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ABSTRACT 

The study analyzes the reasons for defining bona fide hedging for regulatory pur
poses, deficiencies of the current legal definitions, means for sidestepping the need to 
define hedging, how these m~!l.ns might work in practice, some problems posed thereby, 
and possible theoretical and practical bases for improved definitions. 
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PREFACE 

This report is an outgrowth of a study conducted by the author in response to a 
request by the Administrator of the Commodity Exchange Authority (CEA) for a 
reexamination of the definition of hedging. The request was part of a general Government 
inquiry into commodity market regulation under the 1936 Commodity Exchange Act, as 
amended. Such inquiry resulted, during November 1974, in passage of the Commodity 
Futures Trading Commission Act of 1974, a comprehensive revision of the 1936 Act. One 
of the significant changes was to delete language defining bona fide hedging and, instead, 
to direct the newly created Commodity Futures Trading Commission, which replaces the 
CEA, to define hedging. 

This report attempts to bring together the points at issue in the definition of hedging 
and the economic considerations underlying their interpretation and resolution. On the 
basis of various evidence and judgements, some courses of action are recommended. 

The author has had discussions with many people associated with commodity futures 
trading. The views presented here are those of the author and mayor may not reflect the 
views of others. In any case, this report should be regarded as a vehicle for elevating the 
general level of understanding, narrowing the areas for useful debate, and determining 
where further research could clarify points at issue. 
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SUMMARY 


Regulation of commodity markets should avoid, 
where possible, classifying trading into the catego
ries of "speculating" and "hedging." These terms 
represent only the polar positions of a large con
tinuum. Most business uses of futures trading are 
combinations of speculative and hedging elements. 
Hence, classification of commitments into one or 
the other category often is arbitrary. 

The need to define hedging for regulatory pur
poses arose following passage of the Commodity 
Exchange Act of 1936. The legislation provided for 
the imposition of limits on how many long or short 
commodity futures contracts could be held or 
traded by anyone individual. However, bona fide 
hedges were exempted from such limits. 

• 	 The rationale for limits is to prevent sudden, 
unreasonable or unwarranted changes in price. 
There are two general types of price aberration. 
One type is the fluctuation of futures prices-often• 
in cycles-without economic cause. This aberration 
probably is caused by deficiencies in the infor
mation system or by mass psychology. It is not 
clear how trading and position limits can correct 
this. Certainly, such limits do not prevent more 
people from entering the market. There is a need to 
study how such price fluctuations are fed by 
defects in the information system and the various 
measures that could correct these defects. 

The other type of price aberration is caused by 
exercise of manipulative power. This takes various 
forms. Some manipulative power can be moderated 
by limiting both the volume of trading and the size 
of positions. Daily trading limits constrain the con
centration of buying or selling within the day and 
could moderate sudden changes in price. Such 
limits should be applied to all traders irrespective 
of how they may be classified. Ways of making tra
ding limits more efficient should be studied. 

The orderly buildup of large individual futures 
positions over several trading sessions should not 
be limited except when necessary to ensure orderly 
liquidation of such positions before the contract 
expires. Large futures positions not carried into the 
delivery month are no more manipulative than 
large cash positions. Indeed, if entered on the short 
side, such futures positions could be counter-manip
ulative. 

Perhaps the most important manipulative power 
exercised in futures markets is the delivery month 
squeeze-a phenomenon often precipitated by 
hedgers rather than speculators. A squeeze can 
occur because there are costs of making or taking 
delivery on futures. Excessive settlements by 
delivery could cause the price for maturing futures 
to go above or below its normal relation to cash 
prices. When delivery costs are large, distortions 

can be large. Prices may differ by much more than 
normal costs of delivery if squeezers control a sub
stantial share of the deliverable supply. 

Futures delivery rules should be examineu for 
ways to lessen squeeze potentials. Par delivery 
specifications and provision for substitute delivery 
often can be improved. In particular, the possible 
use of substitute delivery with discounts and pre
miums that are in line with competitive values in 
cash trading should be examined. This requires 
accurate reporting of cash prices, a condition that 
frequently is not met. Careful study should be 
given to the possibilities for improvement. 

Realization of the squeeze potential of a futures 
contract may be lessened by judicious use of posi
tion limits. The critical matter is to properly limit 
positions by every trader during the delivery 
month. The limits should be tied to deliverable sup
plies and should be varied by commodity, season 
and time of year. The size of positions that may be 
held prior to the delivery month should be con
strained only by the need to reduce such positions 
in an orderly way to the size permitted at the start 
of the deli very period. 

Presumably, formulas could be developed to 
replace present flat limits with tapering limits. For 
most traders, this would allow much larger futUres 
positions, except during the delivery month. Con
sequently, the need to distinguish between hedging 
and speculative positions would be lessened. Such 
liberalization of positions limits likely would 
accommodate the needs of all but the very largest 
users of futures. The commodity exchanges 
probably would have to adopt margin rules that 
would safeguard the integrity of contracts, as the 
s~ze of positions increases. 

For firms who wish to exceed these general posi
tion limits, hedging should be defined in terms of 
strict economic criteria. Such definition is not ust.>d 
today although some concessions in this direction 
recently have been made. Rather, the treatment of 
hedging is an outgrowth of provisions in the orig
inal Act that require the holding of an equal and 
opposite position in "the same cash commodity," 
where the same cash commodity has been inter
preted to refer to physical form apart from time or 
place. Yet commodities that are physically the 
same may have unrelated locations or times of 
delivery. 

Thus, under current regulation some firms 
might be exempted from position limits when off
setting a physically, but not economically, related 
commodity in futures, while other firms, dealing in 
economically similar commodities, are not 
exempted because the cash and futures com
modities are physically different. For example, 
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corn held abroad and subjec.i to trade barriers can 
be hedged in corn futures. On the other hand, 
domestic sorghum, barley, and other feeds ordi
narily cannot be hedged in corn futures. 

The need is for an economic criterion of com
modity sameness-using correspondence of price 
behavior as a proxy for the correspondence of the 
expected degree of profit and loss sustained in cash 
and futures positions for a given commodity. Sta
tistical measures of correspondence could be 
applied in each situation for which the special 
exemption is sought and the results compared with 
measures for others that are granted. The amount 
of futures allowed to offset a cash position may be 
less than a one-for-one depending upon how closely 
the cash and futures commodities are related. 

The number of requests for hedging exemptions 
to come before the Commodity Futures Trading 
Commission probably would be relatively small. 
Firms seeking new types of exemptions should be 
required to provide the necessary data to show that 
the economic criterion of commodity sameness is 
met. The Commission could be as liberal as the 
economic criteria and oversight requirements 
would allow. 

Beyond these problems of proper matching, the 

Commodity ExchangeAct has allowed other hedging 
exemptions from position limits-principally the 
"anticipatory hedging" ofraw material requirements 
by processors, and futures sales ofanticipated output 
by farmers. These exemptions are questionable 
except when it can be shown that the futures 
positions are offsets to the equivalent of fixed-price 
cash commitments. In practice, such exemptions 
appear to be little used. The liberalization of position 
limits as proposed here probably would meet almost 
everyone's needs. 

Spreading among futures contracts has been 
treated as a form of speculation and subject to pos
ition limits. However, large-scale spreading, in its 
economic essentials, can occur in the ordinary con- • 
duct of hedging by the switching of hedge posi
tions among different futures contracts, and by 
hedging on a gross rather than net basis. Because • 
spreading is a desirable economic activity, its var
ious usages should be made more equitable. 

Hedging privileges can be abused in practice. 
Such abuse can be mitigated with certain safe
guards. There is a need to reexamine explicit 
requirements for concurrent execution of cash and 
futures transactions, orderly trading, filing of rele
vant data, audit procedures, and related matters. 
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TREATMENT OF HEDGING IN COMMODITY MARKET REGULATION 

by 

Allen B. Paul 

Economic Research Service 


1. INTRODIICTION 

Hedging is accorded special treatment in com
modity futures trading in two distinct ways. First, 
it is exempted from position and trading limits 
imposed by the Federal Government and, gener
ally, by the respective boards of trade or other com
modity exchanges. Second, the exchanges usually 
require that higher minimum margins be deposited 
by traders for speculative positions than for hedge 
positions. This report examines the first topic in 
depth in order to clarify the issues and suggest 
how to improve the treatment of hedging. The 
second topic is examined only insofar as it bears 
on the first. 

A background discussion follows on the nature 
and use of position and trading limits; the defini
tion of hedging; and the role of margin deposits. 

Position and Trading Umits 

To prevent sudden, unreasonable or unwarranted 
changes in price, Federal regulations permit the 
imposition of limits on the volume of trades that a 
trader may make in one day as well as on the 
number of open futures contracts he may hold 
(hereafter, open futures contracts are referred to 
interchangeably as "open commitments," "open 
interest," and "open contracts"). The language of 
the Commodity F'utures Trading Commission Act of 
1974 (20, pp. 54-55) provides authority for imposing 
limits as follows: 1 

Excessive speculation in any commodity 
under contracts of sale of such commodity 
for future delivery made on or subject to 
the rules of contract markets causing 
sudden or unreasonable fluctuations or 

lNumbers in parentheses n'fer to t'efereneeR Iist!'d til 
01\' (~nd of this report.. 

unwarranted changes in the price of such 
commodity, is an undue and unnecessary 
burden on interstate commerce in such 
commodity. For the purpose of dimin
ishing, eliminating, or preventing such 
burden, the Commission shall, from time 
to time, after due notice and opportunity 
for hearing, by oreier, proclaim and fix 
such limits on the amount of trading 
which may be done or positions which 
may be held by any person under contracts 
of sale of such commodity for future 
delivery on or subject to the rules of any 
contract market as the Commission finds 
are necessary to diminish, eliminate, or 
prevent such burden. In determining 
whether any person has exceeded such lim
its, the positions held and trading done by 
any persons directly or indirectly con
trolled by such person shall be included 
with the positions held and trading done by 
such person; and further, such limits upon 
positil)ns and trading shall apply to 
positions held by, and trading done by, two 
or more persons acting pursuant to an 
expressed or implied agreement or 
understanding, the same as if the positionlil 
were held by, or the trading were done by, a 
single person, Nothing in this section shall 
be construed to prohibit the Commission 
from fixing different trading or position 
limits for different commodities, markets, 
futures, or delivery months, or different 
trading limits for buying and seHing 
operations, or different limits for the 
purposes of subparagraphs 2 (A) and (B) of 
this section, or from exempting 
transactions normally known to the trade 
as "spreads" or "straddles" or "arbitrage" 
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or from fixing limits applying to BUch 

transactions or positions different from 
limits fixed for other trans"actions or 
positions. 

Limits have been established for wheat, com, 
oats, soybeans, cotton, shell eggs, and potatoes, as 
well as for some commodities for which trading 
has become inactive. The Commodity Futures 
Trading Commission can impose position and 
trading limits on other commodities if, after study 
and hearings, it deems this to be in the public 
interest.2 With the recent application of futures 
trading to livestock and citrus products and in view 
of the new legislative authority over previously 
unregulated commodities (such as coffee, sugar, 
cocoa, copper, silver, and plywood), there is a great 
deal of interest in exemptions from possible new 
limits that may be imposed. 

Limits imposed by exchanges may be the same 
as or different frorr.. those of Government. Where 
no Government limits exist, the exchange limits 
apply. A 1968 amendment to the Commodity 
Exchange Act gives the Government authority to 
require an exchange to enforce its own rules 
regarding terms and conditions of contracts and 
trading reqUlrements. Hence, exchange limits can 
have the force of Government authority. 

A paradox, to be examined later, is that some 
exchanges restrict individual hedge positions, 
whereas the Government has always exempted 
hedging from its position and trading limits. 

Definition of Hedging 

Bona fide hedging was first defined in Federal 
legislation in 1936, when the Commodity Exchange 
Act specified classes of transactions or positions 
that would be exempt from any limits imposed by 
the Commodity Exchange Commission. Hedging 
wa!:> essentially defined as sales of, or short posi
tions in (purchases of, or long positions in), any 
commodity for future delivery if theE'e transactions 
were . offset, in terms of quantity, by ownership or 
fixed-price purchases (sales) of the same cash com
modity. 

Certain types of hedging were specified then, 
and in subsequent changes in the Act and in 
administrative rulings. Most notable is the "antici 
patory hedge" defined in a :956 amendment. 
Thenceforward, processors and manufacturers 

2Before the Commodity Futures Trading Commission 
Act of 1974 (20) took effect, this authority was vested in 
the Commodity Exchange Commission, which consisted 
of the Secretary of Agricul ture, the Secretary of Com
merce, and the Attorney General, or any person to whom 
each might have lawfully delegated authority to have 
acted in his stead. 

could count as hedges their purchases of com
modity futures to meet unfilled, anticipated require
ments for the season. By substituting long futures 
positions for unnecessarily early acquisition of 
inventory, processors and manufacturers would be 
better able to establish input prices before entering 
into fixed-price sales commitments for their pro
duce. 

The language of the Commodity Exchange Act 
as amended, prior to 1974 (17, p. 4), provided for 
exemptions from position and trading limits as fol
lows: 

No order issued under paragraph (1) of 
this section shall apply to transactions or 
positions which are shown to be bona fide 
hedging transactions or positions. For the 
purposes of determining the bona fide 
hedging transactions or positions of any 
person under this paragraph (3), they shall 
mean sales of, or short positions in, any 
commodity for future delivery on or subject 
to the rules of any contract market made 
or held by such person to the extent that 
such sales or short positions are offset in 
quantity by the ownership or purchase of 
the same cash commodity by the same 
person or, conversely, purchases of, or long 
positions in, any commodity for future 
delivery on or subject to the rules of any 
contract market made or held by such 
person to the extent that such purchases or 
long positions are offset by sales of the 
same cash commodity by the same person. 
There shall be included in the amount of 
any commodity which may be hedged by 
<my person-CAl the amount of such com
modity such person is raising, or in good 
faith intends or expects to raise, within the 
next twelve months. on land (in the United 
States or its Territories) which such person 
owns or leases; (B) an amount of such com
modity the sale of which for future delivery 
would be a reasonable hedge against the 
products or byproducts of such commodity 
owned or purchased by such person, or the 
purchase of which for future delivery 
would be a reasonable hedge against the 
sale of any product or byproduct of such 
commodity by such persun; (e) an amount 
of such commodity the purchase of which 
for future deli very shall not exceed such 
person's unfiUed anticipated requirements 
for processing or manufacturing during a 
speei.fied operating period not in excess of 
one year: Provided, That such purchase is 
made and liquidated in an orderly manner 
and in accordance with sound commercial 

... 
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practice in conformity with such regu
lations as the Secretary of Agriculture may 
prescribe. 

The 1865 rule, in effect, created the now familiar 
instruments of initial margin deposit, maintenance 
margin, and right of liquidation in case of failure 
to provide adequate margin. Over the years, these 

In 1968 cattle feeders and other producers of 
livestock ~nd poultry were exempted from limits on 
iong futures positions in corn and other feed grains 
taken to cover unfilled needs for their feeding oper
ations. In 1973, hybrid seed corn firms were 
allowed to classify as hedges the purchase of corn 
futures in anticipation of later fixing the price to 
be paid to hybrid seed growers. Such transac~ions 
were permitted only on a bushel-for-bushel basIs. 

In March 1975, an amended definition of 
hedging was issued. It brought the 1968 livestock 
feeding exemption under the definition of hedging 
and extended it to cover soybean meal and feed 
grains. The amendment permits bakers to hedge 
unfilled annual flour requirements in wheat 
futures and it allows users of dry corn milling 
products to hedge their unfilled annual require
ments in corn futures. Seed corn processors are 
allowed to hedge the "bushel value equivalent" of 
their unfilled annual requirements in corn futures 
and not just the actual number of bushels to be 
processed; sweet corn processors are accorded the 
same privilege. Also, the amendment permits, for 
the first time, the classification of short positions 
in soybean oil and meal futures as htldges against 
stocks and fixed-price purchases of soybeans. 

These recent changes are in the direction of lib
eralizing hedging exemptions from position and 
trading limits. They are precedents for still further 
liberalization of the definition of hedging. Where 
should such liberalization stop? The new defini
tions were issued unde': section 404 of the Com
modity Futures Trading Commission Act of 1974 
and will remain in force until the Commission 
issues its own hedging definitions, as provided 
under section 4a(3) of the Act. 

Margin Deposits 

Because a futures contract involves deferred 
action of both buyer and seller, the basic reason for 
margin deposits is to assure performance. 

.. The original margin rule, enacted by the 
Chicago Board of Trade in 1865, allowed each 
member of the Board to call another for up to 10 
percent of the value of the article bought or sold to 
him on the day such margin was demanded. Also, 
it allowed either party to call the other for further 
margin under adverse price movements; and, if 
this margin was not provided, the caller could con
sider the contract filled at the market value on the 
day of the call and the difference between market 
value and contract price settled the same as 
though the contract had fully expired (16). 

features of margin deposits have been incorporated 
into a sophisticated system for guaranteeing the 
integrity of futures contracts, with the modern 
clearinghouse organization at the core. In brief, the 
clearinghouse, which guarantees all futures con
tracts looks to its members for margin deposits 
and i~ turn these members look to their customers 
for 'margin 'deposits. The clearinghouse rules pre
scribe minimum margins required of its members; 
the exchange rules prescribe margins that all 
futures brokerage houses must require of their cus
tomers. 

Because credit risks attached to hedging are 
considered less hazardous than credit risks 
attached to speculation, the exchanges sometimes 
allow futures brokers to take lower margin deposits 
on hedges. That is to say, losses that might be sus
tained by a customer from one day to the next are 
thought to be less on hedging than on speculating 
in futures because differences between cash and 
futures prices change less from day to day than do 
the futures price levels. This supposition is based 
on conditions that mayor may not holdY 

Some brokerage houses demand margins that 
are higher than exchange minimums. Because low 
margin requirements are a way of holding custom 
ers, too loose an interpretation of what constitutes 
bona fide hedging conceivably could weaken the 
integrity of the system. There may be some posi
tions classified as hedges that should not be so 
classified. Account executives in brokerage houses 
who derive their main income from commission 
fees may have an incentive to classify trade-related 
accounts as hedges in order to attract more busi
ness. 

There is no Government regulation of margins, 
although some have been proposed from time to 
time o~ grounds such as curbing excessive price 
fluctuation, controlling the aggregate amount of 
credit outstanding, and protecting persons of lim
ited means against their own speculative impulses 
(14). Few would question the need for margins to 
guarantee the integrity of a contract, and only on 
this ground will questions about margins be evalu
ated. 

Sequence of Argument 

The uses of the terms "speculation" and "hedg
ing" are varied and often complex. As popular 
terms, they usually represent only polar positions 
and thus can be misleading because there is in fact 

ISee cbs. 2 and 9 for discussion of these conditions. 
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a large continuum between the two (ch. 2). For reg A further step to mitigate squeezes would be to 
ulatory purposes, it would be advisable to search impose more efficient and less onerous limits on 

for ways to sidestep the need to distinguish 
 futures positions. Such limits would be more liberal 
between the two concepts. earlier in the life of the futures contract, and more 

Our search starts with an examination of the restrictive during the delivery month, than are the 

nature and causes of price distortions that occur in 
 current flat limits. Ideally, they should apply to all 

futures trading (ch. 3). Cash-futures price dis
 traders, irrespective of how positions might be 

tortions in the delivery month seem particularly 
 classfied (ch. 7). But before liberalizing position 

troublesome. Most of these distortions result from 
 limits, it would be advisable to evaluate the impli

particular rules of futures trading (chs. 4 and 5), 
 cations for exacerbating forced liquidations in 

which might be redesigned to lessen squeeze poten
 times of market instability and to suggest the pos
tials. The most constructive step would be to revise sible precautions to be taken (ch. 8). 
contract terms to bring financial settlements It would appear that the above approach to reg
during the delivery month as close as pos~lible into ulation would avoid the need to define hedging in 
line with commercial values. Among other things, most cases. Yet, if hedging must be defined for reg
success here depends on having tolerably good ulatory purposes, it can be done more equitably
reporting of cash prices-a condition that is not than now by adhering more closely to economic cri
always attained (ch. 6). teria (chs. 9 and 10). 

2. HEDGING AS AN ECONOMIC CONCEPT 

The more the concept of hedging is examined, and Fletcher (22) have demonstrated that a con

the more it becomes evident that the term is used 
 tinuum exists between hedging and speculation.

with many different shades of meaning. Although 


McKinnon (10) examined optimal hedging byhedging can be sharply defined for specific pur
farmers who grow crops having uncertain yields.poses, no single definition meets everyone's needs. 
He conclud(~d "that (a) the greater output vari The only feature that is common to all hedging in 
ability is relative to price variability the smal.lercommodity futures is that such transactions or pos
will be the optimal forward sale, and (bl the moreitions are somehow related to business needs. 
highly negatively correlated are price and outputThis is why Working decided to deti.ne hedging the smaller will be the optimum forward sale,"

as "the use of futures contracts as a temporary 
substitute for a merchandising contract \vithout Using mean-variance analysis,Heifner (4) ana
spec.'lfying the purpose" (2:3, p. 4:32). He proceeded lyzed extensive data to determine hedging poten
to list several categories of hedging, but noted that tials in grain storage and livestock feeding for var
hedging is sor:1etimes closely akin to speculation ious locations, grades and/or classes of wheat, 
and indeed, "If Rpeculation is defined in accord corn, oats, cattle, and hogs-commodities for which 
ance with ordinary usage of the term, hedging and output uncertainty usually is minimal. He found 
speculation in futures are always indistinguish that in routine hedging, the firm would normally 
able" (2:3. p. 44:3). optimize its position by offsetting a cash commit

Arthur ilJ examined the various ways that ment with some lesser quantity of futures. In the 
modem business firms use futures trading and set cases examined, the optimal quantity was found to 
tled on the idea that hedging consists of isolating range between 0.6 and 1.0 units of futures per unit 
that part of a cash commitment that is an "anal of cash commodity; and at the optimal l('vel, ... 
agous part" of some iutures commitment and then, between one-third and two-thirds of the price risk 
by taking an opposite position in futures, the busi could have been shifted in this manner. Put 
ness firm would be left \vith "residuals." Residuals another way, it is riskier from a business viewpoint 
are the vehicle of earning basis profits. to be completely hedged in the conventional sense 

A more rigorous theoretical treatment of than to be incompletely hedged at some level. 
hedging is made possible by the mean-variance Under some circum'ltances, hedging as a one-to
approach pioneered by Johnson (71. He notro that one offset of a cash commitment in futures could 
an essential feature of commodity hedging is that increase rather than decrease the firm's exposure 
the trader synchronizes his acti vi ties in two mar to loss. Severe losses could be sustained if there 
kets, the cash or spot market and the futures were limitations on the supply of services to han
market (7, p. 1:"39). Mean-variance analysis provides dle, store, and transport the commodity, such as 
a rather elegant means for analyzing risk and occurred for grain in the summer of 197;3 m\d fall 
return in futures trading along the same lines that of 1975. Losses alSJ could be sustained if cash com
have been used in stock portfolio analysis. In fur mitments hedged in futures called for payment in a 
ther pursuing the mean-variance approach, Ward foreign currency whose value then changed 
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adversely, relative to the dollar, unless the trader 
had an effective hedge in the forward exchange 
market. Incidents of this nature have no doubt 
occurred in the last few years of international mon
etary disturbances. Thus, expected performance of 
conventional hedging of commodities rests on 
assumptions that may not always hold. 

In sum, economic theory does not provide cri
teria for categorizing each individual position as 
hedging or speculation. While in principle one can 
assess the degree of hedging and the degree of 
speculation in each position, in practice this 
appears quite difficult. Moreover, the degree of 

hedging or speculation in a futures position may 
have little or no significance for certain regulatory 
purposes. For example, the fact that a firm's posi
tions are largely hedges may not prevent it from 
manipulating prices during the delivery month. 

Hence, the initial direction for our inquiry 
should be a search for the causes of market aberra
tions and market failure; then we should develop 
rules and regulations to best cope with 
these-leaving open the possibility that certain 
business uses of futures, however conventional they 
look, should be brought under effective control 
along with nonbusiness uses. 

3. CONSTRAINTS TO LIMIT PRICE DISTORTIONS 


While the concept of price distortion seems 
.readily understandable, it is not easy to define. The 
concept denotes situations in which price behavior 
is seen to be caused by conditions or events in the 
market that are undesirable but avoidable. 

For purposes of discussion, futures price aberra
tions of interest can be divided into within-the-day 
futures price distortions and longer term futures 
price distortions. Within these time frames, dis
tortions of cash-futures spreads and futures-futures 
spreads are of particular interest. 

The central task is to identify the most appro
priate way of mitigating each type of price aberra
tion. In particular, it is important to determine 
whether there might be effective general con
straints that could be applied to hedgers and specu
lators alike. thus avoiding or greatly lessening the 
need for granting hedging exemptions. 

Within-the-Day Futures Price Distortions 

Because futures trading is a highly sensitive 
market instrument, futures prices can change rap
idly in a short time, especially in thin markets. 
Concentration of buying or selling can move prices 
up or down in a violent way. This concentrated 
trading can also distort the spreads between prices • 
for different delivery months. Traders, if left free to 
follow their own devices, may at times "slug the 
market" with heavy purchases, which would later 
be followed by heavy sales (or vice versa). Or; they 
may put large spreads between futures months and 
later "unwind" these. Because such trades do not 
result in positions at the end of the day, they need 
not be margined. Currently, there is no convenient 
way to determine if traders exceed position lirr > 

during the trading day. In practice, some clear;,' 
members who are responsible for the contra('tg l 

day traders have understandings that constrai •. ~'I\~ 
day trader (J4). But where these understandings -'.'-' 
not prevail, there may be problems. 

To prevent concentrated buying or selling 
activity from distorting prices, both the Govern
ment regulating agency and the commodity 
exchanges impose limits on the daily volume of 
individual traders. Were there a better monitoring 
mechanism, it would be possible to meter the rate 
of trading over shorter periods. Conceivably, there 
could be a volume limit per hour. For example, is 
the current 3-million-bushel daily volume limit on 
com for a 3;l/.t-hour trading session more effective in 
controlling price distortion than a 1-million-bushel 
limit per hour-or a total of 3.75 million bushels 
per day? Would this type of metering, applied to all 
trading in com futures, interfere with the legiti
mate needs of hedgers, spreaders, and day traders? 
It should be possible, if better surveillance mech
anisms were used (18), to study this matter in 
depth as a basis for appraising the merits or 
demerits of these or other types of rules as applied 
to different commodi ty situations. 

Longer Term Futures Price Distortions 

If individual speculative positions in futures 
were adequately margined and if daily volume lim
its were enforced, it is not immediately clear why 
positions should be held to certain levels. For 
example, why not raise individual position limits 
on corn to some multiple of the daily trading lim
its? (This matter is examined in ch. 7). 

Lerner (8) argued that competi ti ve speculation is 
soc:ially useful whereas manipulative speculation is 
socially harmful. He labeled the former '43pecu
lation" and the latter "Speculation." In this cOr!
text, for example, it is difficul t to justify existing 
position limits of 2 million bushels on wheat and 3 
million bushels on corn and soybeans. Such 
amounts usually are a very small fraction of com
mercial stocks. Further, there are no constraints, 
apart from access to capital, on the size of cash 
positions that may be accumulated. Then why not 
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remove all speculative position limits from futures 
trading? There are two possible reasons for not 
doing this. 

1. One is that the very ease with which the 
machinery of futures trading permits capital to 
enter the commodity market might exaggerate the 
tendency for market psychology to cause cycles in 
price movements. 

The basic problem is the tendency for many 
people to believe that if prices have been rising, 
they most likely will continue to rise (and vice ver
sa). The belief becomes the father "of the event. 
Hicks (6) recognized this phenomenon in analyzing 
the causes of trade cycles and examined the "elas
ticity of expectations." This elasticity would be pos
itive if a price rise led traders to expect a further 
price rise. It would be 1.0 if a given rise in price 
created an expectation that prices would continue 
to go up at the same rate. It could be greater or less 
than 1.0; or it could be negative if current price 
increases created an expectation of declining 
prices. Heilbroner (5) claimed that a positive elas
ticity of expectations is a frequent condition of 
markets in the short run. 

Along these lines, fears have been expressed that 
if position limits on futures trading were raised 
appreciably, the professionally managed trading 
pools that tend to follow a common "trading plan" 
would have undesirable effects on price movements. 
Trading plans often are built on the behavior of 
prices in the market (rather than on economic 
fundamentals). Hence, such plans rest on market 
psychology. 

Indepth study is needed to appraise the influ
ence of trading plans. How true is it that trading 
decisions conform to some common "trading 
plan"? How would daily trading limits affect the 
ability of a fund manager to follow a trading plan 
on a substantial scale? What evidence of cycles is 
there in present market price movements, and can 
they be linked to particular traders' activities? It 
should be possible with improved surveillance 
machinery to get the necessary information with 
which to base decisions on whether to liberalize 
position limits on this count."1 

2. The second reason for maintaining position 
limits is to prevent a build-up of excessive 

IAt present, there is no good way of knowing who does 
whaL to futures prices. Trading is largely carried ouL 
anonymously through intermediaries, hence itis difficult 
and costly to trace market positions. A recent study (18) 
proposed a comprehensive plan for harnessing modern 
computer tpchnology to collect, collate. retrieve, and uti· 
li'le the mass of detailed data arising from futures 
trading-which data would include individual trader 
identification and time-sLamping of trades. Were this 
capability insLalled, it would be possible among other 
things Lo study how professionally managed pools behave, 
and the bearing of such behavior on prices. 

commodity claims that must be liquidated in the 
delivery month, Positions can become excessive in 
relation to deliverable supplies of the commodity. 
Liquidation pressures under such conditions may 
cause distortion of the price of maturing futures in 
relation to other futures, and, as discussed below, to 
cash prices. 

Distortions of Cash-Futures Spreads 

Differences between cash and futures prices are 
market-determined prices for services to transform 
a commodity in time, place, or form. Firms tend to 
specialize by types of services they render (for 
example, growing, assembling, transporting, ware
housing, processing, or merchandizing). Futures 
are commonly used to sell these services.fi Such 
specialization and concomitant use of futures have 
increased with the general expansion of the 
economy and growth of markets. 

The distortion of cash-futures spreads could pose 
a serious problem for businessmen. Modern busi
ness has been developed on the principle of special
ized production, and this necessarily implies large
scale operations, low uni t costs, and low operating 
margins. Distorted price spreads interfere with 
better methods of production and further increases 
in efficiency. 

Could such distortions be mitigated by appro
priate actions? One route is to improve the terms of 
contract so as to reduce the potential for dis
tortions-a subject discussed in chapter 6. Another 
is to limit open positions during the delivery 
month. 

Government and commodity exchange con
straints apply to size of individual trader positions 
and not to the aggregate of open positions. 
Although individual trading may not violate posi
tion limits, the total outstanding contracts might 
prove excessive in relation to deliverable supplies. 
The result may be "market congestion" and a rise 
in price for maturing futures. Under aggravated 
conditions, trading in the maturing contract may 
be allowed "for liquidation only"-a sort of after
the-fact admission that total open positions were 
allowed to get too big. To develop better con
straints would require fuller information on deliv
erable supplies-that is, the uncommitted stocks 
that C:ln be moved into position for delivery within 

"This seems to be understood by many businessmen 
who grow, transport, store, merchandise, and procf'SS 
commodities and who use for.vard markets in till' ordi
nary conduct of their business. [n fact, 11 spl'cial trade 
jargon is used to focus on cash-futures price differences 
as market-deLermined entities, e.g. Hfluct.uationH in the 
basis." But the economic literature on the subjpct. is defi
cient. Two case studies (/ I. J2) show the naturc of the 
problem. 

.. 


£ 

http:services.fi


the remrumng time available until the final 
delivery date. 6 

The limits on individual positions by Govern
ment and commodity exchanges differ in one 
important respect. Government regulation places 
no limit on size of an individual's bona fide hedge 
positions, whereas some exchanges do. For exam
ple, the Chicago Mercantile Exchange allows a 
hedger of live -::attle (and certain other com
modities) to exceed the speculative limit, but he 
must not exceed a particular limit that is assigned 
him for short positions. In fact, hedgers have been 
required to reduce their short positions to 300 con
tracts (the speculation limit) by the first notice day. 
An even more stringent condition: no exemption 
from the speculative limits seems to be accorded to 
long hedges. 

Why are the rules of Government affecting 
hedgers less stringent in these cases than the rules 
of the Exchange? Here is a plausible conjecture: 
The Exchange has come to recognize through 
experience the harm that unlimited hedge positions 
can cause and, being quite innovative, has mod
ified its rules in attempting to deal with the prob
lem. In the case of the Government, rules were 
written into Federal law as if they were based on 
the dictum that hedging cannot significantly affect 
commodity prices. Bonafide hedging implies that 
for each sale, there is an offsetting purchase in the 
same commodity-hence, the price-decreasing 

effect of Belling would offset the price-increasing 
effect of buying. The level of price for the corn"
modity would be largely unaffected. 

This reasoning seems plausible, but it is incom
plete and therefore can be misleading. For one 
thing, it assumes simultaneous purchase and sale. 
In practice, firms frequently delay executing hedge 
sales in futures against cash purchases to a time 
when conditions appear more favorable. It may be 
a day, a week, or longer. When the hedge sale is 
executed, it tends to depress the price of futures by 
about the same amount as the earlier purchase had 
tended to raise cash prices. Such action can hardly 
be distinguished from speculative purchases Gnd 
sales. 

Moreover, the reasoning ignores the importance 
6f competi ti vely determined price differences. 
Meaningful prices in commodity markets are estab
lished by price differences as well as by price lev
els. Profits can be made by manipulating differ
ences as well as levels, and the former may be 
easier to accomplish. 

As stated before, cash-futures price spreads are 
market-determined prices for the provision of 
services to transform a commodity in time, place, or 
form. What appears as a small percentage error in 
commodity price levels often means a large 
percentage error in price differences. One needs to 
explore by what means and by what amount bona 
fide hedgers can distort prices. 

4. PRICING ABERRATIONS DURING THE DELIVERY MONTH 


All commodity futures contracts permit some 
pricing imprecisions during the close-out of trading 
because costs of making and taking delivery 
cannot be avoided. Usually a trader who has a 
short position (hereafter called a "short") who 
delivers in fulfillmf!nt of his futures contract bears 
the added costs of inspection, handling, sto'cage, 
safeguarding, and record transfers. Usually a 
trader with a long position (hereafter called a 
"long") who accepts delivery must make full pay
ment by certified check. Also, the latter must sell, 

fiDeliverable supplies arc not some fixed quantity; 
rather, they change with circumstances and are particu
larly sensitive to price. Conceptually, the deliverable sup
plies of a commodity for a particular futUres contract that 
exist on a given date are a function of (a) the price pre.. 
mium for the futures contract above cash prices for spot 
delivery of the commodity at various locations. (b) the 
cost of moving such stocks into deliverable positions, (c) 
the quantity of uncommitted stocks at each location, and 
(d) the time needed to move commodities into position by 
available modes of transport. Thus, deliverable supplies 
form a schedule of quantities. 'rhe research task is to 
marshall the relevant data and test altemativ(' eco
nometric models that capt\lre the plausible relationships. 

move, or otherwise dispose of unwanted grades or 
locations of the commodity. These unavoidable 
costs to seller and buyer form a zone in which 
future prices can fluctuate independently of cash 
prices as positions are liq uidated through offset. 

Large Delivery Costs 

A substantial increase in deli very costs could 
greatly widen the zone in which futures prices can 
fluctuate independently of Co.b. cash prices. For 
shorts, there could be increased costs for procuring 
and transporting more supplies from an abnormal 
distance to satisfy demands for deli very. Or, com
modity lots having grades that are under-valued by 
the futures contract might have to be delivered 
when properly valued grades are unavailable. For 
perishables, there could be much uncertainty over 
the outcomf' of official inspections due to con
gestion at delivery points, possible deterioration of 
quality, and so on_ Faced with such contingencies, 
some shorts may be willing to "buy in" their 
futures positions at higher prices than would other
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wise prevail in order to avoid what they perceive 
as greater disadvantages. 

Alternatively, the longs could be put at a severe 
disadvantage by the exercise of certain sellers' 
options. The longs may have to accept and dispose 
of more commodity lots with unwanted grades or 
in unfavorable locations than originally antici 
pated. In particular, disposing of non-par deliveries 
that were over valued by the futures contract could 
cause large losses. Against such contingencies, 
some longs may "run from the delivery"-that is, 
sell out their futures positions at a price lower than 
would otherwise develop. For convenience, this 
action hereafter will be called a "short squeeze." 

These abnormal delivery costs form a substan
tial manipulative zone. It has been referred to as 
"the zone of inaccurate response" by Will Clayton 
(3) in his account of the pricing aberrations under 
the New York cotton contract before southern 
delivery points were added. 

In most cases, neither seller nor buyer stands to 
gain by exercising his delivery rights; usually each 
would prefer to liquidate his positions through 
offsetting transactions. Yet, the very existence of 
positive delivery costs creates some degree of 
squeeze potential which might be exercised by a 
dominant buyer or seller, or by a number of buyers 
or sellers acting in unison. 

Hedgers as Squeezers 

For many years, the dangers of "corners and 
squeezes" were thought to lie almost exclusively 
with the concentration of large speculative lines in 
a few hands. History is replete with such attempts 
at cornering and squeezing-some successful, some 
unsuccessful, but all distruptive. Such attempts are 
possible today-particularly when there is a pau
city of "free stocks" near the end of the storage 
year, a condition which calls for some Federal con
straints. 

But what is not understood by people who are 
not close observers of futures trading is the devel
opment in recent decade::: of the much more per
vasive "hedge squeeze," to which many commodity 
futures contracts are prone. Some firms, through 
plan or opportunity, force the futures price above 
(0'( below) comparable cash prices by an amount 
equal to the costs to the opposite party of making 
(or taking) delivery. One result is an increase in 
deliveries. But this may be no more than part of a 
strategy in which other futures contracts held by 
the hedger are liquidated or offset at prices he is 
able to dictate to opposite parties who wish to 
avoid the greater costs of taking or making deliv
ery. 

In the last days or weeks of trading, futures 
price movements may be such that differences 

between futures and cash prices are substantially 
greater or less than normal. During this period, 
futures price movements may also reverse direc
tions, depending on the changing composition of 
open interest, the disposition of the uncommitted 
supplies eligible for delivery, and the formation of 
trading coalitions that permit one side of the 
market to gain the upperhand. 

The point is that there are times when some 
hedgers-usually firms that deal in the particular 
commodity grades and locations deliverable on 
futures-thut are well situated to precipitate the 
delivery month squeeze on the long or short side. 
Others-be they hedgers, futures spreaders, pro
fessional speculators, or the speculative public-are 
not equally well situated. The costs to the former 
group of making or taking delivery is appreciably 
less than the costs to the latter group. The former 
have more knowledge of market conditions and 
opportunities; they can treat as sunk costs what 
the latter must treat as variable costs; and they 
usually can finance their commitments with 
greater facility. 

Some of the other traders might stay in the 
market in the hopes of cashing in on the antici 
pated hedge squeeze-possibly thereby fa.cilitating 
it. But if they are wrong, the outcome of their gam
bles could prove rather costly. Furthermore, not all 
traders who make delivery when futures prices are 
depressed, or who take delivery when futures prices 
are inflated, stand to profit like those who do the 
squeezing-although such actions help the latter's 
cause. Imperfections of cash markets may make 
delivery on futures a reasonable alternative for 
some firms-e.g., they would get a certified check 
for delivery on futures instead of delayed payment 
for cash sales; they may need to unload surplus 
stocks in a way not to arouse the suspicions of reg
ular customers that they are in a weak bargaining 
position; and so on. Thus, imperfections of cash 
markets are seen as imperfections of futures mar
kets. 

Business Uses of the Hedge Squeeze 

Profits may accrue to a business firm from pre
cipitating a long squeeze. Firms holding long posi
tions into the delivery month may gain by selling
out most positions at inflated prices to shorts who 
feel threatened with demands for delivery. Thus, 
the business firm could maintain most of its 
hedged position by switching to a later futures 
month those maturing positions that were not 
closed-out by delivery. Or, if the firm wished to 
increase its stocks, the gains from a long squeeze 
in futures could be used to outbid rivals making 
cash offers for stocks. In any case, the I>queeze 
would tend to raise the price of the expiring futures 

-
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more than it would raise cash prices. The essential 
relations are shown in figure l. 

In contrast to the actions in a long squeeze, the 
hedger who precipitates a short squeeze could plan 
to buy-in a goodly share of his short positions at 
depressed prices. Anyone holding large short posi
tions in the expiring future, plus stocks of the 
deliverable commodity, might threaten longs with 
enough deliveries (by certifying stocks and ini
tiating some deliveries) to cause longs to sellout 
their future positions at depressed prices. 

The hedged position-the very thing that 
enables the firm to enlarge its holding of com
modity stocks beyond the level its own means 
would ordinarily justify'-might be largely main
tained by switching its remaining short positions 
to a later month. Or if the firm chooses to reduce 
its commodity stocks through cash sales, a short 
squeeze in futures could give it a competitive 
advantage because the squeeze would depress 
futures prices more than it would depress cash 
prices at different locations. That is, gains realized 
on the short squeeze could be used to shade cash 
prices in order to get customers.7 These price 
relationships could be charted in a manner anal
agous to figure 1. 

Effects of Squeezes 

The hedge squeeze is a sort of levy that some 
parties can impose on others by virtue of thei,r 
market position. Some people may regard it as a 
cost of doing business. It appears to be one of the 

most pervasive market forces and one that could 
weaken the institution of futures trading. 

Is this concern exa:ggerated? It is true that 
many enlightened market users liquidate their 
market positions before the first notice day. Good 
brokers will similarly guide the unenlightened out 
of maturing contracts. Traders who choose to stay 
the course are few, and if their credit is adequate 
they presumably should be willing to accept the 
full economic consequences. 

This argument hardly disposes of the matter. 
The price effects of a hedge squeeze might be felt 
by many others well in advance of the final days 
of trading. Although the price distortions ordi
narily would be smaller than the dramatic price 
changes in the last few days of trading, they could 
be more widely felt. Further, some business firms 
have a legitimate need to maintain hedge positions 
beyond the first notice day. This is especially true 
of firms dealing in perishables because there is no 
close tie between prices of futures for successive 
delivery months. (It may be the reason, for exam
ple, why a large share of open positions in the live 
cattle futures usually have been carried into the 
delivery month.) A similar situation may exist for 
semiperishable and storable commodities in the 
last old-crop futures. 

Most important, the very integrity of futures 
trading may be at stake. If pricing aberrations 
become large or frequent, they tend to erode 
confidence in the equitability of markets and to 
undermine public acceptance and private use. 
Accurate assessment of economlc conditions is of 
little value if prices move in response to squeezes. 

5. ANATOMY OF A SQUEEZE 


Pricing imprecisions during the delivery month 
can be considered "abnormal" if one side is able to 
exploit the other. These imprecisions can be catego
rized by observing cash-fuh·.:e price differences for 
various delivery periods and relating these differ
ences to the quantities delivered on the futures con
tract. 

Price Differences Within a Normal Zone 

When the squeeze potential remains un exploited, 
the relationship between the futures and cash 
prices during the closing period of trading would 
be dictated by the added costs of making and 

.,. 
7Moreover, a collateral advantage could accrue from the 

short squeeze. By depressing the futures price, the firm 
may create the opportunity to settle, on a more favorable 
basis, cash purchase agreements tied by formula to the 
maturing futures contract. 

taking future deliveries under normal conditions, 
as discussed in chapter 4. Neither the longs nor 
shorts would get the upperhand; observed price dif
ferences would tend to fluctuate narrowly around a 
given level. Deliveries on the contract would be 
small. This condition is illustrated by the pattern of 
dots in panel A-I of figure 2.8 

Or, the futures price might locate toward the 
upper or lower bounds of the normal cost zone-as 
shown in panel A-2. The dots are separated into 
two distinct disper~ions. Either the longs or the 
shorts have achieved the upperhand-i.e., either 
the longs have forced the shorts to buy-in their out
standing contracts at a premium to avoid higher 

BFor ease of exposition, the normal zone is shown with 
well-defined boundaries. But in practice, such zones fall 
within less definite J ,oundaries which might be expressed 
more appropriately in probability terms. Yet, this correction 
would not alter the essential idea. 
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Figure 1. 

MODEL OF PRICE BEHAVIOR DURING A LONG SQUEEZE 
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Futures trading in expiring contract-=j 

Days within the delivery month 

A run-up of the maturing futures price, until the close of trading, is associated with a similar 
run·up of cash prices for spot delivery at dIfferent locations, but by lesser amounts as the 
distance to the futures par delivery point increases. For convenience, the level of cash prices 
is shown to be lower with increases in distance·-anassumption that need not hold. Also for 
simplicity, each price is smoothed to abstract from minor fluctuations. The cash price at or near 
the futures delivery point is shown collapsing right after the close of trading in the futures, to 
refler.t accumulation of unwanted grain at the delivery point--which would signify a loss to 
squeezers that would need to be subtracted from their gains from selling·out most of their 
maturing contracts at a profit. But whether'a collapse of cash prices would actually occur would 
largely depend on the squeezer's ability to hold such grain off the market. 

A similar chart could be drawn for each of the other two commodity dimensions, namely 
the prices for different grade~ ...f the commodity, and the prices for different forward de
livery dates (one form of this is the family of prices for futures contracts for different months). 
In other words, there is a three-dimensional price surface for each commodity. This surface 
could be considered for each day to show changing price relationships in three dimensions 
as the squeeze goes through its various stages. 
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Figure 2. 

PATTERNS OF PRICE DIFFERENCES IN THE FINAL WEEK OF TRADING IN A COMMODITY 
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costs of making delivery, or the shorts have forced. 
the longs to sell-out their contracts at a discount to 
avoid higher costs of taking delivery. The threat of 
delivery is strengthened by an increase in actual 
deliveries, although the added increment could be 
small and imperceptible. 

Abnormal Pricing 

An enlargement of the delivery month squeeze 
would be reflected in price differences thlit lie out
side the normal zone; the squeeze would become 
clearly perceptible when it causes deliveries to 
increase to the point where extra costs are incurred 
for acquiring (or disposing of) larger stocks. This 
situation is shown in panel B (fig. 2). 

The price distortions caused by long and short 
squeezes need not be symmetrical (Le., mirror
images). The level and shape of such price aberra
tions would depend on the particular costs of 
delivery that longs or shorts seek to avoid. It seems 
likely that for both long and short squeezes, the 
price distortion would tend to flatten out in the 
face of larger deliveries-at least for initial batch
es-because the threshold costs of reaching out to 
bring in a new supply (or effect further disposal) 
will have been breached. Ultimately, for the long 
squeeze, the price differences might again be per
ceptibly higher as more costly sources of supply 
were required to settle contracts. 

Practical Casas 

Unequivocal evidence that a squeeze has 
occurred is hindered by the paucity of good infoI
mation on the price of the commodity in cor
responding cash transactions. But when a squeeze 
breaks out of its incipient range and becomes fla
grant, the reasons for cash and futures price differ
ences are less uncertain. Moreover, the Govern
ment can command the relevant cash price 
information from traders who are under 
investigation. 

Also, except for perishables, comparisons 
always can be drawn between prices for the matu
ring and for subsequent futures contract months. 
Sudden changes in such price relationships near 
the close of trading in a contract would suggest 
that purposeful squeezes had occurred. A pur
poseful squeeze need not be planned in advance. A 
firm may suddenly discover that circumstances 
have thrust it into a manipulative position which it 
decides to exploit. However. where patterns of price 
distortion have become frequent, it suggests that 
some firms may enter the market with expectations 
of gain from recurring opportunities to squeeze. 

Squeeze potentials arise from various circum
stances, some avoidable and some unavoidable. 
Cotton and the grains have a long history of 
futures trading that shows how contract terms can 
get out of line with shifts in th~ underlying struc
ture of production and trade. Contract grades and 
locations may become less representative of the 
commercial supply and, hence, less can be eco
nomically delivered on futures. Such contracts
become more susceptible to squeezes. 

Faced with this condition, some firms, particu
larly the more substantial merchants, carry stocks 
in deliverable positions expressly to "protect their 
hedges"-Le., to prevent the longs from squeezing 
them when hedges are lifted. However, these very 
stocks also might be used by the shorts to squeeze 
the longs-i.e., they might depress the maturing 
futures price by threatening the longs with delivery 
of commodities at locations or with grades for 
which there is no good commercial use. 

In the case of the semiperishable crop, such as 
potatoes (or onions before trading was banned), a 
squeeze condition tends to arise toward the end of 
the storage season if stocks are unexpectedly 
depleted or if the new crop is unexpectedly delayed. 
In the case of a perishable commodity such as fed 
steers, stocks usually are plentiful, but they tend to 
go directiy from country feedlots to packing plants 
rather than to terminal yards. If there were large 
demands for futures delivery, more cattle would 
have to be moved to the terminals at otherwise 
avoidable expense. In the case of a manufactured 
product, such as frozen concentrated orange juice, 
there are relatively few manufacturers, and the 
bulk concentrate is largely used by them in further 
processing. Thus, an outsider either as a short or 
long would face an imperfect cash market in which 
to acquire or dispose of bulk juice as a result of his 
futures operations. 

The above are examples of a longer list that 
includes regulated and heretofore unregulated com· 
modities. Probably few, if any, futures contracts 
are wholly immune from squeezes. Some are more 
susceptible than others because of structural or 
technical circumstances. Some are more susceptible 
because of restrictive contract terms. And some are 
more susceptible simply because they are minor 
commodities, requiring less capital to control an 
appreciable share of the available supplies. 

While squeeze potentials probably cannot be 
completely eliminated without eliminating futures 
trading itself, they probably can be lessened. One 
route is to improve contract terms. Another is to 
limit the size of positions in maturing futures con
tracts. 
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6. CONTRACT TERMS 


Amending contract terms is the most desirable 
way to avoid placing tighter limits on positions in 
order to counter squeezes. But developing improved 
terms is a difficult task. It requires insight into 
basic economic relationships in a commodity 
market in order to anticipate the consequences of 
using different deli very points, classes and grades, 
rights of substitution and compensation, and other 
contract terms. In practice, much of the progress 
seems to have bE'en made by trial and error. 

Over the years, much has been said on this sub
ject, especially by members of an exchange after it 
had become evident that something was indeed 
wrong with a particular contract. But systematic 
analyses appear infrequently in the literature. Pow
ers' (13) retrospective study of pork belly contracts 
and Sandor's (15) study of the development of ply
wood futures reveal types of insights that are 
needed. There undoubtedly are many unpublished 
analyses that underlie decisions to adopt new con
tracts. The study of contract terms will receive 
increasing attention because Federal law can now 
require the exchanges to revise their futures con
tracts to prevent or lessen manipulation, con
gestion, or abnormal commodity movement. Specif
ically, the Commodity Futures Trading Commission 
Act of 1974 says that contract markets shall: 

. . . permit the delivery of any commodity, on 
contracts of sale thereof for futures deliVf'!ry, 
of such grade or grades, at such point or 
points and at such quality and locational 
price differentials as will tend to prevent or 
diminish price manipulation, market 
congestion, or the abnormal movement of 
such commodity in interstate commerce. If 
the Commission after investigation finds 
that the rules and regulations adopted by a 
contract market permitting delivery of any 
commodity on contracts of sale thereof for 
futures delivery, do not accomplish the 
objectives of this subsection, 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 w-i.thin 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 Commission after 
granting the contract market an opportuni ty 
to be heard, may change or supplement such 
rules and regulations ofthe contract market 
to achieve the above objectives ... (20, p. 33). 

This is not a place to add to the literature on the 
subject except to clarify one important matter. It 
arises out of the suggestion, to be explored in thE' 
following chapter, that position limits should not 
be flat but should be tapered over the life of the 
contract. If adopted, the proposal would mean that 
the maximum position of traders would be reduced 
as the delivery month approaches-a situation that 
would seem to infringe upon a trader's right to 
obtain delivery on contracts freely entered into. 
This raises a fundamental issue. 

Reinterpreting the Right of Delivery 

Beyond purely legal considerations, most stu
dents of futures trading believe that the right to 
make or take delivery must be safeguarded to 
ensure that cash and futures prices are kept in line. 
Otherwise, businessmen would become disin
terested in using futures for hedging purposes. 

This argument is incomplete; it fails to take into 
account that the same result might be achieved by 
financial settlements at contract maturity. Bakken 
(2) was on track of the solution. He argued, fol
lowing Justice Holmes' famous 1905 Supreme 
Court opinion, that the legal effect of delivery on 
futures is secured just as well by offset as by actual 
delivery. Hence, futures trading should not require 
delivery, only proper financial settlements. But he 
did not show how to do this. 

The truth is that the right of delivery is only a 
means to assure that one's economic position is 
maintained. The short is required only to deliver 
enough money to the long so that the long may 
acquire the commodity at the time of settlement, 
and for which he would pay the short the original 
contract price. For example, what difference would 
it make were one to receive warehouse receipts for 
wheat tendered by the short, or a sum of money 
equal to the current cost of buying warehouse 
receipts for the same kind and location of wheat? 
The central problem, of course, is to find a way to 
determine the proper financial settlement, which 
requires methods of identifying true commerdal 
values of the contract grade at contract locations. 
Failure to establish such values would mean that 
the right of rlelivery on futures would indeed 
require actual deli very. 

Partial Financial Settlements 

Partial financial settlements are implied when
ever deliveries on futures are not made with par 
grades or at par locations. The proper deter
mination of discounts and premiums for substitute 
delivery is a special case of the more general 
problem involving complete financial settlements. 
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The typical solution to this problem is to provide 
fixed discounts and premiums (called "fixed differ
ences"). But fixed differences-no matter how accu
rately they once reflected differences in cash 
trading-tend to get out of line. As a result, financial 
settlements for substitute delivery are often 
inequitable, the futures contract tends to be 
discounted for fear of having to take delivery of 
substitute lots that will be overval ued by the contract, 
and traders are inclined to shy away from such 
contracts altogether. 

Why not value substitutes at the time of delivery 
on the basis of current competitive values in cash 
markets? An historical example of this is the New 
York cotton contract. After New York City was no 
longer an important commercial cotton center, the 
contract was broadened to include deliveries at 
southern points, at par. These delivery points were 
mostly port locations, where cotton for export was 
of about equal worth. The problem was how to 
value the various grades and staple lengths of 
cotton that could be delivered. The solution that 
evolved was to set the premium above or discount 
below the value of the par grade and staple length, 
as reflected by prices in a recent period in desig
nated spot markets. 

For example, just following World War II, the 
contract grade was" Middling, 15/16 inch cotton." 
Delivery of substitute grades at Gulf points was 
permitted at the average of the differentials at Dal
las, Galveston, New Orleans, and Memphis on a 
designated business day prior to the day of deliv
ery. Substitute delivery at Atlantic ports was per
mitted at the average of differentials at Atlanta, 
Augusta, Charleston, Montgomery, and Memphis 
on a designated business day prior to the day of 
delivery. 

The cotton contract seemed to work well for 
many years despite some problems. It Ultimately 
fell into disuse when Government price supports 
dominated the cotton market. But with the reap
pearance of free markets, it has become apparent 
that the great structural shifts in the cotton 
industry since World War II have depleted the 
number of active spot markets on which equitable 
financial settlements could be based. 

But the principles have proven to be sound and 
they may have wider application. For example, for 
live cattle, futures and cash prices have not always 
convergp.d during the final week of trading. The 
reason for this is the difficulty of reflecting com
petitive values for substitute locations and qual
ities. However, financial adjustments could be 
made based on a cross section of current cash 
prices. Thus, for deliveries at non-par Iocations, the 
adjustment would reflect only the abnorntal 
relationship between cash prices at the par 
location and at other locations. For example, the 

reading might be taken as an average for the week 
immediately preceding the delivery of the cattle. 

For substitute weights and grades of animals, 
similar compensation to the longs might be made 
when there is "concealed dumping" of Good grade 
or overweight steers on the futures contract. In 
1974, for example, an unw.mally large number of 
heavy animals were included in futures deliverie& 
because such cattle were worth less in cash outlets 
than in futures. To avoid this, unusual price differ
ences in cash transactions for the various grades 
and weights at the time of delivery could be deter
mined and then included in futUres settlements. 

Similary, the grain markets might benefit from 
such machinery. For instance, the great growth of 
com and suybean marketings since World War II 
has been accompanied by a dispersion of locations 
for which cash transactions are established. 
Values for anyone location might be susceptible to 
distortion. If a terminal center were made the par 
delivery point on futures, the terminal would be 
out-of-position for most of the commercial grain 
supply; futures prices then could be distorted by 
the added costs of making and taking delivery at 
the terminal. A potential solution is to enter 
financial corrections into the settlement of com 
and soybean futures contracts delivered at a few 
substitute locations, using an average of current 
cash prices at a larger number of related grain 
locations. Such possibilities require detailed study 
of locational economics, competitive conditions, 
and price reporting in the grain industry. 

Complete Financial Settlements 

The problem of achieving complete financial set
tlement of maturing contracts, in lieu of delivery, 
should be explored. There is much room for imag
inative thought. A landmark case is the recent 
revision of the broiler contract, illustrating how the 
Exchange has invented a financial settlement that, 
apart from how it fares for broilers, may have 
fruitful application to other commodities. 

Before the contract was revised, a short fulfilled 
delivery of broilers by tendering a "shipping certifi
cate." A long could use this claim to acquire 
broilers delivered to the Chicago area or he could 
sell the certificates. BuL many potential longs were 
not ina good posi ti on ei ther to use broil ers or to 
find buyers who could use them. Hence, the value 
of the contract to the longs tended to become 
depressed by the cosL of finding buyers. 

'1'0 meet this problem, the Chicago Board of 
Trade revised the contract to gi ve the long the 
right, within a 24-hour period, to resell certificates 
to the tenderer thereof, at the weighted average 
cash price quoted by the USDA for Grade A 
poultry delivered into the Chicago area the fol
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lowing week. This amounts to a complete financial 
settlement based on reported commercial values. 
The key to such settlement is a reliable cash price. 

Also, there is a general historical precedent. In 
the absence of having a formula based on objective 
cash price reports, complete financial settlements 
often were based on a committee judgment of com
mercial values. In practice, the committee scheme 
has been used frequently to settle defaulted con
tracts. For example, in 1921, the Chicago Board of 
Trade adopted a rule that required payment on 
default of the "true commercial value," which was 
defined as "value in other established markets, or 
for manufacturing or consumption purposes in this 
country, together with such facts as may justly 
enter into a determination of its value." In addi
tion, a penalty was assessed (19, p. 253). 

With modern techniques, it now should be pos
Gible to greatly improve the machinery for deter
mining true commercial values throughout the 
market. The need is to improve the coverage, rele
vance, timeliness, and reliability of cash price 
information. Once there is good cash price 
reporting for a commodity, it should be possible to 
design financial settlements by formula, based on 

such price reports. There are many ways to do this. 
The aim would be to settle offsets made during the 
delivery period with financial compensations based 
upon the degree to which cash price differences for 
the contract grade at the different locations have 
departed from recent norms. 

To repeat, the key to the use of formulas in the 
settlement of futures commitments is having good 
cash prices to work with-good here meaning 
largely unmanipulated and tolerably well-reported. 
Studies of cash price reporting in relation to the 
needs of futures contracts are needed to arrive at a 
reasonable judgment about the practical possi
bilities of adapting contracts along these lines. 
Further development of the USDA cash reporting 
system and other reporting systems may be needed 
where they are judged to be inadequate for these 
and other purposes. 

The above suggestion applies only to commodity 
situatjons in which there are substantial cash 
transactions of a competitive nature to be report
ed-as in grain and livestock markets, among oth
ers. Where there are no substantial cash trans
actions, or where they occur at administered prices, 
this route to contract improvement is irrelevant. 

7. POSITION LIMITS 


As discussed in chapter 2, there are two major 
reasons for imposing limits on futures positions. 
One is to lessen the tendency for market psy
chology to cause cycle-like movements in prices. 
The other is to lessen the tendency for large posi
tions carried into the delivery month to cause 
pric:ing aberrations during the final period of liq
uidation. 

A third reason some think important is to pre
vent other manipulative effects. But futures posi
tion limits cannot themselves do much to prevent a 
trader who has the financ:ial capacity from influ
enc:ing the price of a commodity, because no lim
itations are placed on the size of his cash positions. 
Futures claims and cash claims are inter
changeable, and are tied together, price wise, by 
the right of delivery. Thus, limitation of futures 
speculative positions is an uncertain way to pre
vent undue influence of large traders on the level 
of commodity prices. Moreover, a Limitation of 
futures speculative positions could act per
versely-namely, it could deter the huildup of short 
positions to counter unwarranted price increases. 
Hence, only the first two objectives will be exam
ined here. 

Flat Limits 

Flat limits on futures positions are a positive 
way of preventing a buildup of large individual 
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positions on either side of the market. But they 
cannot forestall entrance of more traders. Hence, it 
is not clear that such limits can prevent or even 
moderate price cycles. Further study of this issue is 
warranted, particularly of the frequency of price 
cycles in the different futures contracts, their 
nature, duration, and causes.!! Only after such 
study has been made can one assess with con
fidel'ce the merit of adjusting position limits for 
this purpose. 

Position limits can indeed lessen pricing aberra
tions in the delivery month. But a flat limit on 
speculative positions over the entire life of a 
futures contract is u crude and inefficient device. 
There is no reason for excluding hedge positions as 
discussed at length in previous chapters. Moreover, 
there is no warrant for using flal limits, as will be 
discussed here. 

If a Oat limit were tied to market conditions at 
the start of the delivery month, it would unneces
sarily restrict use of thp market. earlier in the life of 
the contract. But if the limit were set correctly for 
earlier perindl'l, iL would be too liberal at the start 
of delivery. Moreover, for seasonally produced com
mudities, the Limit should be varied by delivery 
month in line with changes in normal stock levels. 

'Spp [.9) for It r('(:ent study (!xlImining such pric(' 
phenomena. 



Also, a flat limit, if correct for the beginning of 
the delivery month, may be excessive for the last 
few days of trading when deliverable supplies may 
be scarce. This suggests the need to tayer the per
missible limit during the liquidation period to a 
point where there are relatively few outstanding 
contracts to be settled by delivery near the close of 
trading. 

Tapering Limits 

What principles should govern the permissible 
size of positions? The effect that the size of futures 
positions has on price behavior is not clear. Per
haps the rate of change in positions is more rele
vant. There are few scientific studies on these sub
jects. But useful research is possible and, in time, 
could throw light on the issue. What is eminently 
clear, however, is the need for keeping futures posi
tions from exceeding limits that could be reduced 
in an orderly way. 

The need for orderly liquidation of a trader's 
positions at any time during the life of a contract 
may be analyzed in terms of (a) a threshold limit 
for each futures contract, at the start of its delivery 
period, (b) an expansion {actor allowing for larger 
positions for each additional month a contract is 
away from the start of its delivery period, and (cl a 
daily trading limit which, together with the expan
sion factor, determines the permissible addition to 
the threshold limit each month, for each contract. 
These will be discussed. 

It seems inefficient to set the same threshold 
limit on each of the contracts for a seao()nally pro
duced commodity. For example, if the present :3
million-bushel position limit as applied to May 
com were indeed appropriate at the start of May. it 
probably would be too restrictive for December or 
March corn at the start of their respective delivet;.v 
periods, and too liberal for July or September corn 
at the start of thei r respecti ve deli very periods. The 
reason is that corn is harvested in the fall and 
storage stocks decrease as the new harvest 
approaches. Hence, the potential supply for 
delivery on futures also tends to decrease. 

Thus, the market usually is more squeezable 
toward the end of the storage vear than near thE' 
start. Presumably, there should" be a sliding scale 
of limits assigned to th£.' different contracts 
according to their position \vithin thE' storag£.' sea
son. Some recognition is now given to this prin. 
ciple by the exchanges that set position limits on 
potatoes, pork bellies, and boneless beef. 

For purposes of argument, assuml' that in 
normal years the appropriat£' limits on corn for the 
start of the delivery period wer£.' for December, n.O 
million bushels; for March, 4.0; for May, :l.O; for 
July, 2.0; for September, Ln. Such limits could he 
relaxed earlier in the game, providing they could 

be brought down in an orderly way to the 
threshold limit at the start of the delivery month. 

Here is where the expansion factor and daily 
trading limit come into play. C;onceivably, the 
present daily trading limit of 3 million bushels 
applied to every trader would permit a position to 
be 20 times larger 1 month removed {rom delivery 
than at the start of the delivery month, if there 
were 20 trading sessions in which to reduce the 
position. But such extreme liberalization is untena
ble. It would force the trader with a maximum 
open position to liquidate 3 million bushels each 
trading session, or not get his position down to size 
at the start of deli very. Such a rate of forced I iq
uidation probably would put the trader at a disad
vantage vis-a-vis other traders. And it could upset 
the market. More likely, the permissible increase in 
the limit, for each month removed {rom delivery. 
should be only a few times the daily trading limit 
for orderly liquidation. The optimum figur£' could 
be determined through experience. 

But how efficient is a 3-million bushel daily trad
ing limit! It was al"'Jued previously that imposition of 
an hourly trading limit would permit the daily 
trading limit to be larger than otherwise. In any case, 
the matter should be studied with care, commodity by 
commodity, including whether to vary the daily 
trading limit with seasonal hedging needs, Insight 
might be gained through a study of the buildup and 
liq uidation rates of large hedgers in orderly markets. 

An Illustration 

Assume that tl1£' threshold position limit. for 
com contracts were set as inclicHtecl above
-namely, for December, ;i.O million bushels; for 
March, 4.0; for May. :l.O; for ,lui:.', 2.0; and for Sep
tember, Ln. If all five corn contracts were traded 
on October 1, any t.rader would be permitt.ed to 1)(' 
long or short IGJi million bushels-i.e., the sum of 
tl1l' various threshold limits for each contract. 

In addition, a trader would be allowed to 
increas£' his long or short position in direct. propOl
Lion to th£' number of months to go before the 
deli v (!ry period would arri V('. Assl;mp that th P 
preRent :l-million-bushel daily trading limit wer£' in 
force and it wert' judged safe> to incn.'HRP commit
ments in the nparby futures, eneh month beforp thp 
start of delivery, by only ill'iC'(' thp daily tradin,.; 
limit. This would allow thp Lradpr "bout ~o trading 
sessions in tl1(' ensuin,.; month to reducl' his posi
tion by B million bushels. ":xperipncp might SlV1W 

that a factor of three or four wprl' safe' enou,.;h. Hut 
('VIm a faetor of two would have' a substantial 
efred on til(' siz(' of thp permissibl<.' Illurkl't posi
tion. 

For example, the position limit for December 
('om on Novemi)('r 1 would tw 11 million bushels 
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(2x3 million + 5 million); on October I, 17 million 
bushels (4x3 million + 5 million); and so on, 
increasing by an increment of 6 million bushels for 
each month removed. 

One remaining question is whether and how to 
set a limit on the aggregate size of a trader's posi
tion in all corn futures contracts. Obviously, enor
mous positions could be taken if, in addition to the 
threshold limit for each contract, the permissible 
increase in positions because of the distance of 
each contract to its maturity were allowed for all 
five contracts. It could permit a general inflation of 
futures claims that would have to be liquidated 
because they could not be successfully rollt-:d-over 
into deferred futures. This could destabilize prices. 

Therefore, an aggregate limit on the increase in 
size of positions, because of the time interval from 
maturity of contracts, should be no more than 
some fraction-e.g., one-third or one-half-the total 
that would have been permitted by the allowance 
for each contract entered separately. But, even 
with such a CL""' Rtraint, position limits for com 
(and for other c)mmodities) probably would be 
much larger than currently. 

It would be hard to say, without more study, 
how far this degree of liberalization would accom
modate hedgers' needs without exempting them 
from limits. It is likely that it would cover the 
needs of all but the largest hedgers. The treatment 
of very large hedging positions is not easy to 
resolve. While such positions should be limited 
during the deli very month like all other positions, 
limits in other months could cause problems for 
some firms. One possible way out of this dilemma 
is for large bona fide hedgers to register with the 
Commodity Futures Trading Commission, and 
then be exempted from limits other than in the 
delivery month for bona fide hedge positions. 
Reports would be required showing the offsetting 
cash transaction on the afternoon on which tra
ding positions were exceeded. Alternatively, the 
Commission might assign special limits over the 
life of the contract, to such firms, as illustrated in 
figure 3 . 

A second question is how to reduce the position 
limits as the delivery month progresses toward the 
close of trading in such contracts. While various 
methods of tapering these limits could be proposed, 
it would be best if the taper were based on the 
amount of deliverable stocks. For example, assume 
that advance limits were set as discussed above, 
based on judgment and history. Then on the first 
notice day, a maximum position would be set for 
the beginning of the last day of trading-say, at 
one-tenth of stocks in deliverable position (on the 
first notice day) unless the owner was prepared to 
make or accept delivery. One-tenth could be added 
to this for each trading day removed from the last 
day up to the initial maximum. Short positions 
could of course be liquidated either by an offset or 
by making delivery~ Delivery notices would not cir
culate. Instead, they would be held by the clear
inghouse. Long positions could be liquidated by an 
offset or by an agreement to take deliveries as 
these became available. This would ensure that 
most deliveries went to those that wanted them. 
Orderly liquidation could also be required on the 
last day of trading-say one-half during the first 
three-fourths of the session and one-fourth before 
the last 15 minutes of trading. 

The Problem of Perishables 

The case of perishable products, like live ani
mals, is somewhat different. Each contract month 
tends to reflect the value of an independent com
modity. Thus, business commitments in futures 
tend to be held into the deli very period and these 
ordinarily cannot be "rolled over" to a deferred 
month, or into cash forward commitments, without 
appreciable loss in precision of hedging outcome. 
Exchanges dealing in perishables recognize the 
need to limit bona fide hedge positions to mitigate 
delivery month squeezes. As a result, they appear 
to be under particular pressure to reduce the poten
tial for price distortion by frequently updating or 
othenvise redesigning the delivery terms. 

8. CONTRACT SECURITY 


If the suggestion of tapering positions limits 
were followed, it would allow the creation of large 
positions without reference to their classification 
as hedging or speculating. This raises the issue of 
the integrity of contracts. The issue need not be 
troublesome but it should not be ignored. 

The responSIbility for setting margin require
ments, as always, has rested with the exchanges 
and their members. Federal control over margins 
has been sought from time to time, but seldom if 

ever on the grounds of improving the security of 
futures contracts. Nor does the 1974 legislation 
give the Commodity Futures Trading Commission 
the authority to set margins. And there are no 
grounds for believing that such authority would be 
needed if position limits were liberalized. The his
tory of contract security has been excellent. 

Contract security means providing assurances 
that no buyer or seller will sustain a loss because 
of default by another party. Economy requires that 
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Figure 3. 

COMPARISON OF PRESENT AND PROPOSED METHOD 
OF SETTING POSITION LIMITS 

PRESENT METHOD PROPOSED METHOD 

Number of 
contracts 

Start of 
delivery 

Start of 
delivery'\-. 

General 
limit 

speculative" 
limit 

Life of contract in months 

CUrrently, a flat limit is set on the number of net positions that may be held by any trader 
over the entire life of a contract, as shown in the left panel. As proposed in the right panel, 
larger holdings would be permitted early in the life of the contract and this amount would be 
reduced to the threshold level at the start of the delivery month and then further reduced as 
the delivery month progresses. This general constraint would permit much wider business use 
of futures than now because of the difficulty of qualifying many business uses as bona fid,e 
hedges. Firms that have a need to exceed the general position limit could be assigned special 
limits based on strict economic criteria, which limits courd be tapered in an orderly way to 
some threshold Ii'mit at the start of delivery. The level and the taper would depend on specific 
circumstances. 
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security of contract be achieved without unduly 
tying up funds of traders or their agents to guar
antee credit. Security and econony are funda
mentdl to organized futures trading-in fact, they 
are major reasons for its existence. 

The integrity of the futures trading system is 
maintained by margin deposits, plus the right of 
brokers to liquidate customers' positions (and in 
turn, the right of clearinghouses to liquidate 
clearing members' positions) in the event that cus
tomers fail to deposit additional margins whenever 
performance on their contracts is threatened. 

However, this system of security invites prob
lems. In a period of unusually sharp price move
ments, brokers may find that the minimum initial 
margin deposits required by a commodity 
exchange are insufficient to cover the price move
ment. Some houses that compete for business by 
requiring only minimum margins from customers 
may become embarrased by customer failure to put 
up additional margins as required. The house has 
no choice but to liquidate such positions. 

The forced liq uidation, if sufficiently widespread 
among brokerage houses, could add to short-period 
instability of price. Also, it could close trading 
early in the session if the daily price fluctuation 
limits were reached. This would give brokers the 
time to try to secure maintenance margins from 
other customers. 

In periods of sharp price movements, some bro
kerage houses may become insol vent because 
margin calls from the clearinghouse corporation 
exceed the amounts they can get on their own 
margin calls to customers, plus their own funds. 
But the clearinghouse system has proven solid; 
failures of some brokerage houses have not pulled 
down the others whose credit line to customers has 
been more conservative. 

In light of the tendency of the futures trading 
ind ustry to keep ini tial margins as low as possible 
and bring the accounts to the market on a daily 
basis, one can see a rationale for the Federal rule 
of setting position limits equal to daily trading lim
its-a practice questioned in the previous chapter. 
It is that no customer's speculative position in 
futures should be permitted to be any larger than 
can be liquidated, if possible, in one day. 

One must question, however, whether this solu
tion to achieving contract safety is indeed a good 
one. Why not face the problem of proper credit 

safeguards directly instead of through position and 
trading limits? If necessary, there could be a 
schedule of mlmmum margin requirements 
according to size of position. Thus, larger positions 
should require larger margins, except where there 
were reliable criteria for exempting traders from 
such requirements. 

One might object to this rule on the grounds 
that the trader's entire portfolio, or balance sheet, 
should be used in determining his marlPn require
ments. Most large users of futures may be better 
credit risks than most small users. But there are 
many practical difficulties, particularly in 
appraising the worth of assets and in laying claim 
to them to cover losses sustained on the futures 
account. The broker is liable for the customer's con
tracts and large losses may bankrupt the bro
kerage firm, as history teaches. Because the 
financial strength of the exchange clearinghouse 
corporation, which guarantees all futures con
tracts, is not much better than the combined 
financial strength of its members, the failure of 
several major brokerage houses could unduly 
strain the entire system. 

Yet, certain assets in a trader's portfolio may be 
excellent collaterrJ for securing the financial obli
gations assumed in commodity futures. These are 
the assets that pose few problems of correct 
appraisal in relation to sustainable losses in 
futures and, moreover, are pledgeable. They 
include, for traders with net short positions in a 
commodity futures, an amount of corresponding 
commodity st.ocks, gro ....'ing crops, goods in process, 
or fixed·priced purchase commitments. For traders 
with net long positions in a commodity futures, the 
assetR include the amount of money receivable by 
the trader under his fixed-priced sales commit· 
ments for the corresponding commodity. It is con
ceivable that other assets could be counted as col
lat.eral against obligations arising out of futures 
commitments, but it is not clear how this would be 
done and at what cost. 

In brief, if position limits were greatly liber
alized, there would be a need for more reliable stan
dards by which brokers could evaluate customers' 
credit risks. In practice, some concept of hedging is 
used by brokers to identify collateral that would 
minimize credit risks attached to particular futures 
positions of a business firm, From this standpoint, 
how suitable is the current definition of bona fide 
hedging used in Government regulation? 

9. BONA FIDE HEDGING 


We have attempted to build a case for liber· futures positions than permitted under current reg
alizing position limits, except during the delivery ulation. This approach side-steps the need for 
month, in order to accommodate larger individual deciding whether or not a given position qualifies 
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as a "bona fide hedge," a concept whose difficulties 
were outlined in chapter 2. 

N ow we face the need to define bona fide 
hedging for two reasons. First, any improvement 
in the legal definition would be a useful gpjde to 
futures brokers in setting margin requirements for 
their customers, as suggested in the previous chap
ter. This need would become all the more urgent 
were position limits greatly liberalized. Second, 
some merchants, warehousemen, processors, and 
others might need to have larger positions in some 
futures contracts than would be allowed even with 
more liberal limits. The number of firms and mag
nitude of excess positions that might be involved 
could be estimated by empirical studies. 

The definition of hedging would be the same for 
either purpose. In setting margins, the trader's 
cash commodity claims are evaluated as the prin
c:ipal collateral against his obligations to fulfill his 
futures commitments. In granting exemptions from 
position limits, the "neutrality" of the trader's posi
tion in futures in respect to its price effects would 
be evaluated in terms of the economic similarity of 
the commodity bought (sold) in cash and sold 
(bought) in futures. These two criteria amount to 
nearly the same thing. 

This is fortunate because it provides an accept
able means for defining hedging, for the purposes 
required. In evaluating the current legal definition 
of bona fide hedging, the main problem is to reduce 
the inequities and to curtail the potential size of 
some positions. For convenience, most cases of 
in terest can be grouped in to th ree categories, 
namely, the proper matching uf cash and futures 
positions, spec:ial hedging exemptions, and spread
ing. 

Proper Matching of Cash and Futures Positions 

The current concept of bona fide hedging is 
based on a restricted view of the production pro
cess-namely, that production is defined solely by 
changes in the physical form of commodities. 
While this is not expllCitly stated, it underliBs the 
view that bona fide hedging in futures consists of 
holding an equal and opposite cash position in 
"the same cash commodity," with the same cash 
commodity referring exclusively to physical form 
apart from time or place. Hence, the value of the 
same cash commodity now recognized for purposes 
of exemption may behave independently of the 
value of the futures commodity because of 
unrelated locations (e.g., cash wheat held abroad) 
or unrelated time of delivery (e.g .. old crop versus 
new crop when convenience yields run high). Thus, 
some firms might be exempted from position limits 
when offs~tting' an unrelated commodity in 
futures-because the commodities are physically 

the same-while others are proscribed from doing 
so in economically similar commodities because the 
cash and futures commodities are physically differ
ent. 

An indicated direction for improvement in the 
law is to adopt an economic rather than physical 
concept of commodity sameness-using the crite
rion of corresponding price behavior as measured 
by objective statistical tests and not physical same
ness. Thus, for example, some cash barley or sor
ghum commitments might be regarded as reason
ably hedgeable in com futures and others not, 
according to location and time of deli very. For any 
trader, the proper test is whether, by appropriate 
evidence, the cash prices for barley or sorghum at 
the indicated location for the indicated grade and 
over the indicated time interval changed in con
sonance with changes in the price of com futures. 
Presumably, statistical measures of the cor
respondence could be applied to each situation for 
which the hedging exemption is sought and the 
results compared with measures for those that are 
exempted. 

In measuring the correspondence between cash 
and futures prices, care should be taken to use 
price differences rather than raw prices. For exam
ple, for daily prices the change in price from day to 
day (first differences) might be used to calculate 
the correlations. This procedure helps remove sys
tematic components of variation and in most cases 
it bases the calculations on variations in potential 
hedging profits. To illustrate: it may be found that 
the correlation between cash price changes in No.2 
yellow grain sorghum at Kansas City and price 
changes in the nearby Chicago corn futures is .45, 
while the correlation between Dark Northern 
Spring wheat price changes at Minneapolis and 
the Chicago wheat futures price changes is only 
.40. Presently, hedging exemptions are not given 
for the former, but are given for the latter. Such 
correlation coefficients suggest that equal or pos
sibly the reverse treatment would be more logical. 

In considering al ternati ve approacb.'s to the 
measurement of correspondence between cash and 
futures prices, further research is needed to deter
mine the appropriate statistic to use, the appro
priate time periods to cover, and other specific cri
teria. Questions about the validi ty of classical 
parametric statistical techniques for analyses of 
shon run price changes are discussed in Mann and 
Heifn,:;!, (9). Use of nonparametric statistics based 
on ranks may be better. 

Another illustration may be drawn from a com
modity for which Federal position limits have not 
bAen applied. No one would know how far to grant 
exemptions for various classes and grades of cattle 
hedged in the choice steer futures contract without 
'appropriate statistical tests. Should cows, bulls, or 
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heifers be allowed? Should the hedge be confined to 
that future which corresponds with the end of the 
feeding period, or is it appropriate to hedge in con
tracts maturing in prior C'r subsequent delivery 
periods? 

Also, there is a problem of defining the quan
titative sameness of the commodity wherever it is 
converted into two or mare joint-products, or is 
made from twa or more materials. Far exampl~, the 
bushel-equivalent quantities of both oil and meal 
shauld be matched against bushels of soybeans in 
praper ratio.. Currently, only the bushel equivalent 
af flour is matched against a bushel of wheat, with 
no attention given to the mill-feed camponent. 
What should be dane in the case of hedging feedlat 
operations? Shauld bath feed and feeder cattle 
haldings be counted as a bundle against sales of 
fed cattle futures? Anyone who in late 1973 ar 
early 1974 sold fed cattle futures against calves 
placed on feed, without fixing the price of feed 
required to turn calves into fed steers, would have 
caurted financial disaster as a result of the sub
sequent increase in feed prices arising fram poar 
yields in 1974. 

One might measure the degree to which the 
prices af the commodity and one jaint-product (ar 
one material input) have moved together and cam
pare this with ather such measurements where 
hedging exemptions are believed to. be warranted. 
In this respect, the issue is analogous to the matter 
af commodity sameness discussed above. If a satis
factory correspondence is not abtained, then the 
test should include two joint-praducts (or two mate
rial inputs). More than two items may have to be 
inel uded before a satisfactary statistical relation 
would appear. Whatever the number, a particular 
set of joint-products (or material inputs) would 
define the bundle of commodity offsets for purposes 
of obtaining exemptions fram position limits. 

In some cases, no set of hedgeable commadities"! 
could be so identified-particularly where non
material inputs were relati vely large and unstable 
in value. Such cases are not at once obvious; a 
sharp rise in cammodity prices, such as occurred in 
1973-74, could make some business operatians 
eligible where they might nat have been befare. 

After determining that the cash and futures 
commoditir'ol have been properly matched, there is 
a need to determine the ratio af the twa positions .. that would canstitute a hedged position. As Heifner 
(4) has suggested for the commodities he examined, 
this ratio might be as little as 0.6 unit of a futures 
('ommitment per unit af cash, ar as much as 1.0 per 
unit af cash, depending on how the market tends to 
value differences in quality, locatian, and time fac
tors that are associated with the cash as apposed 
to. the futures commodity. 

Special Hedging Exemptions 

Exemptions fram pasitian limits are now 
granted to certain types af pracessors who buy 
futures in arder to fix the price of cammadities they 
use ,as inputs. This activity, called "anticipatory 
hedging," was first permitted in 1956. Granting 
that pracessors have legitimate need to fix the 
price af inputs, one still might not discern any dif
ferences in market effects af positians taken for 
this reasan as opposed to other reasans. Also, con
tracts entered into by businessmen are not neces
sarily more secure than those of speculators. 

Moreover, a proposal introduced in 1936 (21, 
pp. 231-234) suggests that the original intent was 
different. The intent was to. extend the hedging 
exemptions only to firms that had a demonstrable 
equivalent of a fixed price commitment to sell their 
output-e.g., firms that have branded and heavily 
advertised products, or firms whose selling prices 
tend to remain fixed and sales volume steady. But 
this intention was not translated into the language 
of the 1956 amendment. The amendment allows 
the processor to use the futures market to fix the 
price of commodity inputs up to the limits of his 
annual plant capacity (net of inventaries and cash 
purchase commitments), whether or not he has a 
demanstrable equivalent of a fixed price far his 
output. More recently, this privilege was extended 
to. livestack and paultry producers to. caver their 
annual feed requirements. 

Several questians arise. Why not restrict this 
privilege-by restoring it to the ariginal intent af 
thase who. first sought it-ar else extend it to. 
athers such as merchandisers and retailers? Have 
the privileges been extensively used by processors? 

Partial light can be thrawn on this matter with 
data an anticipatary hedges placed in wheat. corn, 
and saybeans futures in each of 7 quarterly periads 
ending June 30, 1974, as furnished by the Cam
modity Exhchange Autharity. Table 1 shaws the 
largest quarterly uses and the number af pra
cessarp and bushels invalved. Thus, far wheat pra
cessars, anly 2 ar 3 percent of requirements was 
placed in futures, aggregating anly 6 mill ian 
bushels far up to 4 firms. Far cam processars, anly 
5 to 6 percent af requirements was placed, aggre
gating only .12 to 17 millian bushels far 5 ar 6 
firms; far saybean pracessars, anly 4 to. 10 percent 
af requirements was placed in futures, aggregating 
19 to 62 millian bushels by up to 4 firms. 

Thus, except far soybeans, the bushels invalved 
per firm, in the 7 quarters, were nat much greater 
than allowed under current pasitian limits, a situ
ation that has been recagnized by the contral 
agency. Conceivably then, all ar nearly all needs 
far anticipatory hedging exemptians might be met 
by liberalized pasitinn limits, as suggested in chap
ter 7. 
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Table 1-Statistics on use of anticipatory hedging privileges, in quarterly periods, 
September 30, 1972.June 30 1974 

Wheat 

Item Highest INext hig~est 
quarter* quarter 

Calendar quarter ••••••.••••••••. IV, 1972 IV, 1973 
Number of processors 1 •••••••••• 4 (') 
Total bushels (millions)' .••••••• 6.3 6.2 
Share of requirements (percent)' •. 2.3 2.9 

1 Includes firms given anticipatory hedging exemption by the 
CEA when their long hedges in futures (reported on 03 forms) 
exceeded their cash sales commitments (reported on 04 forms). 
l Less than four firms. 3 Long futures hedges less cash sales 
commitments. In the ca$e of soybeans, products are included in 
sales commitments. 4 Requirements are those secured from the 
CEA based on annual processing capacity. The share of 
requirements was derived by taking bushels. shown in the table, 

Hedging exemptions which are the mirror-image 
of anticipatory hedging have been granted farm
ers. They may exceed position limits in order to fix 
the price of their planned output. The privilege is 
accorded to any grower who in good faith intends 
to produce the output on land he owns or leases in 
the United States in the following 12 months. The 
farmer is not required to show that he has fixed 
price commitments for farm inputs. Why not 
restrict this privilege or extend it to other busi
nesses? 

Uneven Constraints on Spreading 

Spreading operations are significant activities 
in futures markets. Informed and skillful traders 
engage in the simultaneous purchase and sale of 
different futures contracts for a commodity when 
the price differential is favorable-fundamentally, 
when the differential is judged to be above or 
below that justified by economic considerations 
such as the marginal cost of storage, processing, or 
transport. Spreads between domestic and foreign 
futures contracts for a commodity (sometimes 
called international arbitrage) may also involve 
the valuation of different currencies. Spreading 
tends to bring prices into line with costs and adds 
liquidity to the market. Both are useful economic 
functions. 

In practice, most spreading between futures has 
been treated as speculation, although the Com
modity Futures Trading Commission Act is permis
sive on how spreading might be regulated (see 
ch. 1). Each leg of the spread is now regarded as if 
it were a speculative position in its own right and 
to be limited in absolute quantity. In addition, the 
net position in ,).U futures combined must be within 
a prescribed limit. For example, the limit placed on 
a speculative position in any 1 month allows a 
spread of no more than 3 million bushels of com to 

Corn Soybeans 

Highest I Next highest Highest I Next highest 
quarter* quarter ,quarter* quarter 

II, 1973 IV, 1973 IV, 1972 111,1972 
6 5 4 (2) 

17.4 11.9 62.0 18.6 
6.5 5.2 lOA 4.5 

as a percentage of requirements less cash pu.chase commitments 
and stocks. 

*Calendar quarter with the largest number of bushels purchased 
as anticipatory hedges. 

Source: Commodity Economics Authority. 

be held-Le., long 3 million in 1 month and short 3 
million in another. But a spreader may have larger 
positions if he also uses other futures months: 
having spread 3 million bushels of com between 2 
contract months, he could spread another 3 million 
bushels between 2 other contract months-and also 
have a single 3-million-bushel position in the fifth 
contract-a total of 6 million bushels on one side 
and 9 million bushels on the other side, with a 3
million-bushel net position. However, he still must 
observe the daily trading limit of 3 million bushels. 

Spreading was liberalized in 1956 to permit the 
use of futures to "put on the crush" by the soybean 
processing industry. This means buying a quantity 
of soybean futures and simultaneously selling the 
bushel equivalent of oil and meal futures. This 
could not be done in any great volume before 1956. 
In 1956, the anticipatory hedging exemption 
became the enabling device: soybean futures could 
be purchased using this exemption, and cor
responding quantities of products futures could be 
sold, because no Federal speculative limits were 
imposed on meal, and those that had been on oil 
had been removed earlier. On the other hand, "re
versing the crush" by selling soybean futures 
against purchases of oil and meal futures had not 
been exempted from position limits. The Chicago 
Board of Trade rules explicity exempt such activ
ities from its own speculative limits. 

Spreading is a desirable activity, as suggested 
before. But only soybean crushers can put on a 
"paper crush" in futures greatly in excess of 3 mil
lion bushels. In fact, they are limited only by their 
annual physical crush capacity minus inventories 
and purchases commitments. The reasons why 
"outsiders" are proscribed from engaging in such 
spreading between soybeans and its products on a 
similar scale are not clear. 

A more general inequity exists. For most com
modities traded in futures, spreading opportunities 
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would arise simply from having a hedge in futures. 
A futures hedge can be "managed" by shifting it to 
whatever happens to be the most advantageous 
contract, as indicated by price differentials among 
contracts. The shifting of a hedge involves simulta
neous purchase and sale of futures, an operation 
which yields the same result as spreading.lo A 
speculative position in futures also can be managed 
in the same way but only within the scale permitted 
by position limits. 

Beyond this advantage, business firms fre
quently hedge on a gross rather than on a net 
basis, which could afford large-scale spreading 
opportunities. The following type of operation 
sometimes is called "double-hedging." A firm with 
20 million bushels of cash com inventories and 12 
million bushels of fixed-price cash sales commit
ments of corn has an 8-million-bushel net cash pos
ition in com. Under current rules, the firm can, if it 
chooses, be short 20 million bushels in one futures, 
against its cash inventory, and be long 12 million 
bushels in another futures against its cash sales 
commitments. Thus, in effect, the gross hedge 
would be composed of two futures ventures, 
namely, a 12-million-bushel spread between two 
futures months and an 8-million-bushel hedge. The 
firm might manage both ventures to its advantage. 
Furthermore, there are no daily volume constraints 
to observe. 

Why not remove this special spreading privi
lege? Double-hedging is a practical way to over
come barriers to the use of futures markets that 
arise from a faulty definition of hedging. For 
example, old crop com and new crop com often 
behave like different commodities. Yet they are 
regarded as the same cash commodity under cur
rent regulatory practice. As long as this condition 
persists, the urm might benefit by hedging old crop 
inventories in old-crop futures and new crop sales 
in new crop futures rather than to hedge its net 
cash position in either futures. The same conclu
sion does not apply to differences in place or form 
of the commodity, unless the two futures contracts 
used in the double-hedge also differ in this respect. 
Hence if these conditions are not met, the double
hedge is likely to yield no better outcome than a 
hedge of the net position. 

Another possible argument for double-hedging 
applies to firms operating on a decentralized basis. 
Futures orders entered by different division man

... 	 agers could result in the overall position of the firm 
being double-hedged in a commodity. But in this 
case, the actions of the separate division managers 
could be regarded as actions of separate firms, and 

IOIndeed, the hedge of a cash positir}D in futures can be 
regarded as a particular kind of spreading operation, 
although it is seldom spoken of in this way. 

the issue of doubltl-hedging need not arise. What
ever the rationale, double-hedging should be 
allowed unless it were a cause of market upsets. 

A major issue is whether to extend the large 
spreading privileges, implied in double-hedging, to 
other traders. There is evidence that restrictions on 
who could assume the large spread positions has 
hurt competition in merchandising. For example, 
some merchants would like to assume spread posi
tions in futures in anticipation of entering into 
cash deals to export or otherwise merchandise the 
commodity. Such cash deals, however, may require 
the removal of one leg of a futures spread in order 
to get a tolerable hedge. In some situations (e.g., 
whel:e futures markets are thin, or prices are 
inverted) it is the only way some merchants can 
compete against strong rivals. 

Abuses could arise from hedging gross cash pos
itions rather than net cash positions. If two cash 
positions in a commodity-one long and one short
-actually represent different commodities in an 
economic sense, the firm may be justified in 
hedging only its long or short position in some 
futures contract that gives it a reasonably good 
hedge for that position. But if the cash com
modities are essentially the same, then hedging 
only the long or the short position in futures would 
result in using the futures market to establish a 
long or short position that is largely speculative. If 
such positions are denied to speculators, they 
should be denied hedgers. 

Some Safeguardu 

The use of economic criteria for determining 
bona fide hedging requires information on the spe
cific nature of cash commitments entered by the 
firm. This information should be subject to spot 
audit. Where good eash prices, with which to judge 
the correspondence of cash and futures price move
ments, are not readily available, the burden of pro
viding such prices should fallon the firm seeking 
the hedging exemption. Presumably, if position 
limits were liberalized, as suggested in this report, 
relatively few firms would seek such exemptions. 
This would avoid a heavy burden on the Commis
sIOn. 

Secondly, the!.-e is a need to safeguard markets 
from precipitous actions by bona fide hedgers. The 
Commodity Exchange Act (17, p. 4) has required 
that hedging be performed in a orderly manner. If 
the Commission were to define hedging along lines 
suggested above, similar safeguards should be built 
into its language. For example, if sorghum were 
allowed to be hedged in com, and com were 
allowed to be hedged in sorghum, and there were 
no such safeguard, someone with a large cash com 
position could elect to offset that position in a more 
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limited grain sorghum futures market and, thereby, 
become a larger force determining prices in that 
market than he would have been in the com mar
ket. This possibility would need to be evaluated. 

Third, there is a need to monitor the timing of 
hedges. In hedging practice, not all cash and 
futures positions are established simultaneously. 
Ideally, they should be so established if hedging 
were to have a minimum impact on price levels. 
But a business firm may need some leeway in 
placing its hedges in futures, or in acquiring the 
cash commodity against a futures position that it 
had just assumed. But this leeway should be no 
greater than necessary either to overcome the dis
continuity of trading in each 24 hour period or to 
preserve an orderly market. 

Such a timing requirement would guard against 
certain abuses from gross hedging. It would fore
stall a firm that ordinarily has both long and short 
cash positions in a commodity from subsequently 
using either or both positions as a rationale for 

establishing large futures positions. But it would 
not prohibit a firm that had acquired a cash inven
tory and hedged it in futures, from later estab
lishing a long futures position in another futures 
delivery month, upon entering a cash sales agree
ment, rather than liquidate its short futures posi
tion. Thus, double hedging would be permitted if it 
were done in a bona fide manner. 

In the case of spreads between futures contracts, 
there is no apparent justification for much leeway 
in timing. Indeed, execution of both sides should be 
done without much delay within the trading ses~ 
sion_ As matters now stand, traders' positions are 
known only at the end of the day. Hence, there is 
an argument for not liberalizing spreading privi
leges until better monitoring techniques are devel
oped. Yet, because large-scale spreading that is 
contained in double-hedging probably would not be 
held to account within the day, it might be best to 
liberalize spreading by everyone. The entire matter 
needs careful empirical study. 

10. CONCLUSIONS AND RECOMMENDATIONS 


The concept and role of hedging were examined 
in the context of a basic dictum. It is that the goal 
of regulation ahould be to make futures trading 
more widely useful and accessible, while at the 
same time curtailing artificial influences that such 
a highly organized institution may inject into com
m'odity pricing. In this context, the inquiry was 
conducted on broad lines. The principal conclu
sions of the study, and the recommendations in 
respect to the treatment of hedging, are as follows: 

Conclusions 

1. The most constructive way to improve the 
futures trading machinery is to better adapt con
tract terms to changing market conditions. At 
issue are the selection of deliverable grades and 
locations, techniques for financial settlements 
when non-par deliveries are made, and related 
terms. 

A key difficulty is the lack of good cash price 
information. In some cases, cash trading is too 
scant to permit meaningful price reporting. In oth
ers, cash trading is substantial but too dispersed to 
report by usual methods. Were cash prices regu
larly and accurately reported, they might be used 
to advantage in the design of futures contract set
tlements, thereby increasing the precision of com
petitive pricing and broadening the general use
fulness of futures trading. 

By clarifying the potential contribution that 
better cash price reporting could make, purpose 

and direction would be given to efforts to improve 
the cash price reporting system for commodities. 

2. All commodity futures contracts have a 
squeeze potential because there are positive costs of 
making and taking delivery. These costs mayor 
may not present serious problems, depending on 
the nature of the commodity stored and on the 
availability of stocks, storage, and transport ser
vices in relation to the number of contracts out
standing. Large delivery costs tend to create a 
large squeeze potential. Such costs should be exam
ined closely to see how they might be reduced. 

3. The better the design of futures contract 
terms, the larger the positions that call be sus
tained without distorting prices. Thus, the need for r 

limits on futures trades and positions is directly 
related to the susceptibility of prices to distortion. 
But, the potentials for improving contracts may be 
limited by the underlying structural features of 
commodity markets. Markets differ widely in what 
improvements might be achieved. Thus, economic 
analysis of structural features is an essential part 
of the information required for deciding what con
ceivably could be done in each commodity situ
ation. 

4. Where general constraints on futures posi
tions are needed to lessen the squeezability of 
futures markets, th'.!y should be applied without 
respect to whether the positions are classified as 
hedging or speculation. Ideally, there should be a 
general constraint on the total. open positions of all 
traders in a contract during the delivery month, 
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geared to the economically deliverable supply of 
commodity. Reasonably accurate estimates of the 
matter might allow position limits to be adjusted 
by the exchanges or the Commission in time to 
avoid "trading for liquidation only." 

Basic research should be done on the issue. To 
overcome practical difficulties, there needs to be a 
more rigorous conceptual basis for deriving esti
mates of economically deliverable supplies, and 
appraisal of alternative model specifications and 
data requirements. 

5. The relation of present position limits to the 
orderly liquidation of futures contracts needs 
careful study. Flat position limits are inefficient 
and unnecessarily restrictive. Limits should be 
more liberal early in the life of a contract and more 
restrictive as the delivery period progresses. 
Probably the Commission in cooperation with the 
exchanges should experiment with tapering posi
tion limits in order to learn of their potentials, and' 
problems of their management and monitoring. 

6. The successful application of tapering limits 
would allow the Commission to sidestep the need 
for granting a great many hedging exemptions. 
Conceivably, the caseload to come before the Com
mission could be reduced to a relatively small 
number of users. 

7. The present definition of bona fide hedging is 
too restrictive in some cases and too liberal in oth
ers. The criterion of physical resemblance of com
modities that has dominated the law should be 
replaced by an economic criterion. Conceptually, 
hedge positions should be identified by the 
expected degree of correspondence of profit and 
loss sustained on cash and futures positions for a 
given commodity. In practice, this criterion may be 
approximated by the degree of expected cor
respondence in their price movements, as revealed 
by statistical analysis. 

8. Such definition 0; hedging also would be a 
useful guide to futures brokers in assessing, for the• purpose of determining margin requirements, the 
collateral val ue of thei r customers' cash commodity 
positions. If position limits were greatly liberalized, 
as suggested in this study, accurate assessment 
would be all the more necessary. 

9. The practical problem of defining bona fide 
hedging in economic terms can be manageable or 
unmanageable, depending on how it is handled. 
Guides to hedging probably can be developed, 
based on past experience. In most cases. what is 
called hedging today would be hedging under the 
new criterion. The Commission probably could 
make these determinations .'lnJ publicize them. But 
most of the Commission's work likely would arise 
from new hedging proposals that could not be 
accommodated under existing position limits-e.g., 
hedging <! given grade and location of sorghum, 

barley, or some other feed, in com futures. The 
burden of supplying the Commission with the nec
essar} price data should be put on the firm seeking 
the exemption. The Commission would make the 
determination using appropriate statistical tests. 

10. In cases where more liberal use of futures 
were granted, the firm would be under an obli
gation to provide evidence, upon request or audit, 
that it has in fact the cash positions it claims to 
have. In practice, this probably means filing the 
required information daily. The information sup
plied by the relatively few firms that would want 
more liberal use of futures than allowed under 
expanded position limits could be monitored closely 
by the Commission. 

Recommended Changes in Treatment of Hedging 

Present exemptions from position limits can be 
made more equitable and consistent. 

Commodity Matching. The need here is to con
vert, insofar as feasible, the physical definition of 
"the same cash commodity" into an economic defi
nition. The appropriate test is whether there is 
close correspondence between price movements for 
cash and futures commitments, given the form, 
place, and time specifications of each. In this light, 
the following general recommendations seem war
ranted. 

(a) Form: Include in hedgeable cash com
mitments the same physical form as called 
for in futures, except for classes, grades, or 
qualities whose cash price changes (at the 
given place and time of delivery) are not 
closely correlated with corresponding cash 
price changes for types deliverable at par 
on futures. Conversely, where it can be 
shown statistically that another com
modity is a close economic substitute for 
the commodity traded on futures, such a 
commodity should be counted in the hedge
able cash commitments. (This was the case 
for various fats and oils that businessmen 
sought to hedge in soybean oil futures. 
However, the accommodation to their 
needs resulted in removal of position limits 
instead of broadening the hedging exemp
tion.) 

(b) Place: Include in hedgeable cash com
mitments all locations of a commodity (as 
defined. above) whose price movements are 
closely related; exclude the rest. As a prac
tical matter, this guideline may be used in 
a rough and ready way: commodity inven
tories located outside the United States 
should be excluded from hedgeable cash 
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commitments except where it can be 
shown that price movements for the com
modity in foreign locations are closely 
related to price movements in U.S. futures 
delivery locations. There are periods. when 
national policies of a country insulate the 
price of its commodity from foreign com
petition. Thus, a showing of a close eco
nomic connection of prices here and 
abroad is necessary. 

Within the United States, exclude locations 
of a commodity from hedgeable aash com
mitments only if prices at such locations 
move independently. With improvements 
in communication and the great decline in 
real costs of transport, this is less and less 
the case. It probably would be best to 
include locations throughout the United 
States until the harm of this rule can be 
demonstrated. 

(c) Time: For seasonally produced com
modities, restrict the hedging of old crops 
to old crop futures and new crops to new 
crop futures, except where it can be shown 
that a trader can use n~w crop futures as a 
reasonable hedge against old crop inven
tories. For continuously produced com
modities that ar!> storable (e.g., oil and 
meal, metals), no such restrictions should 
apply. 

For perishable commodities, such as live 
cattle, live hogs, fresh shell eggs, and broil
ers, hedging should be allowed only in the 
delivery months most closely associated 
with the termination of the production 
period as indicated by the nature of the 
cash commitments claimed as the basis for 
the hedge. A rough and ready rule is to 
limit hedging to the two contract months 
most closely matching the time of output. 
The practicality of enforcing this rule 
would vary from commodity to commodity. 

(d) Quantities: Where two or more 
important inputs are needed to produce a 
commodity (such as feeder animals and 
feed for producing fed animals), nllow 
hedging of the output in futures to be done 
only to the extent that cash commitments 
are made for both inputs, and are made in 
the right proportions. 

Conversely, where one commodity is made 
into two or more important products (such 
as soybeans made into oil and meal), allow 

the cash commodity commitment to be 
hedged in the product futures only to the 
extent that roughly the right proportions 
of both product futures are held. 

Where there is no futures trading in one of 
the two products, and the product has not 
been sold forward under a fixed-price com
mitment, then no hedging in products is 
permissible, unless it can be shown that 
price changes for the two items-the input 
and one output-are closely correlated .. 

Where a cash commitment is deemed 
hedgeable in futures by all criteria given 
up to this point, permit one unit of futures 
for one unit of the cash commitment, if 
this would reduce profit variance, but 
permit less than this if profit variance is 
substantially increased thereby (see 
Heifner (4». 

Special Hedging Exemptions. From several 
viewpoints, it would be desirable to do away with 
anticipatory hedging exemptions. Incomplete use 
seems to be made of this privilege by those who have 
been granted it. Raising position limits to 
accommodate the amount of anticipatory hedging 
that has been done seems the best course. If the 
anticipatory hedging exemption for processors is 
retained, the privilege should be extended to other 
businesses. The 1974 legislation allows movement in 
this direction. 

Hedging exemptions for advance selling of crops 
are mostly unused. Modern commercial farms are 
still relatively small in relation to position limits. 
Also, farmers who have output risks may find that 
hedging more than a portion of the crop before har
vest is unwise. Hence, whether such exemptions 
are retained or removed probably does not make a 
great deal of difference at present. More study is 
needed before a firm recommendation can be made. 

Spreading. The treatment of spreading-whether 
the spreading is direct or indirect-should be more 
consistent. All spreading probably should be subject 
to daily trading limits and to some general 
restrictions on size of spread positions (both in the 
delivery month and before). Different kinds of 
spreading might have different limits. Because 
liberal spreading privileges can be abused within the 
trading session, the liberalization suggested here 
should be made conditional on having a good 
monitoring system. 

The following should be included in recognized 
spreads: (a) spreads between two futures delivery 
months in the same commodity; (b) spreads 
between two futures contrac:ts on two different 
commodity exchanges for the same commodity; 

.. 


26 




and (e) spreads between futures in a commodity 
and in its products. Whether spreads between interJ 

crop contracts should be allowed would depend on 
how interdependent the price changes for old and 
new crop contracts are judged to be. 

Gross Versus Net Hedging. As explained in the 
previous chapter, gross hedges that result in double 
hedging may be regarded as including two futures 
ventures-namely, a simple hedge in futures and a 
spread between futures months. The choice is to 
prohibit such hedging on a gross basis, or to open the 
implied privilege of spreading to others. If general 
constraints could be worked out as suggested in 

chapter 7 to properly limit the daily volumeoftrading 
and the positions carried into the delivery month, 
including a reduction of such positions as the month 
progresses (by all traders), there should be no 
objection to the more permissive rule. It probably 
would improve market performance. 

The safeguards against abuse of the gross 
hedging privilege are the provision of necessary 
information with which to judge whether futures 
were being used to increase or reduce the specu
lative position of the firm. Hence, study should be 
given to practical ways of reporting the necessary 
information to the Commission. 
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