions such as establishing writ-
ten deadlines for staff and requiring exchanges to submit applica-
tion materials in a timely manner. We acknowledge the importance
of several of the reasons cited by CFTC for the backlog in
approvals, including the growth in the number of contract appli-
cations, the controversial nature of some of the contract applica-
tions CFTC has had to consider and the complex policy issues
raised by these contracts, sometimes slow exchange responses to

1/CPTC's comments are presented in their entirety in app. XV.
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CFTC inquiries about pending contracts, and the expanded review

of proposed contracts CFTC has conducted in recent years. The
reasons we cited for slow contract approval include all but one

of the factors to which CFTC attributes the backlog in approvals.
We did not include one of the factors to which CFTC refers——-diver-
sion of contract review staff to study the silver crisis-——-because
this diversion of resources has comparatively little long-term
impact on the contract approval process.

CFTC also stated that the processing of proposed futures
contracts accelerated substantially in the last half of calendar
year 1981, an accomplishment CFTC believes we did not acknowledge
in our draft report.

Although our draft report demonstrated an increased rate of
contract approvals, we agree that we could more explicitly recog-
nize this acceleration. Therefore, we have pointed out that CFTC
approved 20 contracts between July and December 1981,

Regarding reviews of existing contracts (1.50 reviews),
CFTC stated that management decided to assign higher priority
to new contracts and to review existing contracts only if
significantly deficient. Further, CFTC stated that in fiscal
year 1981 the Commission authorized 12 1.50 reviews—-a review of
a cotton contract and reviews of 11 contracts on one exchange
(the New York Mercantile Exchange).

We recognize that CFTC's management has assigned a higher
priority to new contracts than to existing contracts. In our re-
port, we state that CFTC has performed few reviews of existing
contracts because "CFTC has focused most of its attention on
approving new contracts." We understand that CFTC limits 1.50
reviews to cases in which the Commission believes there are sig-
nificant deficiencies which represent potential market problems.
A more effective approach to ensure continuing compliance with
the act's requirements would be for CFTC to review existing con-
tracts before serious problems and deficiencies arise rather than
waiting to act on contract deficiencies until after they have
caused a problem. In addition to reviewing the adequacy of exist-
ing contract terms and conditions, CFTC needs to review existing
contracts to determine if they continue to serve an economic
purpose.

Regarding the number of 1.50 reviews issued in 1981, our
analysis is presented in terms of calendar year 1981, while CFTC's
comments are written in terms of fiscal year 1981. As our report
states, CFTC issued no 1.50 reviews in calendar year 1981. The
cotton contract review to which CFTC refers was issued in Novem-
ber 1980. The group of 11 1.50 reviews to which CFTC refers,
although auttkorized, were never issued. Moreover, the authoriza-
tion of these 1.50 reviews was a formality which arose in connec-
tion with an enforcement action that CFTC initiated against the
New York Mercantile Exchange to address alleged trade practice
abuses. The 1.50 reviews CFTC authorized against this exchange
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in no way constitute the sort of precautionary preventive economic
review that we believe CFTC must perform in order to see that
existing contracts continue to meet approval requirements, as
stipulated in Regulation 1.50.

CFTC also made the following additional comments.

CFTC believes that rather than referring to CFTC's
"approval of new contracts," we should refer to CFTC's "designa-
tion of contract markets." We selected "approval of new con-
tracts" rather than the term "designation of contract markets" to
minimize the use of technical terms. For clarity, we note that
for the purpose of our discussion, "to receive approval to trade
standardized contracts" is the same as "to be designated as a
contract market." Moreover, in its 1981 annual report, CFTC
referred to "approving a contract" rather than "designating a
contract market."

CFTC asked us to change the terminology in our discussion of
dormant contracts. We stated that CFTC proposed to "suspend trad-
ing in dormant contracts." CFTC prefers that we state that the
proposal would require exchanges to "receive CFTC approval to re-
store trading in a dormant contract.” The c¢hanges CFTC suggested
have been incorporated.

Finally, CFTC wanted us to revise our discussion of contract
approval requirements, First, in our discussion of the economic
requirements for contract approval, CFTC suggested that we in-
clude the requirement that a contract not be conducive to price
manipulation or distortion. Second, CFTC suggested that we clar-
ify our statement regarding exceptions to the requirement that
contract terms and conditions conform to cash market practices.
CFTC suggested that we state that "if a term or condition does
not conform to normal commercial practices, it must be shown why
it is necessary or desirable." The changes CFTC suggested have
been incorporated.

EXCHANGE COMMENTS AND
OUR EVALUATION 1/

Chicago Board of Trade

The Chicago Board of Trade commented that our discussion of
the contract approval process is based on the premise that pro-
posed contracts should be rigorously held to Guideline I, a prem-
ise the Board of Trade believes to be erroneous. According to
the exchange, the Congress intended that the proposed contracts
be approved unless evidence exists that a contract will be con-
trary to the public interest. Therefore, the exchange believes

1/The exchanges' comments are presented in their entirety in
app. XVI.
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that Guideline I, which sets forth economic requirements for
contract approval, misinterprets congressional intent.

We do not agree that Guideline I misinterprets the public
interest requirement. The Conference Report accompanyving the
1974 legislation which created CFTC states that although only
the Senate's broad "public interest test" language appears in
the act, this test includes the House of Representatives' con-
cept of an "economic purpose" test. Guideline I's requirement
that exchanges establish the commercial viability of the contract
by justifying its terms and conditions, is appropriate since well-
constructed contract terms and conditions reduce the potential
for market manipulation and increase the economic benefits of
trading the contract.

As for the issue of delayed exchange responses to CFTC,
which we present as one reason for slow contract approval, the
Chicago Board of Trade maintained that it makes every effort to
provide timely responses to CFTC inquiries about proposed
contracts. However, as the Board of Trade explained, the infor-
mation CPFTC requests often cannot be gathered "overnight."
Moreover, when CFTC requires the exchange to amend the proposed
contract's rules, the exchange must undertake the time-consuming
process of seeking its Board of Directors' approval.

We understand that exchange replies to CFTC ingquiries are
sometimes delayed because of the time-consuming nature of CFTC's
requests. However, we have fully recognized this situation in
our report. We included a Board of Trade economist's statement
explaining that the exchange has to spend considerable time and
resources to answer CFTC's queries, to demonstrate the exchange's
plight.

Chicago Mercantile Exchange

The Chicago Mercantile Exchange did not agree that CPTC
should develop a more meaningful public interest test. The ex-
change believes its interpretation of the act's public interest
requirement~-that it requires only that the exchange demonstrate
the soundness of a proposed contract's terms and conditions—-is
consistent with congressional intent.

We do not accept the exchange's argument. The Chicago
Mercantile Exchange's interpretation of the public interest test
differs from the interpretations CFTC and other exchanges have
set forth. For the contract approval process to function with
integrity and efficiency, it is important that all actors in the
contract approval process have the same understanding of the pub-
lic interest requirement. Since the Congress has charged CFTC
with regulating futures trading, it is the agency's responsibil-
ity to formulate a clear and definitive public interest standard
against which futures contracts are to be judged.
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MidAmerica Commodity Exchange

The MidAmerica Commodity Exchange believes that exchanges,
for the most part, are not responsible for slowing the contract
approval process. MidAmerica believes that only a slight rela-
tionship exists between a proposed contract's quality and the
length of time required for its approval. MidAmerica also dis-
agreed with CFTC's assertion that contract approval often slows
because exchanges either have difficulty, or are uninterested,
in responding to CFTC's requests. When exchange responses have
been delayed, MidAmerica believes the exchanges should not be
blamed because: (1) the delay may have resulted from the press
of exchange business, (2) the response may have required a great
deal of time to prepare, and (3) the requested information is
known oy should be known by CFTC.

Our discussion of delayed exchange responses to CFTC in-
quiries provides a balanced representation of differing views.
While we include CFTC's charge that exchanges are slow in re-
sponding, we also include exchange explanations regarding why
these delays occurred.

Furthermore, we said that untimely exchange replies to CFTC
was only one of several factors contributing to backlogged con-
tract approvals. We found that CFTC contract approvals were also
slowed by expanded contract reviews, complex policy issues, a
rapid increase in contract applications, and the need for im-
proved CFTC administrative procedures. 1In addition, we found
that for some contracts lengthy time periods did elapse between
the date that CFTC requested information on the contract and the
date the exchange replied. While CFTC and the exchanges do not
agree about why exchange responses were delayed, these delays
nonetheless stand as one factor of several contributing to slow
contract approvals.

MidAmerica also suggested a slight change to our characteri-
zation of a MidAmerica vice president's statement. We reported
that he stated that MidAmerica does not submit contracts to
CFTC until they are ready to trade. MidAmerica believes it is
more correct to say that the exchange does not submit contracts
until the applications conform to Guideline I. MidAmerica's
suggested changes have been incorporated.
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CHAPTER 4

MARKET SURVEILLANCE IMPROVEMENTS DEPEND ON BETTER

DATA COLLECTION AND ANALYSIS

CFTC and the commodity exchanges conduct market surveillance
programs to identify adverse market situations and prevent them
from disrupting futures markets. Through their market surveil-
lance programs, CFTC and the exchanges collect, analyze, and com-
pare, on a daily basis, data on supply and demand conditions in
both the c¢ash and futures markets and, in particular, on the
size and dominance of traders' positions in futures markets.
Because of weaknesses in its overall automatic data processing
(ADP) system, CFTC is unable to collect and analyze this data in
a manner that can most effectively support its surveillance pro-
gram. Improvements in its ADP system and subsequent revision of
its data collection systems could increase the output of CFTC's
market surveillance staff.

Commodity exchanges, as self-regulatory organizations, are
primarily responsible for protecting the integrity of their
markets. They cannot fulfill this responsibility if they do not
have adequate surveillance data for their markets. Since many
exchanges do not maintain extensive large-trader data systems,
CFTC often knows more about the positions of individual traders
in a particular exchange's market than the exchange does. CFTC
can either require the exchanges to collect this data or supply
it to the exchanges for a fee.

HOW MARKET SURVEILLANCE WORKS

To serve their economic purpose of hedging and price basing,
futures markets for individual commodities must function compet-
itively, free from artificial prices or distortions. The goals
of market surveillance are to spot adverse situations in futures
markets——-primarily price manipulations——as they develop and to
prevent disruption of these markets. To accomplish these goals,
a market surveillance program must determine when a trader's posi-
tion in a futures market becomes so dominant that it is capable
of causing that market to no longer accurately reflect supply and
demand conditions. Consequently, a surveillance program needs to
collect, analyze, and compare, on a daily basis, data concerning
overall supply and demand conditions in the cash market, supplies
that are deliverable against the futures contract, cash and fu-
tures prices and price relationships, and the size and dominance
of traders' positions in the futures market.

Both CFTC and the exchanges conduct market surveillance
programs. When a market problem is detected, various actions are
possible. CFTC and/or the exchange will contact the trader (or
traders) whose position in the futures market is considered to be
a potential source of disruption. They will ask the trader about
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his or her intentions and remind him or her of his or her
responsibility to avoid market disruptions. They will continue
to monitor the trader's position as the contract's expiration
date approaches, gradually increasing pressure if the troublesome
position is not eliminated or reduced. Ultimately, CFTC (under
section 8a(9) of the act) or the exchanges may declare a market
emergency and take specific actions designed to restore an
orderly market.

CFTC's Economics and Education Division conducts CFTC's
market surveillance program. Although the Division has a market
surveillance section, actual surveillance is conducted in CFTC's
New York and Chicago regional offices. Within the regions, the
market surveillance staff is divided into two groups-—--surveil-
lance and reports processing. Economists in the surveillance
group perform the actual analytical work, while clerks in the
reports processing group process the large amounts of trader
position information CFTC receives. Statistical assistants or
economic assistants support the economists'by collecting and
recording data and performing computations.

Since our 1978 review, the number of CFTC's surveillance
economists has remained relatively stable. Because of the con-
tinued growth of the futures industry, however, the average num-
ber of commodities assigned to each economist has increased. The
associate director, market surveillance, stated that expected con-
tinued growth, coupled with static surveillance staffing levels,
will further increase the workload of individual surveillance
economists. 1/

CFTC CAN FURTHER IMPROVE ITS
COLLECTION OF LARGE-TRADER DATA

The essential objective of market surveillance is to prevent
individuals or groups of traders from controlling or manipulating
the futures market. Consequently, a large-—trader reporting sys-
tem that provides reliable, timely data is an integral part of an
effective surveillance program. CFTC operates an extensive large-
trader reporting system which consumes a significant portion of
the agency's budget each year. This system cost $1,043,000, or
about 5 percent of CFTC's fiscal year 1981 budget, and used about
10 percent of its staff years for fiscal year 1981. CFTC's cur-
rent large-trader system has had problems with (1) collecting
duplicate data from different sources and (2) providing surveil-
lance economists with the most timely and useful data. CFTC

1/Growth has occurred not only in the number of futures contracts
traded but also in the sheer volume of trading (see app. I for
recent statistics). Additional growth will occur in futures
contracts and in the recently approved commodity options pilot
program.
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has reduced the duplication by eliminating one routine report,
but it has not addressed other inadequacies of its large-trader
reporting system due to weaknesses in CFTC's ADP system.

CFTC's large-trader system requires daily reports from
two primary sources: exchanges and Futures Commission Merchants
or foreign brokers that handle futures trading accounts.
Exchanges must report to CFTC by commodity, by future, and by
clearingmember, 1/ position, trading, and delivery information.
Surveillance economists call this data the '00 reports or clear-
inghouse sheets. FCMs and foreign brokers must report (the
series '0l1 report) positions in all accounts carried on their
books separately for each exchange and each future that equal
or exceed a reporting level fixed by CFTC. 2/ FCMs and foreign
brokers also report information on who owns and controls accounts
to CFTC (Form 102).

Before January 1, 1982, individual traders who owned or con-
trolled a reportable position in a commodity were required to
report routinely (the series '03 reports) their total positions
in each contract market as well as their trading activity and
deliveries made and received. Now traders must file this infor-
mation only when CFTC specifically requests it. Traders still
must provide additional biographical and account ownership and
control information (Form 40). Individual traders using futures
markets for hedging purposes must also file a weekly report
(series '04 report) showing their actual holdings of the physical
commodities in which CFTC has established speculative position
limits. 3/

1/A clearingmember belongs to a clearinghouse—-an adjunct to a
commodity exchange through which transactions executed on the
floor of the exchange are settled.

2/In 1978 we recommended that CFTC determine the costs and bene-
fits of replacing the system of obtaining reports from traders
and FCMs with daily reporting of detailed trade information
from exchange clearinghouses. Our recommendation was not
adopted because surveillance officials believed that getting
trader data from the FCMs is the most efficient approach. They
noted that exchanges that collect large-trader data do so inde-
pendently of their clearing process.

3/Speculative position limits set a maximum on the futures
positions a speculator can hold. CFTC speculative position
limits currently exist for wheat, corn, oats, rye, barley,
flaxseed, soybeans, eggs, potatoes, and cotton. Speculative
limits do not apply to futures positions that are hedged in the
cash market.
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CFTC has reduced duplication
'in its reporting system

In order to reduce duplication in its reporting system, CFTC
recently eliminated the filing requirement for the series '03
report. This elimination involved considerable alterations to
the computer programs that run CFTC's large-trader reporting sys~-
tem. The elimination project was poorly planned and, as a result,
experienced delay.

The '0l and '03 reports collect essentially the same infor-
mation., Before the 1970's, series '03 reports were adequate for
surveillance purposes because of the physical proximity of the
largest of the traders in New York and Chicago. This ensured
that the bulk of the reported information was timely and futures
trading was low enough that futures trading data could be handled
promptly by CFTC's predecessor agency. However, as trading
volume increased, the locations of traders decentralized.

As the trends in growth and decentralization continued, the
'01 reports FCMs filed gradually replaced the '03 reports as the
major reports used for surveillance. The '0l reports were re-
ceived more quickly than the '03 reports (hand delivered daily
by the FCMs vs. mailed in by individual traders). Moreover, the
series '03 reports came to be filed by less experienced, less
professional traders; therefore, they became increasingly less
accurate.

In January 1982 CFTC eliminated the requirement for filing
'03 reports and increased its reliance on the '0l reports and
Porms 102 and 40 for routine large-trader data. CFTC officials
told us that they eliminated the '03 report filing requirement
for several reasons: the report duplicated the '0l report; its
reduced timeliness and accuracy made the report less useful for
surveillance purposes; costly staff and computer resources were
needed to process the increasing amounts of '03 reports received;
and eliminating the report would implement the Paperwork Reduc-
tion Act (44 U.S.C. 3501 et seq.).

The idea of eliminating the '03 report was not new. 1In
June 1976 CFTC's Chief Economist reported on the '03 report's
inaccuracy, untimeliness, and duplication and proposed elim-
inating it. 1/ Subsequently, in July 1976, CFTC requested public
comment on discontinuing the report. However, a CFTC ADP official

1/In our 1978 report, we noted this proposal as well as others
the Chief Economist made to improve market surveillance. We
recommended that CFTC develop a plan to implement these changes.
Former and current CFTC surveillance officials told us that
although CFTC did not produce such a plan, it did act on the
Chief Economist's proposals.
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told us no action was taken regarding the '03 elimination until

early in 1981. The previous Director, ADP, told us that because
of ADP problems, CFTC was unable to attempt this project before

January 1981. 1/

The actual '03 elimination project was poorly planned and,
as a result, experienced delay. For example, in June 1981, in
anticipation of eliminating the '03 report, CFTC began requiring
FCMs and foreign brokers to report daily on the '0l report ex-
change of futures for cash and delivery information. However,
the necessary computer programs to generate reports from this
data were not written when the requirement became effective;
thus the data was essentially useless to the surveillance econ-
omists. Additional project management problems contributed to
several postponements of the elimination of the '03 reporting
requirement until January 1982. Even so, not all of the neces-
sary computer programing was completed by January 1982, As a
result, CPFTC has had to suspend publication of a report on
"Commmitments of Traders” and manually screen hedgers from a re-
port showing violators of CFTC speculative limits. 2/ 1In any
event, only the filing requirement for '03 reports has been
eliminated. The computer programs that processed the '03 data
remain and will process the remaining '0l1 data to produce cer-
tain outputs used by surveillance economists. Thus, there will
be very little computer processing savings by eliminating the
'03 report.

1/These problems, including inadequate ADP staff and lack of
software documentation, are discussed in ch. 9.

2/Currently, CFTC produces a computer report that identifies
traders whose positions are over CFTC speculative position
limits. Hedgers, who are exempt from these limits, were iden-
tified on the '03 reports. Without the '03 reports, CFTC plans
to use the Form 40 to identify hedgers. Traders will be re-
quired to identify themselves as commercially or noncommer-—
cially involved with the commodities they are trading. CFTC
will assume that traders with a commercial interest in a partic-
ular commodity are hedgers in that commodity. The computer pro-
graming to make this change is not complete. Therefore, the
speculative limit violation report will show all traders, both
commercial (hedgers) and noncommercial (speculators), with
positions over the speculative limit. CFTC will have to manu-
ally refer to the Form 40s to eliminate exempt hedgers.
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CFTC can address other
reporting system weaknesses

The large-—trader data received from FCMs on the '0l reports
is processed by CFTC's computer. The computer produces a series
of output reports showing traders' positions, and these reports
are used by the surveillance economists to perform their surveil-
lance. By addressing problems with the timeliness of output re-
ports, inadequate data verification, and inappropriate reporting
levels, CFTC can improve its large~trader reporting system and
increase its usefulness to surveillance economists.

The director, market surveillance branch, Chicago, told
us that the '01 output reports for the previous day's trading
are not usually received in Chicago until 2:30 p.m. The New York
reports processing group chief told us that until some recent
data processing changes were made, the '0l outputs were not re-
ceived in New York until 4:00 p.m. (they are now received at
2:30 p.m.). Computer breakdowns can cause surveillance econ-
omists to receive large-trader data even later, sometimes even
the following day, by which time the information is almost 2
days o0ld. Surveillance economists told us that even when the
2:30 target is met, the data is not as timely as it could be.
Receiving data by 2:30 means that almost a full day's trading
has occurred before CFTC is able to find out what traders' posi-
tions were on the preceding day.

In contrast to CFTC, the Chicago Mercantile Exchange, which
operates a large-trader system similar to CFTC's, has its reports
for the preceding day done by 9:30 a.m. Most of the inputs the
exchange receives are in machine-readable form, whereas CFTC only
receives machine-readable inputs from two FCMs. As a result,
CFTC has to manually enter large—-trader data into its computer--a
time-consuming task.

The primary reason for the lengthy time needed to produce
the '0l1 outputs is that the hard-copy inputs are not required
from the FCMs until 30 minutes before the exchanges open--usually
about 9:30 to 10:00 a.m. They must be reviewed, key punched,
run, edited, and then printed and distributed. Any difficulties
in this process create delay. The potential for delay is in-
creased in New York, where data must be key punched, transmitted
to Chicago, run on the computer there, transmitted back to New
York, and then printed and distributed.

Because the outputs are often received late, to be current
on the futures markets, CFTC surveillance economists must often
take time away from their analytical duties to manually update
large—~trader data. This is particularly the case on Thursdays,
when surveillance economists prepare their weekly report, This
report is telexed to Washington at the close of business for use
at the Commission's Friday surveillance briefing. The computer
outputs are not received in time to prepare the weekly report;
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‘thus, the traders' positions must be updated manually. Reflecting
New York's chronic ADP problems, this happens more often in New
York than Chicago. As a result of this problem, in a critical
liquidation CFTC economists can be unaware of the positions of
dominant traders until they manually sort through the inputs
received from the FCMs and exchanges.

Timeliness problems are not confined to the daily '0l
outputs. CFTC has computer programs that can present large-
trader data in various formats. However, our discussions with
surveillance economists indicate that they do not often request
special reports because the reports usually take several days to
receive, thus reducing their usefulness.

More can be done to verify CFTC's large~trader data. Until
the '03 reports were eliminated, the computer did produce an
'01/'03 check report that made limited comparisons of data from
the two reports and could detect gross errors. To take the place
of this report, CFTC plans to check the '0l reports against the
'00 reports; however, because the necessary computer programing
does not exist, this check can only be done manually.

Data from the '0l and the '04 reports is not routinely
verified. The associate director, market surveillance, and the
reports processing group chiefs in New York and Chicago agreed
that the lack of verification is a potential weakness. They be-
lieve the '0l reports are reasonably accurate because the FCMs
who prepare them need to know traders' positions to establish and
maintain required margin accounts; thus, they have an important
incentive to ensure accuracy. Moreover, the associate director,
market surveillance, told us that CFTC plans to use a staff po-
sition made available by the '03 elimination to hire an auditor
for each region who will be used to verify the FCM's accuracy in
completing the '01 report.

CFTC's reporting system covers all futures in all active
contracts with the same reporting level. The greatest emphasis
in surveillance, however, is usually placed on the maturing fu-
tures because markets are most susceptible to manipulation or
price distortion during the expiration period. This has led to
the proposal, first made by CFTC in July 1976, that a two~tiered
reporting level be adopted. This would involve (1) lower re-
porting levels during expiration, when the '0l system currently
does not collect as much data as would be most useful, and (2)
higher reporting levels for distant futures, when the '0l system
currently collects more data than CFTC needs or can effectively
use. In a May 1981 memorandum the chief, New York market surveil-
lance group, and the director, New York market surveillance
branch, supported this approach. The two-tiered approach was
also supported by the associate director, market surveillance,
and by many of the surveillance economists we interviewed.
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In view of these potential areas where improvement could be
made, we asked the associate director, market surveillance, why
a complete overhaul of the large-—-trader reporting system has not
been attempted. He acknowledged that a new system would be
desirable but believed that it would have to wait until a new
ADP system was developed. The former Director, ADP, told us that
rather than eliminate the '03 report, he would have preferred
to develop a new large-trader reporting system that 4id not in-
clude the '03 reports and that provided improvements over CFTC's
current system. He believed that the computer software that sup-
ports the current large-trader reporting system is unreliable and
too poorly documented to be fully understood or improved. He
also believed these programs are so inadequate that it would
prove extremely difficult, as it has, to make the modifications
necessary to eliminate the '03 report. He told us that the rea-
son the '03 was eliminated was because the computer and staff
burden of the '03 report was becoming too great. Also, he stated
that CFTC had hired computer programers to initially work on com-
puter software for the registration program. When this effort
was delayed, these programers were assigned to the '03 elimina-
tion project. ‘

CFTC MAKES LITTLE USE OF
ADP TO ANALYZE SURVEILLANCE
DATA, RESULTING IN A WEAKER
SURVEILLANCE EFFORT

Effective surveillance requires not only the collection but
also the analysis and comparison of data in a systematic and
‘timely fashion. Comparisons must be made between large-trader
position data and a future's open interest--the amount of un-
liguidated contracts——to determine whether a particular trader
has achieved a level of dominance which could influence the mar-
ket. Other data must be analyzed to determine if the potential
distortions are actually occurring. For example, in orderly
liquidations the prices in futures and cash markets tend to con-
verge as traders take advantage of price differences between the
two markets. Failure of these prices to converge may indicate
price manipulation or an underlying market problem; therefore,
the difference between these prices must be computed and analyzed
daily.

CFTC uses ADP to collect and compile large-trader data.
CFTC also receives futures price, volume, and open-interest data
in hard-copy format from the exchanges daily. 1/ This data is
entered in CFTC's computer and becomes part of a permanent record.
Other data, such as cash prices, are not entered.

1/In addition to supplying this data in a hard-copy format, the
Chicago Board of Trade also supplies a monthly summary of this
data on computer tape.
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For the most part, CFTC does not use ADP to analyze this
data. Outputs for the large-—trader reporting system are limited
to fixed reports showing traders' positions. No comparison using
ADP is made between a trader's position and open interest, even
though both data elements are entered in CFTC's computer. Sim-—
ilarly, other systematic, computerized analyses are not made of
futures price, volume, and open~interest data.

This situation is the result of the weaknesses in CFTC's
overall ADP system, which are discussed in chapter 9. The sys-
tem as it relates to surveillance was designed to be, as one
surveillance official stated, a "big adding machine" that would
process large-trader information in batches and produce a fixed
number of reports. CFTC's Executive Director and Deputy Execu-
tive Director told us that CFTC has not developed ADP systems
that would allow expanded analysis of large-trader or other
market data.

The lack of ADP support has affected the surveillance pro-
gram in numerous ways. For example, CFTC must maintain duplicate
data systems. 1In New York and Chicago, surveillance economists
and their assistants manually record futures prices, volume, and
open—-interest data in ledgers or notebooks even though the same
data is entered in the computer. The duplicate data is kept be-
cause the economists need to analyze changes in and differences
between the data--computations CFTC's current computerized sys-
tems cannot perform. The necessary computations are, as a result,
done manually.

Many staff members are needed to perform CFTC's routine
data collection and analysis. 1In Chicago five statistical as-
sistants and one economic assistant record data and perform the
necessary computations. 1In New York two economic assistants per-
form these functions. The director of the market surveillance
branch in Chicago and the chief of the market surveillance group
in New York told us that the situation is more serious in New
York where the small number of economic assistants necessitates
economists taking time from their analyses to perform many of the
routine computations.

Surveillance economists told us that comparisons of
additional data series--such as cash prices--which would enhance
their surveillance effort are not done because the manual proc-
essing means it takes too long to collect and analyze the data.
Surveillance economists also told us that the manual processing
makes it cumbersome to compare data for the current expiring
future with data for past liquidations whereas a computer could
make such comparisons more efficiently.

Insufficient ADP support has also inhibited the development

of more sophisticated surveillance techniques. In 1978 we recom-
mended that CFTC develop "quantitative indicators" as an aid in
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detecting developing market problems. 1/ The associate director,
market surveillance, told us that no action has been taken on this
recommendation primarily because of CFTC's limited ADP capabil-
ities. Nonetheless, opportunities continue to exist to use gquan-
titative indicators. For example, the statistical techniques of
correlation analysis and frequency distribution could be used to
detect or verify a group of individuals trading under a common
plan when they have not revealed their relationship to CFTC. 2/
Currently, economists try to detect these relationships by visual-
ly scanning the large-trader reports—-an approach that we believe
is not satisfactory. The associate director, market surveillance,
acknowledged the benefit of the analytical approach and said

that his section has wanted to use this technique for several
years, but CFTC's ADP systems are not programed to make such cor-
relations among the large-trader data.

The Economics and Education Division has had some experience
using small (mini and micro) computers in its market surveillance
program. CFTC surveillance officials told us that because the
technical characteristics of these computers were not adequately
suited to the needs of the surveillance program, these computers
could not significantly contribute to the productivity of the pro-
gram. In particular, the computers have not been (1) usable by
individuals who do not have strong computer backgrounds and
(2) able to deliver timely analysis. Nevertheless, our discus-
sions with surveillance economists indicated that the computers
did allow them to more efficiently explore relationships among
data series and perform more sophisticated surveillance.

CFTC has recently taken actions that could ultimately improve
its use of ADP in market surveillance. As part of its intended
commodity options pilot program, CFTC is requiring exchanges to
report in machine-readable form (that is, computer tapes or discs
that can be inputed directly into CFTC's computer) and in hard-
copy data on large-trader option positions and data on option
price, volume, and open interest. It is also extending the
machine-readable requirement to data on clearingmembers (the '00
reports) and on all futures prices, volume, and open interest.

Before the Commission's decision to go ahead with the options
pilot program, the Director, Economics and Education Division,

1/A quantitative indicator would show, for example, when a
trader's share of open interest when compared with previous
liquidations had reached a potentially dangerous level.

2/Traders are required to report on CFTC Form 40 futures trading
relationships they may have with other traders. If a group of
traders intends to manipulate the market or evade speculative
position limits, they will not want to report their relationship
to CFTC.
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recommended in a September 1981 memorandum to the Executive Di-
rector that CFTC hire an outside contractor to perform the re-
quired ADP services for options. He also recommended that CFTC
use the outside contractor to more fully automate futures market
data. 1In particular, he suggested that CFTC (1) add cash prices
to a computerized data base that would include existing computer-
ized price, volume, and open-interest data, (2) develop the capa-
bility to make comparisons among cash and futures price data and
display this data in graphic and tabular form, and (3) use com-
puterized '00 reports to check '0l1 reports. CFTC's Washington-
based ADP group has begun work on the computer programing needed
to process the options data and add cash prices to CFTC's data
base. CFTC market surveillance officials have also met with
outside contractors to discuss developing ADP systems to provide
tables containing futures data, which economists can use in
conducting their surveillance.

In chapter 9 we also discuss other overall improvements in
CFTC's ADP system that can help improve the application of ADP
to market surveillance.

COMMODITY EXCHANGES NEED TO
BE PRIMARILY RESPONSIBLE FOR
MARKET SURVEILLANCE

Both CFTC and the exchanges need market surveillance pro-
grams. Under section 5(d) of the act, CFTC may designate only
those contract matrkets that demonstrate their ability to prevent
price manipulations and corners (see glossary). In this regard,
section 5a(8), as implemented by Regulation 1.51(a)(1l), requires
that exchanges, as self-regulatory entities, maintain an affirm-
ative action program that includes "surveillance of market activ-
ity for indication of possible congestion or other market situa-
tions conducive to possible price distortion."

Although CFTC has broad responsibility under the act for
ensuring the integrity of futures markets, exchanges have primary
responsibility for market surveillance and should, in our view,
bear the major part of the burden for protecting the integrity of
their markets.

In 1978 we noted this partially unavoidable overlap in
surveillance activities and recommended that CFTC conduct a study
with the assistance of the exchanges to identify and eliminate
unnecessary duplication, increase understanding and coordination,
and establish clear lines of responsibility. CFTC did not study
all of these areas. Rather, market surveillance officials said
that they focused their attention on what they considered the
major potential area for duplication--large-trader reporting.

48



Data on large—trader positions
varies among exchanges

Surveillance programs vary considerably both among the
exchanges and when compared with CFTC. This variation extends
to how programs are organized, what authority the exchange market
surveillance staff has, and, in particular, what data is gathered
for surveillance purposes. The differences are most apparent in
the collection of large-trader data. Some exchanges routinely
collect data on individual traders' positions for use in market
surveillance. Other exchanges use their clearingmembers' total
long and short positions (see glossary), which include the posi-
tions of many traders, in their market surveillance programs.
They may, however, collect data on specific large traders when
they believe market conditions warrant it or to enforce exchange
speculative limits. As noted previously, CFTC maintains an ex-
tensive large-trader reporting system.

Since the essential objective of market surveillance is to
prevent individuals or groups of traders from controlling or ma-
nipulating a futures market, a large-trader reporting system is
an integral part of an effective surveillance program. CFTC's
Guideline II, which is intended to amplify and clarify exchange
responsibilities under Requlation 1.51 in the area of large-
trader data, states that an adequate market surveillance program
should include surveillance of "concentrations of positions among
clearing members." With only such broad guidance as this to rely
on, an individual exchange's philosophy on market surveillance is
often reflected in the amount of large-trader data it collects. 1/
For example, the head of market surveillance at the Chicago Mer-
cantile Exchange told us that the exchange views market surveil-
lance and the protection of market integrity as an important way
of fostering public confidence in the exchange's markets. Conse-
quently, the exchange has an extensive large-trader reporting
system that collects data in greater detail than even CFTC. 2/

In contrast, the head of market surveillance at the Chicago Board
of Trade told us that the exchange takes a more laissez~faire ap-
proach toward its markets and therefore places less emphasis on
collecting detailed large—~trader data. 3/

1/In ch. 7, we recommend that CFTC revise Guideline II to make
the requirements more specific for exchange market surveil-
lance programs.

2/The Chicago Mercantile Exchange's comments on this chapter
are in app. XVI. -

3/The Chicago Board of Trade's comments on this chapter are
in app. XVI.
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Because many exchanges do not maintain extensive large-trader
reporting systems, CFTC often knows more about the positions of
individual traders trading on that exchange than does the exchange
itself. As a result, several exchanges regularly rely on CFTC
for large-trader data. For example, the market surveillance di-
rectors at the Commodity Exchange, Inc., and the Chicago Board of
Trade told us that when they need detailed large-trader data,
they contact CFTC. The Chicago Board of Trade went so far as to
propose in March 1977, June 1977, and September 1978 that it no
longer be required to collect any position information and instead
have CFTC supply it with large-trader data. However, in February
1982 this proposal was withdrawn. 1/

Because they do not have extensive large-trader reporting
systems, exchanges must depend on CFTC to identify and call to
their attention potentially troublesome positions before they are
in a position to fulfill their responsibilities. For example, a
historically small 1980 oats crop posed potential delivery prob-
lems in 1981 oats futures traded on the Chicago Board of Trade.
To avoid price distortion, it became necessary to identify trad-
ers and the extent of their positions and assess their intentions
and capabilities to make or take futures delivery. 1Identifying
traders was complicated because large traders were going through
multiple clearingmembers of the Chicago Board of Trade. The asso-
ciate director, market surveillance, told us that the exchange's
data system could not adequately identify these traders and thus
CFTC had to contact the exchange and identify the various large-
trader accounts so action could be taken.

The need for improved exchange large-—trader data systems is
further increased by CFTC's recent decision on speculative posi-
tion limits. 1In response to the events in the silver market in
1979-1980, when several speculators were able to amass very large
positions and thus contribute to the pronounced increase in sil-
ver prices, CFTC, in September 1981, approved new rules that re-
guire exchanges to set speculative position limits. CFTC and
exchange market surveillance officials told us that without ade-
quate large~trader reporting systems, the exchanges will not be
able to enforce the speculative limits they develop. We believe,
therefore, that large positions could be amassed again.

CFTC has recognized this anomaly. 1In an August 1980 pro-
posed rule change, CFTC concluded that in most markets clearing-
member data alone is not sufficient for market surveillance

1/0n April 12, 1982, CFTC issued its rule—enforcement review of
the Chicago Board of Trade. CFTC found that the Board of
Trade's ability to monitor large traders, other than by obtain-
ing the information from CFTC, was inadequate. 1In response,
the Board of Trade agreed to implement within 1 year a large-
trader reporting system.
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purposes. CFTC stated that an effective market surveillance
program requires the ability to monitor futures positions of in-
dividual traders and is critical for exchanges to fulfill their
responsibility under section 5(d). CFTC proposed that exchanges
collect and rrocess large-—trader data. This information would be
forwarded to CFTC daily in machine-readable form and ultimately
could replace CFTC's own large-trader reporting system.

Six commodity exchanges commented on CFTC's proposal; five
exchanges opposed collecting large—trader data. 1In objecting to
CFTC's proposed rule change, two or more of the exchanges raised
three major concerns:

—-—They believed that their lack of jurisdiction over non-
member FCMs and foreign brokers would limit their effec-
tiveness in collecting large-trader data.

-—They expressed concerns about their ability to maintain
the confidentiality of the data.

—-—They felt that establishing a reporting system at each
exchange would be costly and would duplicate CFTC's
existing system.

The associate director, market surveillance, believed that
if each exchange individually collected large-trader data, over-
all costs to the industry would be higher. He also believed that
if CPFTC wished to terminate its own reporting system, thus re-
ducing duplication, it would have to establish and enforce clear
standards for large—trader data-—an effort that could require as
many resources as the operation of its current reporting system.

As of December 1981, the associate director, market surveil-
lance, told us that CFTC had not taken any action on its large-
trader proposal. 1In regulations for its new options pilot pro-
gram, however, CFTC has required exchanges to collect and supply
it with weekly large-~trader position data for expiring options.
CFTC's Chairman told us that he wanted to use the options program
to test whether the exchanges have the capability to collect and
supply large-trader data before applying such a requirement to
futures positions.

Alternatives exist for improving
exchange large—trader data

Other ways exist that could ensure that the exchanges have
the data necessary to conduct adequate surveillance and still
ensure that the exchanges also bear a fair share of the cost of
collecting surveillance data:

——~CFTC could continue to collect large-trader data but
routinely supply it to the exchanges for a fee.
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--Large-trader data could be collected by an industrywide
self-reqgulatory organization such as NFA and disseminated
to CFIC and the exchanges.

Both of these alternatives try to address the question of
cost and unnecessary duplication. Most of the CFTC surveillance
officials we spoke with, as well as a former CFTC Chief Economist,
agreed that economies of scale could be achieved by centralizing
the collection and processing of large-—trader data. The quality
and reliability of the data could also be improved by applying
reporting and aggregation requirements consistently.

The first alternative also has other advantages. CFTC
already has in place an extensive large-—-trader data collection
system, while, as the associate director, market surveillance,
noted, most exchanges would have to develop one. CFTC also has
the ability to require large—trader information from FCMs and
traders who are not exchange members, while the exchanges' au-
thority to enforce their rules extends only to their members.

Despite the first alternative's advantages, several factors
could affect CFTC's ability to implement it. These factors are
described below.

First, large-trader information is considered confidential
under the act. Section 8(a) prohibits CFTC from publishing infor-
mation that would separately disclose transactions or positions
of any person. Section B8a(6) does allow CFTC to share large-
trader information with exchanges when it believes the trader po-
sitions may disrupt or tend to disrupt the market. CFTC's Office
of General Counsel does not regard this as authority for routine
transfers (disclosure) of confidential large-—-trader data. This
section of the act needs to be amended if this alternative is to
be adopted.

Second, CFTC needs to take into account its authority under
section 26 of the Futures Trading Act of 1978 and the Independent
Offices Appropriation Act, 1952, and subsequent court decisions
in designing a user charge for large-trader data provided to com-
modity exchanges. We believe the issues surrounding user charges
discussed in chapter 3 apply here also.

Third, relying on CFTC to provide large—-trader data to
exchanges would increase the demands on CFTC's already strained
report processing and ADP resources. CFTC would assume increased
responsibility for accurate, timely data-—areas in which it has
previously experienced problems. Finally, the act creates a
structure for self-regulation by the exchanges. Having exchanges
depend on CFTC for large-~trader information might be viewed as
being inconsistent with self-regulation.

The second alternative--—to have NFA collect large-trader
data—-would avoid the problem of straining CFTC's computer
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resources and would also be more consistent with the concept of
self-regulation. Exchange and CFTC officials, however, voiced
concerns about the ability of NFA to protect the confidentiality
of large-trader data. The associate director, market surveil-
lance, also gquestioned whether NFA could handle such a system so
early in its development while trying to address its numerous
other responsibilities. (The anticipated self-regulatory activ-
ities of NFA are discussed in chs. 5, 6, and 8.)

CONCLUSIONS

Faced with a growing futures industry and a static surveil-
lance staffing level, CFTC needs to identify and explore ap-
proaches that will increase the productivity and effectiveness of
its surveillance staff. One way to do this is for CFTC to im-
prove its large-trader reporting system so that it provides the
reliable, timely data that is vital to preventing individuals or
groups of traders from controlling or manipulating the futures
market. To accomplish this we believe CFTC needs to design a new
large~trader reporting system. This effort would begin with a
clear definition of market surveillance information needs. It
would then identify the data outputs and reporting formats which
would be most useful to surveillance economists. 1In addition,
CFTC needs to investigate ways to increase the amount of machine-
readable large-trader data it receives from FCMs in order to im-
prove both the timeliness and accuracy of outputs. Finally, CFTC
could utilize the resources freed up by the '03 report elimina-
tion to maintain the necessary level of data accuracy. The net
result would be a system that meets the goal of producing timely,
efficient, and accurate large-trader information.

CFTC's limited experience with using ADP to support market
surveillance suggests the potential for significant payoffs from
additional ADP applications, provided the approach developed
(1) is usable by individuals who do not have strong computer back-
grounds and (2) can deliver needed analysis in a timely manner.

By requiring exchanges to provide clearingmember, price,
volume, and open-interest data in machine~readable form, and by
starting to enter cash prices into its computer, CFTC has estab-
lished the framework for a computerized surveillance data base.
It must next develop the necessary computer programs to analyze
this data and produce timely outputs. CFTC needs to also improve
and expand the use of ADP as it is applied to more sophisticated
analysis techniques. We continue to believe, as we stated in
1978, that opportunities exist for CFTC to develop quantitative
indicators. Significantly, the use of correlation analysis to
study trading patterns is one generally recognized technigue to
improve the surveillance process which could be implemented with
CFTC's current large-trader data base.

The exchanges, as self-regulatory entities, have primary
responsibility for market surveillance. 1In this role they, no
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less than CFTC, need complete, accurate, and timely data on the
futures and cash markets and the positions of large traders. 1In
this latter area, however, the exchanges are in what we believe
is an inappropriately reactive posture; that is, they must rely
on CFTC to identify and supply data on potentially troublesome
positions before they can fulfill their self-regulatory
responsibilities.

We believe CFTC needs to broaden its August 1980 proposal
on large-trader data collection systems to include the concept
of CFTC routinely supplying large-trader data to exchanges for a
fee. This approach would help CFTC determine how a user charge
could be structured. The Congress can help CFTC develop this ap-
proach by amending section 8a(6) to allow for the routine sharing
of data with appropriate exchange officials. Also, the NFA will
likely begin operation, thus providing a practical demonstration
of its ability to handle a responsibility such as collecting
large—trader data. With the experience of how well exchanges col-
lect position data during the options program, as well as that of
NFA, in hand, and with a clearer view of the fee and confidential-
ity questions, CFTC would be able to address the question of how
to assure that the exchanges have available, adequate large-trader
data.

RECOMMENDATIONS TO THE
CHAIRMAN, CFTC

To improve CFTC's market surveillance program we recommend
that the Commission:

--Establish and implement a project to improve its large-
trader reporting system. Such a project should include:
defining surveillance economists' needs regarding large-
trader data and reporting outputs, exploring the use of
machine-readable inputs, and identifying resources needed
to maintain the necessary accuracy level.

--Establish a program to (1) improve the application of ADP
in routine analysis of surveillance data and (2) to de~
velop more sophisticated analytical techniques for
surveillance.

To move commodity exchanges to the forefront of market
surveillance, we recommend that the Commission:

—-—-Comprehensively address how to assure that exchanges have
available adequate large~trader data. This can be accom-
plished by using CFTC's planned options program to test
the ability of exchanges to successfully collect and proc-
ess large-trader data and by broadening the August 1980
proposed rules on large-trader data collection to assess
the issues surrounding CFTC's routinely supplying large-
trader data to exchanges in return for a fee.
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RECOMMENDATION TC THE CONGRESS

We recommend that the Congress amend section 8a(6) to auth-
orize CFTC to routinely disclose large-trader information to
contract markets for market surveillance purposes with adequate
safequards to protect the information's confidentiality. 1/

AGENCY COMMENTS AND
OUR EVALUATION

Most of CPTC's comments deal primarily with dates and recent
changes in CFTC's ADP system. CFTC's primary concern was that
the use of ADP to analyze surveillance data had increased since
our audit was completed and that it was attempting to use ADP to
analyze price, volume, and open-interest data. We agree that
CFTC is making progress in this area. CFTC's comments are pre-
sented in their entirety in appendix XV.

EXCHANGE COMMENTS AND
OUR EVALUATION

Chicago Mercantile Exchange

The Chicago Mercantile Exchange discussed our reference to
CFTC's proposal to improve exchange large~trader reporting sys-
tems. The exchange reiterated its position that CFTC's involve=-
ment in this area should be one of

"oversight, not one of prescribing the collection,
processing, and submission of large-trader data,
which could ultimatg;y lead to the CFTC's direction
of the market surveillance itself."

The exchange stated that effective monitoring can best be
achieved through the exchanges. 1In this context, the exchange
stated that its large-trader reporting system is more detailed
than CFTC's,

We agree with the Chicago Mercantile Exchange that the
exchanges should have primary responsibility for market surveil-
lance; we do not believe CFTC should perform surveillance for the
exchanges. Not all exchanges, however, have a large-trader re-
porting system of the same quality as the Chicago Mercantile Ex-
change. Since the quality of exchange large-trader data varies,
we believe CFTC needs to improve this data so that exchanges can
fulfill their self-regulatory responsibilities.

1l/Legislative language to authorize this recommendation is in
app. XII.
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The Chicago Mercantile Exchange commented that we had
inappropriately characterized a statement regarding market sur-
veillance made by the exchange's head of market surveillance.
In its comments, the exchange stated that while the market sur-
veillance official stated that surveillance is an important
marketing tool, effective marketing is only a secondary benefit
of aggressive market surveillance but that public confidence in
the exchange's markets was the principal benefit of aggressive
market surveillance. The statement attributed to the head of
market surveillance now reflects the exchange's comments.

Chicago Board of Trade

The Chicago Board of Trade stated that our views on the
need for large—-trader data are based on an erroneous premise,
namely that large~trader position data is required for effective
market surveillance. The Board of Trade stated that an effec-
tive market surveillance program is one which is sensitive to
price distortions and capable of discovering whether price distor-
tions are due to natural or artificial causes. According to the
Board of Trade, large-trader data is needed only after it has
been determined that price distortions are due to artificial
causes.

To obtain large-trader data when it is needed, the Board of
Trade stated that it uses computer runs which list gross posi-
tions of clearingmembers, grouped by FCM and customer account, to
identify large concentrations of positions. It then contacts the
clearingmember to get more detailed data. The Board of Trade
stated that it also uses CFTC's large-trader reporting system as
a second source of large-trader data.

In general, the Board of Trade argued that:

"Routine large trader monitoring by the exchanges
is neither efficient nor effective, especially

in light of its limited usefulness for market
surveillance purposes.”

The Chicago Board of Trade offered several arguments as to
why CFTC is in a position to collect large-trader data more effi-
ciently and less expensively than the exchanges. 1In particular,
the Board of Trade stated that:

~—~CFTC has jurisdiction over FCMs that are not members
of exchanges; therefore, CFTC can more effectively
enforce its reporting requirements.

--CFTC, because it acts as a centralized source, can
more effectively aggregate traders' positions and at
the same time ensure the confidentiality of large-
trader data.
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~—-CFTC has an existing large-trader system, whereas it
would be expensive for the Board of Trade to develop
a duplicate system.

We do not believe our views on large-—trader data are based
on "an erroneous premise." The purpose of market surveillance is
to detect incipient market disruptions at the earliest possible
moment and to prevent them from developing. If surveillance offi-
cials wait until after a distortion becomes apparent and has been
verified (by consulting underlying supply and demand data) to take
action, the efficiency of the price discovery/hedging functions
that futures markets are intended to serve will clearly have been
impaired. The price discovered will not be the one a competitive,
undistorted market would have produced. Hedgers will have had to
commit needed capital to meet margin requirements that they could
have used for other purposes in the absence of the price.
distortion.

Timely large-—-trader information, in our view, is necessary
to conduct effective surveillance. It allows surveillance offi-
cials to detect potentially troublesome positions before distor-
tions occur and to contact and work with traders to assure that
distortions are prevented. Large—trader data also allows sur-
veillance officials to enforce speculative limits—--—an additional
method for preventing market disruptions. Without an effective
large~trader reporting system, speculative limits are, in our
view, meaningless.

We recognize the merits of the arguments the Board of Trade
has raised regarding why CFTC can collect large-trader data more
efficiently and less expensively. We discussed these same argu-
ments, and based on these, we recommended that CFTC expand its
August 1980 proposal to examine the potential for CFTC to rou-
tinely supply large-trader data to the exchanges in return for a
fee.

The Board of Trade disagreed with our attribution to its
head of market surveillance of a statement which said, in effect,
that the exchange takes a laissez-—-faire approach toward its mar-
kets. We did not intend to suggest that the Chicago Board of
Trade takes a laissez-faire attitude toward market surveillance.
The head of market surveillance told us that the Board of Trade
takes a more laissez-faire attitude toward the futures markets.
As evidence of this, he noted that the Board of Trade is more
tolerant of price changes (presumably only those due to natural
causes) than CFTC. Our characterization of this exchange offi-
cial's statement now makes clear the Board of Trade's views.

The Commodity Exchange, Inc. (COMEX)

COMEX disagreed with our attribution to its market sur-
veillance director of a statement to the effect that when it
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needs detailed large-trader data, it contacts CFTC. The exchange
stated that it has a reporting system for silver and copper and
that it took actions in April 1981 and February 1982 to require
uniform reporting requirements and lower the reportable position
level from 500 to 250 contracts. The exchange agreed that a
large-trader reporting system is an integral part of an efficient
market surveillance program.

We did not intend to suggest that COMEX regularly relies on
CFTC ‘for all large-trader data. We were aware that the exchange
had a reporting system for silver and copper; however, the ex-
change is quite active in other commodities, for example gold,
for which, according to its market surveillance director, there
is no large-trader reporting system. The market surveillance di-
rector told us that for commodities for which the exchange has no
large-trader system or when he needs more detailed data, he con-
tacts CFTC. Consequently, we believe our attribution is correct.

The exchange's comments are presented in their entirety in
appendix XVI.

OTHER COMMENTS AND OUR EVALUATION

National Futures Association (NFA)

NFA commented on our discussion of NFA's potential for
collecting and disseminating large-trader data to CFTC and the
exchanges. NFA stated that it does not and will not have any
market surveillance responsibility and that if it were to collect
large-—~trader data it would merely be supplying a service. NFA
stated that "while such a service may be feasible at some point
in the future," its resources will be initially applied in ful-
filling the responsibilities authorized by its articles of incor-
poration and by CFTC.

NFA also acknowledged the questions raised by exchange and
CFTC market surveillance officials regarding (1) whether NFA
would be able to run a large-trader system during NFA's early
stages of development and (2) whether it would be appropriate for
NFA to handle confidential large-trader data for which it has no
specific needs.

NFA's comments are presented in their entirety in appendix
XVI.
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CHAPTER 5

IMPROVEMENTS TO CFTC's REGISTRATION PROGRAM

COULD PROVIDE BETTER CUSTOMER PROTECTION

CFTC's program to screen individuals who deal in commodities
and to register them has not kept pace with the needs of a chang-
ing, growing commodities industry. To protect futures customers
in their dealings with commodity professionals, CFTC needs to
register these professionals, screen them initially and on a con-
tinuing basis to remove unfit and unqualified individuals, and
assure that these individuals have a minimum level of competency.
To achieve these objectives, CFTC needs to (1) register sales and
supervisory personnel of commodity trading advisors (CTAs) and
commodity pool operators (CPOs), (2) require FCMs to sponsor as-
sociated persons (APs) (employees who solicit or accept customers'
orders), (3) fingerprint applicants for registration, (4) periodi-
cally check the fitness of existing registrants, and (5) establish
proficiency testing. Although CFTC has initiated actions in some
of these areas, it has not fully implemented measures to achieve
these objectives., For example, a need for essential ADP support
capabilities has hampered its efforts to implement AP sponsorship
and fingerprinting.

The newly created National Futures Association (NFA) is
expected to relieve CFTC of a part of its current registration re~-
sponsibility. CFTC, however, needs to plan more actively for the
transfer of registration and related activities to NFA. Also,
CFTC needs to obtain legislative authority to transfer certain
registration functions to NFA. Presently, CFTC only has the
authority to delegate to NFA registration responsibilities for
persons associated with FCMs. '

THE PURPOSE AND PROCESS OF
CFTC's REGISTRATION PROGRAM

The Commodity Exchange Act requires certain persons who deal
in commodities to register with CFTC, which may deny registration
if it finds an applicant unfit. For example, CFTC can deny an
applicant's registration if the applicant has engaged in any
practice prohibited by the act, was convicted of a felony or
commodities— or securities-related crime, or has willfully submit~
ted a false or misleading registration application. Under the
act, the following parties cannot deal in commodities unless they
are registered with CFTC:

--PFutures commission merchants (FCMs)--Individuals, associ-
ations, corporations, partnerships, and trusts soliciting
or accepting orders to purchase or sell any commodity for
future delivery.

59



—~~Associated persons (APs)-—Persons associated with any FCM
as a partner, officer, or employee in any capacity that
involves (1) soliciting or accepting customers' orders ot
(2) supervising any person so engaged.

--Floor brokers (FBs)—--Persons who may buy or sell futures
contracts on the trading floor of the exchange for others.

—-~Commodity. trading advisors (CTAs)--Persons who for compen-
sation or profit advise others directly or in writing on
the value of commodities or on trading commodities for
future delivery or who issue analyses or reports on com-
modities for compensation as a part of a regular business.

-~Commodity pool operators (CPOs)—--Persons engaged in a
business, such as an investment trust or syndicate, who
solicit, accept, or receive from others funds to trade in
commodities for future delivery on a contract market.

The basic objectives of CFTC's registration program are to
maintain an accurate record of who is in the commodities industry
and to keep unfit individuals from participating in it. CFIC's
registration program uses a fitness screening process that checks
applicants' names and other pertinent information in their appli-
cations against Federal Bureau of Investigation (FBI) and Secur-—
ities and Exchange Commission (SEC) files.

The Division of Trading and Markets' qualification and
registration section carries out the registration program. Regis-
tration applications are processed in CFTC's Chicago regional
office. After the application and application fee are received,
the application is photocopied and key punched for computer stor-—
age. Coples of the application are then sent to CFTC headquarters
in Washington for forwarding to the FBI. Also, an SEC name file
with the applicant's name included is sent, in computer tape for-
mat, to headquarters for forwarding to SEC. At the FBI, fitness
checks are made to determine if the applicant has a record of
arrest, conviction, or some other potential grounds for denial.

At SEC, files are checked to determine whether the applicant has
committed any securities-related crime or violation. During
fiscal year 1981 SEC performed 17,360 fitness checks and the FBI
performed 13,382 fitness checks.

If SEC and FBI fitness checks do not uncover any grounds for
denying registration, the Chicago regional office is informed and
the registration is granted. If the checks reveal information
indicating possible grounds for denial, the headguarters staff
evaluates the information and, if warranted, begins investigating
the individual. Investigations are performed by CFTC staff or by
an outside investigative organization if CFTC staff cannot per-
form the investigation. Until September 30, 1981, outside inves-
tigations were performed on a contract basis by the U.S. Secret
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Service. The Office of Personnel Management now performs investi-
gations on a contract basis.

Investigation results are evaluated at CFTC headquarters,
and if the Assistant Director, Division of Trading and Markets,
believes that grounds exist for denying registration, the denial
process is started. CPFTC has issued an Interpretative Statement
Regarding Good Cause Standards for Denial of Registration as a
guide for determining whether an applicant should be denied
registration. These standards are CFTC's interpretation of its
authority to refuse registration under section 8a(2) of the act.

According to headquarters staff, only 10 applicants out of
28,599 have been formally denied registration during the past 2
fiscal years. Another 179 applicants were allowed to withdraw
their applications after a CFTC investigation into their fitness.
Thus, a total of 189 applicants were excluded from the industry
in those 2 vears. At the end of fiscal year 1981, 51,682 regis-
trants were registered with CFTC (380 FCMs, 4,403 FBs, 44,337
APs, 1,735 CTAs, and 827 CPOs).

Under the act, registrations are only valid for 1-2 years.
To continue to practice, professionals must reapply for registra-
tion as follows: an FCM or FB by December 31st of each year, a
CTA or CPO by June 30th of each year, and an AP before 2 years
after registration. For reregistration (renewal of registration),
CFTC does not make fitness checks against FBI or SEC files but
relies on the applicant to disclose in his or her application
whether he or she has engaged in potentially disqualifying activ-
ities since the date of the last registration. CFTC processed
22,740 renewal applications during fiscal year 1981 (355 for
FCMs, 3,379 for FBs, 16,982 for APs, 1,332 for CTAs, and 692 for
CPOs).

Section 4p of the act provides that CFTC may specify

"¥ * * gppropriate standards with respect to
training, experience, and such other qualifi-
cations as the Commission finds necessary or
desirable to insure the fitness of futures
commission merchants, floor brokers, and those
persons associated with futures commission
merchants or floor brokers."

Although CFTC has studied this area, it has not established quali-
fication standards.

OUR PRIOR RECOMMENDATIONS
CONCERNING REGISTRATION FITNESS
AND QUALIFICATION REQUIREMENTS

In 1978 we noted that CFTC needed to significantly upgrade
its registration program if the program were to successfully
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prevent unfit and unqualified individuals from dealing with the
trading public. We recommended that CFTC fingerprint applicants
to provide a surer means of identifying and screening out unfit
individuals. Fingerprinting, which is used in the securities
industry, would enable CFTC to better identify individuals whose
applications should be denied because of prior criminal activ-
ities and would ease CFTC's job of enforcing the registration
provisions of the act.

We also recommended that CFTC stop automatically reregister-
ing applicants and instead review the fitness of registrants on a
continuing basis. We recommended that CFTC periodically rescreen
applicants by using FBI and SEC checks and the information it al-
ready collects from exchanges and FCMs concerning disciplinary
actions and terminations, since applicants might not voluntarily
include derogatory information in their applications.

We also pointed out that CFTC's registration program lacked
procedures to ensure that individuals and firms dealing with the
trading public were, in fact, registered. Without such procedures
CFTC's registration program lacked credibility. We recommended
that CFTC perform periodic test checks to ensure that individuals
and firms required to be registered are, in fact, registered.

Finally, we noted that CFTC could improve its ability to
protect the public by exercising its statutory authority to
set gualification and proficiency standards for registrants.
With such standards CFTC would be better able to prevent unscrup-
ulous and ungualified individuals from dealing with the trading
public. Therefore, we recommended that CFTC establish and en-
force qualification and proficiency standards for registrants.

To date, CFTC has implemented one of the above recommenda-
tions; it now performs periodic test checks to ensure that indi-
viduals and firms required to be registered are, in fact, regis-
tered. CFTC has not implemented our other recommendations or any
alternate solutions to the problems identified in our 1978 report
because of weaknesses in planning and resource utilization. As
discussed below, the basis for our 1978 recommendations still
remains.

IMPLEMENTING ASSOCIATED PERSON SPONSORSHIP
AND FINGERPRINTING HAS BEEN DELAYED BY A
LACK OF ESSENTIAL SUPPORT CAPABILITIES

AP sponsorship and fingerprinting have been recognized as
ways to assure that individuals seeking registration are fit to
work in the commodities industry. However, CFTC had to delay im-
plementing these two requirements because it could not provide
the necessary ADP support. To meet its ADP requirements, CFTC
recently agreed to share computer facilities with the Environmen-
tal Protection Agency. CFTC officials expect this arrangement to
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meet the new July 1, 1982, target date set for implementing CFTC's
AP sponsorship and fingerprinting regulations.

On December 5, 1980, CFTC published final regulations for
implementing the fingerprinting and AP sponsorship requirements
to become effective July 1, 1981. However, the new regulations
were not implemented at that time because the computer facilities
necessary to accommodate the additional information that would be
generated by these new requirements were not available. Conse-
quently, the Commission voted to defer implementation of the
regulations until July 1, 1982.

CFTC's sponsorship regulations will require every AP regis-
tered with CFTC to be associated with and sponsored by an FCM. A
sponsoring FCM will be required to screen each applicant for reg-
istration as an AP and to certify that to the best of the FCM's
knowledge, information, and belief, the applicant's application
is accurate.

According to CFTC, the new sponsorship requirements will (1)
establish an industrywide minimum standard for preemployment eval-
uation of APs, (2) ensure that all FCMs develop programs that
will upgrade APs registered with CFTC, (3) implement fully the
provisions of the act, and (4) reduce a regulatory burden by elim-
inating the present biennial renewal requirement for all APs, sub-
stituting registration for as long as the person remains associ-
ated with a particular FCM or its agent.

CFTC's fingerprinting regulations will require fingerprinting
registrants in all categories. According to CFTC, the finger-
printing requirement is necessary to permit improvements in CFTC's
background checks of applicants for registration, to permit pos-
itive identification of certain individuals with common names,
and to facilitate periodic fitness reviews. CFTC expects that
the new requirement will also reduce the number of applications
filed by unfit individuals.

In 1978 the Congress granted CFTC the authority to require
applicants for registration to submit fingerprints to CFTC along
with their applications. 1In 1978 CFTC decided to implement
fingerprinting requirements when it implemented AP sponsorship.
According to CFTC registration officials, the new sponsorship and
fingerprinting rules will double the paperwork from current
levels, and they anticipate that most of the review and checking
required will be done by a computer. Because both activities
rely upon ADP capabilities, CFTC decided to defer implementation
until it obtained a new ADP system.

We discussed CFTC's inability to implement AP sponsorship
and fingerprinting with the Director of the Division of Trading
and Markets. He told us that the Commission has never given
planning and support for a new ADP system for registration a high
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priority. CFTC cannot implement AP sponsorship and fingerprint-
ing with its present ADP capability because it cannot handle the
additional workload, and the division does not have the staff to
implement the new requirements without ADP.

When determining the requirements for an ADP system, it is
important to include the people who are most directly involved
in the present system and the functions and objectives to be
served by the new system. CFTC, however, did not coordinate its
ADP plans with an important user-—CFTC's Chicago registration
branch. The registration branch was not involved in defining
requirements for a new system.

Furthermore, until after the present Executive Director came
on board on July 6, 1981, CFTC did not fully explore alternatives
for implementing AP sponsorship and fingerprinting, such as con-
tracting out the processing or entering into a time-sharing
arrangement (sharing computer time and storage capability) with
another agency. Since then, CFTC has taken steps to resolve its
ADP needs by agreeing to share computer time and by starting a
detailed system design; however, considerable work remains to be
done, including completion of the system design, programing,
transferring the data base from Chicago to the Environmental Pro-
tection Agency, testing the system, and implementing the system
to meet the target date for implementing the new AP sponsorship
and fingerprinting rules.

CFTC HAS NOT UPGRADED ITS
REGISTRATION PROGRAM BY
PERFORMING PERIODIC FITNESS CHECKS

CFTC still does not perform reregistration fitness checks to
help guard against unfit persons remaining registered with CFTC.
During the reregistration process, CFTC does not screen appli-
cants against FBI and SEC files, as is done during the initial
registration process. Instead, CFTC relies primarily on the in-
formation in the applicant's reregistration application. Any
person familiar with CFTC reregistration procedures could take
advantage of the fact that CFTC does not periodically perform
checks to update a registrant's fitness. For example, a person
who has committed a crime that might render him or her unfit for
CFTC registration may not inform CFTC of his or her actions.

If CFTC periodically performed fitness checks against FBI and SEC
files, any record of illegal activity might be revealed and, if
deemed appropriate by CFTC, the revocation or suspension process
could be started.

Our 1978 report noted that because CFTC, during renewal,
does not (1) screen applicants against FBI and SEC files, (2) con-
sider information in employee termination reports that FCMs must
file with CFTC, or (3) consider an applicant's historical record
of exchange rule violations, applicants might exclude derogatory
information on their applications. To protect against this

64



possibility, we recommended that CFTC periodically perform name
and fingerprint checks against FBI files and name checks against
SEC files and make the necessary investigations before rereg-
istering applicants.

The need for this periodic screening will be eliminated for
APs under CFTC's new sponsorship rules, which would make AP reg-
istration end with termination of employment with the sponsoring
FCM. APs will apply for registration only when they change
employers. The Assistant Director in charge of the registration
section told us that the AP sponsorship rules, which place in-
creased responsibility on the sponsoring FCM, will result in up-
dating the fitness information on approximately 86 percent of
CFTC's registrants because the AP category is the largest cate-
gory. For other categories of registrants, however, a continued
need exists for the additional measure of protection that periodic
spot fitness checks would provide. It would probably not be cost-
effective to perform fitness checks each time an applicant applies
for reregistration; however, we believe fitness checks performed
on a spot check basis could be useful without requiring additional
CFTC resources or placing undue pressure on existing registration
staff.

PROFICIENCY TESTING HAS
NOT BEEN IMPLEMENTED

CFTC has acknowledged that because the trading of futures
contracts requires substantial knowledge and is highly compli-
cated, qualification and proficiency standards are needed to help
CFTC protect the interests of FCM customers. Nevertheless, CFTC
has not implemented a proficiency testing and qualifications re-
quirement for any registrant category. CFTC was granted authority
to require proficiency examinations for persons registered as
FCMs, FBs, and APs in 1974. 1In 1976 CFTC's Advisory Committee on
Commodity Futures Trading Professionals, chaired by former Com-
missioner Martin, stated that the level of competence among APs
clearly needed to be upgraded. It recommended, by the earliest
feasible date, that all new AP applicants be reguired to pass a
proficiency examination as a condition of registration. The
agency published proposed rules on proficiency testing of APs in
the Federal Register on April 7, 1981, but has not published final
rules implementing the testing.

CFTC received nine comment submissions on its proposed
rules: three from FCMs, one from a CTA, one from an exchange,
one from a futures industry trade association, one from an appli-
cant for registration with CFTC as a futures association pursuant
to section 17 of the act, one from a commodity trading publica-
tion, and one from a school offering classes in examination
preparation and futures trading for prospective futures industry
emplovees. Most commenters strongly supported proficiency
testing for APs and believed that the proposed requirement would
benefit the public and the industry. Only one commenter, an FCM,
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opposed the requirement, saying that it would prolong the waiting
period for AP registration. Two commenters believed that the
benefits derived from increasing the level of professionalism in
the industry far exceeded the costs involved. One commenter sug-
gested that CFTC also require testing for CTAs and CPOs.

We believe that all commodity solicitors, advisors, and other
individuals who are involved, either directly or indirectly, in
influencing or advising the investment of customer funds should
be required to pass a test that shows that they have a minimum
level of competency regarding commodities.

CFTC has acknowledged in certain reparations decisions that
a minimum level of knowledge is needed for all persons giving
commodity advice in a fiduciary trust relationship. For example,
in one reparations decision we reviewed, involving a registered
FCM and one of its APs, the Commission concluded that although it
was clear that the registrant's misrepresentation was the result
of ignorance, he was a commodity professional upon whom the com-
plainant relied, and, as a fiduciary-—-an AP giving commodity trad-
ing advice-~had a duty to know all material market facts which
were reasonably ascertainable concerning a customer's trading
decision. 1In another decision involving a registered CTA, the
Commission made basically the same claim, but in this case the
registrant had taken a training course designed to familiarize
him with market mechanics, risks, and strategies. However, the
training course did not cover the material on which he had misad-
vised. This illustrates, in our view, the need for a uniform,
comprehensive, industrywide proficiency test.

Both the Deputy Executive Director and the Director of the
Division of Trading and Markets told us that in 1978 the Commis-
sion decided that developing and administering a test would be
more adequately performed by a registered futures association.
Therefore, the Commission deferred action on testing until a reg-
istered futures association had been authorized. 1In 1981 CFTC
published proposed rules concerning proficiency testing and quali-
fication standards because it did not know if or when a registered
futures association would be approved. When it became apparent
that CFTC would approve NFA, the proficiency testing issue was
again deferred in the expectation that NFA would perform the
testing.

NFA's Articles of Incorporation state that NFA will adopt
appropriate standards regarding training, experience, and other
qualification requirements it deems necessary and appropriate to
ensure the fitness of associates. NFA also plans to administer
written proficiency examinations for associates. At NFA hearings
in June 1981, NFA's President stated that NFA, with Commission
approval, could relieve CFTC of much of the clerical burden
connected with testing APs. Presently, NFA has not set a defini-
tive timetable for developing and administering a test. Now
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that NFA has been approved, we believe CFTC needs to encourage
NFA to start a testing program soon.

CPTC's proposed rule would enable the testing organization
(or NFA) to establish and collect a reasonable examination fee,
subject to approval by the Commission, based on the cost of de-
veloping and administering the examination program. Several ex-
changes currently require APs of their member FCMs to pass a
written proficiency examination. The fee for this test is ap-
proximately $40 per individual and is usually paid by the firm.

CTA AND CPO SALES PERSONNEL
NEED TO BE REGISTERED

Neither CFTC's authorizing legislation nor its own rules
require the sales personnel of CTAs and CPOs to register with
CFTC. Consequently, a potentially large group of individuals
working in the commodities industry does not directly fall under
CFTC's oversight. CFTC, recognizing the need to bring this group
into its registration program, has recently proposed rules requir-
ing that they be registered.

A salesperson is anyone who solicits managed accounts (in
the case of CTAs) or investment of funds in commodity pools (in
the case of CPOs). The CTA and CPO registrant categories have
both experienced considerable growth since 1978. The schedule
below shows the number of registrants at the end of fiscal years
1978 to 1981.

FY 78 FY 79 FY 80 FY 81
CTAs 720 869 1,305 1,735
CPOs 482 532 752 827

CTAs' and CPOs' operations have also expanded and diversi-
fied; therefore, they now play a larger and more significant role
in the industry. The trading public is placing increased reli-
ance on professional managers to manage their accounts and on
commodity pools to invest their funds. One CFTC registration
official told us that CTAs and CPOs have a greater impact on the
industry now than ever before because they are handling an in-
creased amount of funds for the trading public.

Because of the increased volume of business handled by CTAs
and CPOs, the number of CTA and CPO salespersons and supervisors
has also increased. These salespersons solicit business and
funds from the trading public like APs. As a result, we believe
they need to be subject to the same general registration require-
ments, such as fitness checks.

CFTC has recognized the need to register these individuals.
As a result, it has proposed a rule that would specify the terms

67



by which any individual who solicits customers on behalf of a CTA
or a CPO, or who supervises any person so engaged, must register
with CFTC as a CTA. The rule further provides that it is unlaw-
ful for any CTA or CPO to allow any individual to solicit custom-
ers on its behalf if the CTA or CPO knows or should know that the
individual was not registered as a CTA. Persons already regis-
tered are exempt from this requirement. The Commission voted on
December 22, 1981, to publish the proposed rules in the Federal
Register. We support CFTC's proposed rules. 1/

QUESTIONS NEED TO BE RESOLVED
CONCERNING REGISTRATION FUNCTIONS
THAT WILL BE ASSUMED BY A
REGISTERED FUTURES ASSOCIATION

CFTC and the Congress need to resolve questions about the
role that a registered futures association will play in registra-
tion. CFTC needs to determine the appropriate role of an associ-
ation in meeting the objectives of the act and CFTC and to iden-
tify the best method to achieve these objectives. The Congress
needs to decide what registration functions it wants CFTC to
retain and what functions it will allow to be transferred to a
registered futures association. The Congress will need to amend
the Commodity Exchange Act to make possible the transfer of some
of these registration functions to NFA or to another registered
futures association (see app. XII).

Need for more active CFTC
involvement in planning and pre-
paring for NFA's registration role

CFTC has done little since NFA was incorporated in 1976 to
identify and plan for the registration functions and related
activities it will share with NFA; it has done little to define
its future oversight role regarding NFA; and it has not deter-
mined the information it will need to carry out this role or
how it will receive needed registration information from NFA.
According to the Deputy Director, Division of Trading and Markets,
the division did not believe its staff should spend time working
out specific areas that NFA would assume because NFA's future
capabilities were uncertain. To ensure that the transfer of
certain registration functions from CFTC to NFA will be orderly
and efficient, we believe CFTC needs to actively prepare for the

1/Since our review, CFTC has submitted to the Congress its pro-
posed amendments to the Commodity Exchange Act. One of CFTC's
legislative proposals would require the registration of princi-
pals and employees of CPOs and CTAs as associated persons of
the CPOs and CTAs. If enacted by the Congress, this provision
would supplant the proposed CFTC rule change to register these
individuals as CTAs.
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transfer. First,

registration.

CFTC and NFA need to determine NFA's role in
CFTC also needs to determine what its oversight

role will be and how it 