The original documents are located in Box 1, folder “Commodity Futures Trading
Commission Act of 1974 (1)” of the Norman Ross Files, 1974-75
at the Gerald R. Ford Presidential Library.

Copyright Notice
The copyright law of the United States (Title 17, United States Code) governs the making of
photocopies or other reproductions of copyrighted material. Norman E. Ross, Jr. donated to the
United States of America his copyrights in all of his unpublished writings in National Archives
collections. Works prepared by U.S. Government employees as part of their official duties are in
the public domain. The copyrights to materials written by other individuals or organizations are
presumed to remain with them. If you think any of the information displayed in the PDF is subject
to a valid copyright claim, please contact the Gerald R. Ford Presidential Library.



. rRuotal L. MARDLH i |- Cumm.JfF'Aw“
€G3 South Allen Lane, Arlington Heights, I1linois 60005 -no/‘_ W
Prhona 312-255-4089 ‘ s
Bora October 30, 1914 Vancouver, B. C. (of Amarican parents, US citizen

' by birth)

Married Two daughters '

Ecucation: West High School, Mihneapo]is Minn. Graduated January 1932
Military: USAAF S/Sqt Jan 1943-April 1946 Honorable Discharge
Religion: First Presbyterian Church, Ar]ington Heights, Illinois
Republican . | | e

‘Business History ' - ; ' L
Septembar 1973-Present Vice Pre51dent Cook Grain Co., Inc. Chicago, 4§

January 1972—August 1973 V1ce Pras1dent Ualston & Co (succeedad by duPon;—HaWsLon
' 2 .50 . = T . - _ Chicago, I11. . :

* Januzry 1971-November 1971 Vice President, Harrié Upham & Co: - New York and Chicage
Januzry 1969-December 1970 Partner, Goodbody & Co. New Ydrk Ci%y‘ : e
July ;938- -December 1958 D1rectcr of Commod1t1es Goodbody & Co., New Yo k Cfty '

May 1832 June 1908 Vice President J & 0 Grain Co (and Successor ADM Gra1n Co.) '
. Ch1cqgo, I11linois '

January -1934-Aprii- 1952 Ass't S°c vy, Standard Milling Co. Ch1cago, I1]1no1s »
' ) . and H1nn=apo]15, h1nn :

S ce August 1938 have been 1nt1mat°1y engaged 1n grain tradn as- c]crx, A]GO!

managsr, pit broker, h=dger, speculator and executlve U]Lh pro sssar, merchand1ser

% -

and commission house. Have merchandised casn grain as we .1 as nandiing fTutures,
dealing with all aspects of trade Trom producer to consumer.

~ -

Beczme a member of the Chicago Board of Trade in 1947. After a ser 1es 'of commiitees

T~

at th2 Exchange, servad as Director 13859-63, Vice-Chairman 15064-65, and Chairman

_for thrze terms, 1956-57-68.

have sarved cn the usual cowp]enenu of public service and tOVEfn:enLaT cormittess.
/

Wnile bulk of eApar"enco nas been in grain and re]eb madities, have hed exsosure

te all markets and am Tamiliar with personnsl in every ona.
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Federal Legislétion for Commodity

R R T ot A MRt

Optmn Tradmg A Proposal

Commochty optmn contracts in unregulated commodmcs1 have become-
widely used investment. devices in recent years.? The increased
growth of such options has unfortunately been accompanied by abuses
in the sales of such instruments and has led to considerable losses

_ by many investors.®> In an effort to curb abuses and protect the pub- _
lic, various govemmental entmcs have attempL.d to regulate traduw :
in such options.

B See - o alee e ;1;-, g 1, % B

, _ .~ States have sought to brmg commochty optmns under then' control
T , - by defining commodity options as “securities” and. subjecting them to
- their “blue sky” regulatory provisions.. This Note will argue that com- - -
‘modity-options are not “securities” within the general definition of that
term because the investor’s profit is not significantly dependent on the =

- efforts of others and there is no common pla.n of cnterpnse.. - AT

., & -

' The federal government has also sought to bring - such optlons
within its control. Attempts on the federal level, however, have been
- directed toward placing currently unregulated commodity options un-

. _ der the Commodity Exchange Act. An analysis of the proposed fed-.

. 1. Currently the only commodities regulated by the Commodity Excha.ng= Act
i are: S0

wheat, cotton, rice, corn, oats, barley, rye, ﬂaxseed grain sorghnms, milk
feeds, butter, eggs, onions, Solanum tuberosum (Irish potatoes), wool, wool
tops, fats and oil (including lard, tallow, cottonseed oil, peanut oil, soybean —
oil and all other fats and oils), cottonseed meal, cottonseed, peanuts, soy- . 3=
beans, soybean meal, livestock, livestock products and froz:n concentratcd = i
orange juice.

7 US.C. § 2 (1970). The list of non-regulated commodities is almost as large as
those regulated, and includes lumber, silver, nickel, cocoa, palladium, molasses, propane, -
iced broilers, plywood, copper, sugar, platinum, tomato paste, mercury, tin and rubber..
* Donnelly, Fraud in the Futures? A Regulatory Crackdown Is Coming in Commodi- .
ties, Barron's, May 28, 1973, at 11, col. 2.
2. It has been estimated that in California alone sales of commodity options
" have reached $200-300 million a year. Loehwing, California Crackdown-—Commodity
Options Will Never Be the Same Again, Barron's Mar. 5, 1973, at 5, col. i [heremafter .
cited as California Crackdown).
3. It has been estimated that total losses to speculators, in both a.ctual invest-
ment and profits, could exceed $100 million. Wall Street Journal, June 28, 1973, at
-~ 38, col. 1.
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1974} COMMODITY OPTION TRADING 1419

eral solutions reveals that the enactment of any one of the legislative
proposals would result in complete prohibition of commodity option
trading. The proposed federal legislation utilizes too broad a brush
to achieve its purpose. Commedity options are economically func-
tional trading devices and should be preserved as such. It is the the-
sis of this Note that federal legislation which would subject commod-
ity option contracts to the control of the Commodity Exchange Act,
provide for adequate control over commodity option underwriters, and
assure the financial responsibility of the members of the commodxty
option industry shouid be enacted. A

1. DEVELOPMENT OF COMMODITY TRADING

Commodities have been actively traded in orga.mzed commerce for at

least fifty centuries* Modern commodities markets, however, have
evolved from medieval European seasonal festivals.® The primary -

form of “money/goods” transactions entered into at these fairs in-
volved what has come to be known as “spot” sales. The seller dis-

piayed his goods to the public; an interested purchaser would enter -

into individual negotiation of the price; and the exchange of money
for merchandise took place “on the spot.” Payment and physical
transfer were immediate. Farmers’ markets still carry on trade in this
fashion and can be considered “spot” markets in their purest form.® -

As the Industrial Revolution shifted the population from the farm

to the factory, it became necessary for the remaining farmers to in-

crease their production to provide food for the cities. This necessi-- "

tated carrying increased quantities of goods on the part of the individ-

val farmer. Supply and demand imbalance and concomitant large

price fluctuations in the “spot” markets were major risks assumed by

the producer. If the producer of perishable produce over-estimated -

the demand for his goods, or correctly estimated the demand but ar-
rivad at the market after others had filled this demand, he would ei-

ther have excess inventory on hand at the end of the market period

or would be forced to sell his produce at a lower pnc~ than he had
anticipated.”

4, Commodity markets, governed by rules and regulations, existed in China,
Egypt, Arabia and India as early as 1200 B.C. S. Krorr & I. SHisrko, THE CoM-
MoDITY FuTUurEs GUE 3 (1973) [her-mafter cited as KROLL & Suisxo].

5 M.

. 6. L. BELVEAL, COMMODITY SPECULATION WITH PROFITS IN MiNp 13 (1967)
[hersinafter cited as BELVEAL].
7. See KrROLL & SHisXO, supra note 4, at 4.

4
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1420 SOUTHERN CALIFORNIA LAW REVIEW -[Vol. 47:1418

As the quantities being carried by producers and merchants in-
creased and price fluctuations due to spot markets became greater,
it became. increasingly urgent that some workable means be devised
to reduce the economic risks inherent in ownership of large quantities
of commodities.. To avoid such risks, commodity. producers began to -
offer contracts to deliver a specified quantity of the commodity for a
- specified price at a designated place within a given number of days.
- This marked the introduction of “to-arrive” marketing in the commod-

ity trading field and provided the bas1s for present commodtty futures “
contracts.? . : : >

oo X1 3% A ¢ren s

Although the mtroductlon of futures trad.mg permltted the smft- -
ing of risk of price fluctuation from the. -producer to the investor, there.-
_were those. investors who were not willing to fully accept the nsks of
" such price fluctuations. To accommodate these individuals, a trading
~ vehicle was developed which gave the investor a right to sell, or to
buy, a commodity futures contract at a fixed price on or before a speci-
“fied date.- For this right or option, the investor was required to pay
a non-refundable fee.  Such an arrangement permitted the option pur-
chaser to limit the possibility of his loss to the amount of the mon- -
refundable fee since he had entered into no binding agreement to pur- -
chase or supply the underlying commodity as was normally done in - ~
a straight futures contract. Thus, the commodity option conmtract
evolved in response to the need for auother method of-risk transfer.

II. CURRENT METHODS OF COMMODITY TRADING

v B COMMODITY FUTURES CONTRACTS "n:

EORIGA X MR DALY MG D Tt A 8

s

by

Today there are basically two methods of trading or speculating in
commodities. One can either assume a position in a futures contract -
or obtain an ‘option to purchase or sell such a contract.” The most
common method of trading is to assume a direct position in a futures -

~ contract.® A direct purchase of a commodity futures contract might -
occur in the following manner. In June, a commodity investor con-
ducts a careful analysis of the wheat market and arrives at the conclu-
sion that wheat prices will rise during the period from June to Decem-
ber. Therefore, he contacts his commodity broker and directs him

POV

T

SRR AR B M 4

8. Such contracts assured the producer of a fixed price fdr the goods he was
about to produce, freeing him from the risk of “spot market” price fluctuation. See
3 generally KROLL & SHISKO, supra note 4, at 6-3. t

& 9. The futures contract is the modemn equ:va.lent of the * to-amve contract,”
: See text accompanying note 8 supra, . .
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to purchase a futures contract in December wheat'® at the current mar-

ket price of $4.37 a bushel. The broker instructs his floor trader to
make the purchase at that price. Assuming a seller is available and -
willing to sell at $4.37 per bushel,’* the transaction will. be consum-
mated. The end result of the transaction is that the purchaser has
made a promise to buy 5000 bushels'? of wheat at $4.37 per.bushel
in December;'® conversely, the seller has promised to deliver 5000
bushels of wheat for $4.37 per bushel in December.'* If, as antici-
pated by the purchaser, the price of wheat in December is higher than
$4.37 per bushel, he will have realized a gain on the transaction; con- -
‘versely, the seller, having mcorrectly assessed the market wﬂl have :
suffered a loss. - . e Sy i R o ’~z_"

The commodtty mvestor has a chmce of two methods for ful-’
filling his contractual obligation. He may actually deliver or accept
delivery of the physical commodity. Some people, especially agricul-
tural producers, view this as the only method of satisfying the contract. =
However, rather than deliver or accept delivery of the physical com- -

modity, the investor may satisfy his obligation by making an offsetting -~

trade before the contract expiration date.'® - For example, the individ--
ual who purchased the futures contract for wheat could return to the
market and sell a futures contract for December wheat. Having made

“this second trade in a manner “equal and opposite” to his original
q PP g

3

trade, the purchaser ha.P “offset” his position and is relieved of fur-
ther contractual obligations.!® . Currently, over 99 percent of all com-

10. A futures contract creates firm commitments on the part of the buyer and

. selier to mutually carry out their respective responsibilities; it does not transfer owner-

ship or physical possession of the underlying commodity. See BELVEAL, supra note 6,
at 33. A purchaser of futures contract has assumed what is refzrred to as a “long™
position and is required to accept delivery of the commodity and, upon delivery, to pay
for it in full. Id. at 34.

11. The seller anticipates that the market pncc of ‘wheat will fall du.rma the pe-
riod from June to Decamber. An individual who sells a futures contract has assumed
a “short” position and is required to deliver a fixed amount of a certain grade of a.
designated commodity within a gsographical area on or befors a specified date. Id.
at 34, E B
12. Each commedity future has a standard contract size callad a unit of trading; -
the futures exchangss establish the standard size of each contract. The standard unit
of trading for a futures contract of wheat consists of 5,000 bushels See KroLL &
Sw1sxo, supra note 4, at 11. ) .

13. See note 10 supra. I . R

14. See notes 10, 11 supra. .

15. T. Hamyonps, THE CoratMoprTy FUTURES MARKET FROM AN Ac.mcm:rumL'
PRODUCER’S PoINT OF VIEW 11 (1972) [hereinafter cited as HaMMoNDS].

16. See Palmer v. Love, 18 Tenn. App. 579, 80 S.W.2d 160 (1934) (“set- off"
as used on boards of trade, is a method by which a contract to purchase is set off
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1422 SOUTHERN CALIFORNIA LAW REVIEW [Vol. 47:1418

modity futures contracts are settled by oftsettmo trades whereas less
than one percent are settled by delivery.'*

When the commodity trader either purchases or sells a commodity

" future he must provide a mérgin'depbsit before the order will be™ac-

cepted.’® Unlike trading in debt or equity securities, margin on com-
modity futures is not viewed as a down payment, but rather as a per-
formance bond binding the seller to deliver the specified merchandise
and binding the buyer to acceptance of dehvery and payment in full -

SRS

“.4._.;,; ----- B Cowvxonmr OPTION CONTRACTS e

a ,«»\-; e F

. The second method of speculatlon in commodma is throu gh an option

contract. , " Trading in commodity options is an indirect method of trad-
ing in commodity futures in that it gives the purchaser the option to
buy or sell a specific futures contract at a stipulated price for a given

time—span.'_""Specifically, the buyer can purchase a “call,”® a “put,” .

against a contract to sell without the formality of an exchange of wa.rehouse recexpts

or other actual delivery and, in legal effect, is a “dehvery"). et !

17. HaMMONDS, supra note 15, at 11. : £ S =

~ 18. Each commodity exchange sets forth minimum ma.rgm requ.u'emenn in its

rules and regulations; however, each individual brokerage house is permmed to teqmre
greater margin amounts. BELVEAL, supra note 6, at 43. -

.. 19. Margin is necessitated because payment is not due unul the futurcs coutract
is completcd Since the futures contract involves a firm price to be paid upon delivery
of goods in the future, it is possible that during the termn of the contract market prices
could rise or fall considerably. If the market price rises,.it would be to the financial
advantage of the seller to dafault on his end of the contract and sell the grain to some-
one else at the currently higher market price. Conversely, if the market prics were
to decline, it would then be to the financial advantage of the buyer to d=fault on his
end of the contract and purchase the grain from someone else at the lower market

. price. Both buyers and sellers sought some form of protection against default. This

protection came in the form of an agreement by the buyer and seller to each deposit

2 mutually acceptable amount of cash with a disintsrested third party. If one party -

defaulted, the margin deposit was paid over to the other party to reimburse him for
any possible loss occasioned by the other patty’s non-performance. BELVEAL, supra

" note 6, at 19. Margin is now held by the Exchange Clearing House and is no longer
set by the parties themselves but rather by the commodity exchanges. The amount of

margin to be deposited is based on historic price fluctuations and the current price level
of the commodity. KroLL & SHISKO, supra note 4, at 217. Since margin acts as a.-
performance bond, both buyer and seller must post ma.rgm in a commodxty futurcs
transaction. ; i

20. . A “call” gives the holder the right to buy a specnfied quantity of the com-
modity future at a price specified in the option contract on or before a specified date.
KroLL & SHIsKO, supra note 4, at 259. A purchaser will assums a call position when
he believes the price of the underlying commodity futures contract will rise. It is simi-
lar in economic effect to a “long™ position in a futures contract. See note 10 supra.

21. A “put” gives the holder the right to sell a specified quantity of the com-

1
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or a “double option”** on a given commodity futu.re

For the privilege of obtammv this opnon, ‘the opt10n buyer will
pay a sum of money called a premmm 22 The premium the buyer
pays for his option is a fee that is kept by the * ‘underwriter”;** there-
fore, the market price of the commodity must rise or fall more than
enough to cover the cost of the premium before he can make a profit.

I - lllustrate assume a bulhsh investor purchases a six-month call
on a silver futures contract at a striking price®® of $29,000 ($2.90 an

ounce for 10,000 ounces). . Further assume that for the option he pays -
a premium of $1,000. In order for the investor to make a profit, the._
“price of silver must move up by more than ‘10 cents an ounce, since

a 10 cent move -in silver is equal to $1,0QO (10,000 ounces x 10"
cents). If by the end of the six months, the price has reached $3.05

an ounce, the.investor will exercise his option to buy the contract at

"the striking price of $29,000 and then sell the contract for its present
worth of $30,500. His profit, after deducting the $1,000 cost of the

premium is $500, a 50 per cent profit. If the price rises less than

modity future at a price specified in the option contract on or before a specified date.
KroLr & SHISRO, supra note 4, at 259. A purchaser will assume a put position when

" - he believes the price of the underlying commodity futures contract will decline. It is
- similar in economic effzct to a “short” position in a future contract. See vote 11 supra.

22. A “double option” is a combination put and call on the same commodity
which permits the holder to either buy or sell, but not both, a specified quantity of
the commodity futare at a price specified in the option contract on or before a speci-
fied date. KRrOLL & SHISKO, supra note 4, at 259. The double option is ussd when
a price move is anticipated in the futures contract but the purchaser does not know
in which direction the price will move. The double option affords him an opportunity
to realize a profit if there is sufficient movement in either direction. Since the double
option affords a greater degree of flexibility, the premium is correspondmgly higher.
Id. at 267-68.

23. The premium price is determmed by a number of independent factors; the
most critical factors irclude the price of the underilying commodity, the historical price
volatility or the commodity, and the length of the option term. See KroLL & SHISKO,

supra niote 4, at 259; Biderman, New Trading Vehicle—Commodity Optzans Are Grow-

inz In Popularity, Barron’s, Jan. 8, 1973, at 11, col. 1, 2. y

24, The term “underwriter” as used throughout this Note should not be equatad
with the term “underwriter” as defined in Section 2(11) of the Securities Act of 1933,
15 LSC. & 77(b)(11) (1970). As used in the commodity arsa, an underwriter is
the commodity option issuer, ie., the person who engages in ths business of 1ssumg

_options to acquire or to sell a comrnodxty futures contract. - - :
25. The “striking price” is the price at which the options purchas g has the noht

to buy and/or sell the commodity at any time prior to the expiration dats of the op-
ton. Tkhe striking price is gz2nerally the market price of the commodity futures con-
tract at the time the option is purchased. KRroLL & SHisRo, supra note 4, at 239.
The standard unit of trading for a silver contract is 10,000 troy onaces. K=aoLL &
SHISK0, supra note 4, at 11,
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10 cents an ounce, the investor may still exercise the option and pur-
chase the contract; however, he will incur a loss. Assuming a 5 cent
rise, he loses $500 or haif of his investment. i AE

A “put” option works in the reverse manner. . If the investor be-
lieves the price of silver will go down, he will purchase an option to

- six-month period, the price of silver drops more than 10 cents an
ounce, he makes a profit on the transactxon af;er deduc(mv hxs Sl 000
premmm : -

> : z — -~
* o - 3 & - c_:')\ =

- There are two pn.ncnpal advantag&s to be gamed by tradmcr in
thlons rather -than in futures contracts. - First, the investor’s risk of
- loss is limited to the premium paid for the option; second, the option
~ purchaser can maintain his basic posmon for the life of the opnon

mthoutthensk ofma.rgmca]ls M 2 WS- S TR ot e

=
o

“These advantaoes are of considerable mportance to a commodxty

.speculator.” -Investing in a stralght commodity future leaves the spec-

ulator open to considerable price risks; if he takes a long position in -

-~ a futures contract and the price of the commod;ty falls, the investor .

must assume the total price decline as his loss. However, had the
speculator purchased an option to buy the future, his loss would be
limited to the premium price m‘espechve of how far the- marke.. de-
clipes.® - - - b SN ¥ _-*"': R~ 2

26. KROLL & SHISKO, .rupra note 4,at 258. " _ A ek =

27. Although at times there is aversion to pure speculation, the commodity specu-
lator provides valuable services to the commodity market. The speculator assumes
property ownership risks which others seek to avoid; in addition he facilitates the crea-
tion of a liquid market for futures contracts and to' some extent acts as a stabilizing
force on the market. See generally, BELVEAL, supra note 6, at 1-9; MATHEMATICA, INC.,
CoMMoniTY OPTIONS: - ON THEIR CONTRIBUTIONS 'ro THE Ecouom 20-21 (1973)
[hereinafter cited as MATHEMATICA) ¥ =

28. If an investor assumes a “long”. position in a silver futum contract at a des-
ignated price of $29,000 and the current markat ane of a silver contract at tha time -
for his performance of the contract is $27,000, he will incur a $2,000 loss. The pur-
chaser of the silver contract is contractually bound to accept delivery of the silver at
$29,000; but he is receiving silver which only has a fair market value of $27,000.
However, had he purcha.sed an option on the silver contract at a striking price of -
$29,600 for a premium of $1,000 and in December the price of silver was $27,000,
he could choose not to exercise his option. -His loss is thereby hm:tcd to the amount - -

- of his $1,000 premium. -

- Although the option’ purchaser has limited his loss potential, he has also forfeued

_ some of his gain potential, for in order for him to realize a profit the price must move
. more than enough to cover the cost of the premium. The straight futures contract pur-

chaser, however, realizes a profit upon any rise in the market price of the commodity.

seli the silver contract at a striking price of $29,000. . If within the ¥

Vit
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-The speculator who invests in straight futures contracts is also
subject to margin calls. As previously explained,” an investor who

" takes a position in a commodity future must deposit a margin -with

the exchange clearing house. The investor is then subjected to a
“maintenance margin” requirement, i.e., he must deposit additional
funds in the event that the market moves in a direction adverse to

his position. The requirement assures that the original margin Wthh 5
is acting, in effect as a performance bond will remain intact.*® ]

The ma.mtenance margin sets the pa:ameters within Wthh the -
price of the commodity may fluctuate before additional margin is re-

quired. For 'example, in soybedns the initial margin required is 30 ~ .

cents per bushel with a maintenance margin of 19 cents per bushel.
After a position has been taken, the price on the contract may fluc-

tuate as much as 18 cents per bushel (9 cents per bushel to the disad-" -
~vantage of the long or short) without requiring either the buyer or

seller to post additional margin.** However, should the soybean con-
tract concerned fall 10 cents per bushel, the holder of the long side
of the contract would immediately be required to post sufficient addi-
tional money to cover the decrease in market value. If he fails to
answer the call for the additional margin, the broker may liquidate
part or all of the position to keep the holdings within established mar-
gin requirements. Since margins are quite .small as a percentage of .
the total price,** even 'a minor move in the price of the commodity
can require a substantial additional capital outlay; a mere 5 per cent
move in the price of some commodities can require another 50 per
cent of margin cost just to retain current position. Such an additional -
margin call places the contract holder in a very unfavorable position
because he must either immediately close out his position and suffer

he loss or deposit the additional capital in hopes of regaining his initial
posmon

On the other hand, an option purchaser has no flrm commitment
to purchase or sell and therefore there is no need to provxde security

29. See notes 18, 19 and accompanying text supra. :

30. Tha maintenance margin, in effect, guards against the risk of default by one
party due to the market moving severe]y against his position. See note 19 and accom- -
panying text supra. R

31. Since a commodity margin represents a type of performance guarantee, both
the buyer and seller must deposit sufficient margin with the exchange clearing house

- before a futures contract can be entered into and both are subject to maintenance mar-

gin. See note 19 and accompanying text supra.
32. Margin on a futures contract cen run as low as five percent of the contract
price. BELVEAL, supra note 6, at 43, ) .

I i et s s . 5 oo it




B2
ot
>

o)
o

DRI, CA T R

th
i

P T T R e T R L R T S T A POy

1974] COMMODITY OPTION TRADING ' 1427

of other states have also at least temporarily stopped all trading in
commodity options.®®

Throughout the sales promotional periods, Goldstein-Samuelson

- assured its customers, who were eventually to number 10,000, that

it was following a scientific, computerized program to back up their
options with purchases of specific futures contracts in the various world
commodities.*®* Goldstein represented that it came as near to a per-

fect hedge position as is feasible by matching every dollar of its cus- - -

tomer’s profit in their option with a dollar in the actual futures mar-
ket.*® Although it did attempt to initially cover the options it issued,
Goldstein stopped such prachce w1thm ‘sxx months of the mcepnon oi

the business.®* . - .r:~*_':~ CLm o LAERE * =

 As Jate as Ja.nuary 26 1973 Goldstem-Samuelson represented
that it maintained a significant commodity account at a certain broker-
age firm.. "Upon subsequent investigation, however, authorities
learned that such an account was in essence non-existent.®> In fact,
there was no evidence of money being received from, or sent to any
brokerage house for the entire period of November, 1972, through
January, 1973, for the purchase or sale of any commodity futures con-

tracts.** The only source of funds durmc this penod was from dollars -

rec\.zved from new mvestors e B AL e

Imtlally, Goldst¢m actually dehvered an option contract to the

~ purchaser. However, as business soared and office backlog became

insurmountable, the delivery of option contracts was discontinued, and -

_purchases were instead evidenced only by a confirmation.*® Of the

38. See generally Administrative Order of Colorado Division of Securmes, May
22, 1973, CCH BLuE Sky L. REP. § 9722; Ga. Sec. Comm'r, Rel. 1, Sept. 18, 1973,
CCH BruEe Sxy L. Rep. || 14,612; Letter from Sec. State of Mo., May 29, 1973, CCH
BLUE Sxy L. ReP. { 28651; Amendments to NEv. REv. StaT., CCH Bruk Sky L. REP.
1 31,112-1 et seq.; Explanatory Notics Utah Sec. Comm n, March 16, 1973 CCH BrLue
Sy L. Rep. § 47,655-656.

39. Wall Street Journal, June 28, 1973, at 38 co] 1.

40. See Siipulation, supra note 33, at 12. :

Although the Goldstein advertisement referred to such a program as a “hedoe,”

the process described is “cover,” i.e., adopting in the futures market the same posmon :

as that represented by the net collective position of all customers. A “hedge” is the
establishment of a position ‘in the futures market opposite to that heid by the user of ~
the actual commodity. e .

41. 1d.até. o '

42. Pretrial Memo of Fact and Law for Petitioners at 14, S.E.C. v. Goldstein-
Samuelson, Inc., No. 73-472 RJK (C.D. Cal,, Oct. 11, 1973). -

43. Id. at 13. : . '
44, Id. . C s
45. See Stipulation, supra nots 33, at 10, 11
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tract on behalf of a customer in only one instance.*® -~ = - g =

One of the attractive aspects of mvestmv in commodmes is the

age in financial terms is the control of a large sum of money with
only a small investment or down payment.*” The leverage available

on-a commodity futures contract is much greater than the leverage
available when buying stock on margin.*®

However, Goldstein-Sam-

uelson . offered ‘2 plan in which leverage could even be increased to
a greater extent. . Goldstein developed a “Super Leverage” -account °
which would allow any customer who made an initial investment of
$5,000 in double-opnons to borrow up to 40 percent of his premium

contracts e

“costs from the firm. - This plan, in effect, allowed customers to double
their leverage posxtxons on already hnghly Ieveraved commochty futures

approximately 175,000 options that were purchased, Goldstein- at-
tempted to fulfill his obligation to make delivery of the underlying
commothy option in only four instances, and purchased a futuns con-

opportumty for considerable leverage of -an initial investment. - Lever- - -~

£V
+

SN

For the commodxty mvestor, very hlah leverage is a mlxed bless— :
ing. If the-market moves in his favor, then he reaps a huge profit - §

tial investment.’® Goldstein’s Super Leverage account provided cus-
tomers an opportunity to place themselves in a very precarious financial

position.

= I
T s

The prime factor which led to the bankruptcy of many commodity _

option firms®* was their lack of adequate capitalization. - Rather than

maintaining actual commodlty inventories or commodity futures con~

= e_‘;.r,.. - -

" from-his relatively small original investment. However, if the market
‘moves adversely, the commodity investor can lose many times his ini-

e

e

iy

Th

tracts .behind their options, the fu'ms sold theu' options “naked.” Wy

46. Id. at 11,

_ 47. HaMMONDS, supra note 15, at 35. :
48. The amount of leverage possnble in either the securities or commodities mar- ~
ket is a function of the current margin requirements on-the relative underlying invest-

.

ment. The lower the margin requirements the greater the available leverage. For ex- ——--

ample, when an investor places $5,000 in a margin account with-his stockbroker, he
controls about $10,000 worth of stock; if he instead chose to place $5,000 in commod-
" ity futures contracts he could control perhaps $50,000 worth of commodity futures.
See Goldstein-Samuelson, Tnc. Advertising Literature, New Market Fact Sheet Number

. One, The Commodity Option. .
49, If an investor placed 35, OOO in a double opuon from GoldstemSamuelson
and borrowed 40 percent of the premium price, he would control up to 510) 000 worth

of commodities. Id.
50. Id.
51. - See note 37 supra.
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Naked options are options which are sold without either actual com-

-.modities or future contracts to back them up. In effect, an individual

who profited from his option was being paid either from a fund cre-
ated because there were more net losers than winners,*® or was being
paid from premiums paid in by new customers whose options had not

matured. All was well until the market reversed and net winners out-
numbered the losers and new business slacked; at that point profitable .. -

options being exercised were incapable of being fulfilled by the optlon "

underwriters. _The end result was ba.nkmptcy

3. Regulatory Problems B _' ' ‘

The primary reason such firms were' able to operate under such con—
ditions is inadequate regulation on both the federal ‘and “state level.
The Commodity Exchange Act establishes the basic guidelines and
procedures which define the federal government’s role in regulation
of commodity trading.>® Although the Act directly prohibits trading

in commodity options,* such prohibition i is emasculated by two major A

]umdxctlonal hmxtatlons.

¥ e B - 4 .

The Acts ]unsdxctxon extends only to specmc products - Thus
each time a “new” commodity is sold, the Act must be amended if
its sale is to be regulated. The last commodity to be added to the
Act was frozen concentrated orange juice in 1968.5¢
regulated commodities currently being traded on exchanges is almost

The list of un- ,j

as voluminous as those regulated.®” Congress has simply failed to in-  '

clude within the Act’s coverage many of the newer commodities.
Since the Act provides for no jurisdiction over these commodities, the

-
2
a

52. Whken the market for the underlying commodity moved against the option in-

vestor, the option would not be exercised. The premium which the losing option in-

vestor has paid covld then be utilized to pay other investors who had realized gain on

their options and had exercised their options.
53. Commodity Exchang= Act, 7 US.C. §§ 1-17b (1970).
54. ~ Section &c statés:

It shall ke unlawful for any person to offer to enter into, enter mto, or con-
firm the execution of, any transaction involving any commodzty, whxcn is or
may be used for (1) hedgzing any transaction in interstate commerce in such
commodity or the products or byproducts thereof, or (2) determiniag the .
price basis of any such transaction in interstate commerce in such commod:ty, -
or (3) delivering any such commodity sold, shipped, or received in interstaie
commerce for the fulfillment thereof—
(B) if such tramsaction is, is of the character of, or is commonly kaown to
the trade as, a “prvilege,” “indemnity,” “bid,” “offer,” “put,” *‘call,” “advance
guaranty,” or ecline guaranty,”. ... .

Commodity Exchange Act, 7 US.C. § 6éc (1970).
55. See note 1 supra.
56. Act of July 23, 1968, Pub. L.No 90-418, 82 Stat. 413,
57. See note 1 supra.

e e
e e b
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_prohibition of optxons contamed in the Act is not apphcable to them.

The second major ]unsdlcnonal limitation deals with the under-
writers of such commodity options. Although the Act regulates “floor
brokers™® and “commission merchants,”® no provision is -made for
commodity option underwriters.®® This is wholly consistent, however,
since the Act prohibits options on regulated commodities. - Since the
sale of options on unregulated commodities is not prohibited by the
Act, the sellers of such optxons are vu'tua.lly unreoulated at the federal

level S RS =t -f;;. s

In addition to the Act not subjecting such optlons to regulatlon,
the SEC had not, until recently, attempted to regulate the sale of com-
modity options.®® The SEC previously maintained the position that.
commodity trading and its peripheral problems should be- subject to
the Commodity Exchange Act's authonty a

58. A floor broker is “any person who, in or surroundmg any ‘pn, ‘ring,” ‘post,’-

or other place provided by a contract market for the meeting of persons similarly en-

gaged shall purchase or sell for any other person any commodity for future delivery

on or sub;ect to the mles of any contract market.” Commodxty E*(change Act, i .

US.C. § 2 (1970).

59. A futures commss:on merchant is an mdmdual as;ocxahon, parlnershlp, cor-
porahon,ortrust - 2 kst R L b ‘

engaged in soliciting or in acceptmg orders for the purchase or sale of any

commodity for future delivery on -or subject to the rules of any contract mar-

ket and that, in . . . connection with such sohcxtatlon or acceptance of orders, - -

accepts any money, securities, or property . . . to margin, guarantee, or secure .

any trades or contracts that result or may result. therefrom ; 4 :
Commodity Exchange Act; 7 U.S.C. § 2 (1970). - AT haatis Za

" 60. Commission merchants and floor brokers are subject to various ngulatlons.

Section 6d of the Commodity Exchange Act requires the registration of commission
merchants with the Secretary of Agriculture. 7 US.C. § 6d (1970)... Similarly, Sac~
tion 6¢ imposes registration requirements on floor brokers. 7 U.S.C. § 6e (1970).
Both  sections make it unlawful for such individuals to’ conduct commodity business
without such registration.-Section 6d also provides that-any funds received by a com-
mission merchant from a commodity customer shall be separately accounted for and
shall not be commingled with the funds of the commission merchant; in addition, the
section provides that such funds received may not be used to margin or guarantee the
contracis of any customers other than the one from whom the money was received.
7 US.C. § 6éd (1970). - Commission merchants and floor brokers are also required to
make reports concerning transactions and positions of their customers as may be r=-
Quired by the Secretary ‘of Agriculture; in addition, both are requu-ed to keep books

and records pertaining to such transactions and positions in pccordance with require- -

- ments established by the Secretary. Such books and records are also open to inspection
by any representative of the U.S. Department of A,nculn.re or tbe Department of Jus-
“tice. 7 US.C.§ 6g (1970). -

61. The SEC’s first attempt to define commodity options as s=cuntlu was as-
serted in SEC v. Goldstem-Samuel:on, Inc., No. 73-472 RIK. (CD Cal, Oct. 11,
"1973). :

62. California Crackdown, supra note 2, at §, col. 2.




E

®

L

)

T TN MO OT PR AT T SNRE 1AM AT STy 5

(LA

1

R )

vy

+

e R Tl ] w-,wlwwmmvtﬂﬁ-ﬂmbwwmmmmf T % ;
. » “
b

”
-

LT i

RS

i
THNPERN 2

R e T Ty ap—

ihar oy S e o

1

|
|

FRRLON Sy iy
AR, LS

i

1426

SOUTHERN CALIFORNIA LAW REVIEW [Vol. 47:1418

in the form of margin. This allows the c—)ption’pﬁréhaser'to wait out
the option period without fear of having to deposit additional funds.

“Thus, the use of commodity options has certain distinct advan- = -

tages as an alternative to the use of commodity futures contracts. The
limitations of loss potential coupled with the freedom from margin calls
frees option purchasers from-two swmhcant risks mherent in ‘com-

" modity futures trading.

2 Abuses Surroundmo Commodzty Optzons
Noththsta.ndmv the advantaoes to be gained by tradmc in optlons

aAtvEs Ry

p = §T 2

==
s

rather than direct commodity futures, trading in options before 1971

was donea on a small scale.-

It was not until Harold Goldstein devel- -

oped the technique, approximately two years -ago, of promoting the
sale of commodity options with heavy advertising and “hard-selling”

. agents that commodity optlons began to be traded ona Iaroer scale 3

In 1971 the year Goldstem-SamueIson, Inc was formed, the fn'm
recorded $1,000,000 in option sales. By the end of 1972, with the -

‘help of intensive advertising and a network of offices in the U.S. and
abroad, the firm gross income had soared to $45,000,000.3*

Option

trading was halted in late February, 1973, but, in the 18 selling days

in February, $31,000,000 in commodity options were sold.3*

:The

firm’s success spurred other firms to enter the option business, with
Within a short period of time the .
commodity option business had become a $200~300 million a year in-

most starting on a “shoestring.”

dustry.?®

- -, -

However, as rapidly as sales and apparent success had come to
the option industry, so did it depart. In early 1973, Goldstein-Samuel-
son and two other large option firms in the Los Angeles area were-
put into involuntary receivership and further sales of such options were
forbidden by the California Corporations Commissioner.*” A number

33, Callforma Crackdown, supra note 2, at 5.

34, Id.

35. Stipulation of All Relevant Facts in Lieu of Trial on Preliminary and Perma-
nent Injunction for the Plaintiff at 7,-S.E.C. v. Goldstein-Samuelson, Inc, Na. 73-472

RIK (C.D. Cal,, Oct. 11, 1973) [hereinafter cited as Snpulatlon]
36. Seé California Crackdown, supra note 2,7at 5. -~

.o S e

37. In re Goldstein-Samuelson, Inc, No. 7303131 (C.D Cal., filed Mar. 29,

1973); In re Puts and Calls, Inc.,

re World Wide Commodity Options, No. 7302763 (C.D. Cal,
anted in SEC v. Goidstein-Samuelson, Inc., No. 73-472 RIK (C.D.

An injunction was gr
Cal., Oct. 29, 1973).

No. 7303706 (C.D. Cal,, filed Apr. 10, 1973); In

filed Mar. 20, 1973).

=

-—
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Since the Comrhodity Exchaﬁge Act failed to p;'ovidc effective

- control, and the SEC had not attempted to extend its jurisdiction into
-the commodity field, the door was open for commodity option under-
writers to function in an area free from interference by federal agen-

cies. Such freedom from regulation unfortunately resulted in signifi-

cant abuses exemplmed by the Goldstein-Samuelson experience.®?

Due to the federal government’s fa:.lure to provide adequate pro-

tection in the area, state governments have attempted to bring the
market in hard-sell commodity options under some type of state con-

trol. The general thrust has been to define commodity options as “se-

curities” within the framework of their blue sky laws and to effcctlvely
put a temporary halt to virtually all commodlty option sales.®

tate courts which have been presented with the problem of
whether commodxty options are “securities” have been faced with fac-
tual patterns wherein the options being sold were not backed by
actual commodities or futures contracts, i.e.,, naked options. These

couris have generally held that such option contracts are securities. -

The bases of the decisions center upon. findings that the purchasers
of such options relied upon the efforts of others to secure theu' profit
and were investors in a common enterprise.®®

The courts have qot, however, set fortﬁ the boundaﬁes-of-ﬂieirh,

lecisions. It is not clear whether such reasoning is meant to apply ..

only to naked options or is equally applicable to all commodity op-
tions.®® It is suggested that although the legal analysis may have some-

justification in respect to naked options, it does not reach commodity
options which are adequately backed.

Although commodity options provide a more desirable form of
investment for some commodity investors, the abuses surrounding their
sales have led to considerable skepticism on the part of many investors

_63. See text accompanying notes 39-50 supra. ’

" 64. Not all action against commodity options has been )udxcxally mstltut.d.
Some action has come through pressure from state corporation commissioners by use
of administrative opirions concerning their future enforcement of their blue sky Iaws.
Such pressure has resulted in voluntary restraint of sales by option underwriters. See

Celorado Division of Securities Administrative Order, May 22, 1973, CCH BLUE Sky
L. Rep. § 9722.

65. See notes 79, 85, 86 and accompanying text infra.
66. See Colorado Division of Securities Administrative Order, May 22, 1973,

‘CCH Brue Sxy L. Rep. T 9722, in which the Division specifically mentions the possi-

bility of backed options but does not distinguish them from naked options, choosing
instead to treat all commodity options as securities under its blue sky laws.
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and spotty regulation on the part of government agsncies. Even
though many commodity option underwriters operate with sound fi-
nancial backing,®’ they have nevertheless discontinued sales of such
options due to the uncertainty connected with the legal status of the
option. In order to restore use of this valuable investment vehicle,
federal legislation should be introduced which will clarify the commod-
ity option’s legal status and provxde a framework for regulated trading
of such optlons . o e -

T o o 2 s~ o= | E

II. “SECURITY” STATUS OF COM\/IODITY OPTIO\IS

"In analyzing the issue of whether an adequately covered commodzty

option falls within the definition of a “security” as defined by most
states, the individual state definitions of a “security” will be presumed

“for purposes of this Note to be similar to that of § 2(1) of the Se-

curities Act of 1933.% Similarly, federal as well as state interpreta-
tions of the term * secunues will be ‘utilized as persuaswe authonty

Initially, it may be beneficial to analyze commodlty opnons in re-

- " spect to other options contracts which have been construed as securi-
ties. Opnons are securities when the underlying investment comes

within the definition of a “security” as defined in § 2(1) of the Se-
cuntles Act of 1933."° The underlying investment in a commodity

67. See California Crackdown, supra note 2 at 5, col. 3. A number of leading
option underwriters and trading houses have formed a group, The Commodity Ex-

tal prohibition of option trading. CEMFODA is currently submitting suggestions
which may aid in eliminating abuses in commodxty option trading. N.Y. 'l‘imes, Apr.
12, 1973, at 68, col. 6. S el

-

68. Section 2(1) of the Securities Act of 1933 states that s : ;»-

(1) the term “security” means any note, stock, treasury stock, bond
debenture, evidence of indebtedness, certificate of interest or participation in -
any prohl-shanng agreement, collateral-trust certificate, preorganization certif-
icate or subscription, transferable share, investment contract, voting-trust cer-
tificate, certificates of deposit for a security, fractional undivided interest in
oil, gas, or other mineral rights, or, in general, any interest or instrument
commonly known as a “security”, or any certificate of interest or participation
in, temporary or_interim certificate for, receipt for, guarantee of or. warrant
or right to subscribe to or purchase, any of the foregomg

15 US.C. § 77b(1) (1970) (emphasis added). X
69 One commentator feels that state and federal cases are mtemhangeable in this
area “since § 2(1) was modeled on the definitions in some of the state blue sky laws

. and in turn influenced many of the new state statutes enacted since 1933." 1L Loss,

SECURITIES REGULATION 456 (2d ed. 1961).
70. The S.E.C. has relied upon the phrase thhxn § 2(1), “or nvht to subscribe
to or purchase” any security, in order to bring options within the definitional scope

- of the term “security.” See, e.g., S.E.C. interpretive letter Ir re Dean Witter & Co., -
" CCH Fep. Sec. L. Rep. { 78,602 (1971). For a possible argument that “calls” do not

* 8

. change Member Firm Option Departments Association, which is seeking to prevent to- . .
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option is the commodity futures contract. Courts have consistently
~ held that commodity . futures. do not fall within the term “investment - -
contracts” and are not securities™ because a futures contract in-
_volves no common enterprise’ nor reliance upon the efforts of others-~
for profit realization.” Since the underlying futures contract is not
security as defined by § 2(1) of the Securities Act of 1933, an op--
tlon upon such an investment should hkewxse not be charactenzed as .
a“secunty s, ‘; G At

0 FrE
Mk L =

Nevertheless, those states Whlch have acted against commodxty 253

option underwriters have generally taken the position that the com- -

" modity options are subject to state security laws because they are “in- -

restment contracts.”” The Supreme Court has undertaken to define -

_the term “investment contract” by setting forth a-two-pronged test. . In .
' SEC v. W. J. Howey Co., the Court stated that for the purposes of -
the Securities Act an “investment contract” is “a contract, transaction
or scheme whereby a person invests his money in a common enterprise

~and is led to expect profits solely from the efforts of [others].””* L -

The “solely from the efforts of others” criterion established im .- .
Howey has been considerably eroded in recent years. Courts have
stated that the word “solely” should not be read as a strict or literal
limitation on the definition of an investment contract, but rather that
the term should be construed flexibly.™ A recent Ninth Circuit case
stated the test as whether efforts made by those other than the investor
are undeniably significant ones, in the sense that they are the essential
managerial efforts which affect the fallure or success of the enter- -

itiarally fit within the definition, see Gates, The Developmg Opnan Market. Regulatory
Issues and -New Investor Interest, 25 U. FLA. L. Rev, 421, 437-38 (1973).

71. Sinva, Inc. v. Merrill, Lynch, Pierce, Fenner & Smith, Inc., 253 F. Supp. 359
(S.D.N.Y. 1966) (sugar futures contracts are not “investment contracts™ as that term
is defined in the Securities Act of 1933). -

72. McCurnin v. Kohlmeyer & Co., 340 F. Supp. 1338, 1341 (ED La. 1972)
(2 commodity futures contract is not a secunty' thhm federal securities ]aws govern-

" ing broker’s liability to his customers).

73. Schwartz v. Bache & Co., 340 F. Supp. 995, 998, 999 (SD Towa 1972) (status
as one of the few brokerage houses capable of being a “marketmaker” not a sufficient
basis for finding reliance upon the efforts of another).

74. ‘The term investment contract appears in some thirty of the state security stat-
puies. 1 Loss, SECURITY REGULATION 4383 n.77 (2d ed. 1961).

75. SEC v. WJ. Howey Co., 328 U.S. 293, 298, 299 (1946) (an offering of units .
of a citrus grove dzvelopment coupled with a contract for cultivating, marketing, and
remitting the pet proceeds to the investor is an offering of an “investment contract”
'within the meaning of that term 2s used in § 2(1) of the Securities Act of 1933).

76. See, e.g., Georgia Mkt. Cents., Inc. v. Fortson, 225 Ga. 834, 171 S.E.2d 620
(1563); State v. Hawaii Mkt. Cent., Inc., 52 Haw. 642, 485 P.2d 105 (1971)

-
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prise.”™ The SEC has concurred in these court decisions. In a recent

~ release’™ the Commission stated that an investment contract may be

present in a situation where the investor is not wholly inactive but
merely participates to a limited degree in the operation. of the business,

Faced with meeting the criteria of Howey, the state courts have

" approached the question of “reliance upon the efforts of others for

profit” in a unique manner. The courts.seem to have looked beyond
the ability of the investor to realize a profit based upon the price -
movement of the underlying commodity, and have focused instead
upon how and from where the funds were to be raised in order to
pay the investor the profit he realized.”. -Since the commodity option

--underwriters did not own or purchase the underlying commodity fu-

tures upon the sale of a commodity option, they could not fulfill the
" contractual obligation to deliver the futures contract upon exercise of |
the option. However, since it was necessary to at least pay the option
investor any profit earned on the exercise of his option, the under- -
writer had to earn a profit through independent investing in order to
pay the investor his proﬂts “Therefore, the authorities contended that -
the investor was relying upon the efforts of the wnderwriter to realize
'@ profit on its investment in order to be paid the profxts earned on
his original option mvestment i it gl s

Although this reasoning could arguably be the correct result for
naked option contracts, it cannot be sustained when applied to a
“backed” commodity option contract since the underwriter nesd not
earn a separate profit to pay the option investor his gain. Even in
light of the more expansive construction of the “reliance upon the ef-
forts of others” criterion, it would not seem appropriate to say that a

77. SEC v. Glenn W. Turner Eaterprises, Inc., 474 F.2d 476, 482 (9t Cir:
1973) (self-improvement contracts which primarily offered the buyer the opportunity
of eaming commissions on the sale of contracts to others were “investment contracts™
and thus “securities” within the meaning of the federal securities laws, even though ~
buyers were obliged to contribute thexr own efforr.s in finding prospects and bringing
them to sales meetings).

- © 78. Sec. Act REL. No. 5347 [1972-73 Transfer Bmder] CCH Fen. SEC. L RE_P

1 79,163, at 82539.
79. California Corps. Comm’r v. Puts & Calls, Inc., Civil No. 5107} (Sup. Ct.
- L.A, Aug. 7, 1973). Since the judgment was not accompanied by a full opinion of
the presiding judge, arguments are based upon the prevailing party’s trial memorandum
and memorandum of points and authorities supporting various pre-trial motions;
Comm'r of Securities v. First Federated Commedity Trust, (Cir. Ct. Balt. Cty, Md.,-
Feb. 1973), 192 Sec. Rec. L. Rep. E-1 (1973).
80. Brief for Petitioner at 17-19, California Corps. Comm’r v. Puts & Calls, Inc,,
Civil No. 51071 (Sup. Ct. L.A,, Aug. 7, 1973).




© 1974] COMMODITY OPTION TRADING 1435

‘purchaser of a commodity opnon which is adequately backed cxpectsr:
to derive his profits from the efforts of others. Such an investor ex-
pects that a commodity futures contract will be in the inventory of the
- underwriter or that he will purchase one in order to back the option. .
An investor’s expectation of profit in an option transaction then arises . .
solely from the speculative hope that the market price of the underly- . .
ing commodity will sufficiently advance or decline so as to enable him L '
to exercise the option, receive possession of the underlying commod- L
ity futures contract, sell the contract, and reahze hlS proﬁt from the -
" sale. S S e § e i

Once the non-naked option is purchased, the inveStor is left to . £
his own devices in realizing a profit; his analysis of the market-and = . =~
its futeré fluctuations will determine at what point during the term™ -
of the option he will exercise his right to purchase or sell the futures =~ >
contract. Evaluation of the correct point in time at which to exercise- - ;
becomes crucial.. If the option is a call and the market price of the o :
underlying commodity advances rapidly early in the option term, the-
investor must determine whether to .exercise at this point and recog- - . e
nizz his profit or await further market action. If he waits and the &
market advances, he secures additional profit; on the other hand, if
he waits and the market declines, he may forego the profit entirely N
and instead incur a loss. Determination of the point at which to exer- - - : }
cise the optlon is an investment decision completely within the inves- i
tor’s control, and no reliance upon the efforts of the underwriter is
eeded to reach such a decision.®> Therefore, since the - purchaser -
of an adequately backed commodity option does not significantly rely
on the efiorts of others to earn his profits, he does not meet the “re- e
liance” criteria of Howey. ' '

'
o 1

81. Activities of the underwriter must be limited to the underwriting and sale of . .
such options for additional activity may bring them within the prohibited areas. If in
addition to its underwriting, the underwriter accepts funds from the investor with the sFe
understanding that the underwriter will make investment decisions for the investor, such - _ ]
a transaction may be considered a discretionary account. The status of such an ac- - =
count as a “security” is not definite at this point. In two federal district court cases, ’
Mateu v. Reynolds & Co., 282 F. Supp. 423 (S.D.N.Y. 1967) and Berman v. Orimex
Trading. Inc., 291 F. Supp. 701 (S.D.N.Y. 1968), the courts held that an agreement -
whereby a customer placed funds in the hands of a broker to be invested in various
commodity futures contracts and was led to anticipate profits from the investments
made by such broker was an “investment contract” and a “security” within the federal
securities laws. However, in a more recent case, Milnarik v. M-S Commeodities, Inc.,
457 F.2d 274 (7th Cir. 1972), based upon similar facts, the Court of Appzals held _
that such an account did not meet the “common enterprise” requirement of SEC v.
Howey and therefore was not an “investment contract™ or “secunty“ as defined by the %
Securities Act of 1933,

RIS AAR S I
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The second cntenon set forth by the Court in Hawey was that the

investment be made in a “common enterprise.”

32 Since Howey, courts

have repeatedly stressed the significance of finding a “common enter-
prise” in determining whether particular investments are “securities”
within the statutory defuntlon.83 One of the criteria utilized in ascer-_
taining whether.an investor is investing in a “common enterprise” is-
the determination of the feasibility of individual economic’ develop-
ment of the investment. If the investment cannot be economically de-

In approaching the -

“common enterpnse

\veloped thhout the mutual cooperation. of other similarly situated in-
‘vestors, courts have found a common enterpnse or poolmv of mtere.»t.s o

-—.iu -

problem, the state

courts again looked behind the form of the transaction.®® . It was ar- -
gued that since there initially was no backing for the options, in effect,
the funds which were being utilized to pay an investor who had earned

a profit on the exercise of his option were coming from other investors

—either from past investors who had suffered a loss of premium due -
to- lapse of the option or from new investors’ premiums.®® . From this, .

‘the courts seem -to have reasonmed that since all premiums went into
a common pool, the investor who profited could not be. paid unless

L

there were losers or additional investors from which to derive the
funds. Since the investor’s monetary realization was dependent on the.
funds of other investors, he had invested in a common enterpnse. FLo

The factual situations presented to the courts have been based

.solely on the operations of an underwriter who sold naked op-

tions.®” The courts’ legal analysis and conclusion that such conduct
resulted in a “common enterprise” may have been arguably correct. -
However, when the operation of an underwriter who sells adequately -
backed options is -analyzed, a similar result is not justified.~ Although
an underwriter of backed commodity options will engage in a multi-
tude of option transactions all bearing similar characteristics—e:g.,
terms, conditions, underlying commodities—each option sale is an indi-

vidual tramsaction. Each adequately backed commodity option -is sus-

82. SEC v. W.J. Howey Co., 328 U.S. 293, 299 (1946)
83. Milnarik v. M-S Commodities, Inc., 457 F.2d 274, 276 (7th Qr 197")-
84. See Sarmento v. Arbax Packing Co., 231 Cal. App. 2d 421 (1964) (80-acre -

plot was susceptible to independent economic development so that a “common enter-

prise” was lacking).
85. See note 79 supra.

. 86. Memorandum of Points and Authorities in Support of In)unctxon for Peti-
tioner at 5, California Corps. Comm’r v. Puts & Calis, Inc., Civil No. 51071 (Sup. Ct.

L.A, Aug. 7, 1973).
87. See note 79 supra.
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cepiible of independent economic deveiopment; i.e., profit can be re-

alized without the mutual cooperation of other similarly situated in-
vestors. The profit anticipated by the option purchaser is wholly inde- -
pendent of the profit or loss sustained by other option purchasers..
This is because, for each opnon sold, an underwriter who sells backed. s ¥ §
options will either have it in his inventory or will purchase the underly- :
ing futures contract, and will deliver such contract to the option pur-
chaser upon eventual exercise of the option. Therefore, eventual

of other purchasers or sellers similarly situated. Since each option. SR
contract is susceptible of independent economic- development and - - .-
profit realization, the option purchaser cannot be considered as invest-: - -

Since the purchase of an adequately backed commochty optlon
neither entails significant reliance upon the efforts of others to secure
a profit from the investment nor-involves investment in a common en-
terprise, the backed commodity option contract is not a “security” un- -
der current jud1c1a1 precedent, and thus should not be subject to the
regulatory provisions of the vanous state blue sky laws. o s Eeh

IV. PROPOSED FEDERALLEGISLATION - - - ~° -~ =
AFFECTING COMMODITY OPTIONS = © - = . = =

A. PROPOSED ADDIT[ON TO Comuom'n' REGULAmONs ~=

Concomitant with state attempts at tevulatlon of commodlty optlons
there have been three recent legislative or regulative proposals at the
federal level which would affect the status of current, non-regulated
commodity options. The most direct proposal has been initiated by g
the Secretary of Agriculture who has proposed adding a new regula- B
tion under the Commodxty Exchange Act 8  The proposed section :
states: - - . R

No futures commission merchant shall make, underwrite, issue, or - -

otherwise assume any financial respousibility for the fulfillment of, . =
any transaction which is of the character of, or is commonly known e
to the trade as, a “privilege,” “indemnity,” “bid,” “offer,” “put,” -

“call,” “advanced guarantee,” or “decline guarantee,” in any com-

modlty regardless of whether such commodity is included in the

term “commodity” as such term is defined in § 1.3(e).8°

4 88. The proposal is directed towards adding a new § 1.19 to part 1 of the regu- i
lations under the Commodity Exchange Act. See Commodity Exchange Authority, 17 ’
CFE.R.ch. I, pt. T (1573).

89. 38 Fed. Reg. 6190 (1973).

£
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.could suffer.

. ~ certainly valid,

The Commodity Exchange Authority’s (CEA)®® position is that -
option trading in unregulated commodities could become a threat to -
the financial stability of registered futures merchants. If such firms
. should underwrite, “issue;- or otherwise assume- financial’ respons'bxhty
for the fulfillment of unregulated commodxt‘y ‘options and suffer major
‘financial reverse, the possibility of which is inherent in the “naked”
option system, the firms' customers trading in regulated commodities
With a sudden demand for funds to pay option holders, -
or to secure the futures contracts called for by exercise of the option,
a futures commission merchant might become insolvent and be
tempted to dip into funds of customers dealing in regulated commodi-
‘ties to meet-its obligation to option holders.
. claims that a collapse of the option business with substantial losses to
option holders would seriously damage public confidence in the entire
‘brokerage industry and the whole system of futures trading which is
'so essennal in the orderly producuon and marketing of commodmes.“ﬂ_ .

Although the CEA’s’ purposes for- proposing the recrulatlon are
.its power " to- institute - the . regulation-can be chal- -
.lenged.®* The proposed regulation was issued pursuant to the author-
ity of §§ 5, 61, and 12a of the Commodmes Exchanoe Act:.93 '

- Section 5 of the Act states that: R

oA

['I']ransactlons in commodlty involving the sale thereof for future

- delivery as commonly conducted on boards of trade and known

as “futures” are ‘affected with a national public-interest; . ~. . the
transactions and prices of commodity on such boards of trade are
susceptible to speculation, manipulation, and control, and sudden
or unreasonable fluctuations in prices thereof frequently occur as
a result of such speculahon, manipulation, or control ~which are

detrimental to the producer or the consumer and the persons han- - -

dling commodity and products and byproducts thereof in interstate
commerce, and such fluctuations in price are an cbstruction to and

a burden upon interstate commerce in commodity and the prod-

ucts and byproducts thereof and rend°r reoulauon unperatwa for

90. - The Commodity Excha.ng Authority is respousmle for admmxstenng the
Commodity Exchange Act; it functions as an agency of the United States Department
of Agriculture. KRrRoLL & SHISRO, supra note 4, at 40. - -

91. 38 Fed. Reg. 6190 (1973).

92, A more detailed argument against the proposed revulauon can be found in

Letter from Cadwalader, Wickersham & Taft to Alex C. Caldwell, Administrator of the
. CEA, May 22, 1973, (Letter on file in offices of the Southern California Law Review).
93. 38 Fed. Reg. 6190 (1973), issued pursuant to 7 U.S.C. §§ §, 6f, 12a (1970).

SOUTHERN CALIFORNIA LAW REVIEW [Vol. 47:1418 '

.The CEA additionally-_
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the protection of such commerce and national public interest.

| therein® - -
Although the language of § 5 seems broad enough to encompass

- any form of necessary commodity regulation it must be remembered that -
the term “commodity” has a limited meaning within the Act and does -
not extend to all commodities currently being traded. The extent of .
the section then is limited to regulation of those traded commodities . :
which are listed in § (2) of the Act®. It can be argued that the -
proposed regulation’ extends . its regulatory effect beyond- those com- ..
modities specified within the Act and is therefore beyond the jurdsdie-
tional limits of the CEA’s. authonty "There would seem to be no man- e
date to the CEA to attempt to limit activities in non-specified commod-— s

“ities. The CEA’s jurisdictional boundaries have been specifically de-
fined by Congressional inclusion of only certain commodmes within
the definition of “commodity” under the Act. T s »

" The CEA also relies upon § 12a of the Act which confers the © .
power “to make and promulgate such rules and regulanons, as in the « - . °
judgment of the Secretary of Agriculture, are reasonably ‘necessary to
effectuate any of the provisions or to accomplish any of the purposes .
of this chapter.”®® Again, however, the purpose of the Act is reoula-A S
tion of the trading of those commodities spec1f1ca11y listed within the - %
Act in order to prov1de protection for commerce in such commodities.
Congress has not given the CEA the power to promulgate rules and
regulations which would extend to non-specified commodities.

Section 6f of the Act contains dxsc:losure reqmrements for reg-
istration of commission merchants and also empowers the Secretary
of Agriculture to fix minimum financial requirements for such mer-
chants.*” The section should be interpreted in light of the purpose
of regulation of specified commodities and protection of investors in
such commodities. Although the Act does confer on the CEA author-
ity to regulate activities of commission merchants in their dealings in
regulated commodities, the Act does not authorize the CEA to forbid
such persons from engaging in activities other than as comzmssmn mer- - -~
chants dealing in regulated commodities. E o

Proposed § 1.19 would have the result of so limiting the activities
of commission merchants and is accordingly beyond the power of the

4

94. Commodity Exchange Act, 7 US.C. § 5 (1970).
95. See note 1 supra. ) . i
96. Commodity Exchange Act, 7 U.S.C. § 12a(5) (1970). . Z
' 97. Commodity Exchangs Act, 7 U.S.C. § 6f (1970). i :
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CEA. Such an extension of autherity is particularly unwarranted since
§ 6d(2) of the Act explicitly provides protection for the investor by .
requiring that money or property received from the purchase or sale
of -any commodity futures “shall bé separately accounted for and shall *
not be commingled with the funds of such commission merchant or
be used to margin or guarantee the trades or contracts, or to secure
‘or extend credit, of any customer or person other than the one for
whom the same are held.”®® Even though the commission merchant
might engage in financially unsuccessful non-commodity-related ac-
tivities, the segregation of commodity. funds should provide adequate
“protection for the investor’s interests. The CEA proposal goes beyond

~the segregation rule. ‘Although perhaps a sound proposal, nothing in

the Act would seem to support such efforts. . That the .commission
merchants might be tempted to dip into the funds of customers to sat-

_isfy their option holders does not seem sufficient to confer authority

on the CEA to take steps beyond those specxfxcally authonzed by Con-

- -.—---'-.' # --: x-;u. 2 % o,

~ Even assurmnv authonty for such pmposed regulations, the regu~

.latlon does not extend far enough to prevent current abuse.  “Those

f1rms which have had proceedings brought against them have not been
“commission merchants” as that term is defined in § 2 of the Act.”

. They are instead option issuers, firms which engage in the underwrit-

ing and sale of such options. The options issuers are the entities .
which must be brought under control. The proposed regulatmn falls
short of having ]unsdlcuon over these entmes. .

-

N
o

0
g
)

B. CONGRESSIONAL PROPOSALS

There are also two proposals currently before Congress whzch would
-affect the status of commodity options. - The two proposals, H.R. 5406
and S. 2578, both atterapt to extend the jurisdictiomal scope of the
term “commodity” by defining the term in a flexible manner so as
to allow a commodity to automatically come within the jurisdiction of
the Act when certain criteria are met.'®® Because § 6c of the Act

98. Id.at § 6d(2).
99. See pote 59 and accompanying texi supra. .

100. H.R. 5406, 93d Cong., 1st Sess. (1973) which was introduced by Representa-
tive Paul Findley would delete the reference to specific commodities currently within
§ 2a of the Commodity Exchange Act and insert in lieu thercof the phrase “any agri-
cultural product, forestry product, or natural resource (either in raw or processed

form), including divisions, multiples, or derivatives of the aforementioned, that are
traded on exchanges in futures contracts.”
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pronibits trading in options of defined commodities,'®! if the definition
of “commodity” -is- extended to encompass all commodities, as would
be the case under the congressional proposals, commodity option trad-
ing will be totally prohibited. .

The definitional approach adopted by the proposed legislation

which would automatically incorporate a new commodity into the ju--
- risdiction of the Act is a much needed measure; it will facilitate more . -

efficient control of the commodity trading industry. The result of the

provision, however—total prohibition of commodity optlons——does not -

seem very-practical since commodity options can provide valid eco-
nomic benefits to both the immediate parties to the optlon contract
and to the consuming pubhc asa whole. -

- S L

V. BENEFICIAL USES OF CO\'IMODITY OPTIO\IS
Both federal and state attempts to revulate the sale of commodlty op-

tions have proceeded in a haphazard manner. Little analysis has-been

given to the useful role options can play in a commodities market.
Commodity options can facilitate overall reduction in prices of manu-

factured goods, aid in the perpetuation of a representative auction -

market, and mitigate artificial supply and demand situations created
by margin calls. Unfortunately, although options do perform these .

.vaiuable functions, most regulatory attempts have the effect of thexr

complete proh1b1t10n.

. REDUCTION OF CONSUMER Prices

The risk of price fluctuations is inherent in “the holding of colmnodi-hh

ties; the commodity option, in effect, derives its functional utility from
the presence of such risk. The commodity option provides a means
of either transferring the risk or transforming its character. As an ex-
ample, a manufacturer who has just entered into a sales contract for

S. 2578, 93d Cong., 1st Sess. (1973) which was introduced by Senator George Mc-
Govern would allow reference to the specific commodities to remain, but would insert
the phrase “and all other goods and articles and all services, rights, and. interests in
which contracts for future delivery are presently or in the future dealtin. . . .” -~

In addition to the above proposed change in existing law, S. 2578 seeks to replace
the existing commodity regulatory scheme with a fully independent five-member Com-
modity Exchange Commission similar in structure to the SEC. Another bill, S. 2837;-
%3d Cong., st Sess. (1973), introduced by Senator Phillip Hart, is also directed at re-
vamping the regulatory scheme of the Commodity Exchange Act. It does not, how-

ever, contain provisions which- would extend the jurisdictional definiom of the term -

“commodity.”
101. See note 54 and accompanying text supra,

1441 -

<

T NI




T R s

i

(il

ITVRNI Y e e '\wmmw

- gy

Shbidn o ot DA i il i DA AL bl LA AN

e g e R ST 2 TS D

‘the manufactured goods at a lower price. Commodity options, there-

“the benefit of the consuming public.*®
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goods whose productxon will begin several months in the future can
utilize an option to protect himself- from possible-fluctuations in- the
price of raw materials.’°* If he anticipates a rise in raw material

e pnces a call will afford him the opportunity to purchase the raw mate-. .

rials in the future while at the same.time assuring him of present
prices. If an investment vehicle can protect the manufacturer from
the risk of large price fluctuations, that vehicle performs a vaIuable. :

. economic service for the ma.nufactuter.’_"_'" . £ - -

The mmumzatlon of risk through use of a commodnty option will

1 cirentually result in cost benefits to all parties. In a competitive mar-

ket, the assumption of a higher degree of risk is correspondingly asso-

* ciated with a highei expected return on investment. To achieve such

a return, the manufacturer must raise the.price of his product. Thus,
higher risk inevitably means higher cost to the consumer.!** Since

_the availability of commodity options.permits the manufacturer to re-

duce his risk, it follows that options enable him to reduce his costs.
That, in turn, means that consumers are thereby enabled to purchase ..

fore, provide a vehicle for risk minimization wlnch inutes directly to

—F =4 ".A.‘. " .5

g o b T T

B. FACILITATIOV OF A R.EPRESENTATIVE "VIARKET PLACE

'Appropnate mstruments for the transfer of risk, such as commodxty

options,. can be highly beneficial to the economic funcnonmo of the
commodity markets. They help to assign risks to those most willing
to cope with them. So long as the transactions are voluntarily entered
into, and participants are fully informed of the nature of the transac-

_tion and its concomitant risks, all nnmedxate pames to the transactlon
_may gain in the process. - .. oo .o -_—~- i e e

The role of a commodxty optlon may be ana.lovxzed to that of a
distributor who separates a homogeneous product into two separate
and distinct products for individual distribution, for example, a refiner .

who produces different grades of oil from his supply of crude- petro-

102. Although the same assurance of price stability could be secured by a futures
contract, the option avoids the unfavorable “margin call” aspects of the future con-
tracts. See notes 30-32 and accompanying text supra.

103. MATHEMATICA, supra note 27, at 5, 6. = : -
104, Implicit in the reasoning is that the costs borne by the ma.nufacturer will be
passed on to the consumer. To the extznt such increased costs are not passed on by
the manufacturer, there will be no such increase in price,
105. MATHEMATICA, supra note 27, at 16,
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leum. By separating the products, he produces nothing that was not
previously there. But after separation,-the-product is more desirable:
to a greater number of people, i.e., gas for the automobile owner and
kerosene for the kerosene user.

holding commodities into a variety of different types of investment
which differ widzly in their risk charactenstlcs and consequent investor
d°mand BT, . vl MmN - 9 o o

oSl S s . S . a2

Since the commodlty OpthD. prov1des a dlfferent type of risk than =3

the normal futures contract, it can be expected to attract a number
of investors to the commodities marketsfwho are not willing to accept
the risks associated with straight futures contracts. These new invest-
ors who enter the commodity market, like all speculators, will bring
with them various opinions as to the value of the underlying commodi-

. - These opinions add to the free market valuation process inherent

in our commodity system. The greater number of individuals contrib--

uting to the valuation process, the more representative the price tends
to become. To the extent that commodity options increase the num-
ber of commodity investors and aid in representative valuation of com-

modities, they perform a valuable economic function.!®? i s ol o i OE

C. MITIGATION OF ARTIFICIAL SUPPLY AND DEMAND SITUATIONS

Commodity options can also provide a stabilizing effect upon market
movements of commodity prices. When a purchaser of a futures con-
tract assumes a position, a margin deposit is paid to the Exchange
Clearing House. If the market moves sufficiently against the invest-
or’s position, he may be forced to deposit additional funds in order
to maintain his position.’®® If he is unable to deposit such funds the
broker has the power to enter into a forced sale of the position.**®
However, the investor may have wished to retain his position, in effect,
sustaining a “demand” for the commodity. Nevertheless, having been
forced into the sale of the contract, due to a failure to meet the mar-
gin call, a “supply” for the commodity has been created. Such a situ-
ation creates an artificial'*® “supply” and “demand” balance for the

106. ld at 11, 12,

107. Cf. BELVEAL, supra note 6, at 8; P. SAMUELsON, EconNoMics 399-405 (Sth
ed. 1970). .

108. See KRroOLL & SHISXO, supra note 4, at 217. i

109. See BELVEAL, supra note 6, at 267.

110. The situation is artificial in that the owner of the commodity future is aot

Just as the refiner produces different -
products with different demands from crude peiroleum of uniform .
composition,. the option permits transformation of risk associated with =

L
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underlying commodity. Since commodity prices are highly volatile
and margin calls can be frequent, the situation obviously can aggravate
the downward pressure on prices. Such failures to meet margin calls

‘may turn what would otherwise have been a slow decline_of prices

into a precipitous plunge.!*!

. However, if an option position has been assumed as a substxtut\.
for the futures position, the aforementioned situation cannot occur.

The option is not subject to margin calls and thus there is no triggering

mechanism which can force a “demand” posi_tion to become an artifi-
cial ‘supply” position.’'* :

Indeed, . the optlon tends to work in the opposxte d.u'ectxon.

~Rather than forcing immediate sale in résponse to- prices ‘that are al~
ready falling, the option may serve to postpone any market response.
The fact that the option termination date will typically:still be several -

months away acts as an inducement to sit out the price fall in hope- - ™~

that the economic situation will improve so that the option can still
be exercised profitably. Such a “postponement of pressures” may well
be precisely what is necessary to permit the market to recover. Thus,

the commodity option could have a stabilizing effect upon the com- . .
" modity market as opposed to the possible destabilizing effect of margin
calls required in the mvestment context of the straight’ futures contract. .

The valid economic uses of commod.lty optxons are not proffered
to deny that trading in options is not subject to abuse. - Any economic
activity can be misused by unscrupulous or 1rresponsi-b1e individuals.

“The answer to possible abuse, however, is adequate retrulatmu not

absolute prohlbmon B -

=
"F‘

VI RECOMME\IDATIONS FOR FEDERAL LEGISLATIO\I

The proposed federal legislative measures utilize too broad a brush’

to achieve their purpose. Rather than correcting the abuses surround-

ing commodity option ‘trading, they instead result in total. prohibition

of option trading.'*® A more pragmatic approach seems to have been
taken by California, which has attempted to-develop a regulatory sys-

tem which would control the sale and trading of commeodity options

rather than completely prohibiting them.'* Under the California law,

making a voluntary “supply” decision; the broker, a distinterested third party, is forcing
the salz of the contract. & % 3 T - 7
111. MATHEMATICA, supra note 27, at 26-28.
- 112, See notes 30-32 and accompanying text supra. -
" 113. See notes 100, 101 and accompanying text supra.
114. California Commodity Law AB 799 (Sept. 23, 1973).
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commodity options can be sold and traded as long as the requirements
of the California Commodity Law are complied with, and the commod-
ity option is sold pursuant to a permit issued by the California Corpo-
rations Commissioner.**> However, although California offers a regu-
latory scheme which guards against the inherent potentlal abuses in
‘option trading, it still allows the beneficial economic effects of com- -
modity option trading to develop. Federal legislation to the same ef-
fect is necessary. Although options. may be bought and or sold in -
California,’*® such trading is at least temporarily halted in some

states.?” In addition, although no express prohibition exists in other |
states,”'® the potential for the imposition of such a prohibition un- -

doubtedly exists. Given the clear benefits of option trading, a fed- -
eral regulatory scheme which expresly permzts such trading must be .
evised and adopted. ”

The most objectionable Aaspect of commodity option trading, as
recently carried on, is the lack of financial stability on the part of the
leading option dealers. In particular, the underwriters dealing in

aked options” have been most flagrant in maintaining adequate fi-
nancial reserves.’’® Rather than complete elimination of options, it
would seem more appropriate, because of their value in facilitating
commodity trading,**® to introduce federal legislation which would es-
tablish standards of financial responsibility among option underwriters._ -
The legislation should be directed toward -establishing minimum finan-
cial requirements for underwriters, thus insuring that the purchaser’s
option was backed by either actual futures contracts or financial re--

oves sufficient to provide the investor with funds upon profit realiza-
tion. . Such procedures. would virtually eliminate the objectionable

115. California Commodity Law § 41 (Sept. 25, 1973). The commissioner may
dery an application for or revoke a permit if he finds that the terms of the commod-
ity option caniract or the terms of any guaranty thereof are not fair, just, and equita-
ble. or that the manner and method by which such contracts-are to be offered -and
sold does not provide for fair, reasonable, and timely disclosures, or are such as will
work a fraud upon prospective purchasers. Id. § 41(c)(6). . See also CAL. ADpMIN.
Cobe Ch. 2.9, tit. 10, § 350.545 which provides guidelines as to when a commodity
option contract will be deemed not fair, just, and equitable. The section also estab--
lishes guidelines for the plan of operation of a commodity option issuer and for the
mathod and manner of sale of commodity options which should be followed to secure
a permit.

116. Although commodity options are permitted to be sold, there has been no reg-

s istration or sale of such options since the Act’s inception.

117. See note 38 and accompanying text supra. P e
118. New York and Illinois are prime examples. -
119. See text accompanying notes 39-50 supra.

120. See text accompanying notes 102-112 supra..
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“naked options” since they would insure some form of backing for the
options. Option trading would then be carried on only in adequately
backed options; the investor would receive adequate protection whiie
at the same time preserving a valuable commodity trading vehicle.

The first step necessary for effective federal regulation of the
commodity option is to bring commodity option underwriters and sales-
: . men within the jurisdiction of appropriate federal legislation.!?* The
B : Commodity Exchange Act establishes the basic guidelines and proce-

' dures which define the govemment’s role in the regulation of com-
modity trading. Its basic purposs is to provide protection for inter-

: state commerce in commodities by establishing procedures for “the po-
oL _— licing of contract markets and. futures trading-to- prevent market ma-
: - nipulation and unfair trade practices.”*** Since commodity option un-

_ : derwriters deal in options which depend upon the commodity market
- for their functional utility and to some extent influence supply and de-

‘ ‘ mand for such commodities,’®® it would seem most appropriate to
bring them within the purview of the Commodity Exchange Act.’**

b

T REVRE S PR A I ! DR A R G Y WA P00 ST 8, 1 K
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A substantive regulation which would facilitate control over the
‘expanding number of option underwriters would be the-mandatory
registration of such underwriters with the Commodity Exchange Au--
thority. Registration would require information concerning the busi-
ness in which the underwriter is, or will be envacred "’5“‘Amonu other

I 121. The Commodity Exchangs Authority has sta.ted that option trading could be-
=Sl : come a threat to the financial stability of the commodity markets. See note 91 and
accompanying text supra. -However, the commodity aption contract itself is not the
target of criticism; it is the abuses carried on by individuals who engage in the sale
of such options that has presented the commodity industry with problems. See notss
39-50 and accompanying text supra. ‘Therefore, in order to carrect such abuses, tae -
individuals who deal in such options must be made subject to appropm.te federa.l legis-
lation.
122, KROLL & St-usxo, supra note 4, at 40.
123. See text accompanying notes 102-112 supra. :
124. Commodity option undarwriters could be made subject to the Act by addition
of a section similar in structure to sections 6d or 6¢ making it unlawful for futurss
coramission merchants or floor brokers to engage in their respective businesses without-
| first having registered with-the CEA. Commodity Exchangs Act, 7 US.C.-§ 6,
{1970); 7 US.C. § 6d (1970). The section could be directed specifically toward mak-
ing it unlawful for any commodiry option underwriter to offer to sell or engage in the
sale of a commodity option unless registered with the Commodity Exchange Authority.
125. The material to be contained in such registration could be patterned after .
that contained in the registration forms of commodity futures merchants and floor
brokars. See generally Commodity Exchange Authority, 17 C.F.R. §§ 1.7-1.15 (1973).
Among the information contained in such registration forms, a report of the applicant’s _

P - financial condition as of a date not more than three months prior to the dace on which
- registration is filed is required. The commission merchant is also subject to continuing
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items, information as to the commodity option underwriter’s place of
business, the type of activity to be conducted -or the function to be -
performed by the underwriter, current financial statements, and the
current make-up of management of such underwriter could ‘be secured -

efore business could be commenced. Such information would afford
the CEA 2n opportunity to more closely momtor the status of ﬂrms
entering the option ﬁeld i

In addition, as an on~°om0 reqmrement, Congress could mandate 3

the submission of various reports; the authority to determine which . - -

reports might be deemed appropridte could be vested in the CEA.
Providing the CEA with flexible rulemaking power in this area would
allow the Authority to require industry wide reports when such reports
would help in focusing on possible areas of industry abuse of market

position or financial status of individual firms. Balance sheets, profit - = -

and loss statements, and various net capital calculations submitted at
regular intervals could significantly aid the CEA in overseemg the fi- -
nanciai responsibilities of the commodlty option issuers.**7

requirement to file a report of his financial condition as of each June 30 and each
December 31. Both futures merchants and floor brokers must also prepare a written
computation of their net worth at least once each month. Whensver such computation -
shows that -the registrant’s net worth has declined 20 percent or more from his net
worth as shown in the report of his financial condition which he most recently filed
with the CEA, he must immediately notxfy the CEA thereof Commodity Exchange
Authority, 17 C.F.R. § 1.10 (1973). " ;i
Similar information is required of commodnty opnon issuers by the Cahfomxa m,- :
istration statements. See CAL. ADMIN. CoDE, Subch. 29, tit. 10 § 350.515.3 (1973). -
126, If the Secretary of Agriculture, at any time, has reason--to -believe that an -
issuer has willfully made any false or ‘misleading statenrent of a material fact in any :
rzgistration application or willfully omitted t{o state any material fact which is required
to be statsd therein, he has the power to prohibit contract markets from trading with
the issuer until a hearing on the suspension of the issuer is conduct..d Commod.lty'
Exchange Act, 7 U.S.C. § 9 (1970). :
127. The Commodity Exchange Act currently allows the Secretary of Agriculture
to requirs futures commission merchants and floor brokers to make such reports regard-
ing their commodity transactions as the Secretary deems necessary: Commodity Ex-
change Act, 7 US.C. § 6g (1970). Congress could enact lzgislation which would in-
clude commodity option underwriters within the scope of the above section. In addi-
tion, the Commodity Exchange Authority could then subject such underwriters to the
reporting requirements of Part 15 of their regulations. See Commodity Exchange Au- .
thority, 17 CF.R. Ch. 1, pt. 15 (1973). The issuer would be subject to suspension -
from trading or revocation of his registration for false or misleading reports filed with -
the Secretary. Commodity Exchange Act, 7 US.C. § 9 (1970) and see notc 126 and

g accompanying text supra.

Under the authority of Section 29 of the California Commodity Law, the California
Corporate Commissioner has promulgated regulations which provide that a commodity
option issuer must give prompt notification to the Commissioner if his adjusted working
capital falls below 120 percest of the minimum adjusted working capital he is required
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Although reports need not necessarily be required in all areas,
records of various transactions should be required to be kept by option

" issuers and should be open to investigation by the CEA. At mini-

mum, every commodity option issuer should be reqmred to maintain
records indicating commodity transactions as to each customer, a com-

plete record of all commodity transactions entered into for the account

of the commodity option issuer, and a record of all commodity options

premium received, and the total obligation thereon.‘"8 s

Althouah ad.xmmstratxve monitoring can be qmte beneflclal reou—

,lauon directed toward the use and management of the.invested funds..

is probably the most critical factor in effective regulatxon of the com-
modity option industry. .. The objective is to eliminate commodxty op-
tions which are not “covered” by requiring adequate capital to be

available upon exercise of the option. Controls can be instituted which .
will sufficiently protect the investor while still allowing the option un-

derwriter to carry on his busmess in an effective and proﬁtanle man-
ner. : R R

Pihad SR oo
v AEeni s

The first steps which should be taken are to require all commod-
ity option underwriters to be members of a regulated exchange or con-
tracts market and to require all trades or sales of commodlty options -

to be effected through such orgamzahons."f’_ S_mce eact; vma]or futures -

to maintain. Car. ApmiN. Cobg, Subch. 2.9, tit. 10 § 350.535.1(b) (1973). He is
also required to forward to the Commissioner a weekly copy of daily reconciliations
of segregated customer accounts, showing total premiums received on outstanding op-
tions and the total obligations thereon. CAI. ADMIN. CODE, Subch. 29, ,tir. 10
§ 350.535.1(c) (1973).

128. Similar to the reporting’ requu-ements, Congras could sub]ect commodxty op—
tion underwriters to record keeping requirements by _including them within section 6g

" currently outstanding showing as to each, the position taken, the total

3

of the Commod:ty Exchange Act which already establishes such record . keeping require- ~ =

ments for commission merchants and floor brokers. Records required to be kept by
the CEA’s regulations include daily computahon of the amount of money, securities
and property which must be -in-segregated ‘accounts, a monthly statement for the cus-
tomer and a record of ths customer’s position in each future, a complete record of cash

commodity and futures tramsactions, and records of the customer’s mame, address, and -
principal occupation. Commodity Exchange Authority, 17 C.F.R. §§ 131, 1.32, 1.33, =

1.35, 1.37 (1973).

Section 29 of the California Commodity Law authorizes the Commnssloner to-re---
quire reports; in accordance with such power, the Commissioner has instituted regula-
tions requiring reports similar to those established by the Commodity Exchange Au-
thority. See Califormia Commodity Law § 29 (Sept 25, 1973); Car.. ApmmNv. Cobe
Subch. 2.9, tit. 10 § 350.535 (1973)-.

129. If commodity options underwriters are brought within the junsdxcuon of the
Commodity Exchange Act, they will automatically be subjected to section 6h which
makes it unlawful for any person to conduct a business for the purpose of soliciting
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exchange operates in conjunction with a clearing house,**® whxch sim-
" plifies clearing and settlement of tiarsactions and ensures contract
compliance, all trades by the option underwriter would go through a
clearinghouse, which would match up the trades and clear them.. - -- -

As the option underwriter issues a commodity option contract, he ~
should be required to forward the premium to the Exchange or its .
clearing house to be deposited in a separate segregated account main " %

" tained by the exchange.®! -The premium would not bé disbursed to 4
the underwriter of the optton ‘until such time as the option is either
liquidated, expired, or exercised. Since the premmm price of a com-
modity option contract approximates the margin quotation of the actual =
futures contract,'** the segregation of the'prcmium into an independ—~ oo
ent account, will in effect, provxde cover or “backmg for’ the option. ..

R

However, in order to more adequately protect the optlon mvestor -
an additional control should be instituted through which the investor =
will be assured that should the market move sufficiently in his favor . _
that the segregated premium would not cover his realized profit there
would be additional funds available to do so. A simple cleanno house -t
procedure can be used to effectuate sucha result 2 -

e el

Ty PP 1. = e

As an optlon underwnter enters mto a sales ttansactxon throuvh

,z~.'~',

or accepting any order for the pnrchase or sale of any commodity for future delivery -z -~ - °
unless such orders, contracts, or dealings are executed or consummated by or through.- =
a member of a contract market. :Commodity Exchange Act, 7 US.C. § 6h (1970).

To include option underwriters it may be necessary to add language which would make

it unlawful to conduct business for the purpose of soliciting or accepting any order for

“the purchase or sale, or option to purchase or sell any commodxty for futurc delivery -
except through a member of a contract market. - . o e

130.- Senate Bill 2837 would define “cleannahouse” as a central agency, wh.xch
may be a separate entity or part of an exchange, through which. transactions for the
purchase and sale of futures.contracts are settled- by matching: purchases- w1th ‘sales.” - 7 -
See note 100 supra. S A

131. Futures commission merchants are cumnﬂy required ta separately account
“for customer’s funds and are prohibited from commmghng such segregated funds with
their own funds. Commodity Exchange Act, 7 US.C. § 6d (1970). The Commodity
Exchange Authority has also established regulations which set out the exact mannsr
in which such segregated accounts must be held. In addition, they clearly delineate
the rights of the commission merchant in relation to use of the money, securities, or -’
property of the customer, and the inferest which may be earnsd thereon. Commodity
Exchange Authority, 17 CF.R. §§ 1.20-1.30 (1973). Subjecting commodity option is-
suers to the same type of obligations would adequately msure the preservanon of the
commodity option purchaser’s investment,

California has instituted similar coatrols which are applicable to commodlty opuon
issuers. See California Commodity Law § 30 (Sept. 25, 1973); CaL. ApMmN. Copge
Subch. 2.9, tit. 10, § 350:537.2 (1973). : = A :

132. See note 19 and accompanying text supra. *
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the exchange, the clearinghouse will record the transaction terms—
prémium, striking price, option term, efc. - If the account of each op-
tion firm is kept separate, the current outstanding position of the op-
tiori: firm can be deterrnined at any given point by a summarization
of his total individual transactions. The outstanding position of the
option firm can then be measured ‘against the current market price -
of the underlying futures contracts and a net profit or loss position
can be determined.’®® If the net loss position of the option under-
writer exceeds the amount of funds in his segregated premium ac-
count, the underwriter should be required to submit a check for the
amount of ‘excess of loss over premium segregation to the clearing

‘house before' the opening of the market the following day. -These

funds would also be deposited and credited to the segregated premium
account of the option issuer. Such a procedure on a daily basis would

‘assure the option investor that at all times during the term of his op-

tion there was sufficient capital to meet any profit he might realize.

Asa corqllary measure, Congress could provide that the ,exchange-
would guarantee to promptly meet the obligations arising under any
outstanding commodity option in the event of a default by the under-
writer. The guarantse could provide for payment in full of all
amounts due, or delivery of the commodity futures contract at the elec-
tion of the option holder. In turn, the exchange could fund such a
guarantee by requiring that each member of the exchange deposit, and -
keep deposited with the excha.noe an mdemmty bond in some prede-‘
termined amount. _ — i

The final, step in assuring financial responsiﬁility -
capital requirement for each underwriter. Although minimum capital
requirements designated by other federal legislation are generally -
quite low,'** such requirements would seem to provide somewhat of .
a buffer between total insolvency of the option dealer and the investor.
It can also provide an indicator that business operations should be
more closely monitored when the capital of the firms begins to ap-
proach the minimum capital requirement. A requirement that a com-
modity option underwriter shall have, and maintain a net working cap-

133. The net profit or loss position is not a recogaized profit or loss at this point
since the options are still outstanding; it is merely a measure of current paper profit -
or loss.

134. The SEC placss various net capital requxr:ments upon its brokers and dzalers .

aging from $2,500-525,000 depending upon when the broker or dealer registered and _
how be conducts his busicess. See SEC Reg., 17 CF.R., § 240.15¢3-1 (1973).
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ital bf at least $50,000 might providé a reasonable méasure'of safety
while at the same time causiag minimal capital tie-up to the under—
writer.'s?

Subjecting commodity option underwriters to the aforementioned
regulatory measures should sufficiently curtail the abuses .which have
been conanected with the sale of naked commodity options. In addition,
the CEA, conscious of the current abuses, can initially monitor such

underwriters more closely than it would its other “regulatees.” . A
combination of the two approaches should be sufficient to adequately
. protect commodity option investors-while -maintaining the economic
-benefits to be gained from commodity option trading - . oo

135. Futvres commission merchants must currently comply with minimum finan-
cial requirements established by tke CEA. No commission merchant may be registered
unless he has adjusted working capital equal to or in excess of the greater of (1)
510,000 or (2) the sum of specified safety factors plus five percent of the commission
merchant’s aggregate indebtedness. Commodity Exchange Authority, 17 C.F.R. § 1.17
(b) (1973). In the case of open futurss contracts held in customers’ accounts carried
by the commission merchant, the safery factor is one-half of 1 percent of the market
vaiue of the greater of either the total long or total short futures contracts in sach
commodity. Id. § 1.17(e). In the case of open futures contracts held in proprietary
accounts carried by the commission merchant the safety factor shall be 10 pesrcent of
the market value of the greater of either the total long or total short futures contracts
in each commodity. The ierm “propristary account” includes any account directly or
icdirectly owned or controlled by the commission merchant or a.nyone affiliated with
such merchant. Id. § 1. 17(f)

California imposes similar reqmrem-nts upon commodlty option issuers except that
the adjusted working capital minimum is $100,000 or the sum of the safzty factors plus
10 percent of the issuer’s.aggregate indebtedness, whichever is greater. CAL. ADMIN.
Cobg, Subch. 2.9, -tit. 10, § 350.537.4 (1973). See also”id~§ 350.537(c) and (d).

135. If Congress were to reasonably find that the sale of commodity option con-
tracts is susceptible to speculation, maaipulation and control, affecting market prices
of future contracts in such a way as to cause a direct burden oa and interference with
interstate commesree, it could legislats regulations for the protection of such commercs:
See Board of Trade v. Olsen, 262 U.S. 1 (1922) holding that Congress had the power
to provide for placing grain boards of trade under federal supervision as “contract mar-

kets.” Congress has the constitutional responsibility for coatrol _of interstate com-

merce; consequently, state courts would not be permitted to dscide whether Congress”
authorization for and regulation of commodity option contracts was appropriate. Cf.
Albers v. Lamson, 380 1L 35 (1942); Goffe & Carkener, Inc. v. Henneberger, 132
Kan. 2i1 (i1931). However, even if Congress did enact lagisiation regulating the sale
of commodity options, it would not so cccupy and preempt the field as to deprive the
statz of authority to regulate trading in commodity options, except to the extent that
the state regulations conflicied with the federal regulations. See Rice v. Board of
Trade, 331 U.S. 247 (1947) (state regulations, promulgated bvt unadopted, canrnot ba
dsemed to conflict with fedaral regulations and any claim of supsrsedure is premature).
Therefore, unless the California Commodity Law directly conflictad with the provisions
of ths federal legislation, the state’s regulaiion of commodity option sales could coexist
with that of the fzderal system.
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VIL CONCLUSION . -

Commodity aption contracts are a beneficial means of transferring the -
risk involved in commodity ownership to those most willing to cope -
with such risks. Commodity options should be permitted to be utilized - -
because they are valid investment devices. However, it is imperative
that a viable means of control over the sale of such .options be insti- -
tuted. State attempts at regulation of commodity options by deeming
such options to be “securities” seem to be inappropriate inasmuch as .
they do not necessarily involve undue reliance upon the efforts of oth-

“ers to realize a profit nor an investment in a common enterprise. Cur-

rent proposed federal legislation tends to either fall short.of providing . -
the control needed, or extends to a total prohibition of all commodity
option trading. A more realistic approach would be to permit the use -
and trading of commodity options, to subject the sale of such options -
to the regulatory provisions of the Commodity Exchange Act, and to
provide additional legislation which would assure the financial respon-
sxb1hty of the members of the commochty opnon mdust:ry :




Mamozandum

To Norman X, Ross, Jr.

Domestic Council Staff

The White House

Prom: Jack W, eu:hmA |

United States Department of the Interior

OFFICE OF THE SECRETARY
WASHINGTON, D.C. 20240

Septesber 27, 1974

Assiscant uavuty - Enexgy and Minerals
Subjects Meubership - Commodity Commission

1 recommend the follewing individuals for consideration to be wembers

of the Commodity Commission:

Indusiry

B. D. Isisenving, Jr.

President, Westmoreland
Coal Company

2500 Pidelity Building

Philadelphia, Pennsylvania 19109

Ian MacGregox

Chairman, AMAK, Inc.

1270 Avenue of the Amaricas
New York, New York 10020

Geoxrgs H. Weysrhasuser
President, Weyerhasuser Company
Taocoma, Washington 98401

Environmentalist

Michael MoCloskey

Executive Director

Sisxza Club

1015 Mills Tower

San Fransiscoo, Califoxnia 94104

Acadenic

Paul Machvoy
Massachusetts Institute of

Technoloagy
Cambridge, Massachusetts 02139

Bdward Mitchell
Univezeity of Miehigan
Ann Arxbox, Michigan 48104

Research tute

President, Rssources for

the Future, Inc.
1755 Massachusetts Avenue, N. W.
Waghington, D. C. 20036



Re: The Commission on Raw.Materials Shortages

Bureau of Mines suggestions:

-As_Executive Secretary -

Dr. Walter R. Hibbard Vice President
Owens-Corning Fiberglass, Toledo, Ohio
(formerly Director Bureau of Mines)

Dr. Earl P, Hayes, Consultant (formerly Chief
Scientist BuMines) Washington, D.C.

Dr. Joseph W. Berg, Jr., Executlve Secretary, Div. Earth Sciences
National Academy of Sciences,Washington, D.C.

As Members of the Commission -

Mr. Charles D, Michaelson, President, Metal Mining Div. .
Kennecott Copper Company, New York, New York

Mr. Charles F. Barber, Chairman (or Simon D. Strauss, Executive Yice President)
American Smelting & Refining Co., New York, New York

Mr. Ian MacGregor, Chairman
AMAX, Inc., New York, New York

Mr. Eric A. Walker, Vice President
Alcoa, Pittsburgh, Pennsylvania

Mr. E. B. Leisenring, Jr., President )
Westmoreland Coal Co., Philadelphia, Pennsylvania

Mr. Frederick G. Jaicks, Chairman
Inland Steel Company, Chicago, Illinois

Mr,., John P. Weir, President
Paul Weir Company, Chicago, Illincis

Mr. George E. Kruger, Vice President
Chase Manhattan Bank, New York, Mew York

Mr. Gordon Haworth, Vice President
. Continental Illinoils National Bamk, Chicago, Illinois

Dr. Elburt F. Osborn
Carnegie Institution, Washington, D.C.
(also Chairman of Panel on Mineral Resources,
National Academy of Sciences)

Dr, James E. Boyd (formerly Executive Director of
National Commission on. Materlals Policy) Washington, D.C.

Mr. Jerome L. Klaff, President
H. Klaff and Company, Baltimore, Maryland
(formerly Chairman, National Commission on Materials Policy)



Dr.
br .,
Dr.
D;.

Mr.

Mr.

Mr.

Fredrick C. Kruger, Head, Dept., of Earth Sciences,
Stanford University, Stanford, California

Earl H, Beistline, Executive Officer
University of Alaska, Fairbanks, Anchorage

Stefan Boshkov, Chairman, School of Mines
Columbia University, New York, New York

William B. Dresher, Dean, College of Mines
University of Arizona, Tuscon, Arizona

Joseph P. Brennan v
National Coal Association, Washington, D.C.
(formerly Director Research, United Mine Workers)

Thomas N. Bethell, Research Director
~ United Mine Workers of America, Washington, D.C.

Marion Clawson, President
Resources for the Future Inc., Washington, D.C.
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93p CoNGress SENATE A REPORT
2d Session No. 93-1194

COMMODITY FUTURES TRADING COMMISSION ACT
OF 1974

SeEpTEMBER 30, 1974.—Ordered to be printed

Mr. Tararance, from the committee of conference,
submitted the following

CONFERENCE REPORT

it
[To accompany H.R. 13113}

The committee of conference on the disagreeing votes of the two
Houses on the amendment of the Senate to the bill (H.R. 13113) to
amend the Commodity Exchange Act to strengthen the regulation of
futures trading, to bring all agricultural and other commodities
traded on exchanges under I:f“lation’ and for other purposes, havin
met, after full and free conference, have agreed to recommend an
do recommend to their respective Houses as follows: :

. That the House recede from its disagreement to the amendment of
the Senate and agree to the same with an amendment as follows:

In lieu of the matter proposed to be inserted by the Senate amend-
ment insert the following: :

That this Act may be cited as the “Commodity Futures Trading Com-
mission Act of 19747,

TITLE I— COMMODITY FUTURES TRADING
COMMISSION

Skc. 101. [5%)' Section 2(a) of the Commodity Exchange Act, as
amended (7 U.8.C. %, 14), 18 amended— ;

1) By inserting “(1)” after the subsection designation.

2) By striking the last sentence of section 2(a) and inserting in
lieu thereof the following new sentence: “T he words ‘the Commission’
shall mean the Commodity Futures Trading Commission established
under paragraph (2) of this subsection.”

(3) By adding at the end thereof the following new paragraphs:
*(2) Tzhere 8 hereby established, as an independent agency of the
United States Government, a Commodity Futures Trading Commis-

1)
38-010
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sion. T he Commission shall be composed of a Chairman and four other
Commissioners, who shall be appoinied by the President, by and with
the adwvice and consent of the Senate. In nominating persons for ap-
pointment, the President shall seek to establish and maintain a bal-
anced Convmission, including, but not limited to, persons of demon-
strated knowledge in ({utures trading or its regulation and persons of
demonstrated knowledge in the production, merchandising, processing
or distribution of one or more of the commodities or other goods and
articles, services, rights and interests covered by this Act. Not more
than three of the members of the Commission shall be members of the
same political party. Each Commissioner shall hold o;hﬁce for a term of
- five years and untid his successor is appointed and has qualified, ex- -
cept that he shall mot so continue to serve beyond the ewpiration of
the mext session of Congress subsequent to the expiration of said
fived term of office, and except (A) any Commissioner appointed to
fill a vacancy occurring prior to the expiration of the term for which
his predecessor was appointed shall be appointed for the remainder
of such term, and (B) the terms of office of the Commissioners first
taking office after the enactment of this paragraph shall expire as
designated by the President at the time of nomaination, one at the
end of one year, one at the end of two years, one at the end of three
years, one at the end of four years, and one at the end of five years.

“(8) A vacancy in the Commission shall not impair the right of the
remaining Commissioners to exercise all the powers of the Commission.

“(4) The Commission shall have a General Counsel, who shall be
appointed by the Commission and serve at the pleasure of the Com-
muission. The General Counsel shall report directly to the Commission
and serve as its legal advisor. The Commission shall appoint such other
attorneys as may be mecessary, in the opinion of the Commission, to
assist the General Counsel, represent the Commission in all discipli-
nary proceedings pending before it, represent the Commission in courts
y law whenever appropriate, assist the Department of Justice in han-

ling Litigation concerning the Commission in courts of law, and per-
{lorm such other legal duties and functions as the Commission may
irect. :

“(6) The Commission shall have an Executive Director, who shall
be appointed by the Commission, by and with the advice and consent
of the Senate, and serve at the pleasure of the Commission. The Execu-
tive Director shall report directly to the Commission and perform
such functions and duties as the Commission may prescribe.

“(6) (A) Except as otherwise provided in this paragraph and in
paragraphs (4) and (5) of this subsection, the executive and adminis-
trative functions of the Commission, including functions of the Com-
mission with respect to the appointment and supervision of personnel
employed under the Commission, the distribution of business among
such personnel and among administrative units of the Commission.
and the use and expenditure of funds, shall be exercised solely by the
Chairman.

“(B) In carrying out any of his functions under the provisions of -
this paragraph, the Chairman shall be governed by general policies
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of the Commission and by such regulatory decisions, findings, and de-
terminations as the Commission may by law be authorized to make.

“(C) The appointment by the Chairman of the heads of major ad-
ministrative units under the Commission shall be subject to the ap-
proval of the Commission.

“(D) Personnel employed regularly and full time in the immedi-
ate offices of Commissioners other than the Chairman shall not be
affected by the provisions of this paragraph.

“(E) There are hereby reserved to the Commission its functions
with respect to revising budget estimates and with r’c;‘flpect to deter-
mining the distribution of appropriated funds according to major
programs and purposes.

“(F) The Chairman may from time to time make such provisions
as he shall deem appropriate authorizing the performance by any
officer, employee, or administrative unit under his jurisdiction of any
functions of the Chairman under this paragraph.

“(7) No Commissioner or employee of the Commission shall accept
employment or compensation from any person, exchange. or clearing-
house subject to regulation by the Commmission under this Act during
his term of office, nor shall he participate, directly or indirectly, in
any contract market operations or transactions of a character subject -
to regqulation by the Commission.

“(8) The Commission shall, in cooperation with the Secretary of
Agriculture, establish a separate office within the Department of Agri-
culture to be staffed with employees of the Commission for the purpose
of maintaining a liaison between the Commission and the Department .
of Agriculture. The Secretary shall take such steps as may be necessary
to enable the Commission to obtain information and utilize such serv-
ices and facilities of the Department of Agriculture as may be neces-
sary in order to maintain effectively such liaison. In addition, the
Secretary shall appoint a liaison officer, who shall be an employee of
the Office of the Secretary, for the purpose of maintaining a liaison
between the Department of Agriculture and the Commaission. The
Commission shall furnish such liaison officer appropriate office space
within the offices of the Commission and shall allow such liaison officer
to attend and observe all deliberations and proceedings of the
Commission.

“(9) (A) Whenever the Commission submits any budget estimate or
request to the President or the Office of Management and Budget, it
shall concurrently transmit copies of that estvmate or request to the
House and Senate Appropriations Committees and the House Com-
mittee on Agriculture eand the Senate Committee on Agriculture and
Forestry.

“(B;yWﬁ.emver the Commission transmits any legislative recom-
mendations, or testimony, or comments on legislation to the President
or the Office of Management and Budget, it shall concurrently transmit
copies thereof to the House Committee on Agriculture and the Senate
Committee on Agriculture and Forestry. No officer or agency of the
United States shall have any authority to require the Commzission to
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submit its legislative recommendations, or testimony, or comments on
legislation to any officer or agency of the United States for approval,
comanents, or review, prior to the submission of such recommendations,
testimony, or comments to the Congress. In instances inwhich the Com-
mission voluntarily seeks to obtain the comments. or review 0[ any
Zjﬁcer or agency of the United States, the Commission shall include a

escription of such actions in its legislative recommendations, testi-
mony, or comments on legislation which it transmits to the Congress.

“(10) The Commission shall have an official seal, which shall be
judicially noticed. ' ¥

“(11) The Commission is authorized to promulgate such rules and
requlations as it deems necessary to govern the operating procedures
and conduct of the business of the Commission.”

(b) Section 12 of the Commodity Exchange Act, as amended (7
US.C. 16), is amended by striking such section and inserting in lieu
thereof the following :

“Skc 12. (a) The Commission may cooperate with any Department
or agency of the Government, any State, territory, district, or posses-
sion, or department, agency, or political subdivision thereof, or any

erson.

4 “(d) The Commission shall have the authority to employ such in-
vestigators, special experts, Administrative Law Judges, cirks, and
other employees as it may from time to time find necessary for the
proper performance of its duties and as may be from time to time
appropriated for by Congress. The Commission may employ experts
and consultants in accordance with section 3109 of title 5 of the
United States Code, and compensate such persons at rates not in excess
of the maximum daily rate prescribed Tfor G 8-18 under section 6332 of
title 5 of the United States Code. The Commission shall also have
authority to make and enter into contracts with respect to all matters
which in the judgment of the Comumission are necessary and appropri-
ate to effectuate the purposes and provisions of this Act, i'rw%dz'ng,
but not limited to, the rental of necessary space at the seat of Govern-
ment and elsewhere.

“(c) All of the expenses of the Commissioners, including all neces-
sary expenses for transportation incurred by them while on official
business of the Commission, shall be allowed and paid on the presenia-
tion of itemized vouchers therefor c:fpro'ved by the Commission.

“(d) There are hereby authorized to be agp'roprz'ated to carry out
the provisions of this Act such sums as may be required for the fiscal
year ending June 30,1975, for the fiscal year ending June 30,1976, for
the fiscal year ending June 30, 1977, and for the fiscal year ending
June 30,1978.” "

Skc. 102. (a) Section 531 of title 5 of the United States Code is
amended by adding at the end thereof the following new paragraph:

“(60) Chairman, Commodity Futures Trading Commassion.”

(b) Section 5315 of title 5 of the United States Code is amended by
adding at the end thereof the following new paragraph:

“(100) Members, Commodity Futures Trading Commission.”

(¢) Section 5316 of title 5 of the United States Code is amended by
adding at the end thereof the following new paragraphs:

“(135) General Counsel, Commodity Futures Trading Com-
mission. :
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%(136) Executive Director, Commodity Futures Trading Com-
mission.”

Skc. 108. The Commodity Exchange Act, as amended, is amended—

(a) By striking the word “Secretary” and the words “Secretary of
Agriculture” wherever such words appear therein (except where the
words “Secretary of Agriculture” first appear in section 5(a) (7
U.8.C. 7) or where said words would be stricken by subsection (b)),
(¢), or (d) of this section) and by inserting in liew theveof the word
“Commission’. :

(b) By striking the words “the Secretary of Agriculture or” wher-
cver they appear in the phrase “the Secretary of Agriculture or the
Commission”.

(¢) By striking the words “the Secretary of Agriculture, who shall
therewpon notify the other members of”’ from section 6(a) thereof
(7 U8.0.8).

(d) By striking “the Secretary of Agriculture (or any person des-
ignated by him),” from section 6(b) thereof (7 U.S.C. 15).

(e) By striking the word “he”, “his”, or “He” wherever such word
is used therein to refer to the Secretary of Agriculture, and by in-
serting in lieu thereof the word “it”, “its”, or “It”, respectively.

(f) By striking the words “United States Department of Agricul-
ture” and “Department of Agriculture” wherever they appear therein
and by inserting in liew thereof the word “Commission”. .

(g) By inserting in section 5(a) (7 U.S.C.7) after the words “Sec-
retary of Agriculture” where the same first appear therein the words
“or the Commission”. "

Skc. 104. Al of the personnel of the Commodity Exchange Au-
thority, property, records, and unexpended balance of appropria-
tions, allocations. and other funds employed, used, held, available, or
to be made available in connection with administration of the Com-
modity Exchange Act shall be transferred to the Commodity Futures
Trading Commassion upon the effective date of this Act.

Ske. 105. Section 8 of the Commodity Exchange Act, as amended
(7 U.8.0. 12, 12-1), is amended by adding at the end thereof the
following new paragraphs:

“The Commassion shall submit to the Congress o awritten report
within one hundred and twenty days after the end of each fiscal year
detailing the operations of the Commassion during such fiscal year.
The Commission shall include in such report such information, data,
and recommendations for further legislation as it may deem advisable
with respect to the administration of this Act and its powers and func-
tions under this Act.

“T'he Comptroller General of the United States shall conduct re-
views and audits of the Commission and make reports thercon. For
the purpose of conducting such reviews and audits the Comptroller
(General shall be furnished such information regarding the powers,
duties, organizations, transactions, operations, and activities of the
Commission as he may require and he and his duly authorized rep-
resentatives shall, for the purpose of securing such information, have
access to and the right to examine any books, documents. papers. or
records of the Commission except that in his reports the Comptroller
Feneral shall not include data end information which would sepa-
rately disclose the business transactions of any person and trade secrvets




6

or names of customers, although such data shall be provided upon re-'
quest by any committee of either House of Congress acting within the
scope of its jurisdiction.” :

£c. 106.” The Commodity Exchange Act, as amended, is amended
by adding at the end thereof the following new section:

“Sec. 14. (a) Any person complaining of any wviolation of any pro-
wision of this dct or any rule, regulation, or order thereunder by any
person registered under section 4d, 4e, 4k, or Jm of this Act may, at
any time within two years after the cause of action accrues, apply to
the Commission by petition, which shall briefly state the facts, where-
upon, if, in the opinion of the Commission, the facts therein contained
aarrant such action, a copy of the complaint thus made shall be-
forwarded by the Commnission to the respondent, who shall be called
upon to satisfy the complaint, or to answer it in writing, within a
reasonable time to be prescribed by the Commission.

“(b) If there appear to be, in the opinion of the Commission, any
reasonable grounds for investigating any complaint made under this
section, the Commission shall investigate such complaint and may, if
in its opinion the facts warrant such action, have said complaint served
by registered mail or by certified mail or otherwise on the respondent
and afford such person an opportunity for a hearing thereon before
an Administrative Law Judge designated by the Commission in any
place in which the said person is engaged in business: Provided, That
in complaints wherein the amount clavmed as damages does not exceed
the sum of $2,500, a hearing need not be held and proof in support of
the complaint and in support of the respondent’s answer may ge sup-
plied in the form of depositions or verified statements of fact.

“(c) After opportumaty for hearing on complainis where the dam-
ages claimed exceed the sum of $2,500 has been provided or waived
and on complaints where damages claimed do mot exceed the sum
of $2,500 not requiring hearing as provided herein, the Commission
shall determine whether or not the respondent has violated any pro-
wision of this Act or any rule, regulation, or order thereunder.

“(d) In case a complaint is made by a nonresident of the United
States, the complainant shall be required, before any formal action
i3 taken on his complaint, to furnish a bond in double the amount of
the claim conditioned upon the payment of costs, including a reason-
able attorney’s fee for the respondent if the respondent shall prevail,
and any reparation award that may be issued by the Commission
against the complainant on any counterclaim by respondent: Pro-
vided, T'hat the Commission shall have authority to waive the furnish-
ing of a bond by a complainant who i3 a resident of a country which
permits the filing of a complaint by a resident of the United States
without the furnishing of a bond.

“(e) If after a hearing on a complaint made by any person under
subsection (a) of this section, or without hearing as provided in sub-
sections (b) and (c) of this section, or upon failure of the party com-
plained against to answer a complaint duly served within the time
prescribed, or to appear at a hearing after being duly notified, the
Commission determines that the respondent has wviolated any pro-
vision of this Act, or any rule, regulation, or order thereunder, the
Commission shall, unless the offender has already made reparation
to the person complaining, determine the amount of damage, if any,
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to which such person is entitled as a result of such wiolation and shall

make an order directing the offender to pay to such person complain-

ing such amount on or before the date fixed in the order. If. after

the respondent has filed his answer to the complaint, it appears therein
that the respondent has admitted liability for a portion of the amount

claimed in the complaint as damages, the Commission under such

rules and regulations as it shall prescribe, unless the respondent has

already made reparation to the person complaining, may issue an

order directing the respondent to pay to the complainant the undis-

puted amount on or before the date fized in the order, leaving the
respondent’s Liability for the disputed amount for subsequent deter-

mination. The remaining disputed amount shall be determined in the

same manner and under the same procedure as it would have been deter-

mined if no order had been issued by the Commission with respect
to theundisputed sum.

“(f) If any person against whom an award has been made does not
pay the reparation award within the time specified in the Commission’s
order, the complainant, or any person for whose benefit such order was
made, within three years of the date of the order, may file a certified
copy of the order of the Commission, in the district court of the
United States for the district in which he resides or in which is located
the principal place of business of the respondent, for enforcement of
such reparation award by appropriate orders. The orders, writs, and
processes of such district court may in such case run, be served, and be
returnable anywhere in the United States. The petitioner shall not be
lioble for costs in the district court, nor for costs at any subsequent state
of the proceedings, unless they accrue upon his appeal. I f the petitioner
finally prevails, he shall be allowed a reasonable attorney’s fee, to be
taxved and collected as a part of the costs of the suit. Subject to the right
of appeal under subsection (g) of this section, an order of the Com-
mission awarding reparations shall be final and conclusive. :

“(g) Any order of the Commission entered hereunder shall be re-
viewable on petition of any party aggrieved thereby, by the United
States Court of Appeals for any circuit in which a hearing was held, or
if no hearing was held, any circuit in which the appellee is located,
under the procedure provided in paragraph (b) of section G of this Act.
Such appeal shall not be effective unless within 30 days from and after
the date of the reparation order the appellant also files with the clerk
of the court a bond in double the amount of the reparation awarded
oqainst the appellant conditioned upon the payment of the judgment
entered by the court, plus interest and costs, including a reasonable
attorney’s fee for the appellee, if the appellee shall prevail. Such bond
shall be in the form of cash,negotiable securities having a market value
at least equivalent to the amount of bond prescribed, or the undertak-
ing of a surety company on the approved list of sureties issued by the
T'reasury Department of the United States. The appellee shall not be
liable for costs in said court. If the appellee prevails, he shall be allowed
a reasonable attorney’s fee to be taxed and collected as a part of his
costs. ,

“(h) Unless the registrant against whom a reparation order has been
issued shows to the satisfaction of the Commission within fifteen days
from the expiration of the period allowed for compliance with such
order that he has either taken an appeal as herein authorized or has
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made payment in full as required by such order, he shall be prohibited
from trading on all contract markets and his registration shall be sus-
pended automatically at the expiration of such fifteen-day period until
he shows to the satisfaction of the Commission that he has paid the
amount therein specified with interest thereon to date of payment:
Provided, That if on appeal the appellee prevails or if the appeal is
dismissed the automatic prohibition against trading and suspension of
registration shall become effective at the expiration of thirty days
from the date of judgment on the appeal, but if the judgment is stayed
by a court of competent jurisdiction the suspension shall become effec-
twe ten days after the expiration of such stay, unless prior thereto the
judgment of the court has been satisfied. :

“(2) The provisions of this section shall not become effective until
one year after the date of its enactment : Provided, That claims which
arise within nine months immediately prior to the e{ective date of this
section may be heard by the Commission after such one year period.”

Skc. 107. The Commodity Exchange Act, as amended, is amended
by adding at the end thereof the following new section.:

“Skc. 16. The Commission shall take into consideration the public
interest to be protected by the antitrust laws and endeavor to take
the least anticompetitive means of achieving the objectives of this Act,
as well as the policies and purposes of this Act, in issuing any order
or adopting -any Commission rule or regulation, or in requiring or
approving any bylaw, rule, or re ion of a contract market or regis-
tered, Jutures association established pursuant to section 17 of this
Act’

TITLE I[—REGULATION OF TRADING AND EXCHANGE
, ACTIVITIES .

Ske. 201. Section 2( 7:2 ?{ the Commodity Exchange Act, as amended
(7U08.C.2,4),i3 amended—
?a) By striking after the word “eggs.” the word “onions,”. -

b) By striking the period at the end of the third sentence of the
section and substituting therefor the following: “, and all other goods
and articles, except onions as provided in Public Law 85-839, and all
services, rights, and interests in which contracts for future delivery
are presently or in the future dealt in: Provided, That the Convmis-
sion shall have exclusive jurisdiction with respect to accounts, agree-
ments (including any transaction which is of the character of, or is
commonly known to the trade as, an ‘option’, ‘prim’lezqe’, “indemmity’,
‘bid’, ‘offer’, ‘put’, ‘call’, ‘advance guaranty’, or ‘decline guaranty’),
and transactions involving contracts of sale of a commodity for future
delivery, traded or executed on a contract market designated pursuant
to section 5 of this Act or any other board of trade, exchange, or mar-
ket, and transactions subject to regulation by the Commission pursuant
to section 917 of the Commodity Futures Trading Commission Act ?[
197} : And provided further. That, except as hereinabove provided,
nothing contained in this section shall (i) supersede or limit the juris-
diction at any time conferred on the Securities and Exchange Commyis-
sion or other regulatory authorities under the laws of the United
States or of any State, or (ii) restrict the Securities and Ewxchange
Commission and such other authorities from carrying out their duties
and responsibilities in accordance with such laws. Nothing in this sec-
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tion shall supersede or limit the jurisdiction conferred on courts of
‘the United States or any State. Nothz'n? in this Act shall be deemed
to govern or in any way be applicable to transactions in foreign
currency, security warrants, security rights, resales of installment
loan contracts, repurchase options, government securities, or mort-
gages and mortgage purchase commatments, unless such transactions
involve the sale thereof for future delivery conducted on a board of
trade.” d .

Sec. 20%. Section2(a) of the Commodity Exchange Act, as amended
(7 U.S.C. 2, }), is amended by adding at the end of paragraph (1)
the following new sentences: “The term ‘commodity trading advisor’
shall mean any person who, for compensation or profit, engages in
the business of advising others, either directly or through pub-
lications or writings, as to the value of commodaities or as to the ad-
wisability of trading in any commodity for future delivery on or sub-
ject to the rules of any contract market, or who for compensation
or profit, and as part of a regular business, issues or promulgates
analyses or reports concerning commodities; but does mot include
(z) any bank or trust company, (i) any newspaper reporter, news-
paper columnist, newspaper editor, lawyer, accountant, or teach-
er, (i2) any floor broker or futures commission merchant, (iv) the
publisher o[ any bona fide newspaper, news magazine, or business
or financial publication of general and regular circulation includ-
ing their employees, (v) any.contract market, and (vi) such other
persons not within the intent of this definition os the Commission
may 8pecify by rule, regulation, or order: Provided, That the fur-
nishing of such services by the foregoing persons is solely incidental
to the conduct of their business or profession. The term ‘commodity
pool operator’ shall mean any person engaged in a business which
18 of the nature of an investment trust, syndicate, or similar form of
enterprise, and who, in connection therewith, solicits, accepts, or re-
ceives from others, funds, securities, or property, either directly or
through capital contributions, the sale ofpstock or other forms of se-
curities, or otherwise, for the purpose of trading in any commodity
éor future delivery on or subject to the rules of any contract market,

ut does not include such persons not within the intent of this defini-
tion as the Commission may specify by rule or regulation or by order.”

Skc. 203. The Commodity Exchange Act, as amended, is amended
by inserting after section jz (7 U.S.C. 6i), the following new section

“Sec. 4j. (1) The Commassion shall within six months after the
effective date of the Commodity Futures Trading Commission Act
of 197 4. and subsequently when it determines that changes are required,
make a determination, after notice and opportunity for hearing,
whether or not a floor broker may trade for his own account or any
account in which such broker has trading discretion. and also ex-
" ecute a customer’s order for future delivery and, if the Commission
determines that such trades and such executions shall be permitted.
the Commission shall further determine the terms, conditions, and
circumstances under which such trades and such executions shall be
conducted : Provided, That any such determination shall. at a min-
tmum. take into account the effect upon the liguidity of trading of
each market: And provided further, That nothing herein shall be
construed to prohibit the Commission from malking separate deter-

S. Rept. 1194, 93-2——2
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minations for different contract markets when such are warranted

in the judgment of the Commission, or to prohibit contract markets

from setting terms and conditions more restrictive than those set
the Commission.

“(2) The Commission shall within siz months after the effective date
of the Commodity Futures Trading Commission Act of 1974, and sub-
sequently wohen it determines that changes are required, make a deter-
manation, after notice and opportunity for hearing, whether or not a
futures commission merchant may trade for its own account or any
proprietary account, as defined by the Commission, and if the Com-
mission determines that such trades shall be permitted, the Commission
shall further determine the terms, conditions, and circumstances under
which such trades shall be conducted : Provided, That any such deter-
mination, at a minimum, shall take into account the effect upon the
liquidity of trading of each market: And provided further, That noth-
ing herein shall be construed to prohibit the Commassion from making
separate determinations for different contract markets when such are
warranted in the judgment of the Commission, or to prohibit contract
markets from setting terms and conditions more restrictive than those
set by the Commission.” -

Sec. 204 (a) The Commodity Ewxchange Act, as amended, is
amended by adding the following new section:

“Src. jk. (1) It shall be unlawful for any person to be associated
with any futures commission merchant or with any agent of a futures
commission merchant as a partner, officer, or employee (or any person
occupying a similar status or performing similar functions), in any
capacity which involves (i) the solicitation or acceptance of customers’
orders {other than in a clerical capacity) or (it) the supervision of any
person or persons so engaged, unless such person shall have registered,
under this Act, with the Commission and such registration shall not
hawve expired nor been suspended (and the period of suspension has not
expired) or revoked, and it shall be unlawful for any futures commis-
sion merchant or any agent of a futures commission merchant to permit
such a person to become or remain associated with him in any such
capacity ¢f such futures commission merchant or agent knmew or shovld
have known that such person was not so reqistered or that such regis-
tration had expired, been suspended (and the period of suspension has
not expired) or revoked: Provided, That any individual who is regis-
tered as a floor broker or futures commission merchant (and such reg-
istration 18 not suspended or revoked) meed mot also register under
these provisions. : :

“(2) Any such person desiring to be reqistered shall make applica-
tion to the Commission in the form and manner prescribed by the
Commission, giving such information and. facts as the Commassion
may deem mecessary concerning the applicant. Such person, when
registered hereunder. shall likewise continue to report and furnish to
the Commission such information os the Comvmission may require.
Such registration shall expire two years after the effective date thereof,
and shall be renewed upon application therefor unless the registration
has been suspended (and the period of such suspension has not ex-
pired) or revoked after notice and hearing as prescribed in section
6(b) of this Act: Provided. That upon initial registration, the effec-
tive period of such registration shall be set by the Commission, not to
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exceed two years from the effective daie thereof and not to be less than
one year from the effective dute thereof.”

(B) Section 6(b) of the Commodity Exchange Act, as amended (7

U8.C. 9), is amended by inserting after the words “futures commis-
sion merchant” each time those words appear. the following : “or any
person associated therewith as described in section 4k of this det,”.

(¢) Scction 8a(l) of the Commodity Ewchange Act, as amended
(7 U.S.C. 12a(1)), is amended by inserting after the words “futures
commission merchants” the following : “and persons associated there-
with as described in section 4k of this Act,”.

Sec. 205. (@) The Commodity Ewxchange Act, as amended, is
amended by adding the following new sections :

“Sgc. 4l. It is hereby found that the activities of commodity trading
advisors and commodity pool operators are affected with a national
public interest in that. among other things— W

“(1) their advice, counsel, publications, writings, analyses, and
reports are furnished and distributed, and their contracts, solici-
tations, subscriptions, agreements, and other arrangements with
clients take place and are negatiated and performed by the use of
the mails and other means and instrumenialities of interstate
commerce; :

“(2) their advice, counsel, publications, writings, analyses, and
reports customaerily relate to and their operations are directed
toward and cause the purchase and sale of commodities for future
delivery on or subject to the rules of contract markets; and

“(82) the foregoing transactions occur in such volume as to affect
substantially transactions on contract markets. §

“Skc. 4m. It shall be unlawful for any commodity trading advisor
or commodity pool operator, unless registered under this Act, to make
use of the mails or any means or instrumentality of interstate com-

merce in connection with his business as such commodity trading ad-

wisor or commodity pool operator: Provided, That the provisions of

this section shall not apply to any commodity trading advisor who,

during the course of the preceding twelve months, has not furnished

commodity trading advice to more than fifteen persons and who does

Z(olt hold himself out generally to the public as a commodity trading
isor.

“Ske. 4n. (1) Any commodity tra(lin? advisor or commodity pool
operator, or any person who contemplates becoming a commodity
trading adwisor or commodity pool operator, may register under this
Act by filing an application with the Commission. Such application
shall contain such information, in such form and deta:l, as the Com-
mission may, by rules and regulations, prescribe as necessary or appro-
priate in the public interest,including the following :

“(A) the name and form of organization, including capital
structure, under which the applicant engages or intends to engage
in business; the name of the State under the laws of which he is
organized ; the location of his principal business office and branch
offices, if any; the names and addresses of all partners, officers,
directors, and persons performing similar functions or, if the

" applicant be an individual, of such individual; and the number of
employees; '
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“(B) the education, the business affiliations for the past ten
years, and the present business affiliations of the applicant and of
his partners, officers, directors, and persons performing similar
functions and of any controlling person thereof ;

“(0) the nature of the business of the applicant, including the
manner of giving advice and rendering of analyses or reports;

“(D) the nature and scope of the authority of the applicant
with respect to clients’ funds and accounts;

“(E) the basis upon which the applicant is or will be com-
pensated; and.

“(F) such other information as the Commission may require
to determine whether the applicant is qualified for registration.

“(2) Ewcept as hereinafter provided, such registration shall become
effective thirty days gfter the receipt of such application by the Com-
mission, or within such shorter period of time as the Commission may
determine. ‘

“(8) All registrations under this section shall expire on the 30th
day of June of each year, and shall be renewed upon application there-
for subject to the same requirements as in the case of an original appli-
cation.

“(4)(A) Every commodity trading advisor and commodity pool
operator registered under this Act shall maintain books and records
and file such reports in such form and manner as may be prescribed
by the Commission. All such books and records shall be kept for a
period ng at least three years, or longer if the Commission so directs,
ond shall be open to inspection by any representative of the Com-
mission or the Department of Justice. Upon the request of the Com-

mission, a registered commodity trading advisor or commodity pool .

operator shall furnish the mame and address of each client, sub-
seriber, or participant, and submit samples or copies of all reports,
letters, circulars, memorandums, publications, writings, or other litera-
ture or advice distributed to clients, subscribers, or participants, or
prospective clients, subscribers, or participants. y

“(B) Unless otherwise authorized by the Comumnission by-rule or
regulation, all commodity trading advisors and commodity pool op-
erators shall make a full and complete disclosure to their subscribers,
clients, or participants of all futures market positions taken or held
by the individual principals of their orgamization.

“(6) Every commodity pool operator shall regularly furnish state-
ments of account to each participant in his operations. Such state-
ments shall be in such form and manner as may be prescribed by the
Commission and shall include complete information as to the current
status of all trading accounts in which such participant has an in-
Zerest.

“(6) The Commission is authorized, without hearing, to deny regis-
tration to any person as a commodity trading advisor or commodity
pool opcrator if such person is subject to an outstanding order under
this Aet denying to such person trading privileges on any contract
market, or suspending or revoking the registration of such person as
a commodity trading odvisor. commodity pool operator. futures com-
mission merchant, or floor broker. or suspending or expelling such per-
son from membership on any contract market.

“(7) The Commission after hearing may by order deny registration,
revoke or suspend the registration of any commodity trading advisor
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or commodity pool operator if the Commission finds that such denial,
revocation, or suspengion is in the public interest and that—

“(A) the operations of such person disrupt or tend to disrupt
orderly marketing conditions, or cause or tend to cause sudden or
unreasonable fluctuations or unwarranted changes in the prices of
commeodities; '

“(B) such commodity trading advisor or commodity pool opera-
ator, or any partner, officer, director, person performing similar
function or controlling person thereof— = -

“(3) has within ten years of the issuance of such order
been convicted of any felony or misdemeanor involving the
purchase or sale of any commodity or security, or arising
out of any conduct or practice of such commodity trading ad-
visor or commodity pool operator or affiliated person as a
commodity trading advisor or commodity pool operator; or

“(4) at the time of the issuance of such order, i3 perma-
nently or temporarily enjoined by order, judgment or decree
of any court of competent jurisdiction from acting as a com-
modity trading advisor, commodity pool operator, futures

commission merchant, or floor broker, or as an affiliated per-

son or employee of any of the foregoing, or from engaging

in or continuing any conduct or practice in connection with

any such activity or in connection with the purchase or sale

o(; comvmodities or Securities; or ‘

“(C') any partner, officer, or director of such commodity trading
advisor or commodity pool operator, or any person performing
a stmilar function or any controlling person thereof is subject
to an outstanding order of the Commission denying trading privi-
leges on any coniract market to such person, or suspending or re-
voking the registration of such person as a commodity trading
advisor, commodity pool operator, futures commission merchant,
or floor broker,or suspending or expelling such person from mem-
bership on any contract market. - = -

Sec. jo. (1)1t shall be unlawful for any commodity trading ad-
wvigsor or comumodity pool operator registered under this Act, by use of
the mails or any means or instrumentality of interstate commerce,
directly or indirectly— - N 5

%(A) to employ any device, scheme, or artifice to defraud any
client or participant or prospective client or participant; or

“(B) to engage in any transaction, practice, or course of busi-
ness which operates as a fraud or deceit upon any client or par-
ticipant or prospective client or participant. 3

“(2) It shall be unlawful for any commodity trading advisor or
commodity pool operator registered under this Act to represent or im-
ply in any manner whatsoever that he has been sponsored, recom-
mended, or approved, or that his abilities or qualifications have in
any respect been passed upon, by the United States or any agency
or officer thereof: Provided, That this section shall not be construed
to prohibit a statement that a person is registered under this Act as
a commodity trading advisor or commodity pool operator, if such
statement is true in fact and if the effect of such registration is not
misrepresented.”

() Section 6(d) of the Commodity Exchange Act, as amended
(7 U.8.C. 9), i3 amended by inserting tmmediately before the words




14

“or as floor broker” each time those words appear, the followina:
“commodity trading advisor, commodity pool operator,”. :

- “(c) Section8a(1) of the Commodity Exchange Act,as amended (7
U.8.C. 12a(1)), i3 amended by inserting immediately before the words
“and floor brokers” the following: “commodity trading advisors, com-
modity pool operators,’.

Sec. 206. T%e Commodity Fachange Act, as amended, is amended
by edding the following new section:

“Sec. 4p. The Commission may specify by rules and regulations
appropriate standards with respect to training, experience, and such
other qualifications as the Cominission finds necessary or desirable to
insure the fitness of futures commission merchants, floor brokers, and
those persons associated with futures commission merchants or floor
brokers. In connection therewith, the Commission may prescribe by
rules and regulations the adoption of written proficiency examinations
to be given to applicants for registration as futures commission mer-
chants, floor brog;rs, and those persons associated with futures com-
mission merchanis or floor brokers, and the establishment of reasonable
fees to be charged to such applicants to cover the administration of
such examinations. The Commission may further prescribe by rules
and regulations that, in lieu of examinations administered by the Com-
mission, futures associations registered under section 17 of this Act
or contract markets may adopt written proficiency examinations to be
given to applicanis for registration as futures commission merchants,
floor brokers, and those persons associated with futures commission
merchants or floor brokers, and charge reasonable fees to such appli-
cants to cover the administration of such ewaminations. Notwithstand-
ing any other provision of this section, the Commission may specify
by rules and regulations such terms and conditions as it deems appro-
priate to protect the public interest wherein exzception to any written

roficiency examination shall be made with respect to individuals who
zafve demonstrated, through training and experience, the degree of
pr?ﬁioienoy and skill necessary to protect the interests of the customers
of futures commission merchants and floor brokers.”

Skc. 207. Section § of the Comumodity Exchange Act, as amended
7U08.C.7),13a ed by adding after subsection (f) thereof the
ollowing new subsection: )

“(g) When such board of trade demonstrates that transactions for
future delivery in the commodity for which designation as a contract
market s sought will not be contrary to the public interest.” '

Skc. 208. Section ba of the Commodity Exchange Act, as amended
(7 US.0. 7a), is amended— :

(a) By inserting after the word “purposes” in subsection 57) the
following: “: And provided further, That this subsection shall apply
only to futures contracts for those commodities which may be deliv-
ered from a warehouse subject to the United States Warehouse Act”.

"~ (b) By striking out “and” at the end of subsection (8).

(¢) By striking out the period at the end of subsection (9) and in-
serting wn liew thereof a semicolon.

(d) By adding at the end of subsection (9) thereof the following
new subsection :

“(10) permit the delivery of any commodity, on contracts of
sale thereof for future delivery, of such grade or grades, at such
point or points and at such quality and lgwational price differen-
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tials as will tend to prevent or diminish price manipulation, mar-

ket congestion, or the abnormal movement of such commodity in

interstate commerce. If the Commission after investigation finds
thot the rules and regulations adopted by a contract market per-
mitting delivery of any commodity on contracts of sale thereof
for future delivery, do not accomplish the objectives of this sub-
section, then the Commission shall notify the contract market of
its finding and afford the contract market an opportunity to make
appropriate changes in such rules and regulations. If the contract
market within seventy-five days of such notification fails to make
the changes which in the opinion of the Commission are necessary
to accomplish the objectives of this subsection, then the Commis-
sion after granting the contract market an opportunity to be
heard, may change or supplement such rules and regulations of
the contract market to ac;:ieve the above objectives: Provided,
That any order issued under this paragraph shall not apply to
contracts of sale for future delivery in any months in which con-
tracts are currently outstanding and open: And provided further,
That no requirement for an additional delivery point or points
shall be promulgated following hearings until the contract mar-
ket affected has had motice and opportunity to file exceptions to
the proposed order determining the location and number of such
delivery point or points;”.

Sre. 209. Section 5a of the Commodity Exchange Act, as amended
(? U8.C. 7a), is amended by adding a new subsection (11) as
follows: :

“(11) provide a fair and equitable procedure through arbitra-
tion -or otherwise for the settlement of customers’ claims and
grievances against any member or employee thereof: Provided,
That (¢) the use of such procedure by a customer shall be volun-
tary, (2) the procedure shall not be applicable to any claim in
excess of $15,000, (iii) the procedure shall not result in any com-
pulsory payment exeept as agreed upon between the parties, and

() the term ‘customer’ as used in this subsection shall not in-

clude a futures commission merchant or a floor broker; and?.

" Sre. 210. Section ba of the Commodity Exchange Act, as amended
(7 U.S.C. 7a), is amended by inserting the following new subsection
(12) as follows:

“(12) except as otherwise provided in this subsection, submit
to the Commassion for its approval all bylaws, rules, requlations,
and resolutions made or issued by such contract market, or by
the governing board thereof or any committee thereof which
relate to terms and conditions in contracts of sale to be executed on
or subject to the rules of such contract market or relate to other
trading requiremenis except those relating to the setting of
levels of margin. The Commission shall approve, within thirty
days of their receipt unless the Commission notifies the contract
market of its inability to make such determination within such
period of time, such bylaws, rules, regulations, and resolutions
upon a determination that such bylaws, rules, regulations. and
resolutions are mot in violation of the provisions of this Act or
the regulations of the Commission and thereafter the Commis-

_sion shall disapprove, after approlprz'ate notice and opportunily

for hearing, any bylaw, rule, regulation, or resolution which the
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-Commission finds at any time is in violation of the provisions of

this Act or the regulations of the Comanission. T he Commission
shall specify the terms and conditions under which a contract
market may, in an emergency, as defined by the Commission,
adopt a temporary rule dealing with trading requirements with-
out prior Commission approval. In the event of such an emer-
gency, a3 defined by the Commission, requiring immediate action,
the contract market by a two-thirds vote of its governing board
may place into immediate effect without prior Commission ap-
proval a temporary rule dealing with such emergency if it notifies
the Conumission of such action with a complete explanation of the
emergency involved. The Commission may adopt a regulation
exempting enumerated types of contract market operational and
administrative rules from the requirement that they be submitted
to the Commission forits approval.” ;

Sec. 211. The Commodity Exchange Act, as amended, is amended
by inserting the following new section immediately after section 6b
(7 US.C. 13%}: : ,

“Sec. 6¢c. Whenever it shall appear to the Commission that any
contract market or other person has engaged, is engaging, or is about
to engage in any act or practice constituting a violation of any pro-
wviston of this Act or any rule, regulation, or order thereunder, or is
restraining trading in any commodity for future delivery, the Com-
mission may bring an action in the proper district court of the United
States or the prog)er United States court of any territory or other
place subject to the jurisdiction of the United States, to enjoin such
act or practice, or to enforce compliance with this Act, or any rule,
regulation or order thereunder, and said courts shall have jurisdiction
to entertain such actions: Provided, That no restraining order or in-
junction for wiolation of the provisions of this Act shall be issued
ex parte by said court. Upon a pgger showing, a permanent or tem-
porary injunction or restraining order shall be granted without bond.
Upon application of the Commission, the district courts of the
United States and the United States courts of any territory or other
place subject to the jurisdiction of the United States shall also have
Jurisdiction to tissue writs of mandamus, or orders affording like
relief, commanding any person to comply with the provisions of this
Act or any rule, regulation, or order of the Commassion thereunder,
including the requirement that such person toke such action as is
mecessary to remove the danger of wiolation of this Act or any such
rule, regulation, or order: Provided, T'hat no such writ of mandamus,
or order affording like relief, shall be issued ex parte. Any action
under this section may be brought in the district wherein the defend-
ant i8 found or is an inhabitant or transacts business or in the district
where the act or practice occurred, is occurring, or is about to occur,
and process in such cases may be served in any district in which the
defendant is an inhabitant or wherever the defendant may be found.
In lieu of bringing actions itself pursuant to this section, the Commis-
sion may request the Attorney General to bring the action. Where
the Commission elects to bring the action, it shall inform the Attorney
General of such suit and advise him of subsequent developments.”

Sec. 212. (a) Section 6 of the Commodity Ewmchange Act, as
amended (7 U.S.C. 8,9, 13b, 15) ,i8 amended— - ;

’
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(1) By substituting a comma for the period at the end oy the
fourth sentence in paragraph (b) and adding thereafter the fol-
lowing: “and may assess such person a civil penalty of not more
than $100,000 for each such violation.”

-(2) By adding in the sizth sentence in paragraph (b), a comma
after the word “petition” and inserting thereafier and before
the word “praying” the following phrase: “within fifteen days
after the notice of such order is given to the offending person,”.

(8) By adding after paragraph (c) thereof the following new
paragraph: :

“(d) In determining the amount of the money penalty assessed un-
der paragraph (b) of this section, the Commission shall consider, in
the case of a person whose primary business tnvolves the use of the
commodity futures market—ithe appropriateness of such penalty to
the size of the business of the person charged, the extent of such per-
son’s ability to continue in business, and the gravity of the violation;
and in the case of a person whose primary business does not involve
the use of the commodity futures market—the appropriateness of such
penalty to the net worth of the person charged, and the gravity of the
violation. If the offending person upon whom such penalty is im-
posed, after the lapse of the period ollowed for appeal or after the
affirmance of such penalty, shall fail to pay such penalty the Commis-
- sion shall refer the matter to the Attorney General who shall recover

such genalty by action in the appropriate United States district
court. g

(b) Section 6b of the Commodity Exchange Act, as amended (7
U.8.0. 13a), is amended to read as follows:

“Sec. 6b. If any contract market i3 not enforcing or has not en-
forced its rules of government made a condition of 1ts designation as
set forth in section 5 of this Act, or if any contract market, or any
director, officer, agent, or employee of any contract market otherwise
is violating or has violated any of the provisions of this Act or any
of the rules, regulations, or orders of the Commission thereunder, the
Commission may. upon notice and hearing and subject to appeal as in
other cases provided for in paragraph (a) of section 6 of this Act,
make and enter an order directing that such contract market, director,
officer, agent, or employee shall cease and desist from such wiolation,
and assess a civil pendlty of not more than $100,000 for each such vio-
lation. If such contract market, director, officer, agent, or employee,
after the entry of such a cease and desist order and the lapse of the
period allowed for appeal of such order or after the affirmance of such
order, shall fail or refuse to obey or comply with such order, such con-
tract market, director, officer, agent, or employee shall be guilty of a
misdemeanor aend, upon conviction thereof, shall be fined not more
than $100,000 or imprisoned for mot less than siz months nor more
than one year, or both. Each day during which such failure or refusal
to obey such cease and desist order continues shall be deemed a separate
offense. If the offending contract market or other person upon whom
such penalty is imposed, after the lapse of the period allowed for
appeal or after the affirmance of such penalty, shall fail to pay such
penalty, the Commission shall refer the matter to the Attorney General
who shall recover such penalty by action in the appropriate United
States district court. In determining the amount of the money penalty

S. Rept. 1104, 93-2—3
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assessed under this section, the Commission shall consider the appro-
priateness of such penal? to the net worth of the offending person

and the grawity of the offense, and in the case of a contract market.

shall further consider w
rially impair the contract market’s ability to carry on its operations
and duties.” :

(¢) Section 6(c) of the Commodity Exchange Act, as amended (7
U.S.0. 18b), is amended by deleting the words “not less than $500 nor
more than $10,000” and substituting therefor the words “not more
than $100,000”.

(d) Section 9 of the Commeodity Exchange Act, as amended (7
U.8.0. 13),1s amended as follows: )

(1) Subsection (a) is amended by striking “$10,000” and sub-
.stit’ut'ing therefor “3100,0007. y

(2) Subsection Sb) is amended by striking “$10,000” and sub-
stituting therefor “3$100,000".

(3) Subsection (c) is amended by striking “810,000” and sub-
stituting therefor “$100,000”. ‘

Sec. 213. Section 8a of the Commodity Exchange Act, as amended
(7 U.8.C. 12a), is amended by striking subsection (7) and inserting
in lieu thereof the following new subsection : .

“(7) to alter or supplement the rules of a contract market in-
sofar as mecessary or apﬂopn'ate by rule or regulation or by
order, if after making the appropriate request in writing to a
contract market that such contract market effect on its own behalf
specified changes in its rules and practices, and after appropriate

. notice and opporturity for hearing, the Commission determines

that such contract market has not made the ohanges so required,
and that such changes are mecessary or appropriate for the pro-
tection of persons producing, handling, processing, or consuming
any commodity traded for future delivery on such contract mar-
ket, or the product or byproduct thereof, or for the protection of
traders or to insure {az‘r’ dealing in commodities traded for
future delivery on such contract market. Such rules, regulations,
or orders may specify changes with respect to such matters as:
“(A)_terms or conditions in contracts of sale to be ewecuted
on or subject to the rules of such contract market;
“(B) the form or manner of ewecution of purchases and
sales for future delivery;

“(0) other trading requirements, emcepting the setting of .

~ levels of margin;
“(D) safeguards with respect to the financial responsibil-
ity of members; o

“(Z) the manner, method, and place of soliciting business,

including the content of such solicitations; and
“(F) the form and manner of handling, recording, and
zcnc:io":mtmg for customers’ orders, transactions, and accounts;
Skc. 214. Section 8a of the Commodity Exchange Act, as amended
(g U.S.C. 12a), is amended by adding ghe followgz'ng new subsection

“(8) to make and promulgate such rules and regulations with
respect to those persons registered under this Act, who are not

ether the amount of the penalty will mate-
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members of a contract market, as in the judgment of the Commis-

sion are reasonably necessary to protect the public interest and
. promote just and equitable principles of trade, including but not

limited to the manner, method, and place of soliciting business,
including the content of such solicitation; and”. .

Sec. 215. Section 8a of the Commodity Exchange Act, as amended

g g )U.S.O. 12a), is amended by adding the following mew subsection

“(9) to direct the contract market whenever it has reason to
believe that an emergency ewxists, to take such action as, in the
Commiission’s judgment, is necessary to maintain or restore orderly
trading in, or liquidation of, any futures contract. The term
‘emergency’ as used herein shall mean, in addition to threatened
or actual market manipulations and corners, any act of the United
States or a foreign government affecting a commodity or any other
major market disturbance which prevents the market from ac-
curately reflecting the forces of supply and demand for such com-
modity: Provided, That nothing /Z:erein shall be deemed to limit
the meaning or interpretation given by a contract market to the
terms ‘market emergency’, ‘emergency’, or equivalent language in
its own bylaws, rules, requlations, or resolutions.”

Skc. 216. The Commodity Ewxchange Act, as amended, is amended
by inserting the following mew section immediately after section 8b
(7U0.8.C. 12b) :

“Skec. 8c. (1) (A) Any exchange or the Commyission if the ewchan%e
fails to act, may suspend, expel, or otherwise discipline any person who
2 a member of that exchange, or deny any person access to the ex-
change. Any such action shall be taken solely in accordance with the
rules of that exchange.

“(B) Any suspension, explusion, disciplinary, or access denial
procedure established by an exchange rule shall provide for written
notice to the Commaission and to the person who is suspended, expelled,
or disciplined, or denied access, within thirty days, which includes
the reasons for the exchange action in the form and manner the
Commission prescribes. Otherwise the motice and reasons shall be
kept confidential.

“(2) The Commission may, in its discretion and in accordance with
such standards and procedures as it deems appropriate, review any
decision by an exchange whereby a person i3 suspended, expelled,
otherwise disciplined, or denied access to the exchange. In addition,
the Commission may, in its discretion and upon application of any
person who i3 adversely affected by any other exchange action, review
such action.

“(3) The Commission may affirm, modify, set aside, or remand ony
exchange decision it reviews pursuant to subsection (2), after a
determination on the record whether the action of the exchange was
in accordance with the policies of this Act. Subject to judicial review.
any order of the Commission enteved pursuant to subsection (2) shall
govern the exchange in its further treatment of the matter.

“(4) The Commission, in its discretion, may order a stay of any
action talen pursuant to subsection (1) pending review: thereof.

SEec.217 (). No person shall offer to enter into, enter into, or confirm
the execution of any transaction for the delivery of silver bullion, gold
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bullion, or bulk silver coins or bulk gold coins, pursuant to a standard-
ized contract commonly known to the trade as a margin account,
margin contract, leverage account, or leverage contract contrary to
any rule, regulation, or order of the Commodity Futures Trading Com-
massion designed-to insure the financial solwency of the transaction or
prevent manipulation or fraud: Provided, T hat such rule, regulation,
or order may be made only after notice and opportunity for hearing.
If the Commission determines that any such transaction s a contract
for future delivery within the meaning of the Commodity Exzchange

Act, as amended, such transaction shall be regulated in accordance . 3

with the provisions of such Act.

- (B) The provisions of section 9(c) of the Commodity Ewxchange
Act,as amended, shall be applicable with respect to persons who violate
the provisions of this section. .

TITLE III—ENABLING AUTHORITY FOR CREATION OF
NATIONAL FUTURES ASSOCIATIONS

Skc. 301. The Commodity Exchange Act, as amended, is amended
by adding the following new section.: ‘

“Skc. 17. (a) Any association of persons may be registered with
the Commission as a registered futures association pursuant to sub-
section (b) of this section, under the terms and conditions hereinafter
provided wn this section, by filing with the Commission for review and
approval a registration statement in such form as the Commission
may prescribe, setting forth the information, and accompanied by the
documents, below specified :

“(1) Data as to its organization, membership, and rules of pro-.
cedure, and such other information as the Commission may by rules
and regulations require as mecessary or appropriate in the public
tnterest; and ]

“(2) Copies of its constitution, charter, or articles of incorporation
or assoctation, with all amendments thereto, and of its bylaws, end |
of any rules or instruments corresponding to the foreqoing, whatever |
the name, hereinafter in this section coglecti'vely referred to as the
‘rules of the association’. ' _ "k

“(b) An applicant association shall not be registered as a futures
association unless the Commission finds, under standards established
by the Commission, that— : :

“(2) such association is in the public interest and that it will be
able to comply with the provisions of this section and the rules
and regulations thereunder and to carry out the purposes of this
section;

“(2) the rules of the association provide that any person reg-
istered under this Act, contract market, or any other person desig-
nated pursuant to the rules of the Commission as eligible for
membership may become a member of such association, ewcept
such as are excluded pursuant to paragraph (3) or (4) of this
subsection, or a rule of the association permitted under this para-
graph. The rules of the association may restrict membership in
such association on such specified basis relating to the type of
business done by its members, or on such other specified and ap-
propriate basis, as appears to the Commission to be necessary or
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appropriate in the lic interest and to carry out the purpose of
tfgr 852-1;2'071. Rules Zt)zudbopted by the asscciciion may provide that
the association may, unless the Commission directs otherwise in
cases in which the Commission finds it appropriate in the public
interest so to direct, deny admission to, or refuse to continue in
such association any person if (i) such person, whether prior
or subsequent to becoming registered as such, or (ii) any person
associated with in the meaning of ‘associated person’ as set forth
in section 4k of this Act, whether prior or subsequent to becom-
ing so associated, has been and is suspended or expelled from a
contract market or has been and is barred or suspended from
being associated with all members of such contract market, for
violation of any rule of such contract market;

“(8) the rules of the association provide that. except with the
approval or at the direction of the Commission in cases in which

the Commission finds it appropriate in the public interest so to -

approve or direct, no person shall be admitted to or continued in
membership in such association, if such person—

“(Ag} has been and is suspended or expelled from a reg-
istered futures association or from a contract market or has
been and is barred or suspended from being associated with
all members of such association or from being associated with
all members of such contract market, for violation of any rule
of such association or contract market which prohibits any
act or transaction constituting conduct inconsistent with just
and equitable principles of trade. or requires any act the
omission of which constitutes conduct inconsistent with just
and equitable principles of trade; or k

“(B) 18 subject to an order of the Commission denying,
susperding, or revoking his registration pursuant to section
6(b) of this Act (7 U.8.C. 9), or expelling or suspending him
from membership in a registered futures association or @ con-
tract market, or barring or suspending him from being asso-
ciated with a futures commission merchant; or

“(C) whether prior or subsequent to becoming a member.
by his conduct while associnted with a member. was a cause
of any suspension, expulsion, or order of the character de-
seribed in clause (A) or (B) which is in effect with respect
to such member, and in entering such a suspension, expulsion,
or order, the Commission or any such contract market or asso-
ciation shall have jurisdiction to determine whether or not
any person was a cause thereof; or

- %(D) has associated with him any person who is known,

or in the exercise of reasonable care should be known, to him
to be a person who would be ineligible for admission to or
continuance in membership under clause (4), (B), or (C)
of this paragraph.

“(4) the rules of the association provide that, except with the
afpro'val or at the direction of the Commission in cases in which
the Commission finds it appropriate in the public interest so to
approve or direct, no person shall become a member and no nat-
ural person shall become a person associated with a member, unless
such person is qualified to become a member or a person associated
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with a member in conformity with specified and appropriate
standards with respect to the training, experience, and such other
gualifications of such person as the association finds necessery or
desirable, and in the case of a member, the financial responsibility
o{esuch a member. For the purpose of defining such standards and
the application thereof, such rules may—
“(A) appropriately classify prospective members (taking
wndo account relevant matters, including type or nature o
business done) and persons proposed to be associated wit
members. :
“(B) specify that all or any portion of such standard shall
bea; glz’cable to any such class. "
' “Z) ) require persons in any such class to pass examina-
tions prescribed in accordance with such rules. _
“(D) provide that persons in any such class other than
pros?ectwe members and partners, officers and supervisory
employees (which latter term may be defined by such rules
and as so defined shall include branch managers of members)
of members, may be qualified solely on the basis of compliance
with specified standards of training and such other qualifica-
tions as the association finds appropriate.
“(E) provide that applications to become a member or
a person associated with a member shall set forth such facts
as the association may prescribe as to the training, experience,
- and other qualifications (including, in the case of an appli-
cant for membership, financial responsibility) of the appli-
cant and that the association shall adopt procedures for veri-
fication of qualifications of the applicant. L
“AF) require any class of persons associated with a mem-
ber to be registered with the association in accordance with
procedures specified by such rules (ond any apflz'catz'on or
document supplemental thereto required by such rules of a
person seeking to be registered with such association shall,
for the purposes of subsection (b) of section 6 of the Act, be
deemed an application required to be filed under this section).

“(5) the rules of the association assure a fair representation of
its members in the adoption of any rule of the association or
amendment thereto, the selection of its officers ond directors, and
in all other phases of the administration of its affairs.

“(8) the rules of the association provide for the equitable allo-
cation of dues among its members, to defray reasonable expenses
of administration.

“(7) the rules of the association are designed to prevent fraud-
ulent and manipulative acts and practices, to promote just and
equitable principles of trade, in general, to protect the public in-
terest, and to remove impediments to and perfect the mechanism
of free and open futures trading.

“(8) the rules of the association provide that its members and
persons associated with its members shall be appropriately dis-
ciplined, by expulsion, suspension, fine, censure, or being sus-
pended or barred from being associated with all members, or any

. other fitting penalty. for any violation of its rules.

“(9) the rules of the association provide a fair and orderly
procedure with respect to the disciplining of members and per-
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sons associated with members and the denial of membersmp to
any person seeking membership therein or the barring of any
person from being associated with a member. In any proceedin,
to determine whether any member or other person shall be discr-
plined, such rules shall require that specific charges be brought;
that such member or person shall be notified of, and be given an
opportunity to defend against, such charges; that a record shall
be kept; and that the determination shall include—
“(A) a statement setting forth any act or practice in which
such member or other person may be found to have engaged,
or which such member or other person may be found to e
omitted. ! ’
“(B) a statement setting forth the specific rule or rules of
the association of which any such act or practice, or omission
to act,is deemed to be in violation.

“(0) a statement whether the acts or practices prohibited -

by such rule or rules, or the omission of any act required

thereby, are deemed to constitute conduct inconsistent with

just and equitable principles of trade.

“(D) a statement setting forth the penalty imposed.

“In any proceeding to determine whether a person shall be denied
membership or whether any person shall be barred from being
associated with a member, such rules shall provide that the person
shqll be notified of, and be given an opportunity to be }wa'nd? upon,
the spedcific grounds for denial or bar which are under considera-
tion; that a record shall be kept; and that the determination
shall set forth the specific grounds upon which the denial or bar
i3 based.

“(10) the rules of the association provide for a fair and equita-
ble procedure through arbitration or otherwise for the settle-
ment of a customer's claims and grievances against any member
or employee thereof : Provided, That (i) the use of such procedure
by a customer shall be voluntary, (ii) the procedure shall not be
applicable to any claim in excess of $6,000, (iii) the procedure
shall not result in any compulsory payment except as agreed upon
between the parties, and (iv) the term ‘customer’ as used in this

- subsection shall not include a futures commission merchant or a

floor broker.

“(c) The Commission may, after notice and opportunity for hear-
ing, suspend the registration of any futures association if it finds that
the rules thereof do not conform to the requirements of the Commis-
ston, and any such suspension shall remain in effect until the Com-
mission issues an order determining that such rules have been modified
to conform with such requirements.

“(d) In addition to the fees and charges authorized by section 8a
(4) of this Act, each person registered under this Act, who is not a
member of a futures association registered pursuant to this sectionm,
shall pay to the Commission such reasonable fees and charges as may
be necessary to defray the costs of additional regulatory duties re-
quired to be performed by the Commission because such person is not
a member of a registered futures association. T'he Commission shall
establish such additional fees and charges by rules and regulations.

“(e) Any person registered under this Act, who is not a member of
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a futures association registered pursuant to this section, in addition
to the other requirements and obligations of this Act and the regula-
tions thereunder shall be subject to such other rules and regqulations as
the Commission may find necessary to protect the public interest and
promote just and equitable principles of trade. ;
. %(f) Upon filing of an application for registration pursuant to sub-
section (a), the Commission may by order grant such registration if
the requirements of this section are satisfied. If, after appropriate
notice and opportunity for hearing, it appears to the Commission that
_any requirement of this section is not satisfied, the Commission shall by
order deny such registration. ‘
“(g) A registered futures association may, upon such reasonable

notice as the Commission may deem necessary in the public interest,.

withdraw from registration by filing with the Commission a written
notice of withdrawal in such form as the Commission may by rules and
regulations prescribe.

“(h) If any registered futures association takes any disciplinary
action against any member thereof or any person associated with such.
amember or denies admission to any person seeking membership there-
in, or bars any person from being associated with a member, such
action shall be subject to review by the Comumission, on its own motion,
or upon application by any person agin'efved thereby filed within
thirty days after such action has been taken or within such longer pe-
riod as the Commission may determine. Application to the Commis-
sion for review, or the institution of review by the Commission on its
own motion, shall operate as a stay of such action until an order is
issued upon such review pursuant to subsection (k) of this section
unless the Commission otherwise orders, after notice and opportunity
for hearing on the questiont of a stay (which hearing may consist solely
of ajffidavits and oral arguments).

“(2) (1) In a proceeding to review disciplinary action taken by a
registered futures association against a member thereof or a person
associated with a member, if the Commission, after appropriate notice
and opportunity for hearing, upon consideration of the record before
the association and such other evidence as it may deem relevant—

“(A) finds that such member or person has engaged in such
acts or practices, or has omitted such act, as the association has
found him to have engaged in or omitted, and

“(B) determines that such acts or practices, or omission to act,
are in violation of such rules of the association as have been desig-

- nated in the determination of the association, the Conumission

shall by order dismiss the proceeding, unless it appears to the
Commassion that such action should be modified in accordance
with paragraph (. fa]‘l) of this subsection. The Commission shall like-
wise determine whether the acts or practices prohibited, or the
omission of any act required, by any such rule constitute conduct
“tnconsistent with just and equiteble principles of trade, and shall
so declare. If it appears to the Commission that the evidence does
mot warrant the finding required in clause (A), or if the Com-
mission determines that such acts or practices as are found to have
been engaged in are not prohibited by the designated rule or rules
of the association, or that such act as18 found to have been omitted
8 not required by such designated rule or rules, the Commission
shall by order set aside the action of the association.

et
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“c2) If, after a}fropn’ate notice and opportunity for hearing, the
Commission finds that any penalty imposedp upon a member or person
ossociated with a member i3 excessive or ofapressz'-ve, having due regard
to the public interest, the Commission shall by order cancel, reduce,
or require the remission of such penalty.

“(3) In any proceeding to review the denial of membership in a
registered jutures association or the barring of any person from being
associated with a member, if the Commission, after appropriate notice
and hearing, and upon consideration of the record before the associa-
tion ond such other evidence as it may deem relevant, determines that
the specific grounds on which such denial or bar is based exist in fact
and are valid under this section, the Commaission shall by order dismiss
the proceeding ; otherwise, the Commission shall by order set aside the
action of the association and require it to admit the applicant to mem-
bership therein, or to permit such person to be associated with a
member.

“(j) Every registered futures association shall file with the Com-
mission in accordance with such rules and regqulations as the Commis-
sion may prescribe as necessary or appropriate in the public interest,
copies o{ any changes in or additions to the rules of the association,
and such other information and documents as the Commission may
require to keep current or to supplement the registration statement
and documents filed pursuant to subsection (a) of this section. Any
change in or addition to the rules of a registered futures association
shall be submitted to the Commission for approval and shall take
effect upon the thirtieth day after such approval by the Commission,
or upon such earlier date as the Commission may determine, unless the
Commission shall enter an order disapproving such change or addi-
tion; and the Commission shall enter such an order unless such change
or addition appears to the Commaission to be consistent with the
requirements of this section and the provisions of this Act.

“(k) (1) The Commaission i3 authorized by order to abrogate any
rule of a registered futures association,if after appropriate notice and
opportunity for hearing, it appears to the Commission that such abro-
gation is mecessary or appropriate to assure fair dealing by the members
of such association, to assure a fair representation of its members in the
administration of its affairs or effectuate the purposes of this title.

“(2) The Commission may in writing request any registered futures
association to adopt any specified alteration or supplement to its rules
with respect to any of the matters hereinafter enumerated. If such as-
soctation fails to adopt such alteration or supplement within a reason-
able time, the Commission is authorized by order to alter or supplement
the rules of such associotion in the manner theretofore requested, or
with such modifications of such alteration or supplement as it deems
necessary if, after appropriate notice and opportunity for hearing, it
appears to the Commission that such alteration or supplement is nec-
essary or appropriate in the public interest or to effectuate the purposes
of this section., with respect to—

“(A) the basis for, and procedure in connection with, the denial
of membership or the barring from being associated with a mem-
ber or the disciplining of members or persons associated with mem-
bers, or the qualifications required for members or natural persons
ossociated with members or any class thereof ; .

\ i i e i TR
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3 rfl)e the method for adoption of any change in or addition to
the rules of the association; ' :

“(0) the method of choosing ﬁif]icers and directors.

“(7) The Commission is authorized, if such action appears to it to be
necessary or appropriate in the public interest or to carry out the pur-
poses of this section—

“(1) after appropriate notice and opportunity for hearing, by
order to suspend for a period not exceeding twelve months or to
revoke the registration of a registered futures association, if the
Commassion finds that such association has violated any provisions
of this title or any rule or requlation thereunder, or has failed to
enforce compliance with its own rules, or has engaged in any other
activity tending to defeat the purposes of this Act;

“(2) after appropriate notice and opportunity for hearing, by
order to suspend for a period not exceeding twelve months or to
expel from a registered futures association any member thereof,
or to suspend for a period not exceeding twelve months or to bar
any person from being associated with a member thereof, if the
Commission finds that such member or person—

“(A) has violated any provision of this title or any rule or
regulation thereunder, or has effected any transaction for any
other person who, he had reason to believe, was violating with
respect to such transaction any provision of this title or any

e or requlation thereunder; or

“(B) has willfully violated any provision of the Commod-
ity. Exchange Act, as amended, or of any rule, requlation, or
order thereunder, or has effected any transaction for any
other person who, he had reason to believe, was will fully vio-
lating with respect to such transaction any provision o):y such
Act or rule, regulation, or order.

“(3) after appropriate notice and opportunity for hearing, by
order to remove from office any officer or director of a registered
futures association who, the Commission finds, has willfully failed
to enforce the rules of the association, or has willfully abused his
authority.

“(m) The Commission shall include in its annual reports to Congress
information concerning any fulures associations registered pursuant
to this section and the effectiveness of such associations in regulating
the practices of the members.”

TITLE IV—MISCELLANEOUS PRO T}I SIONS

Skc. j01. Section 9 of the Commodity Exchange Act, as amended
(7 U.S8.0. 13), is amended by adding the following new subsections:

“(d) It shall be a felony punishable by a fine of not more than
$10,000 or imprisonment for not more than five years, or both, together
with the costs of prosecution, for any Commissioner of the Commis-
sion or any employee or agent thereof, to participate, directly or in-
directly, in any transaction in commodity futures or any transaction
of the character of or which is commonly known to the trade as an
‘option’, ‘privilege’, ‘indemnity’, ‘bid’, ‘offer’, ‘puf’, ‘call’; ‘advance
guaranty’, or ‘decline guaranty’, or for any such person to participate,
directly or indirectly, in any investment transaction in an actual com-
modity: Provided, That such prohibition against any investment
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transaction in an actual commodity shatl not apply to a transaction
in which such person buys an agricultural commodity or livestock for
use tn his own farming or ranching operations or sells an agricultural
commodity which he has produced in connection with his own farming
or ranching operations nor to any transaction in which he sells live-
stock which he has owned at least three months. With respect to such
excepted transactions, the Commission shall require any Comumissioner
of tlf; Commission or any employee or agent thereof who participates
in any such transaction to notify the Commission thereof in accordance
with such regulations as the Commission shall prescribe and the Com-
mission shait make such information awvailable to the public.

“(e) it shall be a felony punishable by a fine of not more than
910,000 or imprisonment for not more than five years, or both, together
with the costs of prosecution—(1) for any Conumissioner of the Com-
mission or any employee or agent thereof who, by virtue of nis employ-
ment or position, acquires information which may affect or tend to
affect the price of any commodity futures or commodity and which
information has not been made public to impart such information
with intent to assist another person, directly or indirectly, to partici-
pate in any transaction in commodity futures, any transaction in an
actual commodity, or in any transactwon of the character of or which
is commondy known to the trade as an ‘option’, ‘privilege’, “undemmity’
~bid, ‘offer, ‘put’, ‘call’, ‘advance guaranty’, or ‘decline guaranty’; a
(2) for any person to acquire such information from any Commassioner
of the Commission or any employee or agent thereof and to use such
information in any transaction in commodity fubures, any transaction
in an actual commodity, or in any transaction of the character of or
which is comumonly known to the trade as an ‘option’, ‘privilege’, ‘in-

demnity’, ‘bid’, ‘offer’, ‘put’, ‘call’, ‘advance guaranty’, or ‘decline

2 93 E

guaranty

Szc. 402. Section 4c of the Commodity Ewchange Act, as amended

(7 U.8.C. 6¢),is amended—
(a) by inserting *“(a)” after “Skoc. je.. .
(0) By striking paragraph (B) in its entirety and inserting in liew
thereof the following: ‘
“(B) if such transaction involves any commodity specifically
set yorth in section 2(a) of this Act, prior to the enactment of the
Commodity Futures 1'rading Commission Act of 1974, and if
such transaction is of the character of, or is commonly known to
the trade as, an ‘option’, ‘privilege’, “indemmity’, ‘bid’, ‘offer’, ‘put’,
‘call’y ‘advance guaranty’, or ‘decline guaranty’y or”.
(¢) By adding at the end thereof the following new subsection:

“(b) Vo person shall offer to enter into, enter into, or confirm the.
execution of, any transaction subject to the provisions of subsection

(@) of this section inwolving any commodity regulated under this Act,
but not specifically set forth in section Z(a) of this Act, prior to the
enactment of the Commodity Futures 1rading Commission Act of
1974, which s of the character of, or i3 comunonly known to the trade
as, an ‘option’, ‘privilege’, ‘indemmnity’, ‘bid’, ‘offer’, ‘put’, ‘call’, ‘ad-
vance guaranty’, or ‘dectine guaranty’, contrary to any rule, regulation,
or order of the (ommission prohibiting any such transaction or allaw-
ing any such transaction under such terms and conditions as the Com-
nussion shall prescribe within one year after the effective date of the

T T
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Commodity F" wtures Trading Commission Act of 197/ unless the Com-

massion determines and notifies the Senate Committee on Agriculture
and Forestry and the House Committes on Agriculiure that it is unable
to prescribe such terms and conditions within such period of time:
Provided, That any such order, ruls, or regulation may be made only
after notice and opportunity for hearing : And provided further, That
the Commission may set different terms and conditions for different
markets.” . ) -k ;

(d) By striking the last sentence of subsection (a) as designated by
this section. .

Sgc. J03. Section 4a(1) of the Commodity Ewchange Act, as.
amended (7 U.S8.C. 6a), is amended by inserting, following the word
“straddles” in the last sentence of such paragraph the words “or
‘arbitrage’ " and by adding the following mew sentences at the end
of such paragraph: “The word ‘arbitrage’ in domestic markets shall
. be defined to mean the same as a ‘spread’ or ‘straddle’. The Commis-
sion i8 authorized to define the term ‘international arbitrage’.”

- Sec. 40}. Section 4a(3) of the Commodity Ewxchange Act, as
amended (7 U.S.C. 6a), is amended by deleting the period at the end
of the first sentence and adding “as such terms shall be defined by
the Commission within ninety days after the effective date of the
Commodity Futures Trading Commission Act of 197} by order con-
sistent with the purposes of this Act.”; and by deleting, effective im-
mediately on enactment of this Act, the remainder of paragraph
g&) : Provided, That notwithstanding any other provision of law, the

ecretary of Agriculture,immediately upon the enactment of the Com-
modity Futures Trading Commission Act of 1974, is authorized and
directed to promulgate regulations defining bona fide hedging trans-
actions and positions : And provided further, That until the Secretary
issues such regulations defining bona fide hedging transactions and
positions and such regulations are in full force and effect, such terms
shall continue to be defined as set forth in the Commodity Ewchange
Act prior to its amendment by the Commodity Futures T'rading Com-
mission Act of 1974. . . S o
~ Src. J05. Section 4b of the Commodity Exchange Act, as amended -

(?U.8.0. 6’b%,z’s amended— ;

(@) By deleting the word “cotton” where it appears in the last full
" paragraph of such section, and inserting in lieu thereof the words “a
comvmodity”. : : : :

(b) By striking the period at the end of such section and adding
the following: “: And provided further, That such transactions shall
be made in accordance with such rules and regulations as the Com-
mission may promulgate regarding the manner of the ewecution of
such transactions.”

Src.- J06. Section ba(6) of the Commodity Ewchange Act, as
amended (7 U.8.C. 7a), 3 amended by deleting the semicolon at the
end of sard subsection and inserting in liew thereof the following:
“and adopted by the Commission;”.

Sec. 407. Section 5a(8) of the Commodity Ewchange Act, as
amended (7 U.S.C.7a),i8 amended—

(@) By deleting the words “not been disapproved by the Secretary
of Agriculture pursuant to paragraph (7) of section 8a” and insert-
ing i lieu thereof the words “been approved by the Commission pur-
suant to paragraph (12) of section 5a”.
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(b) By deleting the word “so”, and inserting the words “by the
Commission” immediately before the semicolon at the end of such
subsection.

Skc. 408. Section6(b) of the Commodity Exchange Act, as amended
(7 U8.C.9),is amended—

(a) By striking in the second sentence “a referee” and inserting
in liew thereof “an Administrative Law Judge”.

(b) By striking the word “referee” each other place it appears
and inserting in lieu thereof “Administrative Law Judge”.

Szc. 409. Section 9(c) of the Commodity Exchange Act, as amended
(7 U.8.0. 18), is amended by inserting after “section 43 the follow-
ing : “section [k, section jm, section fo,”.

Skc. }10. Section 6108(c) of title & of the United States Code 1is
amended by adding after paragraph (11) thereof the following new
paragroph: - . ;

“(12) The Commodity Futures Trading Commission, subject to
the standards and procedures prescribed by this ¢hapter, may place
an additional twenty positions in GS-16, GS-17, and GS-18 for pur-
poses of carrying out 1ts functions.” :

Skc. 411. ATl operations of the Commodity Exchange Commission

and of the Secretary of Agriculture under the Commodity Exchange.

Act, including all pending administrative proceedings, shall be trans-
ferred to the Commodity Futures Trading Commission as of the effec-
tive date of this Act and continue to completion. All rules, regulations,
and orders heretofore issued by the Commodity Exchange Commission
and by the Secretary of Agriculture under the Commodity Exchange
Act to the extent not inconsistent with the provisions of this Act shall
continue in full force and effect unless and until terminated, modified,
or suspended by the Commodity Futures Trading Commission.

Skc. 412. Pending proceedings under existing law shall not be
abated by reason of any provision of this Act but shall be disposed of
pursuant to the applicable provisions of the Commodity Ewzchange
Act, as amended, in effect prior to the effective date of this Act.

8Skc. }18. If any provision of this Act or the agflication thereof to
any person. or circumstances 8 held invalid, the validity of the remain-

. der of the Act and the application of such provision to other persons

or circumstances shall not be %fected thereby.

Skc. 414. The Commodity Exchange Act, as amended, is amended
by adding the following new section at the end thereof :

“Src. 16. (a) The Commission may conduct regular investigations
of the markets for goods, articles, services, rights, and interests which
are the subject of futures contracts, and furnish reports of the findings
of these inwvestigations to the public on a regular basis. These market
reports shall, where appropriate, include information on the supply,
demand, prices, and other conditions in the United States and other
countries with respect to such goods, articles, services, rights, interests,
and information respecting the futures markets.

“(b) The Commission shall cooperate with the Department of Agri- |

culture and any other Department or Federal agency which makes
market investigations to avoid unnecessary duplication of information-
gathering activities. ’

“(¢) The Department of Agriculture and any other Department or
Federal agency which has market information sought by the Cominis-

e
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sion shall furnish it to the Commission upon the request of any author-
ized employee of the Commission. T he Commission shall abide by any
rules of confidentiality applying to such information.

“(d) The Commission shall not disclose in such reports data and
information which would separately disclose the business transactions
of any person and trade secrets or names of customers except as pro-
vided in section 8 of this Act.” :

Skc. 415. Section 4g of the Commodity Exchange Act, as amended,
i amended by inserting “(1)” after the section designation and by
adding the following new subsections: ;

“(2) Every clearinghouse and contract market shall maintain daily
trading records. The daily trading records shall include such informa-
tion as the Commission shall prescribe by rule.

%(3) Brokers and futures commission merchants shall maintain
daily trading records for each customer in such manner and form as to
be identifiable with the trades referred to in subsection (2).

“(4) Daily trading records shall be maintained in a form suitable
to the Commisgion for such period as may be required by the Com~
mission. Reports shall be made from the records maintained at such
times and at such places and in such form as the Commission may
prescribe by rule, order, or regulation in order to protect the public
interest and the interest of persons trading in commodity futures.

“(6) Before the beginning of trading each day, the exchange shall,
insofar as is practicable and under terms and conditions specified by
the Commission, make public the volume of trading on each type of
contract for the previous day and such other information as the Com-
-mission deems necessary in the public interest and prescribes by rule,
order, or requlation. _

“(6) Nothing contained in this section shall be construed to prohibit
the Commission from making separate determinations for different
clearinghouses, contract markets, and ewxchanges when such determs-
nations are warranted in the judgment of the Commission.”

Szc. }16. The Commodity Exchange Act, as amended, is amended
by adding at the end thereof the following new section :

“Src. 18. (a) The Commission shall establish and maintain, as part
of its ongoing operations, research and information programs to (1)
determine the feasibility of trading by computer, and the expanded vse
of modern information system technology, electronic data processing,
and modern communication systems by commodity exchanges, boards
of trade, and by the Commission itself for purposes of improving,
strengthening, facilitating, or regulating futures trading operations;
(2) assist in the development of educational and other informational
materials regarding futures trading for dissemination and use among
producers, market users, and the general publicy and (3) carry out the
general purposes of this Act.

“(b) The Commission shall include in its annual reports to Congress
plans and findings with respect to implementing this section.”

Szc. 417. The Commodity Futures Trading Commission shall sub-
mit to the Congress, not later than June 30,1976, a report respecting the
need for legislation insuring owners of commodity futures accounts
and persons handling or clearing trades in such accounts against loss
by reason of the insolvency or financial failure of a fubures commis-
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sion merchant carrying such accounts. The veport shall contain the
recommendations of the Commission concerning the form and nature
of any such legislation. 4

Sec. 418. (a) Except as otherwise provided specifically in this
Act, the effective date of this Act shall be the 180th day after en-
actment. The Commission referred to in section 101 is hereby estab-
lished ejffectirve immediately on enactment of this Act. Sections 102
and 410 shall be effective immediately on enactment of this Act.
A ctivities necessary to implement the changes effected by this Act may
be carried out after the date of enactment and before as well as after
the 180th day thereafter. Activities to be carried out after the date
of enactment and before the 180th day thereafter may include, but
are not limited to the following: designation of boards of trade
as contract markets, registration of futures commission merchants,
floor brokers, and other persons required to be registered under the
Act, approval or modzZicat'ion of bylaws, rules, regugatiom, and resolu-
tions oﬁcontmct markets, and issuance of regulations, effective on or
after the 180th day after enactment; appointment and compensation of
the members of the Commission; hiring and compensation of stajf : and
conducting of inwestigations and hearings. Not%i'n-g in this Act shall
limit the authority of the Secretary of Agriculture or the Commodity
Lachange Commission under the Commodity Ewxchange Act, as
amended, prior to the 180th day after enactment of this Act.

() Funds appropriated for the administration of the Commodity
Eaxchange Act, as amended, may be used to implement this Act im-
mediately after the date o{\ enactment of this Act.

And the Senate agree to the same.

Heryvax E. TarmApce,
GEORGE McGoVERN,
Huserr H. HuMPHREY,
Dick Crarxg,
Cary T. Currts,
Rorert DoLE,
Hexry Berraox,
Managers on the Part of the Senate.

W. R. Poag,
Fraxg A. StusBLEFIELD,
TroMas S. Forey,
Bor BErRGLAND,
Wirriay C. WAMPLER,
RoBERT PRICE,
CuarcEs THONE,
Managers on the Part of the House.
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JOINT EXPLANATORY STATEMENT OF THE COMMITTEE
OF CONFERENCE

The managers on the part of the House and the Senate at the con-

ference on the disagreeing votes of the two Houses on the amendments -

of the Senate to the bill (H.R. 13113) to amend the Commodity Ex-
change Act to strengthen the regulation of futures trading, to bring
all agricultural and other commodities traded on exchanges under
regulation, and for other purposes, submit the following joint state-
ment to the House and the Senate in explanation of the effect of the
action agreed upon by the managers and recommended in the accom-
panying conference report. The differences between the House bill
and the Senate amendment and the substitute agreed to in conference
are noted in the following outline, except for conforming, clarifying,
and technical changes:

(1) Nature of Commission. :

The House bill creates a five-man regulatory Commission with cer-
tain ties to the Department of Agriculture. The Commission would
consist of four public members and the Secretary of Agriculture or
his designee. The four public members of the Commission would be
appointed by the President from the general public and confirmed by
the Senate. Any of the five members of the Commission could be sep-
arately nominated by the President as Chairman of the Commission,
although such nomination would be subject to separate Senate ap-
proval. The four public members would serve on a part-time basis.

" They would be compensated at Executive Level IV on a per diem
basis for the time they spend in the performance of their official activ-
ities. The Commission would be allowed to utilize the facilities and
services of the Department of Agriculture, at cost, including adequate
office space if available. The Commission would be required to meet
as often as necessary, but not less than one regular meeting per month.
Additional meetings could be called by the Chairman or any two mem-
bers of the Commission. The Commission would have a General
Counsel, an Executive Director, and a Secretary.

The Senate amendment creates a five-man independent regulatory
Commission consisting of a Chairman and four other Commissioners.
In nominating persons for appointment, the President is to seek to
establish and maintain a balanced Commission that will include—but
not be limited to—persons of demonstrated knowledge in futures
trading or its regulation and persons of demonstrated knowledge in
the production, merchandising, processing, or distribution of the goods.
articles, services, rights, and interests covered by the Act. The Chair-
man would be the chief administrative officer and compensated at
Executive Level 1XI. The other Commissioners would be compensated
at Executive Level IV. The Commission would have a General Counsel
and an Executive Director, but no Secretary. Both the General Counsel
and the Executive Director would be subject to Senate confirmation.
They would be compensated at Executive Level V.
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The Conference substitute adopts the Scnafe provision with an
amendment. Under the Conference substitute, the Secretary of Agri-
culture will appoint a liaison officer, who shall be an employee of the
Department of Agriculture, for the purpose of maintaining liaison
between the Commission and the Department. The Commission shall
furnish the liaison officer with appropriate office space and clerical help,
and he shall have the right to attend and observe all deliberations and
proceedings of the Commission. Likewise, the Commission shall estab-
lish a separate office within the Department of Agriculture to be staffed
with employees of the Commission for the purpose of maintaining

"liaison between the Department and the Commission. The Secretary
shall take such steps as may be necessary to enable the Commission to
obtain information and utilize such services and facilities of the De-
1}3=1§'tment as may be necessary in order to maintain’ effectively such
laison.

Under the Conference substitute, the Commission would appoint
the General Counsel and the Executive Director. Only the Executive
Director would be subject to Senate confirmation. Both would serve
at the pleasure of the Commission.

The Conference substitute includes the House provision that a
vacancy in the Commission would not impair the right of the remain-
ing Commissioners to exercise the powers of the Commission. Thus,
during the period of transition between the date of enactment and the
effective date of the bill, it will be possible for the Commission to fune-
ti(m1 ig-'hgn three of the Commissioners have been appointed and have
qualified. :

The Conference substitute also provides that whenever the Com-
mission submits any budget estimate or request to the President or
the Office of Management and Budget, it shall concurrently transmit
copies of that estimate or request to the House and Senate A griculture
Committees and the House and Senate Appropriations Committees.
Likewise, whenever the Commission submits any legislative recom-
mendation, or testimony, or comments on legislation to the President
or the Office of Management and Budget. it shall concnrrently trans-
mit copies thereof to the House and Senate Agriculture Committees.

 (2) Reparations procedure. ‘

Under the+Senate amendment, a person would have three years
instead of nine months, as provided in the House bill, to make a com-
plaint to the Commission.

Judicial review of the Commission’s findings and order would under
the House bill be de novo, except that the findings of fact and orders
of the Commission would be prima facie evidence of the facts therein
stated. Under the Senate amendment, the findings would be reviewable
only for purposes of determining if they are supported by substan-
tial evidence.

Under the House bill, the period of time for a person to comply with_

or appeal a reparations order entered against him is five days. Under
the Senate amendment, the weriod of time is extended to 15 days.
Under the Conference substitute, a person would have two years
to make a complaint to the Commission. In lien of the House and
Senate provisions, judicial review of the Commission’s findings and
order would on apneal be in the Cenrt of Appeals pursuant to the
procedure provided in section 6(b) of the Commodity Exchange Act.

.
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Under section 6 éb) of the Act, the findings of the Commission, as to
the facts, would, if supported by the weight of the evidence, be
conclusive. The Conference substitute retains the Senafe provision
that the period of time for a person to comply with or appeal a repara-
tions order entered against him is 15 days.

(3) Antitrust laws. |

Under the House bill, the Commission—in issuing any order, rule,
or regulation or in requiring or approving any bylaw, rule, or regula-
tion of a contract market—is to take into consideration the public
interest to be protected by the antitrust laws. ‘

The Senate amendment retains this provision, and, in addition,
requires the Commission to endeavor to take the least anticompetitive
means of achieving the objectives of the Commodity Exchange Act.

The Conference substitute adopts the Senafe amendment with only
a technical change. However, the requirement that the Commission en-
deavor to take the least anticompetitive means of achieving the objec-
tives of the Commodity Exchange Act is not intended to constitute any
procedural roadblock to the Commission in regulating the futures trad-
ing industry, and separate proceedings to consider antitrust and anti-
competitive matters are not required by the Commission in issuing any
order, adopting any Commission rule or regulation, or in requiring or
approving any bylaw, rule, or regulation of a contract market.

(4) Jurisdiction of the Commission.

The House bill provides for exclusive jurisdiction of the Commission
over all futures transactions. However, it is provided that such exclu-
sive jurisdiction would not supersede or limit the jurisdiction of the

- Securities and Exchange Commission or other regulatory authorities.

The Senate amendment retains the provision of the House bill but
adds three clarifying amendments. The clarifying amendments make
clear that (a) the Commission’s jurisdiction over futures contract mar-
kets or other exchanges is exclusive and includes the regulation of com-
modity accounts, commodity trading agreements, and commodity op-
tions; (b) the Commission’s jurisdiction, where applicable, supersedes
State as well as Federal agencies; and (c) Federal and State courts
retain their respective jurisdictions.

In addition, the Senate amendment provides that interbank trading
of foreign currencies and specified financial instruments is not subject
to Commission regulation. .

Also, the Senate amendment provides that the Commission’s author-
ity in section 217 of the bill to regulate transactions for the delivery of
silver bullion, gold bullion, or bulk silver coins or bulk gold coins pur-
suant to standardized margin or leverage contracts is exclusive.

The Conference substitute adopts the Senate amendment, includ-
ing the provision in section 402(d) of the bill which strikes the last
sentence of section 4c of the Commodity Exchange Act. The language
being struck provides that “Nothing 1n this section [section 4c] or
section 4b shall be construed to impair any State law applicable to any
transaction enumerated or described in such sections.”

Under the exclusive grant of jurisdiction to the Commission, the
authority in the Commodity Exchange Act (and the regulations is-
sued by the Commission) would preempt the field insofar as futures
regulation is concerned. Therefore, if any substantive State law regu-
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lating futures trading was contrary to or inconsistent with Federal
law, the Federal law would govern. In view of the broad grant of
authority to the Commission to regulate the futures trading industry,
the Conferees do not contemplate that there will be a need for any
supplementary regulation by the States.

(5) Fitness requirements for floor brokers, futures commission menr-
chants, and persons associated with them.

The Senate amendment provides in section 206 that tlie Commis-
sion may exempt floor brokers, futures commission merchants, and
persons associated with them, from any written proficiency examina-
tions, if they have previously demonstrated the required proficiency
and skill necessary to protect the interests of customers.

The Senate amendment strikes a similar provision in section 204

of the House bill which would be applicable only with respect to-

persons associated with futures commission merchants.
The Conference substitute adopts the Senate provision.

(6) Contract market designation (economic justification).

The House bill requires a board of trade, before designation as a
contract market, to demonstrate (a) that the prices involved in trans-
actions for future delivery in the commodity for which such designa-
tion is sought, are, or reasonably can be expected to be, generally
auoted and disseminated as a basis for determining prices to pro-

ucers, merchants, or consumers of such commodity or the products
or b{)}e)roducts thereof or (b) that such transactions are, or reasonably
can be expected to be, utilized by producers, merchants, or consumers
engaged in handling such commog
thereof in interstate commerce as a means of hedging themselves
against possible loss through fluctuations in price. '

The Senate amendment strikes the House provision and substitutes
therefor the requirement that the board of trade demonstrate that
transactions for future delivery in the commodity for which desig-
nation as a contract market is sought will not be contrary to the public
Interest.

The Conference substitute adopts the Senate provision. The Confer-
ees note that the broader language of the Senate provision would in-
clude the concept of the ‘“cconomic purpose” test provided in the
House bill subject to the final test of the “public interest”.

(7) Delivery points>~

The Senate amendment would give contract markets 75 days, instead
of 60 days as specified in the House bill, to make changes in delivery
points as deemed necessary by the Commission.

In addition, the Senate amendment eliminates any requirement that
warehouse receipts issued under the United States Warehouse Act
be accepted in satisfaction of futures contracts where such a require-
ment is totally inappropriate.

The Conference substitute adopts the Senate provision.

(8) Voluntary arbitration of customers’ claims.

Under the House bill, a contract market’s voluntary arbitration
procedure is limited'to claims not in excess of $5,000.

The Senate amendment increases this amount to $15.000.

The Conference substitute adopts the Senate provision.

ity or the products or byproducts
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(9) Commission approval of exchange bylaws, rules, regulations, and
resolutions.

The Senate amendment retains the provision of the House bill that
a contract market submit for Commission approval bylaws, rules,
regulations, and resolutions which relate to the terms and conditions
of futures contracts or other trading requirements.

The Senate amendment provides that the Commission is to approve
or disapprove such bylaws, rules, regulations, and resolutions within
30 days unless the Commission determines that a longer period of time
is necessary for such determination and so notifies the contract mar-
ket. In addition, the Senate amendment (a) authorizes contract mar-
kets to adopt rules in an emergency without prior approval by the
Commission, and (b) permits the Commission to exempt contract
market operational and administrative rules from the requirement
that they be submitted to the Commission for approval.

The Conference substitute retains the Senafe provision with an
amendment providing that the Commission shall specify the terms and
conditions under which a contract market may, in an emergency, adopt
a temporary rule dealing with trading requirements without prior
Commission approval.

Under section 213 of the bill, the Commission retains its authority

and flexibility to alter or suppzlement previously-approved exchange
bylaws, rules, regulations, and resolutions. i

(10) .Restraining orders, injunctions, and writs of mandamus.
The House bill provides that whenever it shall appear to the Com-

mission that any contract market or other person has engaged, is"
" engaging, or is about to engage in any act or practice constituting a

violation of any provision of the Act or any rule, regulation, or order
thereunder, or 1s1n a position to effectuate a squeeze or corner or other-
wise restrain trading in any commodity for future delivery, the Com-
mission is permitted to notify the Attorney General, and the Attorney
General is permitted to bring a court action to enjoin such act or prac-
tice, or to enjoin the continued maintenance of such a position, or to
enforce compliance with the Act, or any rule, regulation, or order
thereunder. '

The Senate amendment authorizes the Commission to go directly
into court itself—without going through the Attorney General—to
enjoin any contract market or other person from violating the Act or
restraining trading in any commodity for future delivery. The
Senate amendment retains the authority for the Commission to seek
injunctions with respect to persons “about to engage” in violations
of the Act, but deletes the authority to seek injunctions with respect
to persons “in a position t0” effectuate a squeeze or corner. Under both
the Senate amendment and the House bill, no restraining order, in-
junction, or writ of mandamus will be issued ex parte.

The Conference substitute adopts the Senate provision with an
amendment providing that, in lien of bringing actions itself, the
Commission may request the Attorney General to bring the action.
YWhere the Commission elects to bring the action, it shall inform the
Attorney General and advise him of subsequent developments.

(11) Emergency pocers.

The House bill authorizes the Commission to direct any contract
market, “whenever [the Commission] has reason to believe that the
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amount of deliverable supplies, the number of open contracts, the
relative size of individual traders’ positions, the amount and direc-
tion of price movements in cash and futures markets, the impact of
government edicts and regulations, the existence of a market emer-
gency, or any other such market factor creates a condition which
threatens orderly trading in, or liquidation of, any futures contract,
to take such action as in the Commission’s judgment is necessary to
maintain or restore orderly trading in, or liquidation of, any futures
contract.” The House bill specifies examples of actions that the Com-
mission may take. ' _

Under the Senate amendment, the Commission will have authority
to act only in “emergency” situations and direct a contract market to
talke such action as is necessary to maintain or restore orderly trading.
The term “emergency” is defined as meaning—in addition to threat-
ered or actual market manipulations and corners—any act of govern-
ment affecting a commodity or any other major market disturbance
which prevents the market from accurately reflecting the forces of
supply and demand. In addition, the “emergency” itself must—in the
Commission’s judgment—have a greater adverse impact on the market
than the action the Commission proposes to talke.

The Conference substitute adopts the Senate provision with an
amendment deleting the language that the “emergency” must, in the
Commission’s judgment. have a greater adverse impact on the mar-
ket than the action the Commission proposes to take. At the outset of
an emergency, it might not be pract-icab{:e for the Commission to reach

.such a judgment. '

However, the Conferees do not intend that the emergency powers
section be used to prescribe a remedy more severe than the malady
sought to be cured. The effective use of the emergency powers requires
the careful exercise of expert and impartial judgment by the Com-
mission.

Under the Conference substitute, the Commission may take, but is
not limited to, all of the emergency actions specified in the House bill.
(12) Disciplinary procedures. -

The Senate amendment (a) authorizes the Commission to discipline
exchange members if the exchange fails to act and (b) permits a
member who is disciplined by an exchange to appeal to the Commis-
sion. The provision does not require any person to submit to the appeal
procedure of the Commission and it does not deny any person the right
to seek relief in the courts. Nor does it limit the liability of any person
in any suit by a State or Federal agency.

The House bill contains no comparable provision.

The Conference substitute adopts the Senate provision with an
amendment under which review by the Commission of exchange dis-
ciplinary action would be discretionary and, if allowed, in accordance
with such standards and procedures as the Commission deems appro-
priate. The Conference substitute deletes the Senafe provision stating
that nothing therein (a) requires any person to submit to the appeﬁ
procedure of the Commission, (b) prohibits any person from seeking
relief in the courts, or (c) limits the Hability of any person in any suit
by a State or Federal agency. The appeal procedure, under the Con-
ference substitute, is discretionary. YWhile as a matter of primary ad-
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ministrative jurisdiction, courts may defer to any review afforded by
the Commission, the availability of such review procedure will not
affect rights that are otherwise available to persons adversely affected
by exchange action.

(13) Leverage coniract regulation.

The Senate amendment requires the Commission to regulate leverage
transactions for the delivery of silver bullion, gold bullion, or bulk
silver coins or bulk gold coins. Under the Senate amendment, if the
Commission determines at any time that such transactions are futures
contracts within the meaning of the Act, they would be regulated
accordingly. '

The H ouse bill contains no comparable provision. . ‘

The Conference substitute adopts the Senate provision. If the Com-
mission determines that any leverage transaction is a contract for
future delivery within the meaning of the Commodity Exchange Act,
all of the requirements in the Act would be applicable to trading in
such transaction.

(14) Futures associations. :

Title III of the House bill provides enabling authority at the dis-
cretion of the Commission for persons registered under the Com-
modity Exchange Act and in the commodity trading business to
establish voluntary associations for regulating the practices of the
members.

The Senate amendment strikes title IIT of the House bill and re-
quires the Commission to investigate the need for legislation providing
for the registration of futures associations. The Commission is to re-
port its findings to Congress within two years.

The Conference substitute adopts the House provision with an
amendment providing that the Commission’s annual reports to the
Congress are to include information concerning the futures associa-
tions registered pursuant to title IIT and the effectiveness of such
associations in regulating the practices of the members. Thus, Congress
will be in a position to make a continuing review of the effectivenes
of any futures associations registered by the Commission. i
(15) Insider trading.

The Senate amendment makes technical changes in the House sec-
tion on insider trading. In addition, it modifies the House prohibition
against insider trading in actual commodities. The Senate amendment
prohibits trading in actual commodities only if the insider is using
“information acquired by virtue of his employment or position” to do
such trading.

The Senate amendment would also make it a felony for any person
to acquire information from an insider and use such information for
futures trading, options trading, and trading in actual commodities.

The House bill does not impose any sanctions against persons acquir-
#ng information from insiders.

The Conference substitute deletes the Secnate provision requiring
that. for a crime to be committed under the new section 9(d), a Com-
missioner of the Commission or employee or agent thereof engaging
in a transaction in an actual commodity must be proven to have used
“information acquired by virtue of his employment or position”. The
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Conferees wished to make it clear that the deletion of this requirement
should not be construed to mean that a Commissioner or other employee
or agent of the Coimnmission would be prohibited from engaging in any
trapnsaction in an actual commodity (e.g., the purchase of butter or
other commodities for his own use). The Conference substitute, there-
fore, adds the word “investment” to define the type of actual transac-
tion sought to be prohibited. This makes clear that the purchase of
commodities for one’s own use and consumption is not prohibited. In
addition, the Conferees added language refining the “excepted trans-
actions” language to permit “purciase” as well as sale of actual com-
modities and livestock in connection with farming and ranching
operations of a Commissioner, employee or agent. '

The Conference substitute retains the Senate provision making it a

felony for any person to acquire and use insider information.
(16) Options trading.

The House bill continues the ban now contained in section 4c of the
Act on trading in options (privileges, indemnities, bids, offers, puts,
calls, advance guaranties, and decline guaranties) in the now-regu-
lated commodities, but permits trading in options in all other commod-
ities #f not done contrary to any rule, regulation, or order of the
Commission prohibiting any such transaction or allowing any such
transaction under such terms and conditions as the Commission may
prescribe. The Commission could promulgate such an order, rule, or
regulation only after notice and opportunity for hearing. The Commis-
sion may set different terms and conditions for different markets.

The Senate amendment retains the House provision, but provides

ﬁ)ations governing such
options trading within one year after the effective date of the bill.

The Conference substitute adopts the Senate provision with an
amendment providing that the period for issuing regulations govern-
ing such options trading may be extended if the Commission deter-
mines, and notifies the Senate Committee on Agriculture and Forestry
and the House Committee on Agriculture, that it will be unable to
promulgate such regulations within the one-year period.

(17) Arbitrage.

The House bill authorizes the Commission, in fixing trading and
position limits, to exempt “arbitrage” transactions, and defines the
word “arbitrage” as meaning the same as a “spread” or “straddle™.

The Senate amendment retains such exemption but limits the defini-
tion to arbitrage in domestic markets and aunthorizes the Commission
to define “international arbitrage”.

The Conference substitute adopts the Senate provision.

(18) Hedging.

The House bill deletes the definition of “bona fide hedging transac-
tions or positions” now contained in the Act and allows the Commis-
sion to define that term “by order consistent with the purposes of this
Act.” However, until the Commission issues regulations defining what
constitutes bona fide hedging transactions and positions under the
Act and such regulations are in full force and effect, such terms will

continue to be defined as set forth in the Act prior to its amendment
by the bill.
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The Senate amendment allows the Commission to define hedging, -
as would the House bill, but requires that the Commission allow
the hedging of “contract” bushels of seed and extend anticipatory
hedging privileges to persons such as bakers who use products (for
example, flour) of traded commodities rather than the commodity
itself. Under the Senate amendment, the new definitions must be
issued by the Commission within 90 days after the effective date of
the bill.

The Conference substitute adopts the House provision, with an
amendment. The Conferees recognize that the language of the House
bill accommodates the Senate provision requiring the Commission to
allow hedging by users of products of traded commodities as well as
hedging by seed companies of the contract bushel equivalent of antic-
ipated seed production. The Conferees intend that such hedging be
allowed by tEk)le Commission. Further, with respect to this change in
existing law which allows bakers to be deemed legitimate hedgers for
purpose of exceeding the speculative limits provided under the Act,
the Conferees intend that the right of such hedging on products of
traded commodities be extended to all persons similarly situated—q.e.,
to all legitimate businessmen seeking to offset an existing cash risk
in a product of a traded commodity-—unless otherwise provided by the
Commission. Therefore, the Commission retains control over poten-
tial abuse, if any, of this J)row'sion through its general authority to
refine the mandate intended by the Conferees by order consistent with
the purposes of the Act. :

Immediately upon the enactment of the bill, the Secretary of Agri-
culture is to issue regulations defining bona fide hedging transactions
to allow hedging by the persons described above. Such regulations
would, of course, only be applicable with respect to the now-regulated

" - commodities. The new Commission would issue hedging definitions for

the other commodities within 90 days after the effective date of the bill.
(19) Separability.

Both the House bill and the Senate amendment preserve the validity
of the remainder of the bill if any portion is held invalid.

The Senate amendment strikes that part of the House bill which
would preserve any section of the Commodity Exchange Act in its
applicability to any person or circumstance if such section is amended
by any provision of the bill which is held invalid. '

The Conference substitute adopts the Senate provision.

(20) Market reports.

The Senate amendment authorizes the Commission to investigate
markets for goods, articles, services, rights, and interests which are
the subject of futures contracts, and publish regular market reports.
The Commission would be required to cooperate with other Federal
agencies to avoid unnecessary duplication of information-gathering
activities. Other agencies would ge required to furnish market in-
formation to the Commission, which would in turn be subject to any
rules of confidentiality applying to the information. The Commis-
sion could not disclose the names of individual companies.

The House bill contains no comparable provision.
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The Conference substitute adopts the Senafe provision with an’
amendment providing that, except as provided in section 8 of the
Act, the Commission shall not disclose in the market reports data
and information which would separately disclose the business trans-
actions of any person and trade secrets or names of customers..

(21) Daily trading Teports. ;

The Senate amendment requires every clearinghouse to deliver a
daily report to the Commission, specifying for each trade made on
the exchange that day, the time, the subject, the number of contracts,
the price, the delivery month, and the identification of the traders.
The Commission would be authorized to require additional information
in such reports, and to prescribe the form and manner of such reports.
The Commission would be permitted to disclose such reports or infor-
mation from them if it determines that disclosure furthers the regula-
tion of futures trading. Exchanges would be required to publish daily
reports of the volume of trading on each type of contract. The Com-
mission would be authorized to require exchanges to include additional
information in such daily reports. :

The House bill contains no comparable provision.

The Conference substitute adopts the Senate provision with an
amendment authorizing the Commission to determine the type of
trading records and the type and frequency of trading reports to be
required of clearinghouses and contract markets. In carrying out the
Conference substitute, the Commission may obtain whatever informa-
tion. is needed for the effective enforcement of the Commodity Ex-
change Act, including—but not limited to—the items specified in the
Senate amendment. Igf, for example, the Commission determines that
it needs the time of each trade made on the exchanges and the identi-
fication of the traders involved in each trade, it can require that a
record be kegt of this information and that it be reported to the Com- .
mission by the clearinghouse and contract market. In lieu of the daily
reporting requirement in the Senate amendment, if the Commission
requires that reports be made, the frequency of such reports is to be
determined by the Commission. However. reports shall be submitted
on a daily basis if, in the Commission’s judgment, this is necessary.
Whatever records are required by the Commission shall be maintained
by the clearinghouses and contract markets in order to avoid the neces-
sity of the Commission going to the individual clearing members to
obtain such information. Under the Conference substitute, the Com-
mission’s authority to make the reports available to the public would
gf, govemed by the provisions of section 8 of the Commodity Exchange

ct.

(22) Investor protection.

The Senate amendment makes it unlawful for a futures commission
merchant to accept a futures contract order from any person, or for a
commodity trading advisor to advise any person to buy or sell a fu-
tures contract, without first obtaining a statement from such person
that he understands the risks involved. :

The House bill contains no comparable provision.

The Conference substitute deletes the Senate provision.
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(23) Research and information programs. :

The Senate amendment requires the Commission to establish and
maintain research and information programs to investigate new tech-
nology and the feasibility of its use for improving, strengthening, fa-
cilitating or regulating futures trading; to assist in developing mate-
rials for educating producers, market users, and the general public
about futures trading; and to carry out the general purposes of the
Act. Annual reports of such programs would be required.

The House bill contains no comparable provision.

The Conference substitute adopts the Senate provision.

(24) Forward contracting insurance program.

The Senate amendment requires the Commission to encourage and
assist private insurers to establish a pool to provide insurance to pro-
tect the parties to any forward contract from financial loss resulting
from failure of the other party to comply with the terms of the con-
tract for future delivery. - . . . : .

The House bill contains no comparable provision.

The Conference substituteé deletes the Senate provision.

(25) Commodily futures account insurance.

The Senate amendment requires the Commission to investigate and
report to Congress, not later than June 30, 1976, on the need for legis-
lation providing insurance against losses caused by the financial fail- .
ure of futures commission merchants.

The House bill contains no comparable provision.

The Conference substitute adopts the Senate provision.

(26) Effective date.

Both the House bill and the Senate amendment provide that the bill
is effective 180 days after enactment. Activities necessary to implement
the changes made by the bill may, however, be carried out after the

- date of enactment and before the effective date.

The Senate amendment provides, in addition to the items specified
in the House bill, that activities to be carried out after the date of
enactment and before the effective date shall include the necessary
steps to regulate futures trading in silver immediately on the effective
date of the bill.

" The Conference substitute adopts new language relating to the effec-
tive date of the new Act for that contained in section 414 of the House
bill and section 321 of the Senate amendment. This language is in-
tended to clarify the interim authority between the date of enactment .
and 180 days after enactment, the date on which the new law will be-
come fully operational.

In order that it may be prepared to begin full operation on the ef-
fective date of the Act, the Commission may, prior to the effective
cate, make such studies, conduct such hearings, and require such re-
ports as are authorized to carry out the purposes of the Act and may
i1ssue and publish in the Federal Register such proposed regulations
and notices as it deems appropriate. The fact that the detailed activ-
ities specified in this provision remain permissive as provided in the
House bill is not intended to deter their implementation. The Conferees
fully expect that implementing activities under this Act shall begin as
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soon as practicable in order that the Commission is fully operational
at the end of 180 days.

In addition, the Conferees intend that the new Commission take the
necessary steps to regulate effectively futures trading in all commodi-
ties, including silver, immediately on the etfective date of the Act. The
Conferees believe that current conditions on the silver futures market
particularly require the most effective and informed regulation as soon
as feasible but are persuaded that the earliest feasible time is the
effective date. )
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