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T H E S E C R E T A R Y O F T H E T R E A S U R Y 

W A S H I N G T O N 2 0 2 2 0 

May 14, 1979 

Dear C o m m i s s i o n e r S t o n e : 

I n our s e p a r a t e l e t t e r s d a t e d O c t o b e r 19 and 25, 1978, 

we e x p r e s s e d c o n c e r n s o v e r t h e p o s s i b l e c o n s e q u e n c e s o f 

f u r t h e r r a p i d e x p a n s i o n i n t r a d i n g of T r e a s u r y f u t u r e s 

c o n t r a c t s and r e q u e s t e d a m o r a t o r i u m on new a u t h o r i z a t i o n s 

o f s u c h c o n t r a c t s u n t i l our s t a f f s c o u l d c o n d u c t a t h o r o u g h 

s t u d y o f t h e m a r k e t s f o r T r e a s u r y f u t u r e s . T h a t j o i n t 

s t u d y has now been c o m p l e t e d . The T r e a s u r y / F e d e r a l R e s e r v e 

recommendations stemming from i t a r e e n c l o s e d f o r y o u r 

c o n s i d e r a t i o n , t o g e t h e r w i t h a summary o f the s t u d y . The 

f u l l s t u d y i t s e l f w i l l be s e p a r a t e l y p r o v i d e d t o you. 

We a p p r e c i a t e t h e a s s i s t a n c e w h i c h you gave us i n 

t h i s e f f o r t and your u n d e r s t a n d i n g of the i m p o r t a n t p u b l i c 

i n t e r e s t i s s u e s i n v o l v e d i n f u t u r e s m a r k e t s b a s e d on 

U. S. Government s e c u r i t i e s . We l o o k f o r w a r d t o w o r k i n g 

w i t h you t o a s s u r e t h e a p p r o p r i a t e development of t h e s e 

m a r k e t s , 

The H o n o r a b l e 

James M. Stone 

Chairman 

Commodity F u t u r e s T r a d i n g 

Commission 

2033 K S t r e e t , N. W. 

Washington, D. C. 20581 

E n c l o s u r e 

S i n c e r e l y , 

W. M i c h a e l B l u m e n t h a l 

S e c r e t a r y o f t h e T r e a s u r y 

\ g . W i l l i a m M i l l e r 

\n 

Board of G o v e r n o r s o f t h e 

F e d e r a l R e s e r v e System 



DepartmentoftheTREASURY 
WASHINGTON, D.C. 20220 TELEPHONE 586-2041 

IMMEDIATE RELEASE 

May 14, 1979 

CONTACT: C h a r l e s A r n o l d 

202-566-2041 

TREASURY ANNOUNCES NEW RULES 

ON SECURITY AUCTIONS 

The T r e a s u r y Department announced today t h a t i t i s 

implementing two new r u l e s c o n c e r n i n g i t s o f f e r i n g s of 

ma r k e t a b l e s e c u r i t i e s . D e c i s i o n s on t h e s e new r u l e s were 

r e a c h e d i n c o n j u n c t i o n w i t h t h e j o i n t T r e a s u r y / F e d e r a l 

R e s e r v e Board s t u d y of f u t u r e s c o n t r a c t s based on T r e a s u r y 

s e c u r i t i e s . 

F i r s t , e f f e c t i v e i m m e d i a t e l y , t h e maximum award t o any 

s i n g l e b i d d e r i n T r e a s u r y s e c u r i t y o f f e r i n g s w i l l be l i m i t e d 

to 2 5 p e r c e n t o f t h e t o t a l o f t h e combined amounts o f t h e 

c o m p e t i t i v e and t h e n o n c o m p e t i t i v e awards t o t h e p u b l i c . 

T h i s m o d i f i e d a p r e v i o u s r u l e which a l l o w e d a s i n g l e b i d d e r 

i n a T r e a s u r y a u c t i o n t o r e c e i v e as much as 25 p e r c e n t of t h e 

announced amount of t h e p u b l i c o f f e r i n g . The new r u l e e x c l u d e s 

from t h e 25 p e r c e n t c a l c u l a t i o n t h o s e T r e a s u r y s e c u r i t i e s 

a l l o t t e d t o the F e d e r a l .Reserve i n exchange f o r m a t u r i n g 

s e c u r i t i e s h e l d both f o r i t s own a c c o u n t and f o r t h e a c c o u n t s 

of f o r e i g n o f f i c i a l i n s t i t u t i o n s . I t a l s o e x c l u d e s T r e a s u r y 

s e c u r i t i e s a l l o t t e d t o t h e F e d e r a l R e s e r v e f o r new c a s h 

t e n d e r s on b e h a l f of f o r e i g n o f f i c i a l i n s t i t u t i o n s . 

T h i s new 25 p e r c e n t r u l e i s needed b e c a u s e t h e p r o p o r t i o n 

of T r e a s u r y b i l l o f f e r i n g s a c c o u n t e d f o r by t h e c o m p e t i t i v e 

p l u s n o n c o m p e t i t i v e award t o the p u b l i c has d e c l i n e d s i g n i 

f i c a n t l y i n r e c e n t y e a r s . The T r e a s u r y Department e x p e c t s 

t h i s change t o e v e n t u a l l y broaden t h e c o m p e t i t i v e n e s s of t h e 

a u c t i o n p r o c e s s and c o n t r i b u t e t o improved d i s t r i b u t i o n of 

new s e c u r i t i e s . 

Second, b e g i n n i n g June 18, 1979, t h e T r e a s u r y w i l l 

r e q u i r e a l l b i d d e r s i n i t s b i l l a u c t i o n s t o r e p o r t on t h e 

te n d e r form t h e amount of any n e t lon g p o s i t i o n i n e x c e s s 

B-1601 
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of $200 m i l l i o n i n t h e b i l l s b e i n g o f f e r e d . T h i s i n f o r m a t i o n 

s h o u l d r e f l e c t p o s i t i o n s h e l d a t th e c l o s e o f b u s i n e s s on t h e 

day p r i o r t o t h e a u c t i o n . Such p o s i t i o n s would i n c l u d e b i l l s 

a c q u i r e d through "when-issued" t r a d i n g , and f u t u r e s and f o r w a r d 

t r a n s a c t i o n s as w e l l as h o l d i n g s of o u t s t a n d i n g b i l l s w i t h 

the same m a t u r i t y d a t e as t h e new o f f e r i n g , e.g. b i l l s w i t h 

t h r e e months to m a t u r i t y p r e v i o u s l y o f f e r e d as six-month b i l l s . 

A l s o , a p r i m a r y d e a l e r b i d d i n g on b e h a l f of a customer w i l l 

be r e q u i r e d t o submit a s e p a r a t e t e n d e r f o r t h e customer when

ev e r the c u s t o m e r ' s n e t l o n g p o s i t i o n i n the b i l l b e i n g o f f e r e d 

exceeds $200 m i l l i o n a t th e c l o s e of b u s i n e s s on t h e day p r i o r 

to t h e a u c t i o n . 

T h i s i n f o r m a t i o n w i l l be t a k e n i n t o c o n s i d e r a t i o n by the 

T r e a s u r y when awarding new b i l l s . The Department's o b j e c t i v e 

i s t o r e d u c e the p o t e n t i a l f o r undue c o n c e n t r a t i o n of owner

s h i p i n new i s s u e s and t o c o n t r i b u t e t o improved d i s t r i b u t i o n . 

T h i s new r e p o r t i n g r e q u i r e m e n t r e c o g n i z e s t h e r a p i d e x p a n s i o n 

of t r a d i n g i n T r e a s u r y b i l l f u t u r e s a s w e l l as "when-issued" 

t r a d i n g o c c u r r i n g between t h e o f f e r i n g announcement and t h e 

a u c t i o n d a t e . 

oOo 



COMMODITY FUTURES 

TRADING COAAMISSION 

2 0 3 3 K STREET. N.W. 

WASHINGTON, D.C. 

FEDEfUL REGULATORY AGENCY ^ \ 

FOR FUTURES TRADING 

FOR RELEASE Tuesday, October 24, 1978 CDOTACT: William J . ^fanahan 

Bruce Stoner 

(202) 254-8630 

ADVISORY 

The following i s a statanent by William T. Bagley, chairman of the 

Conmodity Futures Trading Conmission, in response to a letter from Treasury 

Secretary W. Michael Blumenthal proposing a moratorium on new financial 

futures contracts. 

"We certainly want to and w i l l l i s t e n to the concerns of the Departnent zyxwvutsrqponmlkjihgfedcbaZYXWVUTSRQPONMLKJIHGFEDCBA

of Treasuary. And, correctly founded or not, I am convinced that these concerns 

are sincerely expressed i n a constructive fashion. We welcome that approach on 

the part of Treasury. The CFTC i s proud of the fact that, among regulatory 

agencies, the industry underzyxwvutsrqponmlkjihgfedcbaZYXWVUTSRQPONMLKJIHGFEDCBA OMC aegis has grown nore than any other. Assuming 

that a joint study i n financial futunres i s initiated, i t shoijld be concluded 

quickly so that healthy growth can continue. Ihfortunately government has a way 

of studying a market-place u n t i l there i s no longer any place to market." 

# 



DepartmentoftheTREASURY 
IH6T0II.0.C. 28220 TELEPHOUE 

i i i i mm 

FOR IMMEDIATE RELEASE 

0ctX3ber 24, 1978 

Contact: Charles Arnold 

202/566-2041 

TREASURY OPPOSES APPROVAL OF FUTURES CCNTRACTS, PENDING STUDY 

Secretary of the Treasiury W. Michael Blumenthal has strongly 

reccrmended that the Cormodity Futures Trading Ccmmission not 

approve s i x futures contracts based on U.S. Government s e c u r i t i e s 

u n t i l the Treasury and Federal Reserve Board can study the ef f e c t s 

of the proposed trading on Federal debt financing and the market for 

Government s e c u r i t i e s . 

Secretary Blumenthal's request was made i n a l e t t e r delivered 

on Monday, October 23 to Cotmission Chairman William T. Bagley. A 

copy of the l e t t e r i s attached. 

o 0 o 
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T H E S E C R E T A R Y O F T H E T R E A S U R Y 

W A S H I N C T O K 2 0 2 2 0 

October 19, 1978 

Dear Mr. Chairman: 

I am p l e a s e d to respond to the r e q u e s t s of August 28 

and September 11, 1978, from your o f f i c e f o r the v i e w s of 

the T r e a s u r y Department w i t h r e s p e c t to the s i x a p p l i c a 

t i o n s f o r c o n t r a c t market d e s i g n a t i o n s by the Commodity 

F u t u r e s T r a d i n g Commission (the "Commission") l i s t e d i n 

the appendix to t h i s l e t t e r . 

F o r the r e a s o n s s t a t e d below, the T r e a s u r y s t r o n g l y 

recommends t h a t the Commission not d e s i g n a t e c o n t r a c t 

m a rkets as r e q u e s t e d by t h e s e a p p l i c a t i o n s , or any sub

sequent a p p l i c a t i o n s , based on U n i t e d S t a t e s Government 

s e c u r i t i e s , pending the outcome of a study to be conducted 

j o i n t l y by the Board of Governors of the F e d e r a l R e s e r v e 

System and the T r e a s u r y Department, i n c o o p e r a t i o n w i t h you. 

The T r e a s u r y ' s c o n c e r n s w i t h f u t u r e s c o n t r a c t s based 

on Government s e c u r i t i e s were d i s c u s s e d a t l e n g t h i n 

Deputy S e c r e t a r y C a r s w e l l ' s l e t t e r s of A p r i l 13, 1978, 

t o the Chairman of the Senate Subcommittee on A g r i c u l t u r a l 

R e s e a r c h and G e n e r a l L e g i s l a t i o n and t o the Chairman of 

the House Subcommittee on C o n s e r v a t i o n and C r e d i t and i n 

Under S e c r e t a r y Solomon's l e t t e r to you of August 10, 1978. 

As you know, t h e s e c o n c e r n s were r e c o g n i z e d i n P u b l i c 

Law 95-405 which r e q u i r e s the Commission t o c o n s i d e r the 

e f f e c t of c o n t r a c t market d e s i g n a t i o n s c o n c e r n i n g Govern

ment s e c u r i t i e s on the "debt f i n a n c i n g r e q u i r e m e n t s of 

the U n i t e d S t a t e s Government and the c o n t i n u e d e f f i c i e n c y 

and i n t e g r i t y of t h e u n d e r l y i n g market f o r government 

s e c u r i t i e s . " 

The T r e a s u r y d i d not oppose the o r i g i n a l d e s i g n a 

t i o n s of c o n t r a c t markets i n v o l v i n g T r e a s u r y b i l l s , nor 

has i t opposed c o n t i n u e d t r a d i n g i n t h e s e m a r k e t s . T h e r e 

a r e p o t e n t i a l problems, however, a r i s i n g from the p r o p o s a l 

t o p e r m i t s i m u l t a n e o u s t r a d i n g on d i f f e r e n t exchanges of 
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13-week b i l l c o n t r a c t s based on the same T r e a s u r y b i l l 

a u c t i o n . T r a d i n g on more than one exchange would c r e a t e a 

p o t e n t i a l f o r m a n i p u l a t i o n and o t h e r abuses which would 

appear t o r e q u i r e , a t a minimum, t h a t the Commission p r o v i d e 

f o r c o o r d i n a t e d s u r v e i l l a n c e and r e g u l a t i o n and c o n s o l i d a t e d 

r e p o r t i n g a t the o u t s e t . 

As you know, we have e x p r e s s e d a number of c o n c e r n s 

w i t h r e s p e c t to c o n t r a c t market desi.gnations i n v o l v i n g 

T r e a s u r y coupon s e c u r i t i e s . U n l i k e T r e a s u r y b i l l s , w hich 

a r e h i g h l y l i q u i d s h o r t - t e r m i n s t r u m e n t s and a r e a c t i v e l y 

t r a d e d throughout t h e i r l i v e s , the l o n g e r term T r e a s u r y 

n o t e s and bonds a r e t y p i c a l l y h e l d by permanent i n v e s t o r s . 

The T r e a s u r y r e l i e s on t h e s e i n v e s t o r s t o f i n a n c e the major 

p o r t i o n of the p u b l i c debt. As t h e s e coupon s e c u r i t i e s a r e 

p l a c e d w i t h them, secondary m.arket t r a d i n g and the a v a i l 

a b i l i t y of s e c u r i t i e s f o r d e l i v e r y a r e s i g n i f i c a n t l y reduced. 

We have been concerned, t h e r e f o r e , t h a t market p r i c e s on 

o u t s t a n d i n g T r e a s u r y coupon s e c u r i t i e s , and t h u s p r i c e s on 

T r e a s u r y new i s s u e s , c o u l d be a d v e r s e l y a f f e c t e d by a l a r g e 

volume of t r a d i n g i n any f u t u r e s c o n t r a c t s based on T r e a s u r y 

coupon s e c u r i t i e s . 

I t i s e s s e n t i a l t h a t the T r e a s u r y m a i n t a i n the f l e x i 

b i l i t y to f i n a n c e t h e p u b l i c debt a t the l o w e s t p o s s i b l e 

c o s t c o n s i s t e n t w i t h th e f i s c a l r e q u i r e m e n t s of the Govern

ment and the needs of the economy. We have c o n c l u d e d , 

however, t h a t i n a v e r y p r a c t i c a l s e n s e . T r e a s u r y ' s f l e x i 

b i l i t y would be r educed by the e s t a b l i s h m e n t of a f u t u r e s 

market which i s h e a v i l y dependent upon an e x p e c t e d new i s s u e 

by the T r e a s u r y . I t s h o u l d not be assumed t h a t the r e g u l a r 

i s s u a n c e o f T r e a s u r y c y c l e n o t e s w i l l c o n t i n u e i n i t s 

p r e s e n t p a t t e r n . These note c y c l e s were e s t a b l i s h e d b e g i n 

n i n g i n 1974 to d e a l w i t h th e f i n a n c i n g o f th e e x t r a o r d i n a r y 

budget d e f i c i t s of r e c e n t y e a r s . As we c o n t i n u e toward t h e 

P r e s i d e n t ' s o b j e c t i v e of r e d u c i n g and e l i m i n a t i n g budget 

d e f i c i t s , t h e m a t u r i t i e s of T r e a s u r y new i s s u e s may w e l l 

change s u b s t a n t i a l l y . J u s t l a s t month, i n the f a c e o f 

d e c l i n i n g f i n a n c i n g r e q u i r e m e n t s , t h e T r e a s u r y s u b s t i t u t e d a 

1 5 - y e a r bond i s s u e f o r the u s u a l 5-year c y c l e n ote. VThile 

many market p a r t i c i p a n t s had e x p e c t e d a 5-year note i s s u e , 

we d i d not have to d e a l w i t h an e s t a b l i s h e d f u t u r e s market 

i n 5-year n o t e s and we were a b l e to a c c o m p l i s h t h i s change 

on s h o r t n o t i c e w i t h minimum market impact. Once a f u t u r e s 

market dependent on i s s u a n c e o f c e r t a i n Government s e c u r i 

t i e s ^omes i n t o e x i s t e n c e . T r e a s u r y c o u l d be i n f l u e n c e d , a s 

a p r a c t i c a l m a t t e r , by the p o t e n t i a l d i s a p p o i n t m e n t o f t h e 

e x p e c t a t i o n s (even though not s t r i c t l y w a r r a n t e d ) o f p a r t i 

c i p a n t s i n t h i s market. 
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T r e a s u r y debtzyxwvutsrqponmlkjihgfedcbaZYXWVUTSRQPONMLKJIHGFEDCBA managemen t  f l e x i b i l i t y would a l s o b e 
reduced b y the e x i s t e n c e of f u t u r e s markets dependent 

upon the a v a i l a b i l i t y o f  o u t s t a n d i n g T r e a s u r y coupon 

s e c u r i t i e s .  F o r  e x a m p l e ,  t h e T r e a s u r y ha s a t  t i m e s 
engaged i n advance r e f u n d i n g s of o u t s t a n d i n g T r e a s u r y 
i s s u e s , and the T r e a s u r y r e c e n t l y gave s e r i o u s c o n s i d e r a 

t i o n to a c t u a l l y p u r c h a s i n g c e r t a i n o u t s t a n d i n g i s s u e s to 

r e l i e v e c o n g e s t i o n i n c e r t a i n m a t u r i t y a r e a s of the market. 

Such debt management o p e r a t i o n s by the T r e a s u r y c o u l d 

r e s u l t i n the unexpected withdrav/al from the market o f 
c e r t a i n s e c u r i t i e s , or groups o f  s e c u r i t i e s , which c o n -
s t i t u t e d p a r t o r a l l of the a n t i c i p a t e d d e l i v e r a b l e s u p p l y 

i n the f u t u r e s market. T h u s i t  may not be p o s s i b l e t o 

d e l i v e r the s e c u r i t y s p e c i f i e d i n the f u t u r e s c o n t r a c t . 

Eve n i f the c o n t r a c t were based o n a  " b a s k e t of s e c u r i t i e s , 
as has been s u g g e s t e d , t h ^ r e i s no a s s u r a n c e t h a t t h e p r e -
d e t e r m i n e d group of s e c u r i t i e s w i l l b e r e a d i l y a v a i l a b l e 

i n s u f f i c i e n t s u p p l y a t  the d e l i v e r y d a t e . 

We a r e d e e p l y concerned w i t h the c u r r e n t p r o p o s a l s 

f o r f u t u r e s t r a d i n g based on 2-year n o t e s , 4-year n o t e s , 

and 4 to 6 y e a r  n o t e s . Based on the l i m i t e d i n f o r m a t i o n 

a v a i l a b l e t o us now, i t i s our judgment t h a t such t r a d 

i n g c o u l d have an a d v e r s e impact on the debt f i n a n c i n g 

r e q u i r e m e n t s of the U n i t e d S t a t e s Government. The o v e r 

r i d i n g purpose of the Government s e c u r i t i e s market i s t o 

f i n a n c e the p u b l i c debt, and any development t h a t may 

d e t r a c t from t h a t purpose must c l e a r l y be viewed as con

t r a r y to the p u b l i c i n t e r e s t u n t i l such time as i t i s 

proven not to do so. I n view of t h i s c o n c l u s i o n , w e do 

not b e l i e v e t h a t the s i m p l e a s s e r t i o n of a board of t r a d e 

t o the c o n t r a r y would p e r m i t the Commission t o f i n d t h a t 

the board had " d e m o n s t r a t e ( d ) t h a t t r a n s a c t i o n s f o r f u t u r e 

d e l i v e r y i n the (Government s e c u r i t i e s ) f o r which d e s i g n a 

t i o n as a c o n t r a c t market i s sought w i l l not be c o n t r a r y 

t o the p u b l i c i n t e r e s t " as r e q u i r e d b y the Commodity 

Exchange A c t . 

I a s s u r e you t h a t we d i d not come to t h i s c o n c l u s i o n 

l i g h t l y . I am d e e p l y committed to the p h i l o s o p h y t h a t our 

economy f u n c t i o n s b e s t i f f r e e markets a r e p e r m i t t e d to 

f l o u r i s h . Y e t , a f t e r c a r e f u l c o n s i d e r a t i o n of the s p e c i a l 

r o l e of the Government s e c u r i t i e s market and the r e q u i r e 

ments' of the Commodity Exchange A c t , as amended, I have 
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c o n c l u d e d t h a t U.S. T r e a s u r y n o t e s and bonds s h o u l d not be 

used as a b a s i s f o r t r a d i n g i n the f u t u r e s market u n t i l more 

i n f o r m a t i o n c o n c e r n i n g the market i s a v a i l a b l e t o u s . 

I n a d d i t i o n to the p r a c t i c a l consequences f o r debt 

management, we a r e a l s o concerned by the l a c k of adequate 

i n f o r m a t i o n about the r e l a t i o n s h i p between the f u t u r e s 

market and the c a s h market f o r GoverniTient s e c u r i t i e s . Under 

S e c r e t a r y Solomon's August 10 l e t t e r r a i s e d s e r i o u s q u e s t i o n s 

c o n c e r n i n g t h e adequacy of i n f o r m a t i o n about the c a s h market 

s u p p l i e d t o the Comm.ission i n c o n n e c t i o n w i t h i t s c o n s i d e r 

a t i o n of t h e f o u r - y e a r note p r o p o s a l of the Chicago M e r c a n t i l e 

Exchange. T h i s i n f o r m a t i o n gap has not y e t been s a t i s f a c 

t o r i l y c l o s e d . 

T h e r e i s a l s o a need f o r c o o r d i n a t e d r e p o r t i n g of 

p o s i t i o n s i n the u n d e r w r i t i n g of Government s e c u r i t i e s i n 

the s p o t market w i t h p o s i t i o n s i n the f u t u r e s market. I n 

t h i s r e g a r d , the T r e a s u r y and the F e d e r a l R e s e r v e a r e 

expanding the p r i m a r y d e a l e r r e p o r t i n g system to i n c l u d e 

d i s c l o s u r e of f u t u r e s t r a d i n g a c t i v i t y . The New York 

F e d e r a l R e s e r v e Bank would r e q u i r e s e p a r a t e d a i l y d e a l e r 

r e p o r t i n g forms which w i l l i n c l u d e volume of t r a d i n g a c t i v i t y 

as w e l l as p o s i t i o n s i n f u t u r e s c o n t r a c t s based on U.S. 

Government s e c u r i t i e s . When the expanded system becomes 

o p e r a t i v e , we can conduct the e s s e n t i a l s t u d i e s of p o s s i b l e 

b e n e f i t s and d e t r i m e n t s of f u t u r e s a c t i v i t y on the c a s h 

miarket f o r Government s e c u r i t i e s . 

I n view of the c u r r e n t p r o l i f e r a t i o n of new p r o p o s a l s 

f o r f u t u r e s c o n t r a c t s based on T r e a s u r y s e c u r i t i e s and t h e 

l a c k of i n f o r m a t i o n a v a i l a b l e to us, we cannot be a s s u r e d 

t h a t t h e s e markets w i l l not d e v e l op i n a manner i n c o n s i s t e n t 

w i t h the p u b l i c i n t e r e s t . Thus, I b e l i e v e t h a t a t t h i s t ime 

no f u r t h e r c o n t r a c t d e s i g n a t i o n s based on T r e a s u r y b i l l s o r 

coupon s e c u r i t i e s s h o u l d be approved. Although I r e a l i z e 

t h a t the Commission has the power to withdraw c o n t r a c t 

d e s i g n a t i o n s i n t h e a p p r o p r i a t e c i r c u m s t a n c e s , i t i s un

q u e s t i o n a b l y more d i f f i c u l t to e x e r c i s e t h a t a u t h o r i t y t h a n 

to d e l a y a p p r o v a l of new c o n t r a c t d e s i g n a t i o n s where impor

t a n t i n f o r m a t i o n about t h e i r impact i s l a c k i n g . We r e a l i z e 

t h a t no s t u d y can s u p p l y d e f i n i t i v e answers t o a l l t h e 

q u e s t i o n s a new c o n t r a c t may r a i s e . However, we b e l i e v e 

t h a t t h e F e d e r a l R e s e r v e an'̂ . the T r e a s u r y , w i t h t h e Commis

s i o n ' s c o o p e r a t i o n , can conduct the n e c e s s a r y s t u d i e s of t h e 

l i k e i y impact of t h e s e f u t u r e s m arkets on the c a s h market 

f o r T r e a s u r y s e c u r i t i e s . Because of the unique importance t o 

the p u b l i c of the c o s t of T r e a s u r y f i n a n c i n g , t h i s i n f o r m a 

t i o n s h o u l d be a v a i l a b l e b e f o r e an e x t e n s i v e market i n 

f u t u r e s c o n t r a c t s based on U.S. Government s e c u r i t i e s i s 

p e r m i t t e d to d e v e l o p . 
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We have d i s c u s s e d p r e p a r a t i o n of such s t u d i e s w i t h 

the F e d e r a l R e s e r v e Board which i s e x p e c t e d t o c o n s i d e r 

the m a t t e r i n the near f u t u r e . We a r e p r e p a r e d to p r o 

ceed i m m e d i a t e l y . We look forward to c o o r d i n a t i n g w i t h 

you and d i s c u s s i n g how t h a t can b e s t be done. 

The Honorable 

W i l l i a m T, B a g l e y 

Chairman 

Commodity F u t u r e s T r a d i n g Commission 

Washington, D.C. 20581 

S i n c e r e l y , 

W.  M i c h a e l Blumenthal 



APPENDIX 

FUTURES CONTRACT APPLICATIONS 

C o n t r a c t D e s i g n a t i o n 

4-Year Notes 

4- t o 6-Year Notes 

13-Week T r e a s u r y B i l l s 

13-Week T r e a s u r y B i l l s 

1- Y e a r T r e a s u r y B i l l s 

2- Y e a r T r e a s u r y Notes 

Board o f T r a d e Date of A p p l i c a t i o n 

C h i c a g o M e r c a n t i l e Exchange (IMM) J u l y 13, 1977 

( R e s u b m i s s i o n 9-5-78) 

Chicago Board o f T r a d e 

Amex Commodities Exchange 

Commodity Exchange I n c . 
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TREASURY AN D FEDERAL RESERVE MAKE 
J O I N T RECOMMENDATIONS ON FUTURES CONTRACTS 

ON TREASURY S E C U R I T I E S 

I n e I r e a s u r y D e p a r t m e n t  a n d t h e F e d e r a l  R e s e r v e Boar d t o d a y 
r e l e a s e d j o i n t  r e c o m m e n d a t i o n s t o t h e C o m m o d i t y  F u t u r e s T r a d i n g 
C o m m i s s i o n (CFTC )  o n f u t u r e s t r a d i n g i n T r e a s u r y s e c u r i t i e s . 

Th e r e c o m m e n d a t i o n s r e s u l t  f r o m a  s t u d y b y t h e T r e a s u r y a n d 
F e d e r a l  R e s e r v e .  Th e s t u d y wa s  i n i t i a t e d a f t e r  T r e a s u r y S e c r e t a r yzyxwvutsrqponmlkjihgfedcbaZYXWVUTSRQPONMLKJIHGFEDCBA V.  . 
M i c h a e l  B l u m e n t h a l  a n d F e d e r a l  R e s e r v e C h a i r m a n G.  V v i l l i a m M i l l e r ,  i n 
O c t o b e r  1 9 7 8 l e t t e r s t o t h e CFTC ,  e x p r e s s e d c o n c e r n s o v e r  t h e p o s s i b l e 
c o n s e q u e n c e s o f  f u r t h e r  r a p i d e x p a n s i o n i n t r a d i n g o f  T r e a s u r y f u t u r e s 
c o n t r a c t s . 

I n t h e i r  O c t o b e r  l e t t e r s ,  S e c r e t a r y B l u m e n t h a l  a n d C h a i r m a n 
K i l l e r  s u g g e s t e d a  m o r a t o r i u m o n ne w a u t h o r  i  z a t i o n s o f  T r e a s u r y 
f u t u r e s c o n t r a c t s  u n t i l  a  T r e a s u r y / F e d e r a l  R e s e r v e s t u d y c o u l d b e 
c o m i p l e t e d . 

A r e p o r t  s u m m a r i z i n g t h e s t u d y ' s  f i n c i n c s an d t h e j o i n t  r e c o m -
m e n d a t i o n s i s  a t t a c h e d .  I t  wa s s e n t  t o d a y t o t h e CTFC . 

I h e T r e a s u r y an d F e d e r a l  R e s e r v e r e c o m m e n d t h a t : 

1 .  A d e q u a c y o f  D e l i v e r a b l e S u p p l y 

Th e C I F C s h o u l d c o n s i d e r  n o t  j u s t  t h e w i d t h o f  t h e 
m a t u r i t y r a n g e d e f i n i n g i s s u e s e l i g i b l e f o r  d e l i v e r y , 
b u t  a l s o t h e numb e r  o f  a l r e a d y o u t s t a n d i n g i s s u e s t h a t 
w i l l  mov e i n t o t h a t  r a n g e a s t h e c o n t r a c t  a p p r o a c h e s 
d e l i v e r y ,  t h e s i z e o f  t h o s e i s s u e s ,  an d t h e i r  l i k e l y 
a v a i l a b i l i t y i n t h e s e c o n d a r y m a r k e t  ( a s  s u g g e s t e d b y 
t h e l e n g t h o f  t i m e t h e y hav e b e e n o u t s t a n d i n g a n d t h e i r 
o i s t r i b u t i o n b y  t y p e o f  h o l d e r ) .  T h e s e q u e s t i o n s 
s h o u l d b e a d d r e s s e d e x p l i c i t l y i n t h e a n a l y s i s p r e p a r e d 
f o r  t h e C o m m i s s i o n b y  i t s  s t a f f  w h e n ne w c o n t r a c t 
d e s i g n a t i o n s a r e b e i n g c o n s i d e r e d .  S t u d i e s o f  ho w t h e 
p r i c e s o f  g i v e n i s s u e s v a r y r e l a t i v e t o t h o s e o f  a d j  a -
c e n t  i s s u e s w i l l  h e l p t o s h e d 1 i g h t  o n t h i s q u e s t i o n o f 
a v a i l a b i l i t y . 

I n n o c a s e s h o u l d t h e CFT C a p p r o v e a  c o n t r a c t  t h a t  d e -
p e n d s f o r  i t s  d e l i v e r a b l e s u p p l y s o l e l y o n a  p a r t i c u l a r 
s e c u r i t y y e t  t o b e i s s u e d . 

W h e r e c o n t r a c t s s p e c i f y a  r e l a t i v e l y n a r  r o w m a t u r i t y 
r a n g e f o r  t h e d e l i v e r a b l e s u p p l y ,  a p p r o v a l  s h o u l d a l s o 
b e w i t h h e l d o n ne w c o n t r a c t s i f  t h e d e l i v e r a b l e s u p p l y 
o f  a l r e a d y o u t s t a n d i n g m a t u r  i t i e s c o n s i s t s o f  o n l y 
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s m a l l  a m o u n t s o f  c l o s e l y - h e l d i s s u e s . 

To a s s u r e t h a t  t h e e x c h a n g e s r e g u l a r l y r e v i e w t h e t e r m i s 
o f  a l l  o u t s t a n d i n g c o n t r a c t s i n r e l a t i o n t o c h a n g e s i n 
t h e s t r u c t u r e o f  m a r k e t a b l e F e d e r a l  d e b t ,  t h e CFT C 
s h o u l d r e e s t a b l i s h a  " s u n s e t "  p r o v i s i o n f o r  ne w c o n -
t r a c t s r e q u i r i n g t h e m t o b e r e v i e w e d an d r e a u t h o r i z e d 
e v e r y f e w y e a r s . 

2 .  E x i s t i n g 1 - y e a r  B i l l  C o n t r a c t 

B e c a u s e i t s  d e l i v e r a b l e s u p p l y d e p e n d s w h o l l y o n a 
s i n g l e ne w s e c u r i t y n o t  y e t  i s s u e d ,  t h e e x i s t i n g 1 - y e a r 
b i l l  c o n t r a c t  s h o u l d b e m o d i f i e d t o a s s u r e a  b r o a d e r 
d e l i v e r a b l e s u p p l y o r ,  i n t h e a l t e r n a t i v e ,  w i t h d r a w n . 

3.  E x i s t i n g 3 - m o n t h B i l l  C o n t r a c t 

B e c a u s e t h e 3 - m o n t h b i l l  c o n t r a c t  h a s becom e s o w e l l 
e s t a b l i s h e d an d s o a c t i v e l y u s e d i n i t s p r e s e n t  f o r m ,  a 
r e d e f i n i t i o n o f  d e l i v e r a b l e s u p p l y a t  t h i s j u n c t u r e 

seems u n w a r r a n t e d . 

H o w e v e r ,  i n v i e w o f  t h e c o n c e r n s e x p r e s s e d b y m a r k e t 
p a r t i c i p a n t s t h a t  t h e 3 - m o n t h c o n t r a c t  h a s b e e n v u l n e r -
a b l e t o s q u e e z e s u n a e r  c e r t a i n c o n d i t i o n s ,  s t e p s s h o u l d 
be t a k e n t o m i n i m i z e t h e s e p o s s i b i l i t i e s t h r o u g h 
i m p r o v e d d a t a c o l l e c t i o n an d m o n i t o r i n g o f  i n t e r a c t i o n s 
b e t w e e n t h e f u t u r e s a n d c a s h m a r k e t s . 

4.  P o t e n t i a l  R i s k s o f  C o n t r a c t  P r o l i f e r a t i o n 

Th e CFT C s h o u l d p r o c e e d g r a d u a l l y i n a u t h o r i z i n g a d d i -
t i o n a l  c o n t r a c t s f o r  f i n a n c i a l  f u t u r e s .  I n t h e 
u n t e s t e d i n t e r m e d i a t e - t e r m s e c t o r ,  f o r  e x a m p l e ,  a  f i r s t 
s t e p m i g h t  b e t o a u t h o r i z e o n l y on e n o t e c o n t r a c t ,  o n 
o n e e x c h a n g e ,  w i t h a  r a n g e o f  e l i g i b l e m . a t u r i t i e s s u f -
f i c i e n t  t o p r o v i d e a  r e a s o n a b l e " m a r k e t  b a s k e t "  o f 
d e l i v e r a b l e s u p p l y .  F u r t h e r ,  t h e CFT C s h o u l d n o t 
d e s i g n a t e c o n t r a c t  m a r k e t s o n m o r e t h a n o n e e x c h a n g e 
f o r  e s s e n t i a l l y  i d e n t i c a l  c o n t r a c t s u n l e s s i t  h a s 
e n t e r e d i n t o f o r m a l  a g r e e m e n t s w i t h e a c h e x c h a n g e t o 
p r o v i d e u n i f o r m ,  r e p o r t i n g o f  c o n t r a c t  p o s i t i o n s t o t h e 
CFI C a n d t o e s t a b l i s h u n i f o r m e m e r g e n c y p r o c e d u r e s t h a t 
w o u l d b e i m p l e m e n t e d j o i n t l y a n d c o i n c i d e n t l y a t  t h e 
r e q u e s t  o f  t h e CFTC. 

5.  S a f e g u a r d s f o r  I n v e s t o r s 

F u r t h e r  s t u d y o f  i n v e s t o r  p r o t e c t i o n a n d e x c h a n g e r e g u -
l a t i o n b e i n g c o n d u c t e d j o i n t l y b y t h e CFTC,  t h e ' 
T r e a s u r y ,  an d t h e S e c u r i t i e s an d E x c h a n g e C o m m i s s i o n 
s h o u l d p r o c e e d .  Amon g t h e i s s u e s t o b e e x p l o r e d s h o u l d 
b e a p p r o p r i a t e c u s t o m e r  s u i t a b i l i t y s t a n d a r d s ,  m a r g i n 
r e q u i r e m e n t s ,  a n d p o s i t i o n s l i m i t s . 

I n a d d i t i o n ,  t h e CFT C a n d t h e e x c h a n g e s p r o m o t i n g 
f u t u r e s c o n t r a c t s s h o u l d mak e c l e a r  s e c u r i t i e s a r e n o t 
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o b l i g a t i o n s of the U.S. T r e a s u r y . To a v o i d any c o n f u 

s i o n on t h i s q u e s t i o n , the e x c h a n g e s s h o u l d not u s e 

p i c t u r e s of t h e T r e a s u r y b u i l d i n g or of T r e a s u r y 

s e c u r i t i e s i n t h e i r p r o m o t i o n a l m a t e r i a l . 

I h e f u l l s t u d y w i l l be r e l e a s e d l a t e r . 

O 0 0 O 
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T r e a s u r y an d t o t h e T e d e r a l  R e s e r v e : 

Does f u t u r e s t r a d i n g i n U .  S .  Governmen t  s e c u r i t i e s 

a f f e c t  a d v e r s e l y t h e e f f i c i e n c y an d i n t e g r i t y o f zyxwvutsrqponmlkjihgfedcbaZYXWVUTSRQPONMLKJIHGFEDCBA

the u n d e r l y i n g c a s h m a r k e t  f o r  t h o s e s e c u r i t i e s ? 

I s t h e t r a d i n g o f  f u t u r e s c o n t r a c t s w h i c h depen d 

on d e l i v e r a b l e s u p p l i e s o f  Governmen t  s e c u r i t i e s 

l i k e l y t o c o n s t r a i n the T r e a s u r y i n i t s d e b t 

management  d e c i s i o n s ? 

W i l l  t h e exchange s an d t h e Commodit y  F u t u r e s T r a d i n g 

Commiss io n (CFTC )  b e c a p a b l e o f  m a i n t a i n i n g e f f e c -

t i v e s u r v e i l l a n c e o f  f i n a n c i a l  f u t u r e s m a r k e t s , 

p a r t i c u l a r l y a s e s s e n t i a l l y  d u p l i c a t i v e c o n t r a c t s 

t r a d e s i m u l t a n e o u s l y o n s e v e r a l  exchanges ? 

I s t h e r e a  dange r  t h a t  u n s o p h i s t i c a t e d i n v e s t o r s 

w i l l  n o t  f u l l y a p p r e c i a t e t h e r i s k s i n h e r e n t  i n 

f u t u r e s c o n t r a c t s whos e name s s u g g e s t  t h e b a c k i n g 

o f  t h e U .  S .  T r e a s u r y ? 

The Septembe r  30 ,  1978, l e g i s l a t i o n (P.L .  9 5 - 4 - 5 ) ,  w h i c h renewe d 

t h e a u t h o r i t y o f  t h e CFT C to r e g u l a t e f u t u r e s m a r k e t s ,  d i r e c t s t h e Commis -

s i o n to s o l i c i t  t h e a d v i c e of t h e T r e a s u r y an d t h e F e d e r a l  R e s e r v e b e f o r e 

a u t h o r i z i n g an y a d d i t i o n a l  f u t u r e s c o n t r a c t s t h a t  s p e c i f y d e l i v e r y o f  U .  S . 

Governmen t  s e c u r i t i e s .  Th e A c t  a l s o r e q u i r e s t h e Commiss io n t o c o n s i d e r 

t h e i m p a c t  o f  s u c h f u t u r e s t r a d i n g o n t h e d e b t  managemen t  r e q u i r e m e n t s o f 

t h e T r e a s u r y an d o n t h e e f f i c i e n c y an d i n t e g r i t y o f  t h e m a r k e t  f o r  U .  S . 

Governmen t  s e c u r i t i e s .  C o n f r o n t e d w i t h t h e nee d t o commen t  o n s e v e r a l 

p e n d i n g c o n t r a c t  p r o p o s a l s ,  y e t  l a c k i n g a  bod y o f  r e s e a r c h o n w h i c h o p i n i o n s 

c o u l d be f i r m l y g r o u n d e d ,  t h e S e c r e t a r y of the T r e a s u r y an d the Cha i rma n 
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o f  t h e B o a r d o f  G o v e r n o r s w r o t e t h e CFT C i n O c t o b e r ,  1978 ,  s u g g e s t i n g a n 

i m m e d i a t e T reasu ry -FR B s t u d y an d r e q u e s t i n g a  m o r a t o r i u m o n ne w a u t h o r i z a -

t i o n s o f  T r e a s u r y f u t u r e s c o n t r a c t s  u n t i l  t h e s t u d y c o u l d b e c o m p l e t e d . 

S i n c e t h e n t h e s t a f f s o f  t h e T r e a s u r y an d t h e F e d e r a l  Reserv e 

hav e c o n d u c t e d o v e r  t h i r t y i n t e r v i e w s w i t h a  w i d e v a r i e t y o f  p a r t i c i p a n t s 

i n b o t h t h e c a s h an d f u t u r e s m a r k e t s f o r  Governmen t  s e c u r i t i e s .  Th e f i n d i n g s 

f r o m t h e s e i n t e r v i e w s ,  f r o m c u r r e n t  s t a f f  s t u d i e s ,  an d f r o m p r e v i o u s s t u d i e s 

o f  f u t u r e s m a r k e t s a r e summar ize d be lo w unde r  t h r e e b r o a d h e a d i n g s . 

1 .  Th e p o t e n t i a l  b e n e f i t s f r o m t h e s e m a r k e t s ; 

2.  Th e p o t e n t i a l  p rob l em s w h i c h t h e y m i g h t  pos e f o r 

t h e e f f i c i e n t  o p e r a t i o n o f  t h e u n d e r l y i n g m a r k e t 

i n U .  S .  Governmen t  s e c u r i t i e s ,  f o r  t h e T r e a s u r y 

i n i t s  d e b t  management ,  an d f o r  p a r t i c u l a r 

c a t e g o r i e s o f  i n v e s t o r s ;  an d 

3.  C o n c l u s i o n s an d r e c o i m n e n d a t i o n s . 

The d i s c u s s i o n o f  t h e f i n d i n g s i s p r e c e d e d b y a  b r i e f  i n t r o d u c t i o n t o t h e 

i n s t i t u t i o n a l  b a c k g r o u n d o f  f i n a n c i a l  f u t u r e s .  A  muc h mor e c o m p l e t e 

d i s c u s s i o n o f  t h e p o t e n t i a l  s t r e n g t h s an d p r o b l e m s o f  f u t u r e s m a r k e t s i s 

c o n t a i n e d i n a  s e p a r a t e s t a f f  r e p o r t  (Volum e I I  o f  t h i s s t u d y ) ,  w h i c h a l s o 

i n c l u d e s a  summar y o f  t h e i n t e r v i e w s w i t h m a r k e t  p a r t i c i p a n t s an d a  mor e 

e x t e n s i v e t r e a t m e n t  o f  t h e r e g u l a t o r y s t r u c t u r e o f  t h e i n d u s t r y . 

The I n s t i t u t i o n a l  B a c k g r o u n d zyxwvutsrqponmlkjihgfedcbaZYXWVUTSRQPONMLKJIHGFEDCBA

1. Th e P r o d u c t 

A f u t u r e s c o n t r a c t  i s  a n agreemen t  t o bu y o r  s e l l  a  p a r t i c u l a r 

g o o d — t r a d i t i o n a l l y ,  a n a g r i c u l t u r a l  c o m m o d i t y — o n som e s p e c i f i e d f u t u r e 



d a t e , 
b u t  a t  a  p r i c e d e t e r m i n e d no w b y c o m p e t i t i v e b i d d i n g o n t h e f l o o r  o f 

exchange .  S i n c e l a t ezyxwvutsrqponmlkjihgfedcbaZYXWVUTSRQPONMLKJIHGFEDCBA 1975, f u t u r e s c o n t r a c t s o n a  numbe r  o f  f i n a n c i a l 

i n s t r u m e n t s hav e bee n i n t r o d u c e d ,  i n c l u d i n g one s base d o n 3-mont h an d 1-yea r 

T reasur y  b i l l s ,  w h i c h t r a d e o n t h e I n t e r n a t i o n a l  M o n e t a r y M a r k e t zyxwvutsrqponmlkjihgfedcbaZYXWVUTSRQPONMLKJIHGFEDCBA (ll'SA)  o f 

th e Ch icag o M e r c a n t i l e Exchang e (CI-E )  ,  an d on e base d o n l o n g - t e r m T r e a s u r y 

bonds ,  w h i c h i s  l i s t e d o n t h e Ch icag o Boar d o f  T rad e (CBOT) .  A p p l i c a t i o n s 

l, v t h e s e an d o t h e r  exchange s f o r  a d d i t i o n a l  c o n t r a c t s o n T r e a s u r y s e c u r i t i e s 

ar e no w p e n d i n g b e f o r e t h e CFTC.  Some o f  the m a r e e s s e n t i a l l y d u p l i c a t i v e 

o f  t h e b i l l  an d ben d c o n t r a c t s ,  b u t  o t h e r s p r o p o s e f u t u r e s c o n t r a c t s o n 

T reasu r y n o t e s r a n g i n g i n m a t u r i t i e s f r o r . i  tw o t o seve n y e a r s . 

T r a d i n g vo lum e i n t h e 3-mont h b i l l  an d bon d c o n t r a c t s ha s grow n 

r a p i d l y ,  a v e r a g i n g o v e r  ' 4 ,00 0 c c n ' r a c t s a  da y f o r  each .  ( A s i n g l e b i l l 

c o n t r a c t  i s  f o r  $ 1 m i l l i o n f a c e v a l u e o f  b i l l s ;  eac h bon d c o n t r a c t ,  f o r 

$100,00 0 p a r  v a l u e o f  bonds . )  Th e numbe r  o f  c o n t r a c t s o u t s t a n d i n g ( t h e 

"ope n i n r e r e s t " )  r e c e n t l y ha s bee n r o u g h l y 55,00 0 i n t h e cas e o f  t h e 3-rcont h 

b i l l s an d 45,00 0 f o r  t h e bonds .  I n t e r v i e w s w i t h m a r k e t  p a r t i c i p a n t s i n d i c -

a t e thac  t h i s t r a d i n g a c t i v i t y ha s bee n l a r g e l y s p e c u l a t i v e ,  a l t h o u g h ther- e 

i s e v i d e n c e o f  h e d g i n g b y  i n v e s t o r s s e e k i n g p r o t e c t i o n a g a i n s t  t h e r i s k o f 

i n t e r e s t  r a t e changes .  (Th e d i f f i c u l t y i n d i s t i n g u i s h i n g h e d g i n g f r o m 

s p e c u l a t i n g i s  d i s c u s s e d b e l o w . ) 

D e s p i t e t h e heav y t r a d i n g v o l u m e ,  t y p i c a l l y o n l y a  r e l a t i v e l y 

s m a l l  numbe r  o f  c o n t r a c t s c u l m i n a t e i n a c t u a l  d e l i v e r y o n eac h m a t u r i t y d a t e , 

t h e r e m a i n d e r  h a v i n g bee n l i q u i d a t e d b y  o f f s e t t i n g t r a d e s .  T h i s p a t t e r n o f 

fe w d e l i v e r i e s i s  common t o a l l  o r g a n i z e d f u t u r e s m a r k e t s ,  i . e . ,  m a r k e t s o n 
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w h i c h s t a n d a r d i z e d c o n t r a c t s f o r  f u t u r e d e l i v e r y a r e t r a d e d o n r e g u l a t e d 

e x c h a n g e s ,  w h i c h r e q u i r e a l l  p o s i t i o n s t o b e "marke d t o m a r k e t "  d a i l y .  B y 

c o n t r a s t ,  d e l i v e r i e s a r e t h e r u l e r a t h e r  t h a n t h e e x c e p t i o n f o r  f o r w a r d 

c o n t r a c t s ,  w h i c h a r e u n r e g u l a t e d ag reemen t s be twee n tw o p a r t i e s t o exchang e 

a goo d o r  s e c u r i t y a t  a n a g r e e d - u p o n p r i c e o n som e s p e c i f i e d f u t u r e d a t e , 

an d w h i c h ca n b e t a i l o r e d t o mee t  i n d i v i d u a l  needs . 

2-  Exchange s 

Exchange s a r e n o n p r o f i t  a s s o c i a t i o n s whos e membersh i p i s  g e n e r a l l y 

compose d o f  i n d i v i d u a l s .  Th e p r i v i l e g e s o f  exchang e membersh i p i n c l u d e t h e 

r i g h t  t o t r a d e o n t h e f l o o r  f o r  one' s ow n a c c o u n t ,  t h e r i g h t  t o c o l l e c t  a 

b r o k e r a g e f e e f o r  e x e c u t i n g t r a d e s f o r  o t h e r s ,  an d t h e r i g h t  t o v o t e f o r 

t h e member s o f  t h e g o v e r n i n g bod y o f  t h e exchange .  Th e g o v e r n i n g b o d y — 

compose d o f  b o t h member s an d n o n m e m b e r s — i s u l t i m a t e l y r e s p o n s i b l e f o r 

e n a n c t i n g an d e n f o r c i n g t h e r u l e s o f  t h e exchang e and ,  t h u s ,  f o r  muc h o f  t h e 

s e l f — r e g u l a t i o n o f  t h e f u t u r e s i n d u s t r y . 

Eac h exchang e m a i n t a i n s a  c l e a r i n g h o u s e w h i c h a c t s a s a  t h i r d 

p a r t y t o e v e r y t r a d e .  T h a t  i s ,  t h e c l e a r i n g h o u s e i s  d i r e c t l y o r  i n d i r e c t l y 

t h e o t h e r  p a r t y i n e v e r y f u t u r e s c o n t r a c t :  t h e b u y e r  t o e v e r y s e l l e r ,  an d 

v i c e v e r s a .  I n t h i s sense ,  t h e exchang e s t a n d s b e h i n d e v e r y c o n t r a c t . 

Exchang e member s a c q u i r i n g c o n t r a c t s f o r  t h e i r  ow n a c c o u n t  o r  f o r 

t h e i r  c u s t o m e r s mus t  d e p o s i t  a s s e t s w i t h t h e exchang e e q u a l  t o a  c e r t a i n 

p r o p o r t i o n o f  t h e i r  c o n t r a c t u a l  o b l i g a t i o n s .  Suc h d e p o s i t s ,  w h i c h ca n t a k e 

s e v e r a l  f o r m s i n c l u d i n g c a s h ,  T r e a s u r y s e c u r i t i e s o r ,  i n som e c a s e s ,  a 
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l e t t e r  o f  c r e d i t ,  a r e cotnmonl y r e f e r r e d t o a s m a r g i n s .  The y a r e ,  h o w e v e r , 

r e a l l y i n t h e n a t u r e o f  a  bon d t h a t  g u a r a n t e e s e v e n t u a l  p e r f o r m a n c e o f 

c o n t r a c t  t e r m s r a t h e r  t h a n a  down-paymen t  t h a t  l i m i t s t h e us ezyxwvutsrqponmlkjihgfedcbaZYXWVUTSRQPONMLKJIHGFEDCBA of c r e d i t  to 

p u r c h a s e a  s e c u r i t y .  Th e exchange s hav e e x c l u s i v e a u t h o r i t y t o s e t  m a r g i n 

l e v e l s . 

The e q u i t y v a l u e o f  t h e exchang e member' s  m a r g i n a c c o u n t  w i l l , 

of c o u r s e ,  vary w i t h the m a r k e t  p r i c e o f  c o n t r a c t s .  A t  t h e en d o f  eac h 

t r a d i n g da y t h e c l e a r i n g h o u s e "mark s t o m a r k e t "  eac h a c c o u n t — i . e . ,  t h e 

e f f e c t s o f  t h e day ' s  p r i c e movemen t  a r e c a l c u l a t e d .  I f  a  l o s s i n i n c u r r e d 

w h i c h d e p l e t e s t h e m a r g i n a c c o u n t ,  t h e exchang e member  i s  n o t i f i e d an d h e 

must  sen d a  c e r t i f i e d c h e c k b e f o r e t h e s t a r t  o f  b u s i n e s s t h e f o l l o w i n g 

m o r n i n g t o r e s t o r e t h e a c c o u n t  t o i t s  r e q u i r e d l e v e l . 

The exchange s a l s o r e q u i r e t h e i r  member s t o o b t a i n m a r g i n s f r o m 

t h e i r  c u s t o m e r s .  Thes e a c c o u n t s a r e a l s o marke d t o m a r k e t ,  b u t  t h e p r o -

c e d u r e s memeber s us e f o r  t h e i r  c u s t o m e r s o n m a r g i n i n g an d m a r k i n g t o m a r k e t 

do n o t  hav e t o b e u n i f o r m . 

3. Th e CFT C 

The Commodit y F u t u r e s T r a d i n g Commiss ion ,  e s t a b l i s h e d i n 1975 ,  i s 

compose d o f  a  Cha i rma n an d f o u r  o t h e r  Commiss ione r s a p p o i n t e d b y t h e P r e s i -

d e n t  an d c o n f i r m e d b y t h e Sena t e t o s e r v e s t a g g e r e d f i v e - y e a r  t e r m s .  Th e 

CFTC ha s b r o a d r e g u l a t o r y a u t h o r i t y o v e r  f u t u r e s t r a d i n g ,  an d i t  mus t  a p p r o v e 

a l l  f u t u r e s c o n t r a c t s t r a d e d o n U .  S .  exchanges ,  e n s u r e t h a t  t h e exchange s 

e n f o r c e t h e i r  ow n r u l e s ( w h i c h i t  mus t  r e v i e w an d a p p r o v e ) ,  an d d i r e c t  a n 
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exchang e t o t a k e an y a c t i o n neede d t o m a i n t a i n o r d e r l y m a r k e t s wheneve r  i t 

b e l i e v e s t h a t  a n "emergency , "  suc h a s m a r k e t  m a n i p u l a t i o n ,  e x i s t s . U 

P o t e n t i a l  B e n e f i t szyxwvutsrqponmlkjihgfedcbaZYXWVUTSRQPONMLKJIHGFEDCBA frcrm 

F i n a n c i a l  F u t u r e s 

F u t u r e s m a r k e t s ca n b e n e f i t  s o c i e t y b y ( 1 )  r e a l l o c a t i n g r i s k t o 

t h o s e mor e t o l e r a n t  n f  i t ,  an d (2 )  a g g r e g a t i n g i n f o r m a t i o n an d mak in g i t 

a v a i l a b l e t o e v e r y o n e a t  a  l o w c o s t .  T h i s s e c t i o n w i l l  d e s c r i b e ho w t h e s e 

s e r v i c e s a r e p r o v i d e d b y f u t u r e s m a r k e t s an d examin e w h e t h e r  t h e y c o u l d b e 

p r o v i d e d j u s t  a s w e l l  w i t h o u t  suc h m a r k e t s ,  p a r t i c u l a r l y i n t h e cas e o f 

f i n a n c i a l  f u t u r e s .  A l s o ,  i t  w i l l  n o t e som e o f  t h e o t h e r  use s f o r  f i n a n c i a l 

f u t u r e s beyon d " h e d g i n g "  an d " s p e c u l a t i n g , "  a s t h o s e t e r m s a r e u s u a l l y 

d e f i n e d i n t e x t b o o k s an d i n t r a d e l i t e r a t u r e . 

1 .  H e d g i q g an d S p e c u l a t i n g 

An i n d i v i d u a l  o r  i n s t i t u t i o n whos e b u s i n e s s r e q u i r e s h o l d i n g 

i n v e n t o r i e s o f  an y good ,  f i n i s h e d o r  i n p r o c e s s ,  ma y w i s h t o b e p r o t e c t e d 

f r o m t h e r i s k o f  a d v e r s e p r i c e movement s o f  t h e goo d i n q u e s t i o n .  A  f a r m e r 

m i g h t  r e a s o n a b l y f e e l  mor e competen t  t o gro w c r o p s t h a n t o f o r e c a s t  t h e i r 

p r i c e s .  A  ban k m i g h t  b e b e t t e r  a b l e t o a s s e s s t h e c r e d i t  w o r t h i n e s s o f  a 

s m a l l  b u s i n e s s t h a n t o gaug e wha t  t h e c o s t  o f  i t s  ow n f u n d s w i l l  b e a  y e a r 

1/  A  r e c e n t  c o u r t  d e c i s i o n i n t h e cas e o f  t h e M a r c h 197 9 whea t  c o n t r a c t 

on t h e CBOT,  however ,  ha s r a i s e d i m p o r t a n t  q u e s t i o n s a s t o t h e adequac y 

o f  t h e CFTC' s  a u t h o r i t y t o r e q u i r e exchange s t o t a k e emergenc y a c t i o n s . 
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i n t h e f u t u r e .  Th e f a r m e r  m i g h t  w a n t  t o p r o t e c t  h i m s e l f  ("hedge" )  a g a i n s t 

t h e r i s k o f  u n f a v o r a b l e p r i c e change s b y l o c k i n g i n no w t h e p r i c e s a t  w h i c h 

he c o u l d s e l l  h i s  h a r v e s t e d c r o p a t  som e l a t e r  d a t e an d t h e ban k m i g h t  wan t 

t o hedg e a g a i n s t  t h e r i s k o f  a  r i s e i n t h e i n t e r e s t  r a t e i t  mus t  l a t e r  pa y 

on i t s CD's .  B y t h e sam e t o k e n ,  i n d i - v i d u a l s wh o hav e a  p r e f e r e n c e f o r 

r i s k b e a r i n g an d wh o s p e c i a l i z e i n f o r e c a s t i n g p r i c e s m i g h t  b e w i l l i n g t o 

" s p e c u l a t e "  b y c o n t r a c t i n g no w t o bu y t h e y e t - t o - b e - h a r v e s t e d c r o p o r  t h e 

p l a n n e d f u t u r e i s s u e o f  CD's . 

S p e c u l a t o r s ,  however ,  p r o v i d e s o c i a l  f u n c t i o n s o t h e r  t h a n r e l i e v i n g 

h e d g e r s o f  r i s k .  I n o r d e r  t o s u r v i v e , '  t h e y mus t  d e v o t e s u b s t a n t i a l  r e s o u r c e s 

t o t h e g e n e r a t i o n o f  i n f o r m a t i o n c o n c e r n i n g f u t u r e e v e n t s .  A s t h e y a c t  o n 

t h i s i n f o r m a t i o n ,  t h e y t r a n s m i t  i t  t o t h e p u b l i c v i a t h e p r i c e s y s t e m .  Fo r 

examp le ,  i f  t h e i r  p r i v a t e i n f o r m a t i o n i n d i c a t e s t h a t  t h e w o r l d whea t  h a r v e s t 

w i l l  b e p o o r ,  t h e y e f f e c t i v e l y communica t e t h a t  i n f o r m a t i o n a s t h e y b i d u p 

t h e p r i c e a t  w h i c h t h e y c o n t r a c t  no w t o bu y whea t  f r o m f a r m e r s a t  h a r v e s t 

t i m e .  .. . 

2.  A d v a n t a g e s o f  F u t u r e s 

The h e d g i n g an d s p e c u l a t i n g a c t i v i t i e s d e s c r i b e d abov e c o u l d t a k e 

p l a c e e v e n i f  t h e r e wer e n o f u t u r e s m a r k e t s .  F o r w a r d c o n t r a c t s c o u l d b e 

n e g o t i a t e d o n a n i n d i v i d u a l  b a s i s .  Or ,  i n t h e cas e o f  t h e a n t i c i p a t e d 

wheat  s h o r t a g e ,  s p e c u l a t o r s c o u l d bu y whea t  f r o m g r a i n e l e v a t o r s an d h o l d 

t h e s e s t o c k s i n i n v e n t o r y t h e m s e l v e s ,  t h u s s p e c u l a t i n g i n t h e s p o t  m a r k e t . 

But  f u t u r e s m a r k e t s p e r m i t  t h e s e a c t i v i t i e s t o b e c a r r i e d o u t  mor e 
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e f f i c i e n t l y .  Th e e x i s t e n c e o f  a  c e n t r a l  m a r k e t  ( t h e exchange )  r e d u c e s t h e 

s e a r c h c o s t s i n v o l v e d i n b r i n g i n g h e d g e r s an d s p e c u l a t o r s t o g e t h e r .  Th e 

f a c t  t h a t  t h e exchange ' s  c l e a r i n g c o r p o r a t i o n i n t e r p o s e s i t s e l f 

be twee n t h e c o n t r a c t i n g p a r t i e s f u r t h e r  r e d u c e s c o s t s b y l o w e r i n g 

t h e r i s k t o eac h s i d e t h a t  t h e o t h e r  p a r t y  w i l l  d e f a u l t .  B y  p u b l i c l y p r o -

v i d i n g u p — t o - t h e — m i n u t e p r i c e q u o t e s o n a l l  t r a d e s ,  f u t u r e s m a r k e t s p e r m i t 

t h e r a p i d an d w i d e s p r e a d d i s s e m i n a t i o n o f  t h e i n f o r m a t i o n p o s s e s s e d b y 

i n d i v i d u a l  s p e c u l a t o r s .  F i n a l l y ,  p u r c h a s e o f  a  f u t u r e s c o n t r a c t  doe s n o t 

i n v o l v e t h e i n v e n t o r y c o s t s a s s o c i a t e d w i t h p u r c h a s e s o f  a  commod i t y i n t h e 

s p o t  m a r k e t . 

However ,  t h e s e a d v a n t a g e s a r e l e s s i m p o r t a n t  i n t h e cas e o f 

f i n a n c i a l  f u t u r e s .  A  v a r i e t y o f  f o r w a r d c o n t r a c t s e x i s t ,  i n c l u d i n g "when -

i s s u e d "  t r a d e s o f  ne w s e c u r i t i e s ,  s t a n d b y c o n t r a c t s ( p u t  o p t i o n s )  o n GNMA 

s e c u r i t i e s ,  an d r e p u r c h a s e a g r e e m e n t s .  Hedger s an d s p e c u l a t o r s ca n b e 

b r o u g h t  t o g e t h e r  e f f i c i e n t l y t h r o u g h t h e h i g h l y d e v e l o p e d d e a l e r  n e t w o r k . 

T h a t  sam e n e t w o r k p r o v i d e s f o r  t h e t r a n s m i t t a l  o f  t h e l a t e s t  p r i c e q u o t e s . 

A l s o ,  f i n a n c i a l  i n s t r u m e n t s d o n o t  r e q u i r e t h e s t o r a g e an d t r a n s p o r t a t i o n 

c o s t s r e q u i r e d f o r  t a n g i b l e c o m m o d i t i e s . 

D e s p i t e t h e a v a i l a b i l i t y o f  t h e s e a l t e r n a t i v e avenue s f o r  h e d g i n g 

an d s p e c u l a t i n g i n f i n a n c i a l  m a r k e t s ,  f u t u r e s t r a d i n g s t i l l  ha s som e d i s t i n c t 

a d v a n t a g e s ,  s u c h a s t h e r o l e o f  t h e exchang e a s g u a r a n t o r  o f  e v e r y c o n t r a c t . 

F u r t h e r m o r e ,  s h o r t - s a l e s o f  s e c u r i t i e s ,  t h o u g h p o s s i b l e i n t h e s p o t  m a r k e t , 

a r e c h e a p e r  t o e x e c u t e i n a  f u t u r e s m a r k e t  s i n c e t h e s h o r t  doe s n o t  hav e t o 

pa y a  f e e t o b o r r o w t h e s e c u r i t y .  Th e v e r y f a c t  t h a t  f i n a n c i a l  f u t u r e s 
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hav e grow n a s r a p i d l y a s t h e y hav e i n t h e p r e s e n c e o f  t h e s e a l t e r n a t i v e s 

s u g g e s t s t h a t  t h e r e a r e c o s t  a d v a n t a g e s to u s i n g f u t u r e s c o n t r a c t s . 

Whethe r  f i n a n c i a l  f u t u r e s m a r k e t s i n c r e a s e t h e a v a i l a b i l i t y o f 

i n f o r m a t i o n i s moot ,  s i n c e t h e y i e l d c u r v e i n t h e s p o t  m a r k e t  a l r e a d y 

embodie s t h e v i e w s which s p e c u l a t o r s hold r e g a r d i n g t h e f u t u r e c o u r s e o f 

i n t e r e s t  r a t e s .  But t o the e x t e n t  that f i n a n c i a l  f u t u r e s m a r k e t s e n c o u r a g e 

mor e s p e c u l a t i o n hy l o w e r i n g t h e c o s t  of d o i n g s o ,  t h e y a l s o l e a d t o t h e ' 

p r o d u c t i o n o f  a  g r e a t e r  amoun t  o f  i n f o r m a t i o n t h a n w o u l d o t h e r w i s e b e a v a i l -

a b l e .  I n o t h e r  w o r d s ,  w h i l e t h e s p o t  m a r k e t  y i e l d cun/ e ma y i n c o r p o r a t e a l l 

a v a i l a b l e i n f o r m a t i o n ,  t h a t  y i e l d c u r v e ma y i t s e l f  b e a l t e r e d b y t h e 

e x i s t e n c e o f  f i n a n c i a l  f u t u r e s .  The r e i s d i s a g r e e m e n t  amon g e c o n o m i s t s , 

howeve r ,  a s t o w h e t h e r  t h e y i e l d c u r v e w i l l  b e " i m p r o v e d , "  i . e . ,  w h e t h e r 

i t  w i l l  mor e a c c u r a t e l y a n t i c i p a t e t h e a c t u a l  f u t u r e c o u r s e o f  i n t e r e s t 

r a t e s an d w h e t h e r  t h e a d d i t i o n a l  i n f o r m a t i o n g e n e r a t e d t h r o u g h f u t u r e s 

t r a d i n g w i l l  r e p r e s e n t  a n o p t i m a l  us e o f  s o c i e t y ' s r e s o u r c e s . 

3. O t h e r  Use s f o r 

F i n a n c i a l  F u t u r e s 

The d i c h o t o m y o f  h e d g i n g an d s p e c u l a t i n g f a i l s t o c a p t u r e t h e 

v a r i e t y o f  m o t i v a t i o n s f o r  u s i n g f u t u r e s .  Eve n t h e d i s t i n c t i o n be twee n 

h e d g i n g an d s p e c u l a t i n g i s  i t s e l f  o f t e n u n c l e a r .  T o r  examp le ,  t h e d e c i s i o n 

t o i n c u r  t h e c o s t s o f  e s t a b l i s h i n g a  hedg e ma y r e f l e c t  one' s  f o r e c a s t  t h a t 

p r i c e s w i l l  mov e a d v e r s e l y an d t h u s i n v o l v e a n e l e m e n t  o f  s p e c u l a t i o n . 

F u r t h e r m o r e ,  u n l e s s t h e m a t u r i t y o f  t h e f u t u r e s c o n t r a c t  c o i n c i d e s e x a c t l y 

w i t h t h e t i m e whe n t h e c r o p i s h a r v e s t e d o r  t h e CD' s a r e i s s u e d — t o 
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c o n t i n u e t h e e a r l i e r  e x a m p l e — a hedge d p o s i t i o n w i l l  n o t  b e a  r i s k l e s s one . 

N o n e t h e l e s s ,  h e d g i n g doe s r e d u c e r i s k e x p o s u r e ,  an d t h e f a c t  t h a t  t h e r e a r e 

fe w " p u r e h e d g e r s "  i n t h e t e x t b o o k sens e o p e r a t i n g i n f i n a n c i a l  f u t u r e s 

m a r k e t s nee d n o t  i m p l y t h a t  t h e s e m a r k e t s a r e n o t  b e i n g use d t o r e d u c e 

r i s k s . 

F i n a n c i a l  f u t u r e s ma y a l s o b e use d f o r  a r b i t r a g e p u r p o s e s .  A n 

i n v e s t o r  ma y a t  t i m e s f i n d i t  p r o f i t a b l e t o ,  say ,  s e l l  a  6-mont h T r e a s u r y 

b i l l  an d r e p l a c e i t  w i t h a  3-mont h b i l l  an d a  tende m 3-mont h T r e a s u r y  b i l l 

f u t u r e s c o n t r a c t .  Suc h a  t r a d e i s  " r i s k l e s s "  b u t  i t  i s  n o t  "hedging." !^ / 

On t h e o t h e r  hand ,  on e ma y d e c i d e t o s p e c u l a t e t h a t  t h e shap e o f  t h e y i e l d 

c u r v e w i l l  chang e b y t a k i n g s i m u l t a n e o u s l o n g an d s h o r t  p o s i t i o n s i n 

d i f f e r e n t  d e l i v e r y month s f o r  t h e sam e s e c u r i t y .  W h i l e s u c h " s t r a d d l e s " 

a r e s p e c u l a t i v e ,  t h e y t y p i c a l l y i n v o l v e l e s s r i s k t h a n s i m p l e ope n p o s i t i o n s . 

The r i s k i n e s s o f  t h e s e an d o t h e r  t r a d e s ca n r e a l l y b e j u d g e d o n l y i n t h e 

c o n t e x t  o £ one' s  e n t i r e p o r t f o l i o ,  n o t  i n i s o l a t i o n . 

P o t e n t i a l  P r o b l e m s w i t h 

F i n a n c i a l  F u t u r e s 

The p r e c e d i n g s e c t i o n d e s c r i b e d som e o f  t h e use s t o w h i c h f i n a n c i a l 

f u t u r e s ca n b e p u t  an d som e o f  t h e b e n e f i t s — b o t h t o i n d i v i d u a l s an d t o 

s o c i e t y a t  l a r g e — w h i c h ca n a c c r u e f r o m t h e s e i n s t r u m e n t s .  I n o r d e r  t o 

d e c i d e w h e t h e r  t h e deve lopmen t  o f  f i n a n c i a l  f u t u r e s s h o u l d b e e n c o u r a g e d , 

\J  I t  i s  a r b i t r a g e ,  i n t h a t  i t  h e l p s t o d r i v e f u t u r e s an d s p o t  m a r k e t 

r a t e s i n t o p r o p e r  a l i g n m e n t  an d i n t h a t  t h e a r b i t r a g e u r  know s h i s 

p r o f i t s w i t h c e r t a i n t y a f t e r  consummat in g t h e t r a d e . 
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however ,  i t  i s n e c e s s a r y t o w e i g h t h e p u r p o r t e d b e n e f i t s a g a i n s t  an y p o t e n t i a l 

p r o b l e m s .  A  v a r i e t y o f  s u c h p o t e n t i a l  p r o b l e m s hav e bee n i d e n t i f i e d .  T h i s 

s e c t i o n a t t e m p t s t o asses s t h e i r  s e r i o u s n e s s . 

1 .  Th e I m p a c t  o n 

Spot  Mar"ket s 

A b a s i c c o n c e r n ha s bee n t h a t  f u t u r e s t r a d i n g i n Governmen t 

s e c u r i t i e s w i l l  hav e a  d e s t a b i l i z i n g e f f e c t  o n p r i c e s i n t h e s p o t  m a r k e t 

f o r  t h e s e s e c u r i t i e s an d t h a t  i n v e s t o r s o n who m t h e T r e a s u r y n o r m a l l y  r e l i e s 

t o f i n a n c e i t s d e b t  may b e d i s s u a d e d f r o m b i d d i n g i n T r e a s u r y a u c t i o n s i f 

p r i c e s becom e l e s s s t a b l e ,  t h u s l e a d i n g t o h i g h e r  y i e l d s o r  c o s t s t o t h e 

T r e a s u r y .  I t  i s  i m p o r t a n t  f r o m a  p o l i c y p e r s p e c t i v e t o d i s t i n g u i s h t h e cas e 

i n w h i c h d e s t a b i l i z i n g e f f e c t s m i g h t  a r i s e eve n i f  f u t u r e s m a r k e t s a r e p e r -

f e c t l y c o m p e t i t i v e f r o m t h e cas e i n w h i c h a  s m a l l  g rou p o f  i n v e s t o r s loom s 

l a r g e enoug h i n t h e m a r k e t s t o hav e a  s i g n i f i c a n t  i m p a c t  o n p r i c e s . 

I n t h e p e r f e c t l y c o m p e t i t i v e c a s e ,  t h e u s u a l  a rgumen t  f o r  a 

d e s t a b i l i z i n g i n f l u e n c e f r o m f u t u r e s goe s a s f o l l o w s :  ( 1 )  f u t u r e s t r a d i n g 

encou rage s s p e c u l a t i o n b y r e d u c i n g t h e c o s t s i n v o l v e d ;  ( 2 )  s p e c u l a t o r s a r e 

l i k e l y t o d r i v e f u t u r e s p r i c e s t o l e v e l s n o t  j u s t i f i e d b y m a r k e t  f u n d a m e n t a l s ; 

( 3 )  w i d e p r i c e s w i n g s i n f u t u r e s m a r k e t s  w i l l  b e t r a n s m i t t e d t o s p o t  m a r k e t s 

v i a a r b i t r a g e .  Whateve r  t h e i n t u i t i v e a p p e a l  o f  suc h r e a s o n i n g ,  e m p i r i c a l 

s t u d i e s o f  b o t h a g r i c u l t u r a l  an d f i n a n c i a l  m a r k e t s hav e n o t  bee n a b l e t o 

p r o v e t h a t  t h e r e i s g r e a t e r  p r i c e v a r i a b i l i t y i n s p o t  m a r k e t s d u r i n g p e r i o d s 

i n w h i c h t h e goo d o r  s e c u r i t y i n q u e s t i o n wa s t r a d e d o n a  f u t u r e s m a r k e t . 
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A s u p p l e m e n t a r y a rgumen t  ( a g a i n ,  i n t h e c o m p e t i t i v e case )  s t r e s s e s 

t h e dange r  t h a t ,  s h o u l d i n v e s t o r s b e u n a b l e t o c l o s e o u t  f u t u r e s p o s i t i o n s 

becaus e p r i c e s hav e a l r e a d y move d t h e d a i l y  l i m i t ,  t h e y ma y t r y t o c o v e r 

t h e i r  p o s i t i o n s w i t h o f f s e t t i n g s p o t  m a r k e t  t r a n s a c t i o n s ,  t h e r e b y i m p a r t i n g 

a d d i t i o n a l  p r i c e v a r i a b i l i t y t o t h e s p o t  m a r k e t .  S o f a r .  T r e a s u r y  b i l l 

f u t u r e s p r i c e s hav e n e v e r  move d t h e i r  d a i l y  l i m i t .  T r e a s u r y bon d f u t u r e s 

hav e don e s o o n a  numbe r  o f  o c c a s i o n s ,  b u t  m a r k e t  p a r t i c i p a n t s i n d i c a t e d i n 

i n t e r v i e w s t h a t  t h i s a p p e a r e d t o b e e s s e n t i a l l y a  r e s p o n s e t o a b r u p t l y change d 

e x p e c t a t i o n s a b o u t  cas h m a r k e t  p r i c e s .  The y d i d n o t  b e l i e v e t h e r e wa s an y 

s u b s t a n t i a l  s p i l l o v e r  t o t h e s p o t  m a r k e t  f r o m e v e n t s o r i g i n a t i n g i n t h e 

f u t u r e s m a r k e t . 

S t i l l  a  t h i r d p o s s i b l e avenu e f o r  f u t u r e s t o hav e a  d e s t a b i l i z i n g 

e f f e c t  o n s p o t  p r i c e s i s  b y d r a w i n g f u n d s i n t o t h e f u t u r e s m a r k e t  w h i c h 

w o u l d o t h e r w i s e b e use d i n t h e s p o t  m a r k e t .  Th e r e s u l t i n g t h i n n e s s o f  t h e 

sp.^ t  m a r k e t  c o u l d t h e n mak e s p o t  p r i c e s p r o n e t o w i d e r  s w i n g s .  However , 

s i n c e s e c u r i t i e s d e a l e r s g e n e r a l l y us e t h e f u t u r e s m a r k e t s i n c o n j u n c t i o n 

w i t h t h e s p o t  m a r k e t s ,  e.g. ,  f o r  h e d g i n g o r  f o r  a r b i t r a g e ,  t h e i r  a c t i v i t i e s 

s h o u l d n o t  c o n t r i b u t e t o an y suc h d i v e r s i o n o f  f u n d s .  M o r e o v e r ,  man y o f  t h e 

s p e c u l a t i v e p o s i t i o n s t a k e n b y i n d i v i d u a l s i n f u t u r e s m a r k e t s w o u l d p r o b a b l y 

hav e n e v e r  bee n t a k e n a t  a l l  i n t h e c a s h m a r k e t s ,  g i v e n t h e c o s t s o f  c a r r y i n g 

t h e a c t u a l  s e c u r i t i e s . 

The r e i s a  r e l a t e d c o n c e r n somet ime s e x p r e s s e d t h a t  f i n a n c i a l 

f u t u r e s w i l l  d i v e r t  f u n d s f r o m t h i r d m a r k e t s ,  p a r t i c u l a r l y t h e s t o c k m a r k e t . 

But  b u y i n g a  f u t u r e s c o n t r a c t ,  f o r  w h i c h s e c u r i t i e s i n one' s  p o r t f o l i o ma y 
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j, e p l e d g e d a s  i n i t i a l  m a r g i n ,  doe s n o t  r e d u c e t h e vo lum e o f  f u n d s a v a i l a b l e 

t o u n d e r w r i t e r e a l  i n v e s t m e n t s .  I n sum ,  u n d e r  t h e a s s u m p t i o n o f  p e r f e c t l y 

c o m p e t i t i v e f u t u r e s m a r k e t s ,  f e a r s t h a t  f u t u r e s t r a d i n g i n f i n a n c i a l  i n s t r u -

ment s  w i l l  d i s r u p t  t h e s p o t  m a r k e t s hav e n o t  bee n documented . 

Thes e f e a r s c a n n o t  b e s o l i g h t l y d i s m i s s e d onc e t h e c o m p e t i t i v e 

assump t i o n i s  r e l a x e d ,  however .  I n s p e a k i n g o f  p o s s i b l e way s i n w h i c h p r i c e s 

( f u t u r e s o r  s p o t )  c o u l d b e d i s t o r t e d ,  n o d i s t i n c t i o n w i l l  b e mad e b e t w e e n a -

"squeeze "  an d a  " c o r n e r . "  A c c o r d i n g t o t h e CFT C G l o s s a r y ,  a  " c o r n e r "  mean s 

c o n t r o l l i n g enoug h o f  a  commod i t y s o t h a t  i t s p r i c e ca n b e m a n i p u l a t e d , 

w h i l e a  "squeeze "  r e f e r s t o a  s i t u a t i o n i n w h i c h t h o s e wh o a r e s h o r t  c a n n o t 

r e p u r c h a s e t h e i r  c o n t r a c t s e x c e p t  a t  a  p r i c e s u b s t a n t i a l l y  h i g h e r  t h a n t h e 

v a l u e o f  t h e c o n t r a c t  i n r e l a t i o n t o t h e r e s t  o f  t h e m a r k e t .  Thes e d e f i n i -

t i o n s a r e i n e x a c t ,  an d d o n o t  n e c e s s a r i l y hav e an y l e g a l  s i g n i f i c a n c e . 

The p o s s i b i l i t y o f  e i t h e r  a  c o m e r  o r  a  squeez e i n t h e cas e o f  t h e 

3-mont h b i l l ,  f o r  e x a m p l e ,  a r i s e s f r o m t h e f a c t  t h a t  t h e f u t u r e s c o n t r a c t  ca n 

be s a t i s f i e d o n l y w i t h a  s i n g l e m a t u r i t y ,  o v e r  w h i c h command o f  t h e a v a i l a b l e 

s u p p l y i s  n o t  beyon d t h e r e s o u r c e s o f  a  l a r g e s e c u r i t i e s d e a l e r .  Th e " a v a i l -

a b l e "  s u p p l y ma y b e c o n s i d e r a b l y s m a l l e r  t h a n t h e t o t a l  s u p p l y t o t h e e x t e n t 

t h a t  a  s u b s t a n t i a l  p o r t i o n o f  eac h a u c t i o n goe s t o t h e F e d e r a l  R e s e r v e an d 

t o f o r e i g n c e n t r a l  bank s an d o t h e r  n o n c o m p e t i t i v e b i d d e r s wh o a r e n o t  l i k e l y 

t o b e s e n s i t i v e t o p r i c e change s i n d e c i d i n g w h e t h e r  t o r e s e l l .  I n som e 

a u c t i o n s d u r i n g t h e l a s t  y e a r ,  t h e Fe d an d f o r e i g n o f f i c i a l  a c c o u n t s a b s o r b e d 

a l l b u t  a b o u t  $1 b i l l i o n o f  t h e ne w 3 -mont h i s s u e . 
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On,zyxwvutsrqponmlkjihgfedcbaZYXWVUTSRQPONMLKJIHGFEDCBA s a y ,  a $ 3 b i l l i o n i s s u e ,  a n i n d i v i d u a l  d e a l e r  c o u l d t a k e $75 0 

m i l l i o n and s t i l l s t a y w i t h i n the T r e a s u r y g u i d e l i n e o f  n o t  a l l o t i n g mor e 

t h a n 2 5 p e r  c e n t  t o a  s i n g l e b i d d e r .  I f ,  i n a d d i t i o n ,  a  d e a l e r  a l s o t o o k 

a s i z a b l e long p o s i t i o n i n the f u t u r e s m a r k e t ,  b o u g h t  t h e ne w 3-mont h i s s u e 

o n a "«hen-issued" b a s i s from o t h e r s b i d d i n g o r  p l a n n i n g '  t o b i d i n t h e a u c t i o n , 

an d had p r e v i o u s l y a c q u i r e d a  l o n g p o s i t i o n i n t h e o u t s t a n d i n g d e l i v e r a b l e 

b i l l  ( a u c t i o n e d o r i g i n a l l y a s a  6-mont h i s s u e )  ,  h e m i g h t  w e l l  b e a b l e t o 

b u i l d a l o n g p o s i t i o n i n the ne w b i l l  t h a t  a c t u a l l y exceede d t o t a l  a u c t i o n 

award s t o i n v e s t o r s o t h e r  t h a n t h e F e d e r a l  Rese rv e an d f o r e i g n o f f i c i a l 

a c c o u n t s . 

I n t e r v i e w s w i t h m a r k e t  p a r t i c i p a n t s s u g g e s t e d t h a t  d e a l e r  p o s i -

t i o n i n g s t r a t e g i e s o f  t h i s k i n d ma y hav e succeede d i n s q u e e z i n g t h e s e c o n d a r y 

m a r k e t  p r i c e o n one o r  tw o ne w b i l l  i s s u e s d u r i n g 1978 .  W h i l e m a r k e t 

e s t i m a t e s o f  t h e r e s u l t i n g d i s t o r t i o n i n y i e l d i n t h o s e o p e r a t i o n s rang e 

f r o m 1 0 t o 4 0 b a s i s p o i n t s ,  suc h j u d g m e n t s c a n n o t  b e e f f e c t i v e l y t e s t e d ,  du e 

t o t h e man y o t h e r  s p e c i a l  f a c t o r s t h a t  wer e i n f l u e n c i n g supp ly -deman d 

r e l a t i o n s h i p s i n t h e c a s h b i l l  m a r k e t  a t  t h e sam e t i m e .  I t  s h o u l d b e n o t e d , 

t h o u g h ,  t h a t  o b s e r v e d s p r e a d s amon g i m m e d i a t e l y a d j a c t n t  b i l l  m a t u r i t i e s d i d 

n o t  w i d e n t o t h e s e p r o p o r t i o n s . 

The T r e a s u r y bon d c o n t r a c t  d i f f e r s f r o m t h e b i l l  c o n t r a c t  i n t h a t 

a n e n t i r e " m a r k e t - b a s k e t "  o f  s e c u r i t i e s i s  e l i g i b l e f o r  d e l i v e r y .  A l t h o u g h 

t h e b a s i c t r a d i n g u n i t  i s  a  bon d w i t h a $100,00 0 f a c e v a l u e a t  m a t u r i t y an d 

a n 8  p e r  c e n t  coupon ,  an y T r e a s u r y coupo n i s s u e ca n be d e l i v e r e d i f  i t  ha s 
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a t  l e a s t  1 5 y e a r s t o m a t u r i t y ( o r  t o f i r s t  c a l l ) .  Th e c o n t r a c t ' s  s e t t l e -

ment  p r i c e i s a d j u s t e d i f  o t h e r  t h a n 8  p e r  c e n t  coupon s a r e d e l i v e r e d . 

P o s s i b i l i t i e s f o r  t h e m a n i p u l a t i o n o f  T r e a s u r y bon d p r i c e s ,  t h r o u g h 

j o i n t  a c t i o n i n t h e c a s h an d b o n d - f u t u r e s m a r k e t ,  appea r  t o b e m i n i m a l , 

g i v e n t h e s i z a b l e numbe r  o f  i s s u e s d e l i v e r a b l e u n d e r  t h e c u r r e n t  c o n t r a c t . 

W h i l e t h e m a r k e t - b a s k e t  a p p r o a c h t h u s r e d u c e s on e m a j o r  p o t e n t i a l  p r o b l e m 

o f  f i n a n c i a l  f u t u r e s , i t  a l s o r e d u c e s on e o f  t h e m a j o r  b e n e f i t s — t h a t  i s , 

t h e u n c e r t a i n t y c r e a t e d a s t o w h i c h i s s u e w i l l  u l t i m a t e l y b e d e l i v e r e d 

makes t h e c o n t r a c t  l e s s u s e f u l  f o r  h e d g i n g .  I n t h e cas e o f  l o n g - t e r m bonds , 

t h i s p r o b l e m ma y b e mor e h y p o t h e t i c a l  t h a n r e a l ,  g i v e n t h e f l a t n e s s o f  t h e 

y i e l d c u r v e a t  t h e l o n g end .  However ,  i t  ma y pos e a  p r o b l e m f o r  t h e us e 

o f  t h e m a r k e t - b a s k e t  a p p r o a c h i n t h e i n t e r m e d i a t e p o r t i o n o f  t h e m a t u r i t y 

s p e c t r u m ,  wher e som e o f  t h e p r o p o s e d ne w c o n t r a c t s  f a l l . 

2.  C o n s t r a i n t s 

o n T r e a s u r y 

The c e n t r a l  p o i n t  t o emerg e f r o m t h e abov e s e c t i o n i s t h a t ,  i n t h e 

f a c e o f  a  r e l a t i v e l y s m a l l  d e l i v e r a b l e s u p p l y o f  t h e s e c u r i t y s p e c i f i e d i n 

a f u t u r e s c o n t r a c t ,  t h e p o s s i b i l i t y o f  c o m e r s o r  squeeze s l e a d i n g t o d i s -

r u p t i v e p r i c e movement s i n t h e s p o t  m a r k e t  i s a  r e a l  one .  Th e T r e a s u r y , 

i n t u r n ,  c o u l d b e h u r t  i n t h e l o n g e r  r u n i f  i n v e s t o r s "bega n t o shu n t h e 

m a r k e t  f o r  i t s d e b t  becaus e o f  suc h f a c t o r s .  W h i l e t h e T r e a s u r y ha s t h e 

a b i l i t y t o p r e v e n t  a  squeez e b y i s s u i n g more -  o f  t h e d e l i v e r a b l e s e c u r i t y , 

t h e T r e a s u r y s h o u l d n o t  b e s o c o n s t r a i n e d i n i t s d e b t  managemen t  d e c i s i o n s 

by p r o b l e m s i n m a r k e t s f o r  f i n a n c i a l  f u t u r e s . 
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I f  ne w c o n t r a c t s wer e a p p r o v e d f o r  T r e a s u r y n o t e s ,  t h e chance s 

o f  p r o b l e m s a r i s i n g t h a t  w o u l d mak e t h e T r e a s u r y f e e l  c o n s t r a i n e d i n i t s 

d e b t  managemen t  a c t i o n s m i g h t  w e l l  b e i n c r e a s e d .  No te s a r e n o t  i s s u e d 

e v e r y wee k a s  b i l l s a r e ,  an d t h e o u t s t a n d i n g s u p p l y i n t h e p r o p o s e d c o n -

t r a c t  m a t u r i t y a r e a s i s n o t  a s g r e a t  a s f o r  t h e bon d c o n t r a c t .  Wer e t h e r e 

f u t u r e s c o n t r a c t s o n ,  s a y ,  a  4 -yea r  n o t e ,  t r a d i n g no w v l t h m a t u r i t i e s 

e x t e n d i n g i n t o 1 9 8 1 ,  t h e q u e s t i o n w o u l d a r i s e w h e t h e r  t h e T r e a s u r y o u g h t 

t o f e e l  o b l i g a t e d t o p l a n t o i s s u e s u c h s e c u r i t i e s tw o y e a r s f r o m now . 

An a p p r e c i a t i o n o f  t h e T r e a s u r y ' s nee d f o r  f l e x i b i l i t y i n d e b t 

management  ca n b e g a i n e d b y c o n s i d e r i n g t h e d i f f e r e n t  p r o b l e m s w h i c h i t 

f a c e s a t  t i m e s o f  l a r g e d e f i c i t s an d o f  s m a l l  one s ( o r  o f  s u r p l u s e s ) .  W i t h 

a r a p i d l y e x p a n d i n g d e b t  i n r e c e n t  y e a r s ,  t h e T r e a s u r y s h i f t e d f r o m b i l l 

f i n a n c i n g t o r e g u l a r  i n t e r m e d i a t e n o t e i s s u e s t o r a i s e ne w mone y a s i t 

s o u g h t  to _ a v o i d a  r a p i d b u i l d - u p i n t h e s u p p l y o f  s h o r t - t e r m d e b t ,  w h i c h 

w o u l d hav e r e s u l t e d f r o m t h e c o m b i n a t i o n o f  d e f i c i t  f i n a n c i n g an d s h o r t e n i n g 

o f  t h e o u t s t a n d i n g d e b t  w i t h t h e passag e o f  t i m e .  A  l a r g e i n c r e a s e i n a 

b i l l  o f f e r i n g t a k e n t o f o r e s t a l l  a  squeez e i n a  b i l l  f u t u r e s c o n t r a c t  w o u l d 

be a t  c r o s s - p u r p o s e s w i t h t h i s g o a l .  A s t h e r a t e o f  g r o w t h o f  t h e d e b t 

s h r i n k s ,  o n t h e o t h e r  hand ,  a s b u d g e t  d e f i c i t s d e c l i n e ,  t h e T r e a s u r y ma y 

i n t e r r u p t  o r  t e r m i n a t e som e o f  i t s  r e g u l a r  o f f e r i n g s I n t h e i n t e r m e d i a t e 

n o t e a r e a .  I n f a c t ,  t h e T r e a s u r y i n t e r r u p t e d t h e 5—yea r  n o t e c y c l e an d 

c e r t a i n o t h e r  n o t e i s s u e s i n r e c e n t  q u a r t e r s ,  becaus e o f  d e c l i n i n g cas h 

needs . 
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M a r k e t  p a r t i c i p a n t s hav e g e n e r a l l y a r g u e d t h a t  t h e T r e a s u r y s h o u l d 

n o t  f e e l  c o n s t r a i n e d t o t a i l o r  i t s d e b t  o f f e r i n g s t o t h e r e q u i r e m e n t s o f 

f u t u r e s m a r k e t s .  B u t  t h e T r e a s u r y c a n n o t  b e u n c o n c e r n e d w i t h t h e p o s s i b l y 

d i s r u p t i v e e f f e c t s o f  i t s  a c t i o n s o n t h e Governmen t  s e c u r i t i e s m a r k e t s . 

Whethe r  t h e T r e a s u r y c o u l d f e e l  f r e e t o i g n o r ezyxwvutsrqponmlkjihgfedcbaZYXWVUTSRQPONMLKJIHGFEDCBA the need s o f  f u t u r e s m a r k e t s 

i n mak in g d e b t  managemen t  d e c i s i o n s ,  t h u s ,  w o u l d depen d o n ( 1 )  ho w e f f e c t i v e l y 

t h e exchange s mee t  t h e r e q u i r e m e n t s o f  t h e Commodit y Exchang e A c t  an d t h e 

CFTC g u i d e l i n e s r e g a r d i n g t h e adequac y o f  d e l i v e r a b l e s u p p l y an d ( 2 )  ho w 

f u t u r e s m a r k e t s r e a c t  t o suc h t h i n g s a s a b r u p t  change s i n t h e s i z e o f 

d e l i v e r a b l e s u p p l i e s .  A  ke y c o n s i d e r a t i o n i s t h e a b i l i t y o f  t h e exchange s 

t o cop e w i t h s i t u a t i o n s o f  t h a t  k i n d .  Th e exchange s d o hav e s p e c i f i c  r u l e s 

an d p r o c e d u r e s f o r  d e a l i n g w i t h suc h e m e r g e n c i e s ,  b u t  t h e q u e s t i o n i s ho w 

a g g r e s s i v e l y t h e y w o u l d i m p l e m e n t  them . 

3.  P o s s i b l e D a n g e r s t o 

S p e c i f i c Group s o f  I n v e s t o r s 

The ban k r e g u l a t o r y a g e n c i e s mus t  n a t u r a l l y b e c o n c e r n e d w i t h t h e 

d a n g e r s t h a t  f i n a n c i a l  f u t u r e s m i g h t  pos e f o r  bank s w h i c h d e a l  i n t h e s e 

i n s t r u m e n t s .  T h e r e i s e v i d e n c e t h a t  f i n a n c i a l  f u t u r e s ca n b e use d b y bank s 

e f f e c t i v e l y t o hedg e p o r t i o n s o f  t h e i r  p o r t f o l i o s a g a i n s t  i n t e r e s t  r a t e 

r i s k .  Th e d i f f i c u l t y i s  i n d e t e r m i n i n g w h e t h e r  a  g i v e n bank ' s  f u t u r e s 

p o s i t i o n a c t s t o r e d u c e o r  i n c r e a s e i n t e r e s t  r a t e r i s k ( i . e . ,  w h e t h e r  t h e 

p o s i t i o n c o n s t i t u t e s a  hedg e o r  i s s p e c u l a t i v e ) .  Suc h a  d e t e r m i n a t i o n c a n -

n o t  b e mad e b y l o o k i n g a t  a  f u t u r e s t r a n s a c t i o n a l o n g w i t h a  c o r r e s p o n d i n g 

cas h p o s i t i o n .  R a t h e r  t h e r i s k o f  a  f u t u r e s p o s i t i o n mus t  b e j u d g e d a g a i n s t 
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t h e i n t e r e s t  r a t e r i s k o f  t h e ban k a s a  w h o l e ( i n c l u d i n g t h e r i s k o f  o f f -

b a l a n c e - s h e e t  commi tmen ts )  an d n o t  r e l a t i v e t o an y s i n g l e t r a n s a c t i o n . 

No ban k ha s y e t  f a i l e d o r  r e q u i r e d s u p e r v i s o r y a t t e n t i o n a s a 

r e s u l t  o f  i n v o l v e m e n t  i n f i n a n c i a l  f u t u r e s .  However ,  t r a d i n g i n f o r w a r d , 

an d s t a n d b y c o n t r a c t s f o r  GNMA s e c u r i t i e s ha s t h r e a t e n e d t h e s o l v e n c y o f 

some b a n k s ,  an d i n j u d i c i o u s t r a d i n g i n c o m m o d i t i e s f u t u r e s wa s t h e p r o x i m a t e 

caus e o f  t h e f a i l u r e o f  a  f o r e i g n b a n k i n g s u b s i d i a r y o f  a  l a r g e U .  S .  bank . 

C a u t i o n s h o u l d b e use d i n d r a w i n g i n f e r e n c e s base d o n t h e s e e x p e r i e n c e s . 

The f o r w a r d m a r k e t ,  w h i c h l a c k s t h e m a r k - t o - m a r k e t  p r o c e d u r e o f  f u t u r e s , 

a l l o w s l a r g e g a i n s o r  l o s s e s t o a c c r u e w i t h o u t  t h e d i s c i p l i n e o f  d a i l y m a r g i n 

s e t t l e m e n t s .  An d t h e ban k f a i l u r e a s s o c i a t e d w i t h c o m m o d i t i e s f u t u r e s i n -

v o l v e d a  l a r g e numbe r  o f  q u e s t i o n a b l e b a n k i n g p r a c t i c e s . 

A p a r t  f r o m banks ,  s m a l l  i n v e s t o r s a r e a n o t h e r  s p e c i f i c g rou p f o r 

whom f i n a n c i a l  f u t u r e s may caus e p r o b l e m s .  On e f e a r  i s t h a t  t h e s e i n v e s t o r s 

w i l l  n o t  d i s t i n g u i s h f u t u r e s c o n t r a c t s o n Governmen t  s e c u r i t i e s f r o m t h e 

u n d e r l y i n g s e c u r i t i e s t h e m s e l v e s .  A d d i t i o n a l l y ,  s u c h p a r t i c i p a n t s may n o t 

r e c o g n i z e t h a t  t h e h i g h l y l e v e r a g e d n a t u r e o f  f u t u r e s ca n mak e the m e x t r e m e l y 

r i s k y .  I n s u c h c i r c u m s t a n c e s ,  u n s o p h i s t i c a t e d i n v e s t o r s ca n becom e e s p e c i a l l y 

v u l n e r a b l e t o a g g r e s s i v e ,  i f  n o t  i l l - a d v i s e d ,  s e l l i n g t a c t i c s b y b r o k e r a g e 

f i r m s p r o m o t i n g f u t u r e s .  W h i l e t h e s e d a n g e r s ma y b e r e a l  o n e s ,  onc e a g a i n 

i t  i s i m p o r t a n t  t o ad d t h a t  o r g a n i z e d f u t u r e s m a r k e t s hav e mor e b u i l t - i n 

s a f e g u a r d s f o r  s m a l l  i n v e s t o r s t h a n d o f o r w a r d m a r k e t s . 
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C o n c l u s i o n s an d 

Recommendat ion s 

G i v e n t h e p a r t i c u l a r  c o n c e r n s t h a t  p r o m p t e d t h e T r e a s u r y / F e d e r a l 

Reserv e s t u d y o f  m a r k e t s f o r  T r e a s u r y f u t u r e s ,  t h e r e s u l t i n g c o n c l u s i o n s an d 

recommenda t i on s a r e f o c u s s e d o n t h r e e p r i n c i p a l  i s s u e s :  ( 1 )  t h e adequac y 

o f  d e l i v e r a b l e s u p p l y f o r  e x i s t i n g an d p r o p o s e d c o n t r a c t s ;  ( 2 )  t h e p r o b l e m s 

t h a t  m i g h t  d e v e l o p f r o m a  r a p i d p r o l i f e r a t i o n o f  c o n t r a c t s f o r  T r e a s u r y 

s e c u r i t i e s i n g e n e r a l ,  an d o f  s u b s t a n t i a l l y  s i m i l a r  c o n t r a c t s o n mor e t h a n 

on e exchang e i n p a r t i c u l a r ;  an d ( 3 )  t h e a d d i t i o n a l  s a f e g u a r d s t h a t  m i g h t  b e 

neede d t o p r o t e c t  t h e g r o w i n g numbe r  o f  i n v e s t o r s b e i n g e n c o u r a g e d t o p a r t i -

c i p a t e i n T r e a s u r y f u t u r e s t r a n s a c t i o n s .  On eac h o f  t h e s e i s s u e s ,  r ecom -

m e n d a t i o n s a r e f i r s t  l i s t e d an d t h e n e x p l a i n e d . 

1 .  Adequac y o f 

D e l i v e r a b l e S u p p l y 

P ropose d ne w coupo n c o n t r a c t s .  When r e v i e w i n g r e q u e s t s f o r  ne w 

f u t u r e s c o n t r a c t s i n T r e a s u r y coupo n i s s u e s ,  i t  i s  recommende d t h a t  t h e CFT C 

a d h e r e t o t h e f o l l o w i n g g e n e r a l  g u i d e l i n e s o n d e l i v e r a b l e s u p p l y . 

— T he CFT C s h o u l d c o n s i d e r  n o t  j u s t  t h e w i d t h o f 
t h e m a t u r i t y r a n g e d e f i n i n g i s s u e s e l i g i b l e f o r 
d e l i v e r y ,  b u t  a l s o t h e numbe r  o f  a l r e a d y o u t -
s t a n d i n g i s s u e s t h a t  w i l l  mov e i n t o t h a t  r a n g e 
as t h e c o n t r a c t  a p p r o a c h e s d e l i v e r y ,  t h e s i z e 
o f  t h o s e i s s u e s ,  an d t h e i r  l i k e l y a v a i l a b i l i t y 
i n t h e s e c o n d a r y m a r k e t  ( a s  s u g g e s t e d b y t h e 
l e n g t h o f  t i m e t h e y hav e bee n o u t s t a n d i n g an d 
t h e i r  d i s t r u b t i o n b y  t y p e o f  h o l d e r ) .  Thes e 
q u e s t i o n s s h o u l d b e a d d r e s s e d e x p l i c i t l y i n t h e 
a n a l y s i s p r e p a r e d f o r  t h e Commiss io n b y i t s 
s t a f f  whe n ne w c o n t r a c t  d e s i g n a t i o n s a r e b e i n g 
c o n s i d e r e d .  S t u d i e s o f  ho w t h e p r i c e s o f  g i v e n 
i s s u e s v a r y r e l a t i v e t o t h o s e o f  a d j a c e n t  i s s u e s 
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w i l l  h e l p t o she d l i g h t  o n t h i s q u e s t i o n o f  a v a i l -

a b i l i t y . 

— I n n o c a s e s h o u l d t h e CFT C a p p r o v e a  c o n t r a c t 

t h a t  depend s f o r  i t s  d e l i v e r a b l e s u p p l y s o l e l y 

on a  p a r t i c u l a r  s e c u r i t y y e t  t o b e i s s u e d . 

—When c o n t r a c t s s p e c i f y a  r e l a t i v e l y n a r r o w 

m a t u r i t y r a n g e f o r  t h e d e l i v e r a b l e s u p p l y , 

a p p r o v a l  s h o u l d a l s o b e w i t h h e l d o n ne w 

c o n t r a c t s i f  t h e d e l i v e r a b l e s u p p l y o f  a l r e a d y 

o u t s t a n d i n g m a t u r i t i e s c o n s i s t s o f  o n l y s m a l l 

amount s o f  c l o s e l y - h e l d i s s u e s . 

— To a s s u r e t h a t  t h e exchange s r e g u l a r l y r e v i e w 

t h e t e r m s o f  a l l  o u t s t a n d i n g c o n t r a c t s i n r e l a t i o n 

t o change s i n t h e s t r u c t u r e o f  m a r k e t a b l e F e d e r a l 

d e b t ,  t h e CFT C s h o u l d r e e s t a b l i s h a  " s u n s e t " 

p r o v i s i o n f o r  ne w c o n t r a c t s r e q u i r i n g the m t o 

be r e v i e w e d an d r e a u t h o r i z e d e v e r y f e w y e a r s . 

The IM M ha s s t a t e d t h a t  t h e s u b s t a n t i a l  v a r i a b i l i t y o f  t h e T r e a s u r y 

y i e l d c u r v e i n t h e i n t e r m e d i a t e m a t u r i t y r a n g e w o u l d c r e a t e m a j o r  m a r k e t 

u n c e r t a i n t i e s c o n c e r n i n g t h e v a l u e a s a  hedg e o f  an y ne w n o t e c o n t r a c t  t h a t 

s p e c i f i e d a  b r o a d " m a r k e t - b a s k e t "  o f  d e l i v e r a b l e s u p p l y .  F o r  t h i s r e a s o n 

i t  ha s  r e s t r i c t e d t h e d e f i n i t i o n o f  d e l i v e r a b l e s u p p l y f o r  i t s p r o p o s e d 4 -

y e a r  n o t e c o n t r a c t  t o i s s u e s w i t h m a t u r i t i e s r a n g i n g f r o m o n l y 3 - y e a r s an d 

9-month s t o 4 - y e a r s an d 3-months .  W h i l e t h e exchang e a c k n o w l e d g e s t h a t  t h i s 

r e l a t i v e l y n a r r o w ban d o f  d e l i v e r a b l e m a t u r i t i e s m i g h t  c r e a t e som e r i s k o f 

an o c c a s i o n a l  s h o r t a g e i n d e l i v e r a b l e s u p p l y ,  i t  a s s e r t s t h a t  i f  s u c h a 

d e v e l o p m e n t  s h o u l d o c c u r ,  t h i s w o u l d n o t  r e p r e s e n t  a  s i g n i f i c a n t  p r o b l e m . 

Exchang e o f f i c i a l s n o t e t h a t  t h e y o p e r a t e unde r  e x p l i c i t  r u l e s 

f o r  d e a l i n g w i t h d e l i v e r a b l e s u p p l y s h o r t a g e s ,  a r e p e r f e c t l y p r e p a r e d t o 

us e t h e s e p r o c e d u r e s whe n needed ,  an d ca n r e q u i r e s e t t l e m e n t  o f  a  c o n t r a c t 
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cas h i f  t h i s become s n e c e s s a r y .  C o n s e q u e n t l y ,  t h e y se e n o r e a s o n wh y a n 

unexpec te d s h o r t a g e i n d e l i v e r a b l e s u p p l y s h o u l d d i s r u p t  t h e c a s h m a r k e t , 

o r  e x e r t  s p e c i a l  p r e s s u r e o n t h e T r e a s u r y o r  t h e F e d e r a l  R e s e r v e t o d e a l 

y i t h t h e s h o r t a g e .  A t  t h e sam e t i m e ,  t h e y a r e c o n c e r n e d t h a t  an y s i g n i f i c a n t 

b r o a d e n i n g o f  t h e d e l i v e r a b l e s u p p l y f o r  t h e 4 -yea r  n o t e c o n t r a c t  w o u l d 

s u b s t a n t i a l l y r e d u c e i t s a p p e a l  t o i n v e s t o r s a s a n i n s t r u m e n t  f o r  h e d g i n g . 

N o t h w i t h s t a n d i n g t h i s IM M c o n t e n t i o n ,  t h e r e c o r d o f  c o m m o d i t i e s ' 

exchange s i n d e a l i n g w i t h d e l i v e r a b l e s u p p l y s h o r t a g e s i n n o n - f i n a n c i a l 

c o m m o d i t i e s ha s bee n i n c o n s i s t e n t .  C o n t r a c t s i n T r e a s u r y f u t u r e s pos e 

s p e c i a l  p r o b l e m s ,  s i n c e s h o r t a g e s i n t h e d e l i v e r a b l e s u p p l y ca n d e v e l o p w i t h 

l i t t l e w a r n i n g c l o s e t o t h e c o n t r a c t  d e l i v e r y d a t e .  Fo r  e x a m p l e ,  i f  a n 

a u c t i o n o f  a n e x p e c t e d i s s u e wer e s u d d e n l y c a n c e l e d o r  s u b s t a n t i a l l y r e d u c e d 

i n s i z e o n l y a  fe w day s b e f o r e c o n t r a c t  d e l i v e r y ,  a  squeez e o n t h e d e l i v e r a b l e 

s u p p l y c o u l d d e v e l o p v e r y u n e x p e c t e d l y .  I f  t h e d e l i v e r a b l e s u p p l y we r e 

e l i m i n a t e d c o m p l e t e l y ,  t h e exchang e w o u l d b e f o r c e d t o c a l l  f o r  a n emergenc y 

measur e suc h a s s e t t l e m e n t  i n cash .  Bu t  i f  t h e s u p p l y wer e s i m p l y r e d u c e d 

s i g n i f i c a n t l y b e l o w e x p e c t a t i o n s ,  t h e exchang e an d t h e CFT C m i g h t  b e i n -

c l i n e d t o t e m p o r i z e ,  l e a d i n g t o s h a r p a d j u s t m e n t s i n cas h m a r k e t  r a t e s .  I n 

suc h a  s i t u a t i o n ,  t h e T r e a s u r y c o u l d b e p l a c e d i n t h e d i f f i c u l t  p o s i t i o n o f 

d e c i d i n g w h e t h e r  t o f o l  l o w t h r o u g h on ,  o r  f o r e g o ,  a  d e b t  managemen t  a c t i o n 

whic h w o u l d s i g n i f i c a n t l y r e d u c e t h e d e l i v e r a b l e s u p p l y o f  a  m a t u r i n g 

f u t u r e s c o n t r a c t . 

The r i s k t h a t  squeeze s i n f u t u r e s m a r k e t s m i g h t  d e v e l o p an d i n h i b i t 

T reasu r y d e b t  managemen t  f l e x i b i l i t y w o u l d b e r e d u c e d i f  c o n t r a c t s a u t h o r i z e d 
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by t h e CFT C i n v o l v i n g d e l i v e r y o f  i n t e r m e d i a t e - t e r m s e c u r i t i e s wer e r e q u i r e d 

t o a d o p t  a  s u i t a b l e " m a r k e t - b a s k e t "  a p p r o a c h t o d e l i v e r a b l e s u p p l y .  Th e 

f a c t  t h a t  som e exchange s p l a n t o us e t h i s a p p r o a c h o n t h e i r  p r o p o s e d i n t e r -

m e d i a t e - t e r m c o n t r a c t s s u g g e s t s t h a t  t h e y d o n o t  se e i t  a s a  m a j o r  d e f e c t 

i n t h e c o n t r a c t s . 

E x i s t i n g 1-yea r  b i l l  c o n t r a c t . 

— B e c a u se i t s d e l i v e r a b l e s u p p l y depend s w h o l l y 

o n a  s i n g l e ne w s e c u r i t y n o t  y e t  i s s u e d ,  t h e 

e x i s t i n g 1 -yea r  b i l l  c o n t r a c t  s h o u l d b e m o d i -

f i e d t o a s s u r e a  b r o a d e r  d e l i v e r a b l e s u p p l y o r , 

i n t h e a l t e r n a t i v e ,  w i t h d r a w n . 

The e x i s t i n g c o n t r a c t  i n 1-yea r  T r e a s u r y  b i l l  f u t u r e s e n t a i l s a 

s i g n i f i c a n t  r i s k o f  a n i n s u f f i c i e n t  d e l i v e r a b l e s u p p l y becaus e t h e o n l y 

i s s u e e l i g i b l e f o r  d e l i v e r y i s  t h e n e w l y a u c t i o n e d 1 -yea r  b i l l .  Thus ,  f o r 

an y g i v e n 1-yea r  a u c t i o n ,  t h e r e i s  n o c e r t a i n t y a s t o t h e amoun t  o f ,  o r 

eve n t h e i s s u a n c e o f ,  t h e b i l l  u n t i l  a b o u t  a  wee k b e f o r e d e l i v e r y o n t h e 

f u t u r e s c o n t r a c t .  An y T r e a s u r y d e c i s i o n n o t  t o r o l l  o v e r ,  o r  t o r e d u c e 

s i g n i f i c a n t l y t h e s i z e o f  t h e ne w b i l l  c o n s e q u e n t l y p r o d u c e s a n i m m e d i a t e 

d e l i v e r a b l e s u p p l y p r o b l e m ,  o n l y s h o r t l y b e f o r e t h e c o n t r a c t  d e l i v e r y d a t e . 

The r e c e n t  pos tponemen t  o f  t h e T r e a s u r y ' s  A p r i l  y e a r - b i l l  a u c t i o n 

( n e c e s s i t a t e d b y t h e C o n g r e s s i o n a l  d e l a y i n e x t e n d i n g t h e F e d e r a l  d e b t 

c e i l i n g )  p r o v i d e d a n exampl e o f  ho w u n f o r e s e e n d e v e l o p m e n t s ca n a r i s e 

s h o r t l y b e f o r e d e l i v e r y .  A s a  r e s u l t  o f  t h a t  p o s t p o n e m e n t ,  t h e IM M wa s 

f o r c e d t o l i m i t  t r a d i n g i n t h e A p r i l  f u t u r e s t o t r a n s a c t i o n s f o r  c l o s i n g 

o u t  p o s i t i o n s an d t o i n t r o d u c e a  s t a n d b y emergenc y p r o c e d u r e f o r  cas h s e t t l e -

ment .  A t  t h e l a s t  moment ,  t h e T r e a s u r y d i d f i n a l l y i s s u e t h e b i l l ,  b e f o r e 

c a s h s e t t l e m e n t  becam e n e c e s s a r y . 
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S i n c e t r a d i n g i n t h e y e a r - b i l l  f u t u r e s c o n t r a c t  ha s g e n e r a l l y bee n 

q u i t e l i g h t ,  an d t h e ope n p o s i t i o n i n t h e A p r i l  m a t u r i t y wa s s m a l l ,  t h e 

d e l a y i n m a k i n g s e t t l e m e n t  e x e r t e d n o e v i d e n t  d e l e t e r i o u s e f f e c t  o n t h e 

c a s h m a r k e t .  Bu t  t h e e x p e r i e n c e d i d d r a m a t i z e t h e e x t r e m e v u l n e r a b i l i t y 

o f  an y c o n t r a c t  t h a t  r e l i e s f o r  i t s  d e l i v e r a b l e s u p p l y s o l e l y o n a  s e c u r i t y 

y e t  t o b e i s s u e d . 

The d e l i v e r a b l e s u p p l y o f  t h e 1 -yea r  b i l l  c o n t r a c t  m i g h t  b e 

expanded ,  f o r  exampl e b y m a k i n g t h e p r e v i o u s 1 -yea r  i s s u e ,  a l r e a d y o u t -

s t a n d i n g ,  d e l i v e r a b l e a s w e l l .  However ,  an y b r o a d e n i n g o f  t h e m a t u r i t i e s 

i n t h e s u p p l y bas e w o u l d mak e t h e c o n t r a c t  somewha t  l e s s e f f i c i e n t  a s a n 

i n s t r u m e n t  f o r  h e d g i n g .  W i t h c o n t r a c t  month s f o r  3-mont h b i l l  f u t u r e s no w 

r u n n i n g beyon d on e y e a r ,  i t  appea r s t h a t  i n v e s t o r  need s t o hedg e a g a i n s t 

p o t e n t i a l  change s i n s h o r t - t e r m r a t e s ca n b e r e a s o n a b l y w e l l  accommodate d 

i n t h a t  mor e l i q u i d m a r k e t .  Thus ,  a  w i t h d r a w a l  o f  t h e 1 -yea r  c o n t r a c t  w o u l d 

be a n a l t e r n a t i v e r e s o l u t i o n o f  t h i s p o t e n t i a l  p r o b l e m . 

E x i s t i n g 3-mont h b i l l  c o n t r a c t . 

— B e c a u se t h e 3-mont h b i l l  c o n t r a c t  ha s becom e 

s o w e l l  e s t a b l i s h e d an d s o a c t i v e l y use d i n i t s 

p r e s e n t  f o r m ,  a  r e d e f i n i t i o n o f  d e l i v e r a b l e 

s u p p l y a t  t h i s j u n c t u r e seem s u n w a r r a n t e d . 

— H o w e v e r,  i n v i e w o f  t h e c o n c e r n s e x p r e s s e d b y 

m a r k e t  p a r t i c i p a n t s t h a t  t h e 3-mont h c o n t r a c t 

ha s bee n v u l n e r a b l e t o squeeze s u n d e r  c e r t a i n 

c o n d i t i o n s ,  s t e p s s h o u l d b e t a k e n t o m i n i m i z e 

t h e s e p o s s i b i l i t i e s t h r o u g h i m p r o v e d d a t a 

c o l l e c t i o n an d m o n i t o r i n g o f  i n t e r a c t i o n s 

be twee n t h e f u t u r e s an d cas h m a r k e t s . 

Some m a r k e t  p a r t i c i p a n t s p e r c e i v e d p a r t i c u l a r  i n s t a n c e s w h e r e ,  i n 

t h e i r  j u d g m e n t ,  t h e d e l i v e r a b l e s u p p l y f o r  t h e 3-mont h b i l l  c o n t r a c t  wa s 
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squeezed .  Th e p a r t i c u l a r  c o n d i t i o n s t h a t  wer e c i t e d f o r  c r e a t i n g t h i s 

p o s s i b i l i t y wer e a  c o m b i n a t i o n o f  r e s t r i c t e d m a r k e t  s u p p l y ( r e s u l t i n g f r o m 

heav y p r e - e m p t i v e demand s i n t h e a u c t i o n f o r  ne w 3-raont h b i l l s f r o m b o t h 

t h e F e d e r a l  Reserv e an d f o r e i g n c e n t r a l  b a n k s ) ,  an d s t r o n g i n t e r e s t - i n -

e l a s t i c i n v e s t o r  demand s t o h o l d t h e d e l i v e r a b l e b i l l  ( becaus e i t  f i t  t h e i r 

p a r t i c u l a r  m a t u r i t y n e e d s ) .  A l t h o u g h som e m a r k e t  p a r t i c i p a n t s a s s e r t  t h a t 

t h e m a r g i n o f  i n t e r e s t - s e n s i t i v e i n v e s t o r s w i l l i n g t o s e l l  t h e d e l i v e r a b l e 

b i l l  an d s w i t c h t o h i g h e r  y i e l d i n g a l t e r n a t i v e s i s  a l w a y s s u f f i c i e n t  t o 

d e t e r  an y s e r i o u s m a n i p u l a t i o n o f  b i l l  f u t u r e s p r i c e s ,  t h e r i s k o f  a  squeez e 

seems r e a l  enoug h t o s u g g e s t  t h e i m p l e m e n t a t i o n o f  a d d i t i o n a l  s t e p s t h a t 

w i l l  f u r t h e r  m i n i m i z e t h i s p o s s i b i l i t y . 

D u r i n g t h e mon t h b e f o r e d e l i v e r y ,  t h e CFT C s h o u l d r o u t i n e l y c o l l e c t 

d a t a o n c a s h an d f o r w a r d p o s i t i o n s i n t h e d e l i v e r a b l e i s s u e f r o m an y e n t i t y 

w h i c h ha s l a r g e ope n p o s i t i o n s i n t h e f u t u r e s c o n t r a c t .  Th e CFT C ha s a l r e a d y 

i n d i c a t e d t h a t  i n s p e c i a l  s i t u a t i o n s ,  whe n r e q u e s t e d b y t h e T r e a s u r y o r  t h e 

F e d e r a l  Rese rv e B o a r d ,  i t  w o u l d b e p a r e p a r e d t o p r o v i d e d a t a o n a  s t r i c t l y 

c o n f i d e n t i a l  b a s i s s h o w i n g an y l a r g e p o s i t i o n s i n s p e c i f i c  f u t u r e s c o n t r a c t s 

a p p r o a c h i n g d e l i v e r y t h a t  a r e h e l d b y Governmen t  s e c u r i t i e s d e a l e r s wh o 

r e p o r t  t o t h e F e d e r a l  Rese rve .  T h i s i n f o r m a t i o n w i l l  h e l p t o supp lemen t 

t h e mor e g e n e r a l  d a t a o n p o s i t i o n s i n f u t u r e s an d f o r w a r d s t h a t  t h e F e d e r a l 

R e s e r v e soo n e x p e c t s t o o b t a i n o n a  d a i l y b a s i s f r o m i t s  r e p o r t i n g d e a l e r s . 

Knowledg e t h a t  t h e s e i m p r o v e d r e p o r t i n g an d s u r v e i l l a n c e p r o c e d u r e s a r e i n 

p l a c e s h o u l d p l a c e a  f u r t h e r  c o n s t r a i n t  o n an y m a j o r  m a r k e t  p a r t i c i p a n t  wh o 
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m i g h t  o t h e r w i s e b e t e m p t e d t o t r y t o e x e r t  a  squeez e o n t h e d e l i v e r a b l e 

s u p p l y -

I n a d d i t i o n ,  s i n c e t h e p e r c e n t a g e o f  T r e a s u r y  b i l l  o f f e r i n g s 

a c c o u n t e d f o r  b y t h e c o m b i n a t i o n o f  c o m p e t i t i v e an d p r i v a t e n o n c o m p e t i t i v e 

award s ha s d e c l i n e d s i g n i f i c a n t l y i n r e c e n t  y e a r s ,  t h e T r e a s u r y ha s d e c i d e d 

t o m o d i f y a  r u l e w h i c h u n t i l  no w ha s a l l o w e d a l l o t m e n t  t o a  s i n g l e b i d d e r 

i n a  T r e a s u r y a u c t i o n o f  a s muc h a s 2 5 p e r  c e n t  o f  t h e announce d amoun t  o f 

t h e p u b l i c  o f f e r i n g .  Th e ne w r u l e w i l l  p e r m i t  a  maximu m a l l o t m e n t  t o an y 

s i n g l e b i d d e r  o f  u p t o 2 5 p e r  c e n t  o f  t h e comb ine d amount s o f  t h e c o m p e t i -

t i v e awar d an d t h e p r i v a t e n o n c o m p e t i t i v e award .  T h i s ne w bas e e x c l u d e s 

T r e a s u r y s e c u r i t i e s a l l o t t e d t o t h e F e d e r a l  Rese rv e i n exchang e f o r  m a t u r i n g 

s e c u r i t i e s h e l d b o t h f o r  i t s ow n a c c o u n t  an d f o r  t h e a c c o u n t s o f  f o r e i g n 

o f f i c i a l  i n s t i t u t i o n s .  Ove r  t i m e t h i s r u l e m o d i f i c a t i o n s h o u l d b r o a d e n 

t h e c o m p e t i t i v e n e s s o f  t h e a u c t i o n p r o c e s s an d c o n t r i b u t e t o i m p r o v e d d i s -

t r i b u t i o n o f  ne w s e c u r i t y i s s u e s .  Th e ne w r u l e a p p l i e s t o a l l  T r e a s u r y 

s e c u r i t y o f f e r i n g s . 

The T r e a s u r y  w i l l  a l s o r e q u i r e b i d d e r s i n i t s  b i l l  a u c t i o n s t o 

r e p o r t  o n t h e t e n d e r  f o r m an y n e t  l o n g p o s i t i o n o f  mor e t h a n $20 0 m i l l i o n 

t a k e n p r i o r  t o t h e a u c t i o n i n t h e b i l l  b e i n g o f f e r e d .  Suc h a  p o s i t i o n 

i n c l u d e s b o t h ne w b i l l s a c q u i r e d t h r o u g h " w h e n - i s s u e d "  t r a d i n g an d 

f u t u r e s an d f o r w a r d t r a n s a c t i o n s ,  an d h o l d i n g s o f  o u t s t a n d i n g (3 -mon th ) 

b i l l s ( a u c t i o n e d p r e v i o u s l y a s a  6-mont h i s s u e )  t h a t  c a r r y t h e sam e 

m a t u r i t y a s t h e ne w b i l l .  Thes e d a t a w i l l  b e t a k e n i n t o c o n s i d e r a t i o n b y 

t h e T r e a s u r y whe n a w a r d i n g ne w b i l l s i n o r d e r  t o r e d u c e t h e p o t e n t i a l  f o r 
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undu e c o n c n e t r a t i o n an d t o c o n t r i b u t e t o i m p r o v e d d i s t r i b u t i o n .  T h i s ne w 

r e p o r t i n g r e q u i r e m e n t  r e c o g n i z e s t h e r a p i d e x p a n s i o n o f  t r a d i n g i n T r e a s u r y 

b i l l  f u t u r e s ,  a s  w e l l  a s  b i l l  t r a d i n g o n a  " w h e n - i s s u e d "  b a s i s o c c u r r i n g 

be twee n t h e announcemen t  an d o f f e r i n g d a t e s o n a u c t i o n s . 

The a l t e r n a t i v e o f  h a v i n g t h e T r e a s u r y o r  thf e F e d e r a l  Reserv e 

a c t  d i r e c t l y t o m o d i f y  p o t e n t i a l  squeeze s o n t h e d e l i v e r a b l e s u p p l y o f 

3-mont h b i l l s — e i t h e r  t h r o u g h a  T r e a s u r y i n c r e a s e i n t h e s i z e o f  t h e ne w 

b i l l  a u c t i o n ,  o r  F e d e r a l  Reserv e s a l e s o f  t h e o u t s t a n d i n g i s s u e f r o m i t s 

p o r t f o l i o — i s n o t  a c c e p t a b l e .  W n i l e t h e r e ma y b e o c c a s i o n s whe n t h e 

T r e a s u r y s h o u l d ad d t o t h e sha r e o f  i t s  i ? .a r ke tab l e d e b t  r e p r e s e n t e d b y 

3-mo i i t h b i l l s ,  s u c h a c t i o n s ough t  t o b e t a k e n o n l y a s neede d t o imp lemen t 

t h e T r e a s u r y ' s g e n e r a l  d e b t  managemen t  o b j e c t i v e s ;  t h e y s h o u l d n e t  b e 

i n i t i a t e d t o h.^l p r e s o l v e t h e p a r t i c u l a r  need s o f  t h e commodi t y exchanges , 

S i m i l s r i l y ,  t h e F e d e r a l  Reserv e s h o u l d n o t  b e e x p e c t e d t o s e l l 

3-monc h b i l l s f r o m i t s  p o r t f o l i o t o h e l p c o u n t e r  a  d e v e l o p i n g m.arke t  s h o r t -

ag e i n t h e i s s u e d e l i v e r a b l e o n t h e m a t u r i n g b i l l  f u t u r e s c o n t r a c t .  S i nc e 

t l i e e a r l y 1950 ' zyxwvutsrqponmlkjihgfedcbaZYXWVUTSRQPONMLKJIHGFEDCBA3 t h e Fe d ha s c o n s i s t e n t l y a v o i d e d i n t e r v e n t i o n i n t h e 

Govervumen t  s e c u r i t i e s m a r k e t  f o r  t h e p u r p o s e o f  a d j u s t i n g s p r e a d s betwee n 

y i e l d s o n c l o s e l y a d j a c e n t  i s s u e s .  E a r l i e r  e x p e r i e n c e ha d show n tha n an y 

p a t t e r n o f  F e d e r a l  Reserv e m a r k e t  i n t e r - v e n t i o n i n i t i a t e d f o r  p u r p o s e s n o t 

c l e a r l y see n t o b e f o r  t h e i m . p l e m e n t a t i o n o f  m o n e t a r y p o l i c y t e n d e d t o 

c r e a t e u n c e r t a i n t i e s a b o u t  wha t  t h e Syste m wa s t r y i n g t o do ,  an d ho w i t s 

s u b s t a n t i a l  m a r k e t  powe r  m i g h t  b e use d t o i n f l u e n c e p r e v a i l i n g r a t e r e l a t i o n -

s h i p s .  The r e i s a  r i s k t h a t  whe n c o n f r o n t e d w i t h s u c h u n c e r t a i n t i e s d e a l e r s 
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an d o t h e r  m a r k e t  p r o f e s s i o n a l s  w i l l  becom e l e s s w i l l i n g t o t a k e p o s i t i o n s 

i n T r e a s u r y s e c u r i t i e s an d t o o p e r a t e o n r e a s o n a b l e p r i c e s p r e a d s — t h u s 

r e d u c i n g t h e g e n e r a l  e f f i c i e n c y o f  t h e m a r k e t . 

2. P o t e n t i a l  R i s k s o f 

C o n t r a c t  P r o l i f e r a t i o n 

I n v i e w o f  t h e d i f f e r e n c e s i n s e l f - r e g u l a t i o n amon g t h e v a r i o u s 

commod i t y exchange s an d t h e l i m i t e d s t a f f  r e s o u r c e s a v a i l a b l e t o t h e CFT C 

f o r  m o n i t o r i n g an d s u r v e i l l a n c e ,  i t  i s  recommende d t h a t : 

— T he CFT C p r o c e e d g r a d u a l l y i n a u t h o r i z i n g 

a d d i t i o n a l  c o n t r a c t s f o r  f i n a n c i a l  f u t u r e s .  I n 

t h e u n t e s t e d i n t e r m e d i a t e - t e r m s e c t o r ,  f o r  e xamp le , 

a f i r s t  s t e p m i g h t  b e t o a u t h o r i z e o n l y on e n o t e 

c o n t r a c t ,  o n on e exchange ,  w i t h a  r a n g e o f  e l i g i b l e 

m a t u r i t i e s s u f f i c i e n t  t o p r o v i d e a  r e a s o n a b l e 

" m a r k e t - b a s k e t "  o f  d e l i v e r a b l e s u p p l y .  F u r t h e r , 

t h e CFT C s h o u l d n o t  d e s i g n a t e ne w c o n t r a c t  m a r k e t s 

o n mor e t h a n on e exchang e f o r  e s s e n t i a l l y  i d e n t i c a l 

c o n t r a c t s u n l e s s i t  ha s r e a c h e d f o r m a l  a g r e e m e n t s 

w i t h t h e exchange s i n v o l v e d t o p r o v i d e u n i f o r m 

r e p o r t i n g o f  p o s i t i o n s i n s u c h c o n t r a c t s t o t h e 

CFTC an d t o e s t a b l i s h u n i f o r m emergenc y p r o c e d u r e s 

t h a t  w o u l d b e i m p l e m e n t e d j o i n t l y an d c o i n c i d e n t l y 

a t  t h e r e q u e s t  o f  t h e CFTC. 

A g r a d u a l  a p p r o a c h w o u l d g i v e t h e CFT C t i m e t o enhanc e i t s s u r v e i l l a n c e 

c a p a c i t y an d w o u l d h e l p t o d e m o n s t r a t e w h e t h e r  a n i n t e r m e d i a t e n o t e c o n t r a c t , 

d e s i g n e d c o n s e r v a t i v e l y ,  c o u l d e l i c i t  a n a c t i v e i n v e s t o r  i n t e r e s t  w i t h o u t 

i n c r e a s i n g t h e p o t e n t i a l  f o r  a  squeez e o n t h e d e l i v e r a b l e s u p p l y . 

Eve n u n d e r  t h e b e s t  o f  c i r c u m s t a n c e s ,  t h e e x t e n s i o n o f  t r a d i n g i n 

T r e a s u r y f u t u r e s t o ne w m a t u r i t y s e c t o r s an d t o a d d i t i o n a l  exchange s w o u l d 

r e q u i r e c a r e f u l ,  s t e p - b y - s t e p i m p l e m e n t a t i o n an d c l o s e s u r v e i l l a n c e o f 

r e s u l t s .  I n t h e c i r c u m s t a n c e s t h a t  e x i s t ,  t h e t a s k a p p e a r s t o b e mor e 



c o m p l i c a t e d ,  s i n c e som e exchange s hav e l e s s c l e a r l y d e f i n e d r u l e s t h a n 

o t h e r s ,  an d t h e p h i l o s o p h i e s w i t h w h i c h t h e y i m p l e m e n t  t h e s e r u l e s v a r y . 

I n a d d i t i o n ,  f o r  t h e CFT C t o p r o v i d e t h e c l o s e s u r v e i l l n a c e t h a t  w o u l d b e 

• q u i r e d t o d o a n e f f e c t i v e j o b o f  m o n i t o r i n g a d d i t i o n a l ,  e s s e n t i a l l y 

d u p l i c a t i v e c o n t r a c t s o n s e v e r a l  exchanges ,  i t  w o u l d a p p a r e n t l y nee d a n 

e :q )ans io n o f  s t a f f  w i t h e x p e r t i s e i n f i n a n c i a l  m a r k e t s . 

U n c e r t a i n t i e s a b o u t  t h e adequac y o f  d e l i v e r a b l e s u p p l i e s p roduce d 

b y t h e p r o s p e c t  o f  c o n t r a c t  p r o l i f e r a t i o n a r e g r e a t e s t  f o r  t h e p r o p o s e d 

i n t e r m e d i a t e - t e r m c o n t r a c t s ,  s i n c e non e o f  t h e s e i s y e t  t r a d i n g .  N e v e r t h e -

l e s s ,  p e n d i n g r e q u e s t s f o r  a d d i t i o n a l  b i l l  c o n t r a c t s a l s o r a i s e s i m i l a r 

q u e s t i o n s .  Th e p r o p o s e d AMEX b i l l  c o n t r a c t  seek s t o m i n i m i z e c o m p e t i t i o n 

f o r  d e l i v e r a b l e s u p p l y w i t h t h e e x i s t i n g IM M c o n t r a c t  b y m a k i n g b i l l s 

m a t u r i n g i n t h e f i r s t  mont h o f  t h e q u a r t e r  e l i g i b l e f o r  d e l i v e r y — r a t h e r 

t h a n t h o s e m a t u r i n g i n t h e t h i r d mon th ,  a s i s t h e cas e o f  t h e IM M c o n t r a c t . 

However ,  t h e IM M i n i t s c o n t r a c t  d e s i g n a t i o n ha s a u t h o r i t y t o t r a d e a d d i -

t i o n a l  mon ths .  A l s o ,  t h e 3-mont h an d 1-yea r  b i l l  f u t u r e s c o n t r a c t s b e i n g 

r e q u e s t e d b y Comex s p e c i f y i s s u e s f o r  d e l i v e r y t h a t  w o u l d b e s u b s t a n t i a l l y 

o v e r l a p p i n g w i t h t h e e x i s t i n g IM M c o n t r a c t s . 

I t  ca n b e a r g u e d ,  i n p r i n c i p l e ,  t h a t  t h e combine d demand s f o r 

d e l i v e r y g e n e r a t e d b y  s e v e r a l  o v e r l a p p i n g f u t u r e s c o n t r a c t s  w i l l  n o t  b e 

s i g n i f i c a n t l y g r e a t e r  t h a n t h o s e g e n e r a t e d wher e o n l y a  s i n g l e c o n t r a c t  i s 

b e i n g o f f e r e d .  Bu t  i t  seem s mor e l i k e l y t h a t  a  p r o l i f e r a t i o n o f  c o n t r a c t s 

w o u l d l e a d ,  i n p r a c t i c e ,  t o e n l a r g e d t o t a l  demand s f o r  d e l i v e r y .  I n t h e i r 

r e q u e s t s f o r  a d d i t i o n a l  c o n t r a c t s ,  t h e exchange s s e e k i n g CFT C a p p r o v a l  o f 
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o v e r l a p p i n g c o n t r a c t s hav e a s s e r t e d t h a t  t h e y d o n o t  b e l i e v e a  p r o l i f e r a t i o n 

w o u l d d i m i n i s h t r a d i n g vo lum e o n e x i s t i n g e x c h a n g e s ,  s i n c e t h e y e x p e c t 

t h e i r  m a r k e t i n g an d p r o m o t i o n a l  a c t i v i t i e s t o expan d o v e r a l l  demand . 

A l a r g e r  deman d f o r  d e l i v e r i e s w o u l d mea n t h a t  t h e r e w o u l d b e a 

c o r r e s p o n d i n g l y l a r g e r  vo lum e o f  s h o r t  p o s i t i o n s o u t s t a n d i n g j u s t  p r i o r  t o 

d e l i v e r y d a t e .  T h i s m i g h t  i n t u r n b e v i e w e d a s a n adde d p o t e n t i a l  f o r 

p r o f i t i n g f r o m a  m a r k e t  squeeze ,  p a r t i c u l a r l y i f  m a r k e t  p a r t i c i p a n t s t h o u g h t 

t h e y c o u l d b u i l d u p a  r e l a t i v e l y l a r g e l o n g p o s i t i o n o n s e v e r a l  exchanges , 

w i t h o u t  a t t r a c t i n g t h e sam e a t t e n t i o n t h a t  a  s i m i l a r  t o t a l  p o s i t i o n w o u l d 

a t t r a c t  i f  i t  w e r e c o n c e n t r a t e d o n a  s i n g l e exchange .  T o g u a r d a g a i n s t  t h i s 

p o s s i b i l i t y t h e CFTC,  b e f o r e p e r m i t t i n g c o n t r a c t  p r o l i f e r a t i o n s h o u l d hav e 

i n p l a c e p r o c e d u r e s t h a t  s s s u r e r e g u l a r  c h e c k i n g o f  p o s i t i o n s b e i n g t a k e n 

b y p a r t i c u l a r  o p e r a t o r s o n mor e t h a n on e exchange .  T h i s may r e q u i r e r e p o r t i n g 

o f  s m a l l e r  p o s i t i o n t o t a l s o n s i n g l e exchange s t h a n i s  no w t h e case .  , 

I f  t h e CFT C wer e t o a u t h o r i z e e s s e n t i a l l y  s i m i l a r  c o n t r a c t s o n 

s e v e r a l  exchange s a t  a b o u t  t h e sam e t i m e ,  i t  w o u l d b e i m p o r t a n t  t o a s s u r e 

t h a t  c o n s o l i d a t e d p o s i t i o n d a t a r e p o r t e d f r o m t h e s e exchange s wa s c a r e f u l l y 

e v l a u a t e d ,  an d t h a t ,  i n case s wher e emergenc y p r o c e d u r e s ha d l o b e i m p l e -

men ted ,  i d e n t i c a l  p r o c e d u r e s wer e i m p l e m e n t e d o n eac h exchang e a t  t h e sam e 

t i m e .  T h e r e ca n b e n o a s s u r a n c e t h a t  exchange s w i l l  r e s p o n d t o a  g i v e n 

emergenc y i n a  c o o r d i n a t e d manne r  u n l e s s t h e CFT C b y w r i t t e n ag reemen t  i s 

a u t h o r i z e d t o r e q u i r e suc h a c t i o n .  S p e c i f i c a l l y ,  t h e CFT C s h o u l d s p e c i f y 

b y ag reemen t  w i t h t h e r e l e v a n t  exchange s i d e n t i c a l  emergenc y p r o c e d u r e s 

f o r  e s s e n t i a l l y c o m p a r a b l e c o n t r a c t s — i n c l u d i n g r i g h t s o f  s u b s t i t u t i o n . 
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change s i n m a r g i n an d o t h e r  measure s t o e n c o u r a g e a  l i q u i d a t i o n o f  ope n 

i n t e r e s t ,  and ,  i f  nee d be ,  a  s u s p e n s i o n o f  t r a d i n g .  Suc h p r o c e d u r e s s h o u l d 

a l s o b e g i v e n g r e a t e r  p u b l i c i t y ,  s o t h a t  m a r k e t  p a r t i c i p a n t s g a i n a  b e t t e r 

u n d e r s t a n d i n g o f  them .  T h i s w o u l d h e l p t o a v o i d a  c o m p e t i t i v e d e v a l u a -

t i o n o f  s e l f — r e g u l a t o r y s t a n d a r d s . 

3.  S a f e g u a r d s 

f o r  I n v e s t o r s 

I n v i e w o f  t h e r a p i d g r o w t h i n T r e a s u r y f u t u r e s an d t h e p o t e n t i a l 

f o r  w i d e s p r e a d p a r t i c i p a t i o n b y  i n d i v i d u a l  i n v e s t o r s : 

— F u r t h e r  s t u d y o f  i n v e s t o r  p r o t e c t i o n an d 

exchang e r e g u l a t i o n b e i n g c o n d u c t e d j o i n t l y 

b y t h e CFTC,  t h e T r e a s u r y ,  an d t h e S e c u r i t i e s 

an d Exchang e Commiss io n s h o u l d p r o c e e d .  Amon g 

t h e i s s u e s t o b e e x p l o r e d s h o u l d b e a p p r o p -

r i a t e c u s t o m e r  s u i t a b i l i t y s t a n d a r d s ,  m a r g i n 

r e q u i r e m e n t s ,  an d p o s i t i o n l i m i t s . 

— I n a d d i t i o n ,  t h e CFT C an d t h e exchange s 

p r o m o t i n g f u t u r e s c o n t r a c t s s h o u l d mak e 

c l e a r  t h a t  f u t u r e s c o n t r a c t s base d o n G o v e r n -

ment  s e c u r i t e s a r e n o t  o b l i g a t i o n s o f  t h e 

U.  S .  T r e a s u r y .  T o a v o i d an y c o n f u s i o n o n 

t h i s q u e s t i o n ,  t h e exchange s s h o u l d n o t  us e 

p i c t u r e s o f  t h e T r e a s u r y b u i l d i n g o r  o f 

T r e a s u r y s e c u r i t i e s i n t h e i r  p r o m o t i o n a l 

m a t e r i a l . 

The p o s t i n g o f  m a r g i n an d d a i l y m a r k i n g t o m a r k e t  a r e i m p o r t a n t 

a s p e c t s o f  f u t u r e s exchange s t h a t  a r e d e s i g n e d t o p r o t e c t  a l l  p a r t i c i p a n t s . 

Suc h s a f e g u a r d s s u b s t a n t i a l l y r e d u c e t h e c r e d i t  r i s k s a s s o c i a t e d w i t h t r a n s -

a c t i o n s f o r  f u t u r e d e l i v e r y ,  a r e h e l p f u l  i n e n c o u r a g i n g goo d managemen t 

c o n t r o l ,  an d s i g n i f i c a n t l y r e d u c e t h e l i k e l i h o o d t h a t  h a r m f u l  s i t u a t i o n s 

w i l l  d e v e l o p .  U n f o r t u n a t e l y ,  however ,  t h e e x i s t i n g r e p o r t i n g s y s t e m o n 
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p a r t i c u l a r  t r a n s a c t i o n s doe s n o t  appea r  s u f f i c i e n t  t o p r e c l u d e u n e t h i c a l 

p r a c t i c e s f r o m o c c a s i o n a l l y o c c u r i n g w i t h i n a  t r a d i n g day .  S e r i a l  t a p e s , 

w h i c h r e c o r d t h e p r i c e s an d q u a n t i t i e s o f  a l l  t r a n s a c t i o n s a s  t h e y o c c u r , 

w o u l d h e l p t o e l i m i n a t e t h e p o t e n t i a l  f o r  s u c h abuse .  Henc e t h e CFT C s h o u l d 

c o n t i n u e t o e n c o u r a g e t h e us e o f  s e r i a l  t a p e s b y t h e exchanges . 

As e x i s t i n g c o n t r a c t  m a r k e t s f o r  T r e a s u r y f u t u r e s expan d an d 

a d d i t i o n a l  c o n t r a c t s a r e o f f e r e d ,  i t  seem s q u i t e l i k e l y t h a t  a  g r o w i n g r a n g e 

o f  p a r t i c i p a n t s  w i l l  b e a t t r a c t e d t o t h e s e m a r k e t s — s o m e o f  who m ma y n o t 

hav e p a r t i c u l a r l y s t r o n g f i n a n c i a l  p o s i t i o n s .  E x i s t i n g s a f e g u a r d s an d p r o -

c e d u r e s ,  i n c l u d i n g t h e t a k i n g o f  m a r g i n an d d a i l y m a r k i n g t o m a r k e t ,  a p p e a r 

t o a f f o r d a d e q u a t e p r o t e c t i o n f o r  t h o s e i n v o l v e d i n mos t  c a s e s .  However , 

a l t h o u g h c l e a r i n g member s a r e r e q u i r e d b y t h e exchange s t o p o s t  m a r g i n s an d 

m a r k - t o - m a r k e t ,  t h e y a r e n o t  r e q u i r e d t o us e u n i f o r m m a r g i n an d m a r k i n g - t o -

m a r k e t  p r o c e d u r e s f o r  t h e i r  ow n c u s t o m e r s .  Thus ,  i n som e c a s e s ,  i n d i v i d u a l 

c u s t o m e r s a n d / o r  c l e a r i n g member s may b e expose d t o undu e r i s k . 

Some f i r m s ,  h a v e ,  n e v e r t h e l e s s ,  e s t a b l i s h e d c u s t o m e r  s u i t a b i l i t y 

s t a n d a r d s o f  t h e i r  ow n an d hav e r e q u i r e d c o n s i d e r a b l y l a r g e r  m a r g i n o n 

c e r t a i n t y p e s o f  a c c o u n t s f o r  w h i c h t h e y u n d e r t a k e t r a n s a c t i o n s .  A d d i t i o n a l 

e f f o r t s i n t h i s d i r e c t i o n — a n d p e r h a p s t h e d e v e l o p m e n t  o f  mor e f o r m a l  s u i t -

a b i l i t y s t a n d a r d s — s h o u l d b e e n c o u r a g e d . 

Some p a r t i c i p a n t s hav e i n d i c a t e d t h a t  t h e y we r e c o n t a c t e d b y o v e r -

z e a l o u s r e p r e s e n t a t i v e s o f  f i r m s t h a t  w e r e a c t i v e i n t h e m a r k e t i n g o f  f u t u r e s 

who a p p e a r e d t o hav e a n i n s u f f i c i e n t  u n d e r s t a n d i n g o f  f u t u r e s t r a n s a c t i o n s . 



At  p r e s e n t  t h i s doe s n o t  appea r  t o b e a  s e r i o u s p r o b l e m ,  an d i t  i s  a n 

e x p e c t e d outcom e whe n on e marke t  i s  e x p a n d i n g r a p i d l y a t  a  t i m e whe n 

p r o f i t a b i l i t y an d employmen t  i n o t h e r  f i n a n c i a l  m a r k e t s hav e bee n s t e a d y 

o r  s h r i n k i n g -  I t  doe s see m a p p r o p r i a t e ,  however ,  f o r  t h e CFT C an d t h e 

exchange s t o e x p l o r e a p p r o a c h e s t h a t  c o u l d s t r e n g t h e n t h e s u r v e i l l a n c e o f 

s m a l l e r  d e a l e r  f i r m s .  P e r i o d i c r e v i e w s o f  g e n e r a l  s a l e s an d m a r k e t i n g 

t e c h n i q u e s c o i H d a l s o p r o v e b e n e f i c i a l .  An d i t  seem s a p p r o p r i a t e f o r  t h e 

CFTC an d t h e exchange s t o u n d e r t a k e a  p r o g r a m t h a t  w o u l d i n f o r m t h e p u b l i c 

a b o u t  t h e r i s k s a s s o c i a t e d w i t h suc h h i g h l y l e v e r a g e d t r a n s a c t i o n s ,  s i n c e 

t h e s e ma y n o t  b e s u f f i c i e n t l y emphas ize d b y p r i v a t e f i r m s an d i n d i v i d u a l 

s a l e s p e r s o n s .  Suc h a  p r o g r a m w o u l d a l s o b e h e l p f u l  i n c l a r i f y i n g emergenc y 

p r o c e d u r e s an d r e a s o n s f o r  t h e i r  p o s s i b l e i m p l e m e n t a t i o n . 
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