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Abstract

The present study examines the dynamics and regulatory regimes of commodity derivatives
markets through time. The historical persyiwe allows to identify the reasons behind the use

of derivatives and the impact of changing rules on financial systems. It further permits to
highlight the weaknesses and the strengths of derivatives markets and provides valuable
lessons to tackle chalges, replicate practiceand prevent failures. The analysis shows that
derivatives markets have a long history ahdve facilitated trading across time and
geographical areas. The results of a guegeriment conducted for Japan and the US reveal
that commodity price fluctuations were higher before the establishment of futures markets.
The analysis further indicates that the unprecedented inflow of liquidity in derivatives markets
was mainly facilitated by the deregulation policies adopted in the U&ndl&lsewhere and
wasintensified by an increasing interest of investors in alternative asset classes. In the new
millennium many product innovations flooded the market, reducing transparency and
increasing market uncertainty. The study indicates that mwpd data quality and quantity

are necessary conditions to enhance the understanding of derivatives markets. In addition, a
sound legal and financial system is a must for thriving financial markets. Such a system creates
a framework of checks and balandes the market, it contributes significantly to meaningful
regulations and vibrant policies and helpsprevent or eradicag market manipulations.

KeywordsDerivatives markets, history, regulatory regimes

JEL classificatioN20, G28(G15, Q14



1. Introduction

Following the stock market crash in 2@2D02, commodity futures have emerged as a
popular asset class within investment portfolios for several financial institutions and investors.
The potential diversification benefits of investing in commodity markétawdated, in fact,

the rapid growth of commodity indexes and triggered a process of financialization among
commodity markets (Tang and Xiong, 2012). The levels of financial activity measured by open
interest in commodity futures increased from $103 biiliat the end of 2003 to $509 billion

in July 2008 (Hong and Yogo, 2Q1é&nd the total value of commodity indeselated
instruments purchased by institutional investaxsse from about $15 billion to $200 billion
during the same period (CFTC, 2008). Almiegsa broad set of commodities across
agricultue, energy and metal sectors registered synchronized sequences of large price swings,
drawing renewed attention from policymakers and acadenta@she risk that speculation
could cause price distortions inmmonodity marketsvhichadversely affect the real economy.

In the US, the criticism received public attention when the hedge fund manager, Michael
Masters, in his testimony before the Senate committee argued that futures markets
speculation caused a bubhleenergy prices in 20@2008. The criticism was quickly extended

to agricultural commodities in a report of the US Senate and got attention across the Atlantic

in public statements by the British Prime Minister, the French President, the German Finance
Minister, YR t 21LJS CNI yOA&a® Ly | &aLISSOK Ay b2@SYq
LINA2NRAGASEE SaLISOALfEfte GKS f23A0 2F GKS aLUl
O2YY2RAGe fA1S lye 20KSNE &ddzo2SO0i iogic isi LIS O dz
KAYRSNAY3I GKS aaidNHzZ3atS 3FAyad Kdzy3ISNI FyR Y
t I NIé& S@Sy 1 dzyOKSR | Lzt A0 NBEFSNBYyRdzY 2V
declined in February 2016.

The role of speculation in financialarkets currently remains a hot topic, especially in the
context of the ongoing regulatory debate on tightening position litnidé commodity
contracts o and ofigcexchanges.

Starting from this premise, the present study aims at examining the historemyalives
markets, their importance and the regulatory framework through times with the objective to
assess how derivatives markets have affected price volatility and how different regulatory
regimes have shaped the functioning of financial markets. Tgirout the analysis, the main
financial market failures will be identified and the relative regulatory actions will be examined.
The linkage to the history is important, given that lessons gained from centuries of historical
development coulaffer a betterunderstanding of the present and provide the best available
rationale when any policy intervention is undertaken. Further, the historical perspective
would shed some lights on government failures, i.e. the possibility that regulators could
intervene inapropriately, thus causing priadistortions anddrops in investor confidence
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While the extant literature has investigated the effects of financialization and speculation on
commodity markets and price volatility (e.g., Algieri 2016; Kalkuhl et al. 20@l6s3@ et al.

2014; Sanders et al. 2010; Robles et al. 2009; UNCTAD, 2009), a relatively limited attention
has been devoted to the history of trading in derivatives and the ihtdages between
changes in regulatory regime and the financialization of cality markets. The present
study tries to fill this gap going to the roots of financial market functions and their
transformation over time. Empirically, a quasiperiment conducted on historical data in
Japan and the US before and after the creation e first futures markets, will provide
evidences on how the presence and absence of futures markets have shaped price volatility.
A comparison of three grains of similar nature, namely wheat, oats and barley, will offer an
easy test to gauge how the existee and absence of futures markets have influenced price
swingstoo. In addition, a simple econometric exercise will provide some evidences on the
fAY{1lI3S 0SG6SSy NB3IdzA I 62NE NBIAYSEA YR o0l Yy
banks into rislactivitiesalso relaed to commodities derivatives.

The remainder of the study is organized as follows. Section 2 presents the main characteristics
of commodity derivatives market. Section 3 aods its historical developmentSection 4
discusses the legaégulatory structuresn the US financial markets. Section 5 presents some
policy interventions. Section 6 concludes.



2. Commodity Derivatives Market

LY FAYLFYOALf YFEN] SGasx GKS G SNY toWO@oty éRA (&
instruments that derive their value from samunderlying commodity, such agrains,
livestock, base metals, energy produ@sd precious metals. Futurggorwards, swap$, and

options are all types of derivative instruments widely used iedging, speculative purposes

or portfolio management strategies.

Commodity derivatives markétbave three main economic functions. First, they have a long
tradition in supporting commodity producers to hedge their price risks. Second, they function
asl Yy AYLRZNIIF Y i LNK ® & NIHrkspoDéarkBt® Bapiy commodity traders

to set benchmarks for current prices. Finally, derivatives markets provide transactional
efficiency by lowering transaction costs. As a result, investments beconmepnaductive and
price volatility can diminish.

Speculation is an important feature of derivatives markets as it provides liquidity to the
market, facilitates risk sharing and, in general, allows markets to perform their institutional
role (Cheng and Xng, 2014; Tang and Xiong, 2012; Hicks, 1939; Kaldor, 1939; Keynes, 1923).
On the other hand, speculative behaviour could generate shocks and threaten financial
stability. For instance, reduced risk propensity caused by investment losses may lead
speculatos to shorten their commodity futures positions (Cheng et al. 2015) with negative
consequences for the market.

Commodity derivatives can be traded on exchange markets arexdéhange (ovethe-
counter, OTC) markets.

1 In exchangdraded markets, derivativegontracts are standarded with specific
delivery or settlement terms. Traditionally, negotiations between traders were
conducted by shouting on the trading floor (open outcry), afterwards electronic
trading systers became increasingly popular in every eange. Exchangeaded
derivative transactionsare publicly reported and cleared in a clearinghouse. The
presence of a clearinghouse saf@rds against counterparty risk because the
clearinghouse assumes financial responsibility for the transaction ierigarty
becomes insolvent or defaults. The solvency of the clearinghouse is protected by a
system of margins or collaterals. This means that before trading, buyers and sellers
have to deposit an initial margin payment with the clearinghouse to cover lgessi
losses. At the end of each trading day, contracts arprieed and those traders who
have registered a loss (due to adverse price movements) have to post additional
margin (called variation or maintenance margin) to cover the loss before the next
traddy3d aSaairzyo ¢KS g2NI RQa fIFNHSald RSNAJI
Group with a total volume of 4.08 billion contracts traded in 20&embling an
increase ofL5.8%since2015 Tablel).
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Other important exchanges are the National Stock Exchange of India, the
Intercontinental Exchange, and the CBOE Holdiigb{el). With reference to
agricultural commodities, the chief exchange markets are located in the US. The
Chicago Mercantile Exchangad the Chicago Board of Trade are the benchmark for
several commodities, especially wheat, maaed livestock. Exchanges for agricultural
commodities are less active in the EU, bl trading activity has increased in the
latest years. The main agritwral contracts are traded on Euronext in London (cocoa,
coffee, sugar, feed wheagnd Euronext in Parfs(milling wheat, rapeseed, maize).
There are also other futures markets, namely the European Energy Exchange (EEX) in
Germany, where both energy arafriculture derivatives (hogs, piglets, potatoes,
butter, and skimmed milk powder) are tradeand MFAO in Spain (for olive oil). In
Asia, the main commodity exchanges, Dalian and Zhengzhou Commodity Exchanges,
are located in Chinfélablel).

OTC markets ra decentralized markets with no meeting place or trading floor.
5SNRADI GADPSEa GNIXRS&a Ay he¢/ YIFENJSGa NB oAf
YFRSQ GKFG A& RSt AGSNE Jandjpdees akelineégbtiadiedzl y i A
between the twoparties. OTC markets are sedigulated and lightly supervised, and

before the financial crisis they were not cleared by a clearinghouse. Transactions can

be arranged by telephone or other communication means. Prices are not reported
publicly. To monito©OTC derivatives market is not an easy task. The World Federation

of Exchange (WFE) and the Bank for International Settlements (BIS) conduct quarterly
surveys and publish data on afkchange transactions. According to the BIS survey
(2017), the outstandingnotional values in the OTC market advanced from $72.13

trillion in June 1998 to 672.56 in June 2008 and to $710.2 trillion in December 2013.
These values decreased in the following years to reach $542.43 trillion in June 2017

and $531.9 trillion in Decenan 2017. The patterns through time are reported in

Figurel.
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Figurel: Outstanding notional values in the global OTC market, trillion $

Source: Ownlaborations on BIS-¥Xis: trillion $
http://stats.bis.org/statx/srs/tseries/OTC_DERIV/H:N:A:A:A:A:A:5A:5J?t=D5.1&p=20171&x=0D_RISK CAT.3.CL_OD_RISK_C
AT&o=s:line,z:3

Outstanding OTC derivatives contracts are divided in different segments: interest rate
contracts, foreign exchange (FX) contsacredit default swaps (CDS) contracts, eglitiked
contracts and commodity contracts. The interest rate segment accounts for the vast majority

of outstanding OTC derivativda.June 2017, the notional amount of outstanding OTC interest
rate derivatves contracts totalled $415.9 trillion, which represented about 77% of the global
OTC derivatives market. FX derivatives are the second largest segment of the global OTC
derivatives market. In contrast to interest rate derivatives, the notional amountitsftanding

FX contracts has continued to climb in recent years (from 9.1% of the global OTC in 2010 to
14.2% in 2017). The CDS market has declined steadily in size since 2007 (its notional amount
passed from 8.3% of the total OTC market in 2007 to 1.762017). The smallest segments

of OTC derivatives are related to equities and commodities, which totalled figtand

$1.4 trillion inJune 2017respectively Together, equity and commodity derivatives accounted

for only 2% of notional amounts outsteing.Figure 2sketches the evolution of outstanding
notional values othe OTC commodity market in trillion $. Today, large international banks
and hedge funds are involved in the vast majority of OTC transactions, which include
instruments such as forwds, swapsand optionsFigure3 reports the percentage change of

the outstanding notional values for each derivative category within the OTC market,
considering the year 2004 as base year (2004=100). It is remarkable to thaticee main
percentage increases were recorded for commodities and CDS during the period of the
financial crisis.



Tablel: Top Derivatives Exchanges in Volume Terms: Number of contracts traded in millions

Commodity JanDec JanDec JanDec % Market

Country Type* 2017 2016 2015  Share 2017
1 CME Group us A E,M  4,08891 3,942.20 3,531.78 16.23
Chicago Mercantile Exchange (CME) A 1,891.57 1,939.92 1,749.61 7.51
Chicago Board of Trade (CBOT) AE,M  1,408.03 1,273.76 1,196.95 5.59
New YorkMercantile Exchange (NYMEX) E, M 653.30 618.42 503.43 2.59
Commodity Exchange (COMEX) M 136.01 110.1 81.79 0.54
2 National Stock Exchange of India (NSEI) India 2,465.33 2,119.46 3,031.89 9.78
3 Intercontinental Exchange (ICE) us A E,M 212540 2,037.93 1,998.96 8.43
ICE Futures Europe A ELM 1,166.95 973.86 901.66 4.63
ICE Futures US A E,M 35450 370.17 365.43 141
NYSE Arca 302.57 388.98 381.52 1.20
NYSE Amex 29355 296.49 344.46 1.16
ICE Futures Canada A 5.55 6.43 5.72 0.02
ICE Futures Singapore 2.29 2 0.17 0.01
4 CBOE Holding us 1,810 1,184.55 1,173.93 7.18
Chicago Board Option Exchange 1,132.46 1,033.35 1,043.03 4.49
C2 Exchange 141.21 91.03 79.23 0.56
CBOE Futures Exchange 73.99 60.18 51.68 0.29
5 B3 (former BM&Fbovespa) Brazil A, E,M  1,809.36 1,487.31 1,358.59 7.18
6 Nasdag us 1,676.63 1,575.70 1,648.96 6.65
7 Eurex Germany AM 1,675.90 1,727.77 1,672.65 6.65
8 Moscow Exchange (MICEX) Russia 1,584.63 1,950.15 1,659.44 6.29
9 ShanghaFutures Exchange (SHFE) China E,M 1,364.24 1,680.71 1,050.49 541
10 Dalian Commodity Exchange (DCE) China A 1,101.28 1,537.48 1,116.32 4.37
11 Korea Exchange (KRX) Korea E, M 1,015.33 692.99 794.94 4.03
12 Bombay Stock Exchange (BSE India) India 609.21 543.06 614.89 2.42
13 Zhengzhou Commodity Exchange (ZCE) China A 586.07 901.3 1,070.34 2.33
14 JSE Securities Exchange (JSE) South Africa 382.94 479.2 488.52 1.52
15 Hong Kong Exchanges and Clearing (HKEX) Hong Kong 372.19 344.64 359.36 1.48
16 Japan Exchange Japan 322.41 337.54 361.46 1.28
17 Taiwan Futures Exchange (TAIFEX) Taiwan 265.71  241.68 264.5 1.05
18 Australian Security Exchange (ASX) Australia 248.45  242.63 234.18 0.99
19 Miami International Holding us 232.22  247.11  252.61 0.92
20 Multi Commodity Exchange (MCX) India AE, M 198.61 245.08 216.35 0.79
21 TMX Group Canada 183.17 201.12 179.94 0.73
22 Singapore Exchange (SGX) Singapore E, M 178.37 172.42  183.87 0.71
23 Rosario Futures Exchange (ROFEX) Argentina 150.138 113.37 73.87 0.60
24 Borsa Istanbul (BIST) Turkey 146.12  107.25 88.88 0.58
25 Euronext UK, France, Bel A 140.27  126.24 13552 0.56
26 Thailand Futures Exchange (TFEX) Thailand 78.99 69.58 48.54 0.31
27 Tel Aviv Stock Exchange (TASE) Israel 46.64 52.1 66.05 0.19
28 MEFF Mercado espafiol de opciones y futuros financ. Spain 44.58 45.35 47.82 0.18
29 London Stock Exchange Group (LSEG) UK 42.54 54.07 48.88 0.17
30 Tokyo Financial Exchange (TFX) Japan 38.48 52.09 48.99 0.15
31 China FinancidFutures Exchange (CFFEX) China 24.59 18.34 321.59 0.10
32 Tokyo Commodity Exchange (TOCOM) Japan E, M 24.16 26.92 24.4 0.10
33 Metropolitan Stock Exchange of India (MSEI) India 19.81 46.76 57.99 0.08
34 Athens Derivatives Exchange (ATHEX) Greece 19.45 15.47 14.65 0.08
35 Dubai Gold & Commaodities Exchange (DGCX) UAE M 17.44 19.67 1451 0.07
36 OneChicago (OC) us 14.93 12.39 11.71 0.06
37 National Commodity & Derivatives Exchange (NCDEX India A'M 14.13 20.34 29.55 0.06
38 Malaysia Derivative€Exchange (MDEX) Malaysia 14.01 14.23 14.06 0.06
39 BMV Group Mexico 11.03 12.94 16.99 0.04
40 Oslo Stock Exchange (OSE) Norway 10.79 11.44 13.72 0.04
41 North American Derivatives Exchange (NADEX) us 10.42 8.75 5.81 0.04
42 The Order Machine (TOM) Holland 8.97 23.79 26.02 0.04
43 Warsaw Stock Exchange (WSE) Poland 7.62 7.98 8.21 0.03
44 Budapest Stock Exchange Hungary 7.02 7.81 8.6 0.03
45 Pakistan Mercantile Exchange (PMEX) Pakistan 3.16 3.48 3.89 0.01
46 Minneapolis Grain Exchange (MGEX) us A 2.8 2.19 2.32 0.01
47 Dubai Mercantile Exchange (DME) UAE E 1.57 1.95 1.71 0.01
48 Bolsa de Valores de Colombia (BVC) Colombia 1.12 14 1.05 0.004
49 Eris Exchange (DMC) us 0.44 0.47 0.66 0.002
50 Osaka Dojima Commodity Exchange (ODE) Japan A 0.34 0.45 0.41 0.001
51 New Zealand Futures Exchange (NZX) New Zeeland A 0.31 1.83 1.81 0.001

*A=agriculture E=energy, M=metal. Source: Owlalmration on FIA, Future Industry Association, Market voice,
2018
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Figure2: Outstanding notional values in commodity OTC market, trillion $
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Source: Ownlaborations on BIS -&xis: % change

Exchange and o#xchange markets complement each other, given that their different

characteristics provide a trading platforto satisfy different business interests (Nystedt,

2004). On the one hand exchangdraded derivatives markets provide better price
7



transparency, higher liquidity and smaller counterparty credit risks than OTC. On the other
hand OTC markets offer high fiexity andare bettersuited for trades with low order flows

and special requirementd éble2). In this context, OTC markets become an incubator for new
financial products.

Table2: Types of Derivatives markets

Exchange OTC Pre Dodérank
Negotiations Trading floor or electronic tradin¢ No trading floor
Transparency high low
Counterparty risk low high
Contract standardizatior| high low (tailorr-made)
Type of contracts Futures, options Forwards, swaps, options et
Flexibility low high
Cleared yes no
Liquidity high lower than exchangés

Source: Own elaboration.

Figure4 simplifies the functioning of exchange and OTC markets. In exchange s)avket
traders agree on a transaction on the exchange floor or on an electronic platform. Once the
transaction is concluded, it goes tb) the clearinghouse, which guarantees payment to both
parties. (2) The original contract between long (buyers) simart (sell) traders is now two
contracts, one between each trader and the clearinghouse. In the €b6@ and long traders

do not interact directly Figure4). Instead of a centralized marketplace, there is a network of
dealers that take long or short gions, and earn money on spreads and fees. Dealers absorb
the credit risk of customer default, while the customer faces the risk of a dealer default.
Dealers are usually financial institutions such as JP Morgan Chase, Goldman Sachs, Morgan
Stanley, Bankof America, Citigroupand Deutsche Bank. Before 2007, these financial
institutions were generally viewed as solid atmb big to fail; in 2008, this belief was
profoundly shocked



Exchange Market Off-Exchange Market (OTC)

Clearinghouse Dealer

Long traders Short traders

Long traders Short traders

Exchange

Figure4: A comparison between exchange and eéfkchange markets

Source: Ownlaboration



3. History ofDerivativedMarkets

3.1 The Roots

Derivatives on commodities have a long history. The origins can be traced back to the early
commerce in Mesopotamia ime 2000s B.C., when first contracts for future delivery of goods
were written in cuneiform script onlay tabletd® (Figure5). These contracts contained, most

of the time, a description of the parties, a description of the good to be transferred, the date
of delivery, the price of the transaction and, occasionally, a list or description of witnesses.
Tradng, generally, took place at the temples of the cities, which, in addition to the traditional
religious and political functions, had an important commercial role also for derivatives
transactions. The temples in Ancient Mesopotamia offered warehousdithnd provided
quantity and quality measurement standards. They were operating as modern clearinghouses
(Kummer and Pauletto, 2012; Poitras, 2000). The emergence of contracts for future delivery
enhanced the efficiency of agriculture markets in Mes@mia and they were a prerequisite

for the expansion of longlistance trade. Contracts for future delivery of commodities were
used during the Roman Empltend afterwards during the Byzantine Empire as instruments

to facilitate commerce across territories.

Figureb Clay tablet contract

In the Antiquity, most contracts were betweerivate parties (e.g., merchant/seller), and

GSNBE &AAYAL L N (-he-Q2KdBy GY2NISE NB/S Nh242 SINU @ iegardingl v & I O
forwards and options. The legimework for contracts for future delivery established with

the Roman commercial law remained in place during the Medieval time (Dark Age), when early
forms of markets took place at the periodical fairs. Since in the larger fairs, such as those in
Genoa ltaly) or Lyons (France), transactions between merchants were extensive, there was

the necessity for dealings on credit instead of money. At the same time, to deal with
transactions using different coinages and units of account, each fair organized a flmrum

settling exchange rates.
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3.2 The Renaissance

During the Renaissanega period of cultural and economic revival that lasted from th& 14

to the 16™ century ¢ financial markets became more sophisticated in Italy and in the Low
Countries (the Netherlads and Belgium). During that time, the slow speed in communication
and high transportation costs represented a serious problem for traders (Swan, 2000).
Merchants used derivatives contracts as a medium of exchange iqdmtagnce trade. One

of such contacts was thebill of exchangewhich consisted in a promise to repay a certain
amount of money in a specific location, in a different currency and at a future ddii. &
exchangewas structured as a modern option. For instance, some bills offeregdbsibility

for a buyer to take up the delivery at the agreed conditions or to pay a fixed fee instead of
taking the delivery. Thus, bills of exchange, whose maturity typically ranged from a few days
to 90 days, could generate a credit as well as a cingraperation (Kummer and Pauletto,
2012). The holder of a bill earned interest because bills were traded at a discount that
gradually diminished until maturity. Put differently, the buyer of some commodity accepted a
bill of exchange and passed it to theyg® instead of sending gold or silver coins. The payee,
in turn, could either hold the bill until its maturity or sell it to a third party. As trade expanded,
the exchange of such bills grew significantly, so that many merchants finished moving from
trading commodities into dealing with bills of exchange. Because bills of exchange, especially
in the form of contracts for differendé gave traders too much possibility to speculate and
increase financial gain, these contracts were banned in 1541 for thefeanplifying financial

risk (nowadays known as systemic risk).

After their abandonment, forward contracts were introduced on a large scale in Bruges and
Antwerp (Belgium), and then in Amsterdam (the Netherlands). Antwerp was initially the most
important entre for trading in commaodities. In 153the Antwerp Exchange opened and
simultaneous trading using both forward and option contracts emerged (van der Wee, 1977).
The concentration of liquidity on the Antwerp Exchange triggered speculation centred on the
main merchants and large merchant houses that controlled financial activities or trading in
goods. In 1565the Royal Exchange opened in London on the model of Antwerp Exchange.
The collapse of Antwerp in 1585 and the subsequent migration of important merchants
contributed substantially to the rise of the important financial and commodity exchanges in
Amsterdamand London.

Although Amsterdam was an important commercial midpoint prior to 1585, the creation of
the Amsterdam bourse in 1611 marked the emblematic beginning of Dutch commercial
hegemony. During the 17th and 18th centuries, trading of forward and opt@ntracts on

the Amsterdam exchange revealed many essential characteristics of exchange trading in
modern derivatives markets. Amsterdam also registered the first speculative bubble in the
history linked to the tulip markég, known astulipmania In the 1630s, prices for bulbsf

newly introduced tulipsreached extraordinarily high levels and then abruptly collapsed

(Figure6). At the peak ofulipmania in February 1637, some single tulip bulbs were sold for
11



more than 10 times the annual wage of a skilleraftsman (about 300 guilders a year)
6bdzaGStEAYIAT MpypOd® ¢KS GdzZ ALI W{ SYLISNJ ! dz3a dza i d:
sold in the 1630sHigure7). Tulipmaniawas nurtured by euphoria and boosted by the

entrance of purely speculative buydrgo the tulip market and speculation with tulip bulbs

was done mainly with option contracts (Thompson, 2007). According to the Keynesian view,
tulipmaniaOl y 0SS O2y&ARSNBR a |y SEIFIYLXS 2F GKS ¢
financial market4 N5 f I NESt & ANNI A2yl f | yYyR RNAROSY o8&
the consequence of a market failure. Conversely, according to the ldmsezview of

Smithian origin, the extreme prices were the consequence of goverramhdetisions, and
thSNBF2NB Al é6Fa | F2OSNYYSYyld FLrAfdNBEP LYy ¢K2
an efficient response to changing financial regulatiorin particular, the anticipated
A2OSNYYSYy(d O2y@SNBA2Y 2F FdzidzZNB&a O2y GNI OGa A

Derivaive trading spread from Amsterdam to France at the end of the seventeenth century,
and from France to Germany in the early nineteenth century. Thus, derivatives were originally
intended to be used to effectively hedge certain risks and, in fact, weredason behind

their skyrocketing development.

Tulip price index
1636-37 Feb3

Dec 12

-150

-100

Figurel: Standardized price index for tulip bulb contracts

Source: E. Thompson, 2007. Data between February 9 and May 1 were not available, thus the shape of the decline
is unknown.The tulip market however is known to have collapsed abruptly in February.

12



Figure2:¢ KS G dzft A LI W{ SYLISNJ ! dz3dza (1 dz&a Q

Note: Itsbulb was valued at approximately 6,000 guilders (florins) in 1637. For comparison, a ton of butter was
priced around 100 guilders and "eight fat swine" costed 240 guilders.

3.3 The Dojima Rice Exchange

2 KAES F2NBFINR YR 2LJWA2y O2yGNI OGa 66SNB dza S
contracts vasfound in 1650 at the Yodoya rice market in Osakdapaneseity called the
WIAGOKSYQ 2F (KS O2dzyiNBE® ¢KS TFchkhdBdjimaieeB | y AT ¢
markett4 ¢ was established in the same city in 1730. The years from afig@until 1868 are

known as the Tokugawa period, or the Edoipér since Japan was ruled by thekugawa
shogunatedb 9 R2X -8V NI ¥ O8¢ G2 NBotmSranandnf TaRyaBigure & (0 K S
Rice played a special role in the Tokugawa period. Land was measured in terms of its output

of rice and feudal Japarse land lordsdaimyo9 received annual tax in form of rice, whose

surplus was shipped to their storage warehoudeasgifyashiki in Osaka in order tbe soldon

the market Every year about 2.000.000 koku of rice (corresponding to about 9.920.000
bushels,one kokuequalsa ton of rice) were shipped to Osaka warehouses, whose number
reached more than 100 units by the year 1700 (Matao, 1999). Daimyos employed merchants

to manage their warehouses and rice was sold at austiyntenders to officially authorizk

NAOS ONR]{SNE® wAOS ONB|ISNER ¢6K2 YIRS I adzO0Sa
future delivery of rice at a specified price. The rice tickets, on thehamel allowed landlords

to lock the prices at which rice was bought and sold, redutiagisk they faced. On the other

hand, tickets were freely transferable and thus started to be traded significantly to third

parties. In 1697, the Yodoya rice market moved to Dojima, a small island at the delta of the

three main rives in the northern pe of Osaka and became the Dojima Rice Exchange
(Figure9). The Dojima Rice Exchange was officially authorized as rice exchange by the
government of the Tokugawa Shogun in 1730 and comprised two types of rice markets: the
shomaid £ A i S NI NA hdchoditaMeENA NFSO 2G/0  $HoBaimarke?2 WaQthad ¢ K S
spot andchoaimaiwas the futures market.

13
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Figure3: Japan, Tokugawa period, 163867

Source: Grolier Atlas

The DojimeRice Exchangsas subjected to specific laws. Each rice trader, in fact, needed to
be registered and hold a license to operatetba Dojima exchange. In addition, tradexgre
assigned totrade on fixed periods (generally, a year was divided into threeiods
corresponding to the spring, summer, and winter markets, respectively: JanuaAp4l 8,

April 17¢ October8, and October 17 December 24)and contracts traded as futures were
standardised (the standard trading unit was 100 KSkaach contracwas equal to 100 koku,

and minimum price movements were measured at one koku) as well as the rice quality
(Schaede, 1989Vakita, 2001 Ross 2009). On the last day of the trading period, all positions
had to be cleared in cash or by physical deliverguigh a clearinghouse, each tradeas to

have a line of credit with a clearinghouse and clearinghouses took on contract obligations in
OrasS 2F I GNI}RSNRA RSTlrdxZ G ¢KS F20SNYyYSyl
the market, especially withespect to rice futures trading. The rules governing trading on the

522AYF wAOS 9EOKIyYy3IS $6SNB (Kdza YdzOK tA1S G2F

active until the end ofthe Tokugawa period16031868), but the destabilization of the
a4 K 2 3 dzyethinentIc8n@ibuted to the decline of its rice distribution control policy.
Consequently, the Dojima Rice Market declined and the market closed in 1869.

14
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Figure4: Osaka at the beginning of eighteen century

{2dz2NOSY WFHYSa [® aO/tFAyZ a{LI OSZ t26SNE Os8kaflieK> I yR
Merchants Capital of Early Modern Japads. James L. McClain and Wakita Osamu (Ithaca, NY: Cornell
University Press, 1999), p. 66.

3.3.1A guastexperiment for the Dojima market: rice price behaviour and futures

market

To determine whether the Dojima futures market had any effect on the historical behaviour

of rice prices, a quasixperiment that distinguisksd St 6 SSy GKS | &Sy DBQO® W
YR GKS SadlrofAaKYSYld OWINBIIGYSYyld LISNA2RQU 2
Futures data from the period of Tokugawa is scarce, thus it is challenging to gauge exactly how
much prices were developing before and after the foundatad the first Japanese futures

market. To this purpose, data concerning shomai spot price in Osaka and other Japanese
provinces were collected from the International Institute of Social History, which holds one of

the largest archives for labour, pricand social history information in the world.

In particular, following the study by Jacks (2007), | determine the general level of volatility of
rice price when Dojima futures market was active (after 1731) and prior to its foundation in
1731. Specifically,compute:

1) the coefficient of variation of logged rice spot prices (given by the standard deviation
of the considered sample divided by its mean, j.E.);
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2) the average of the absolute value of tlyearon-yearrice price change, namely
B s s

The coefficient of variation enables to capture the general volatility effect and the price
change permits to seize intigeasonal variation. Different time horizons were considered
exactly 15, 20, 25, 29 years before and after the establkstirof Dojima futures market.

To have a first idea of price behaviour, the rice spot prices in Osaka between 1701 and 1830
have been reported ifrigure5. Thelatter shows the yearly timseries before and after the
creation ofthe Dojima futures market defined by the red vertical line. It emerges that
before 1731 rice prices fluctuated more than after the establishment of the Dojima futures
market.
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Figure5: Riceprice pattern in Osaka, 1701830

Saurce: Own &@boration

Note: The solid vertical line indicates the year of the establishment of Dojima futures exchamge:. grice of
one koku of rice given in Monme, the silver currendyJapan during the Tokugawa period. Data source:
Elaborations on International Institute of Social Histbttp://www.iisg.nl/hpw/data.php#japanRice prices in
14 regions, 162(1867.

The resultof the coefficient of variationTable 4, Panel Aand the average of the absolute
value of the yeaon-year price changeT@ble 4, Panel Bsupport the explanation that the
establishment othe Dojima futures exchange has generally reduced rice priceibtylain
particular, during 15 and 20 years before the creatiothefDojima futures market, volatility

was 78 % higher than the period after its foundation. These results support the thesis that
derivatives markets have a curbing effect on price mosets and the creation dhe Dojima
future markets was, indeed, associated with dampened rice price volatility, regardless of the
time horizon considered. Certainly, this analysis has the caveat that other factors might have
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driven price volatility, but tk findings give a first indication that exchanges tend to stabilize
prices or minimize their fluctuations.

Table 1: Riceprice volatility in Osaka before and after the establishment die Dojima
futures markets, 17011830

Panel Acoefficient of

without futures with Dojima futures Volatility difference in
variation market market %
15 years before/after 1730 0.121 0.047 7.44
20 years before/after 1730 0.121 0.043 7.76
25 years before/after 1730 0.114 0.057 5.72
29 yearsefore/after 1730 0.110 0.065 4.43
Panel B average of the absolL without futures with Dojima futures Volatility difference in
value of year on year change market market %
15 years before/after 1730 0.234 0.149 8.47
20 years before/after 1730 0.228 0.153 7.48
25 years before/after 1730 0.245 0.172 7.37
29 years before/after 1730 0.257 0.205 5.16

Source: Owrelaboration

3.4 The Derivative markets in the US

Moving forward 200 years, in the early 1800s Chicago emerged as an important centre for the
storage, sale and distribution of grain thanks to its strategic location on Lake Michigan, the
SELI yaArzy 27T [akdtheQdirbad @dtenk In NEI@ dzdlbldest commodity
derivatives exchange still operating in the world, the Chicago BoardaoeT{CBOT), was
ONBIGSR Ay GKS G2¢y o0& | INRdzL) 2F o0dzaAySaavys
grain market. Farm priceat that time, were characterized by booms and busts: prices were

high in winter, when grain wascarcethey were low duing the harvest time, when grain was
abundant. To avoid too low prices, often farmers finished to destroy or withdraw their grain

from the market. The Board of Trade offered farmers a way to get a guaranteed price for their
goods ahead of time by negotigtid F2NBF NR O2y i N} RNE IS 1 @8y a Rl O
planting time, a farmer could negotiate the price he would get at harvest time. At the same

time, a large buyer of grain could secure for himself in advance a specific supply. These
contracts, herefore, allowed farmers to loek the price and later deliver the crop.

Soon CBOT became a predominant place to trade in grains, so that in 1855, France moved its
grain purchasing from New York to Chicago. One of the first improvements undertakes by th

CBOT was the creation of a department responsible of classifying and certifying grades of grain
17



AY mMypy® ! yRSNJ GKS 2fR aeadSyz I FIFINY¥SNDRa f:
the selling process, to make sure it was of the quality and &lesss it was supposed to be. If

I FIENYSNI 02NBR KAA& 3ANIAY GAGK 20KSNJ FI N¥YSN
mixed, affecting the price later. The department instituted a new system where grain was
graded before storage and stockpiled wighain of the same quality. The farmer received a

receipt foryamount of grainoflj dz- t AG&@T 2yS 2F (KS 3INIRSa ¢t a
receipts facilitated trading of large volumes of grain. Instead of buying and selling sacks of
wheat or maizeprokers could trade the receipts. Soon they began vigorously trading grain
futures. For the farmer, futures contracts guaranteed a certain price in a distant month. For
speculators, futures contracts represented a way to profit from price changes.

Thisgenerated confidence for the buyers and gave the basis for the development of the
market. In 1888about 25 quadrillion (25*18) bushels of wheat passdtbm handto hand
through futures contracts even though farmers harvested only 415 million bushetbezt

in that year (Levy, 2006).

Futures markets facilitated the efficient distribution of grain and contributed to a-well
functioning market by steadying prices. A comparison of three grains of similar nature
wheat, oats and barleyq can be used as ansple test to support this statemenfTable?2).
Wheat and oat were traded on futures market, barley was not.

By comparing theiprice fluctuations on the Chicago matkier the period 18991916, it is
possible to notice that price movements in barley were much more intense than the
fluctuations inprices forwheat and oats. Indeed, only once in 1916, did wheat show a
fluctuation of over 100 per cenbats recordeda simlar variation twice (in 1901 and 1902)
while barley showed such a price fluctuation eight times in eighteen years. This would suggest
that futurestrading in grains did stabilize prices.

Some similar results were obtained by comparing the fluctuatiortkerprice of wheat per
bushel before and after futures trading started. Considering the data by Bdy/e21) and
applying the same quasixperiment carried out for the Dojimanarket, | find that volatility

was much higher when the futures market was not active. As before, however, other factors,
such as transportation improvements may have contributed to lessen price swings. The raw
data are reported in the appendix.
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Table2: Cash price fluctuations in percentage

Year

Wheat % Oats %

Barley %

1899
1900
1901
1902
1903
1904
1905
1906
1907
1908
1909
1910
1911
1912
1913
1914
1915
1916

24.2
42.6
26.6
41

32.5
50.3
59.2
42.9
71.8
314
61.2
447
40.5
43.5
43.1
70.1
70.4

207.3

46.7
25
107.5
103.4
44
62.9
38

48
68.6
315
72.2
64.7
65.8
93.4
37.1
52.6
68.2
52.5

57.1
97.6
73.2
93.3
72.2
103.3
57.1
52.7
175
130.4
91.9
114.3
152.6
233.3
102.4
79.5
87.5
120.6

Source: James E. Boyle 1921, Speculation and the Chicago
Board of Trade (New York: The Macmillan Company), p. 123.

Table3: Wheat prices in theUS before and after the establishment ¢ie Chicagdutures

markets, 17931913

without with CBOT Volatility
futures market futures market difference in
17931848* 18741913** %
Coefficient of variation 0.288 0.216 7.20
Average of aldlute value of
the periodto-period change 0.314 0.162 15.2

Note: *Computed on the price of wheat pbushel at Albany, New York, on the first day of January in each year.
*Computed on the price of N wheat per bushel Chicago CBOT, on the first business day of each year. Prices
are not taken in log to avoid negative coefficients of variations.
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Additional expansions in the US trading derivatives market occurred in the 1970s. This period
coincided with the collapse of the Bretton Woods fixed exchange rate regime and the
development of computers and their growing use in finance, which allowed complexisnode
and computations to be rapidly and efficiently solved. At the same ,tingav financial
innovations were introduced by exchangésr instance, the Chicago Mercantile Exchange
launched futures contracts written on financial instruments in 19A21973,the theoretical
advances presented in the study by Fischer Black and Myron SEBolesP ¢ KS t NA OA y 3
Iy R / 2 N1J2 NI, alldwed tfadeds Xof chnipits theQprice of options and create a
hedged position using options on equities. In the samer,yd®e Chicago Board of Trade
opened the Chicago Board Options Exchange. In,18&% hicago Board of Trade introduced

the first interest rate futures contract.

In the second half of the 1980s, the first collateralised debt obligations were issued bif a W
Street investment bank. However, derivatives trading still mainly took place on exchanges, but
not for long. In 1991, the notional amount of OTC derivatives trading surpassed exchanged
traded derivatives. The next important development for derivativess electronic trading,
which was launched initially by the Chicago Mercantile Exchange in 1992, and immediately
gained wide acceptance. The mid 1990s saw, among other things, the emergence of modern
financial instruments, such as credit default swaps, @nofound changes in derivatives
trading facilitated by two Congressional Acts, the Financial Services Modernization Act and
the Comnodity Futures Modernization A¢see Sectior).

Staring from the new millenniumgderivatives markets Higure 6) registered a marked
expansion to reach in 2017 the level of 25 billion contracts traded, a value more than double
compared to 2006. This number, however, masks considerable variation between types of
derivatives (futures and options): futures volume aafteaching the record level of 15.5 billion

in 2016, slowed dowip amount14.5 billion contracts in 2017; options volume, which tends

to register smaller values than futures contradtscreasedin 2017 compared to 2016. In
terms of asset breakdown, thmost actively traded exchange derivative product category,
accounting for 48% of total volumes, is equity, followed by commodities, interest rates,
currenciesand other products.
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Source: Ownlaboration on World Federation of Exchanges, 2018
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The dynamics of derivatives volume for category is shawFigure 7. In particular, the
percentage quotas of equities has contracted since 2009, commodity and currency categories
have instead registered a rise in the percentage composition, with the excepitid@17 for
commodities. Within the commodity group, energy and agricultural derivatives show the
highest volumes traded={gure8). The expansionyhich consistently involved the agricultural
sector, was fostered by the period of deregulation in the US and in many other countries
worldwide. The liberalization of pricing and loosen controls brought about higher volatility,
which, in turn, fuelled anxra usage of financial derivative products that culminatethe

global financial crisis which left a permanent trace in the history of derivatives (Stout, 2011).

Within the agricultural sector, the main contracts traded in 2018 have been Soybean Meal
Fuures traded atthe Dalian Commodity Exchange, Corn Futures at the Chicago Board of
Trade and Rapeseed Meal Futures tradedthe Zhengzhou Commodity Exchange {&IA
2018).
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4. The Regulatory History of the US Financial Derivatives Markets

4.1 Early developments: The Grain Futures Act and the Commodity Exchange
Act

Laws and regulations have been particularly important to the development of derivatives
markets. Originally, laws and regulations in the US were designed to coordinate geographically
dispeised agricultural markets, afterward the legal infrastructures became a key element in
the construction of a highly speculative financial system (Muellerleile, 2015).

In the late 1800s, laws and regulations in agricultural commerce were often intended to
generae an efficient price mechanisieind speculation was seen as a mean to reach market
efficiency. In the beginning dfie 1900s the US government took a relatively adverse attitude

towards speculative trado because of its alleged effeah prices andrice variability. The

US agricultural futures markets became thus strongly regulated. Specifically, in 1922 the US
Congress enacted the first federal regulation of grain trading by passirgrtie Futures Act

This Act was approved after the grain price collapse following World War |, when CBOT
speculators were blamed of thedverseprice dynamics. The farm lobby put pressure on the

[ 2yaANBaa G2 oly G20l tfe& 7FdzidzNBa speddlaRisghd >z | OO
0KS WwW3lLYotAyaQ |OGAGAGASAE 2F (GKS /. h¢ oOadsSt
established that all grain futures trading could only take place on regulated exchanges which

were required to prevent manipulation of prices or cermg™® of the market. The Grain

Futures Act implemented a large trader reporting system, under which each clearing member

was required to report on a daily basis the market positions of each trader exceeding a
specified size. This large trader reportingteyn remains an integral part of the Commodity
CdzidzZNB& ¢NIRAY3 /2YYAEaaA2yQa o6/ C¢/ 0 20SNBAIK

Between 1922 and 1936 there were very little changes in federal regulation of grain
exchanges, but a very important transformation took plat¢he banking sector. In 1933, in

fact, the Glass$Steagall Act, a law that separated commercial and investment banking
activities, was passed under President Franklin Delano Roosevelt. The Act was a response to
the 1929 stock market crash and the subsegu@reat Depression, and aimed at restricting

the use of bank credit for speculative operations and conveying bank credit into more
productive uses, such as industry, commerce and agriculture. Essentially, commercial banks
were no longer allowed to undenite or deal in securities, while investment banks, which
could underwrite and deal in securities, were no longer allowed to have close connections to
commercial banks. The financial regulations of the 1930s were valuable to the extent that they
tried to tackle the main sources of market failure at the time, explicitly, uncertainty and
excessiverisk F { Ay3 o6& AyailAddziazya Ay +y STFF2NI G2
to finance highrisk investments in the financial markets.
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In 1936, theComnodity Exchange Aad / 9! 0 F YSYRSR G(G(KS DNI Ay Cdzidz
main requirements was that all futures contragtere tobe traded on a regulated exchange.

¢KS /9! (KdzA aGNRAROG{-BE QBNRYKAD A T &RdzNBNI RA ¢ HEHC /A
ensured that speculative trading in commaodities like wheat, maind silver remained largely

confined to the organized and regulated exchanges.

The CEA further extenddédderal regulation to a list of commodities including cotton, rice,

mill feeds, buttereggsk YR LNAAK LR GFG2Sa a ¢Sttt Fa 3IANI)
DN} AY CdzidzNBa ! O ¢SNBE OKIYy3aISR (G2 WO2YY2RAUA
Commodity Exchange Authority, housed in the US Agriculture Department, to monitor
commodity exchanges and prevent market manipulation. At the same time, the Commodity
Exchange Act granted the Commodity Exchange Commission the authority to regulate
commodity exchanges by establishing Federal speculative positiorfifoitspeculators who

were not bona fidehedgers (i.e., commercial traders of the physical commodity, such as
farmers, grain elevator operators and food processors). The Commodity Exchange Act also
required futures commission merchants to segregate customer funds that weresiegd for

purposes of margin, prohibited fictitious and fraudulent transactions such as wash'salds
accommodation tradintf and banned all commodity option tradifitand bucket sho4.

This strong regulatory approach avoided that speculative tradinduinres and other

derivative contracts caused significant problems for other parts of the economy. Indeed, the

/| 2YY2RAG& 9EOKIy3IS 1 00Qa NBIdzZ I GA2ya 6SNB 3N
susceptible to manipulation and control by large tradeixcluding the rare market
manipulation scandals (e.g., onions in the 1980srganized future exchanges functioned

smoothly and the Commodity Exchange Authority rarely took meaningful actions to change

the rules.

The status of derivatives markets asarow and largely agrarian financial place started to
change in the early 1970s. With the objective to capitalize on the exchange rate volatility
following the breakdown of the Bretton Woods fixed exchange rate system, the Chicago
Mercantile Exchange (CMBegan trading futures contracts on foreign currencies in 1972
(Awrey, 2013). Soon after, the Chicago Board Options Exchange (CBOE), a branch of the CBOT,
was created to facilitate trading in options and futures on individual securi@esthe first

dayof operation 911 contracts in 16 underlying securities were executed on the CBOE.

4.2 Further developments: The Commodity Futures Trading Commission

and other acts

Spurred in large part by these developments, in 1974 the Commodity Futures Trading
Commissin Act (CFTCA), which amended the Commodity Exchange Act, created the
Commodity Futures Trading Commission (CFTC), an independent federal agency responsible
for ensuring the integrity of the market by regulating commodity futures and option markets

in the US. The CFT@hichreplaced the former Commodity Exchange Authority, had powers
24



greater than those of its predecessor agency. For example, while the 1936 Commaodity
Exchange Authority only regulated agricultural commodities enumerated in the Commodity
Exclange Act, the 1974 Act granted the CFTC exclusive jurisdiction over futures trading in all
O2YY2RAGASAa AyOfdRAY3a altf 2G0KSNJ I22Ra FyR
which contracts for futures delivery are presently or in the future del® ¢ KA & YSI y i
anything traded as part of a futures contract on a contract exchange was defined as
WO2YY2RAGEQ® Ly &K 2hBOFIC ekduSive jufisdidtich pva@malbcariracB8 | @S
KFEgAy3a WiKS OKFNFOGUSNI 2FQ TFdzidzNBa O2y G NF Ol a
mandated that such contracts, with certain exemptions, should only be traded on-CFTC
regulated exchanges. No other fadéagency nor any state government entity or law could

interfere with the development of futures markets. The 1974 Act also hardened the old state
O2YY2y fl 6 NHzZ S o6& &AGNBDOKEYyHSNR Kizo 4z88 25 G Ny R
charge to coduct daily market surveillance and order specific actions to guarantee the
financial and market integrity of the exchange.

¢KS mMopTtn FYSYRYSyida (G2 GKS /9! Ff&a2 AyOf dzRSF
foreign currencies and certain specified firéal instruments (such as government securities

or mortgages and mortgage purchase commitments) from the jurisdiction of the CFTC if they

were traded offexchange. The justification behind the Treasury Amendment was that market
participants engaging in thikind of activity were most likely to be banks and other financial
institutions and therefore did not need the protection of the CEA. The Treasury Amendment

did not deal with innovative derivative contracts such as swaps. What resulted was legal
uncertairty about whether certain privately negotiated derivatives contracts were illegally

traded offexchange since they did not enter the definition of contracts specified in the
Treasury Amendment.

In January 1983, President Reagan signed the Futures Tradiraf 2882, renewing the

/| C¢/ Qa YIFYyRFEGS (G2 NBIdzZ FGS FdzidzNBa GNI RAy3
jurisdiction in a number of areas. Among other things, this Adified the Shadlohnson

Accord which gave the CFTC jurisdiction over brbaded stock index futures and banned
singlestock and arrow-based stock index futures

At the end ofthe 1980s and 199Qs period of deregulation took place pushed by a free
marketoriented policy vision. In 1980President Jimmy Carter signed the Depmsi
Institutions Deregulation and Monetary Control Act which deregulated banks, while
simultaneously giving the Fed more control on rmoember banks. It also deregulated
interest rates paid by depository institutions such as banks, making them a mapewrafte
discretion (previously this was regutat under the GlasSteagall Adtand improved the
competitiveness of banks and thrifts. This Act is considered the first significant reform in the
banking industry since the Great Depressiorthose yeardrading in stocks and nefinancial
instruments, such as swapsoaredand a new debate over whether or not to regulate them
began. Under the pressure of the financial industry, the CHIgaded by Wendy Gramrthe
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conservative economist wife of Republicaanator Phil GrammA 8 8 dzSR | wmdpy ¢ Wal
policy statement according to which the CFTC would not take any action to preclude the
effectuation of or to regulate swap transactions. In 1992, Congress gave the CFTC clear
legislative authoty to exempt various types of derivatives from regulation. The 1992
amendments also explicitly stated that federal law could have blocked any state law which
considered OTC derivatives illegal or unenforceable. In 1993, the CFTC used its new power to
formally exempt OT@& ¢ | LJA FNRY GKS /9! |yR FTNBY |yeée 20K
the swap market considerably expanded to include, in addition to interest rate swaps, also
commodity swaps comprising agriculture, metaad energy products. Thus, several banks

started selling customized OTC commodity swap contracts to clients who were seeking
exposure to commodity price swings either to diversify their investment portfolios or to
speculate on commodity price movements.the wheat derivatives market, for instance,
exemptions allowed several swap dealers to hold a variable quantity of wheat contracts,
ranging from 10,000 to 53,000 contracts (US Senate, 2009). As a consequence of this
fAOSNIYfAT I GAZ2Y LINRPOSaazr I|faz PotwbiGandleClh WRA A
announced a loss of $157 million for speculating in interest swafesv months later, Orange

County Pension Fund went bankrupt and 1998 the hedge fund Long Term Capital
Management was on the verge of a collapse threatening the entirend8dial system.

In the summer of 1998, the lawyer Brooksley Balne new head of CFTC, worried by the swap
transactions disasters and the opaque and unregulated markets, issued a concept release
indicating that CFTC could have started again to exereg@atory authority over financial
derivatives. This strong change in policy implied that OTC derivatives would be treated as
illegal offexchange futures. Thus, the OTC derivatives industry, which was a very powerful

and influential interest group during K1 4 LISNA2RXZ NI} LJARf & NBaLRyR!
flooding the Congress with requests to stop any federal regulatory effort. Under pressure, the

/ 2y3ANBaa SylFOGSR tS3aratlridAzy G42 tAYAG GKS /
derivatives.

Brooksley Born resigned from her CFTC position, and a Presidential Working Group was
SyaAadt SR 2 LINPOARS NBO2YYSYRIGAZ2Yya 2y K26
Working Group whose members included Federal Reserve Chairman Alan Greenspan,
Treasiry Secretary Robert Rubin, and Treasury Undersecretary Lawrence Summers
LIN2E RdzOSR | NBLR2NI Ay wmdbddd GKFIG 6SF{SYSR (KS
exercise jurisdiction over OTC derivatives. The Group further recommended that OTC
derivatives should have been completely deregulated and the CEA should have been amended
G2 ONAYy3 WitS3AFEt OSNII Aefdnange dérivaies Sradm@ (NEaSuryd A f A (
gov., 1999).
¢tKS O20SN) fSGGSNI G2 GKS NBLxeaioning botJhé A y SR
NEO2YYSYRIGA2YyY aléAayas awl6 Oft2dzR 2F € S3If
markets in the United States in recent years, which, if not addressed, could discourage
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innovation and growth of these important markets and damagé&. leadership in these
arenas by driving transactions @ifK 2 NS ¢ 06 w300R i a OKI FFS

In the same year (November 1999) the GratheachBliley Act (also known as Financial

Services Modernization Act) under the Democrat President Bill Clinton, repeadedparts

of the GlassSteagall Act, which had separated commercial and investment banking since

1933. The Act enabled deposatking banks and investment institutions to merge their
operations and affiliations. As a consequence, many commercial banksitiescfirms and
insurersbeaY S FAYF YOAIlf WadzZLISNXIFNJ SGaQ 2FFSNAY I |y
derivative instruments in agricultural and energy commodities. In short, the 1999 Act returned

the banking financial environment to the pf®33 conditions that encouraged banks to take

high risks and invest in risky assets.

lo2dzi 2yS @SIFN fFGSNE GKS /2y3aNBaazr LISNAZ R
passed the Commodity Futures Modernization Act (CFMA) on December 15ir2®@0wake

of the dotcom bubble. The 26Rage deregulatory bill was signed into law by President Bill

Clinton on December 21, 2000. The Commodity Futures Modernization Act represented the
most crucial point of the deep transformation registered in the legal infuastire of

derivatives markets. It removed centuriefd restraints on ofiexchange derivatives
speculation, not only in swaps, but also in other financial derivatives, including commodity
futures transactions. This legislation, paradoxically, was pubtices essential to reduce

systemic risk, but indeed set the stage for the big 2008 credit crisis (Stout, 2011; Ghosh, 2010).

The Act allowed for the exemption of energy products from position limits (later to be called
0KS WOyNRYy f 22 LIKfign cBli@pseadlKatdythe xgniptios of Svtli@Eadunter
swaps and derivatives from the Commodity Futures Trading Commission oversight. In
addition, the Act enabled investment banks to dramatically increase leverage, anebaghan
incentive for banks andrfancial institutions to take on excessive risks.

The Act consisted of four titles: Title | included several changes to the Commodity Exchange
Act, comprising the limitation of the scope of the CEA. Title Il amended the Securities Act of
1933, the Saarities Exchange Act of 193the CEAand the Shadlohnson Jurisdictional
Accord, with the purpose tostreamline and eliminate unnecessamggulation for the
commodity futures exchangegitle Il provided guidelines for SEC regulation of equity based
swaps. Title IV further limited the scope of the CEA by specifying that nothing in the CEA
applies to given swap agreements (including credit and equity swaps), hybrid instruments
and other products commonly offered by banks. This meant that-dweicounter derivatives
transactions offered by banks and other highly sophisticated end users remained outside the
jurisdiction of the SEC and CEA.

As a result of the CFMA and laxer controls, several speculators joined the market, especially
after the beginning oR006. New investors included banks such as Goldman and Sachs, JP
Morgan,and5 Sdzi a OKS . 'y T LISyaAzy FdzyRazX &dzOK | a
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System and hedge funds that started trading commodity futures contracts without any
positionlimits, disclosure requirementsr regulatory oversight.

CKSNEF2NBES GKS @l tdz2S 2F GKS dzyNB3IAdzZE I SR WGA N
value of physical trading in commodity on regulated exchanges. The value of outstanding OTC
commodity derivativegxcluding precious metals increased from US$ 0.77 trillion in 2002 to

US$ 5.85 trillion in June 2006, US$ 7.05 trillion in June 2007 and US$ 12.39 trillion in June 2008
(BIS, 2009). Investors began also to purchase commiitkisd exchange traded fundETFS)

directly on stock exchanges. The efforts of swap dealers and other sellers of index products to
offset their exposures to the products they sold generated growing demand for agricultural
futures. Morgan Stanley estimated that the number of outstamgdcontracts in maize futures

increased from 500,000 in 2003 to almost 2.5 million in 2008. Contextually, holdings in
commodity index funds skyrocketed from US$ 13 billion in 2003 to US$ 317 billion by 2008.

¢CKS LISNR2RI 2NS @t F A @adf@adtichlofi S ®iritizatiors practices anal
massive web of hidden interconnectigmneghich led to misunderstandirsgf risks and investor
losses. The CBOT also embraced this deregulatory spirit by relaxing speculative position limits
from 600 contractper commodity in the 1990s to 22.000 for maize, 10.000 for soyheauas

6.500 for wheat in 2005. These values more than doubled when food prices reached their
highest peak in 2008 (Berg, 2011).

Eight years after the Commodity Futures Modernization Actessd systemically relevant
financial institutions involved in OTC derivative transactions suddenly imploded leading to the
most dramatic financial crisis after the 1929 Wall Street Crash.

CKS FTAYLFYOALT ONRAAA g a3 200K dzaAR2 yya2di ALINIAGYKESNAYTI
f St aeadsSyQa AylroAftAde (G2 W SSLIchingeSm g A (K
the law (Stout, 2011) Deregulation, coupled with lax lending standards to promote
homeownership, led the US to experiencevitarst financial crisis since the Great Depression.

The history indicates that the crisis was the direct consequence of the Commodities Futures
a2RSNYATFGA2y | OGQ&a S E-0lé gnlAcgnStrainisSon a@tufative2 T O §
trading in ovethe-counter derivatives, so that the deeply flawed global financialesyseven
exacerbated the impaaif supply and demand movements in food commodities (Stout, 2011;

Ghosh, 2010).

Table4 provides a synthesis of the history of regulatory and deregulatory actions undertaken
by different US governments.
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Table4: History of (De)Regulatory regimes in theSU

Date (De) or Regulations Main features Government
1922 Grain Futures Act Federal control over futures | Warren G. Harding,
trading. Republican
Exchanges were required to
1 Dbe licensed
1 provide for the prevention
of price manipulation
1933 GlassSteagall Act Separation between Franklin Delano Roosevelt
commercial banking and Democrat
investment banking
1936 Commodity Exchange Act| Speculative trading is enabled Frarklin Delano Roosevelt,
(CEA) only on regulated exchanges.| Democrat
Ban on offexchange
derivatives (OTC).
1974 Commaodity Futures CEA amendment "to expand | Gerald Ford, Republican
Trading Commission Act | the definition of a commodity
to include virtually anything
tangible or intangible."
Creation of the CFTC with
exclusive jurisdiction over
futuresand options
1980 Depository Institutions Bank deregulations and Jimmy Carter, Democrat
Deregulation & Monetary | extended power to the Fed.
Control Act Interest rates deregulation
1983 Codification of the Shad | Jursdictional boundaries for | Ronald Reagan, Republicg
Johnson Accord the CFTC and the SEC; ban
futures contracts on single
stock; permission of options
1989 The Financial Institutions | Bailout plan for the savings | George H. W. Bush,
Recovery and Enforcemer] and loan industry. Republican
Act Strengthening of the authority
of federal supervisors to
promote safe banking
practices and ensure
compliance with applicable
laws
1999 Gramm Leach Bliley Act | Removal of barriers between | Bill Clinton, Democrat
(FinanciaBervices banks, insurance companies,
Modernization Act) and investment firms
(abrogation of the Glass
Steagall Act)
2000 Commodity Futures Deregulation of commodity | Bill Clinton, Democrat
Modernization Act trading, OTC tradingas
excluded from CFTC oversigH
Laisse#aire phase
2010 DoddFrank Act More regulations in financial | Barack Obama, Democrat
markets
2018 First DoddFrank Act No oversight for banks with | Donald Trump, Republican
amendment less thar$250 billion inassets
2 ?

Source: Own elaboration
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4.3 The Dodd-Frank Act

In 2008, the US financial system was on the verge of a complete breakdown. The crisis was of
a magnitude the US had not seen since the 1930s. When faced with the calfdpsar Sters,

the American International Groymnd Lehman Brothers, the government understood that
restoring restraints on speculative derivatives trading could be essential to preventing crises
in the future.

LY HnandE G§KS g2 NI RRIG2G UMRISINERIttskDghy @éhys@vania) (i
committed to bring transparency to the OTC derivatives market through global cooperation.
In 2010, the 111th Congress responded by passing the Boalik Wall Street Reform and
Consumer Protection Act, (also kneas DodeFrank or Walltreet reform), which came into

law under Barack Obama Presidency on July 21, 2010. TheHbaaki Act, which adopted
many of the principles agreed upon at the 2009 G20 summit, has been considered from
experts an ambitious and congX legislation designed to deeply transform the way the
financial system operatedAader, 2011), to inhibit financial shocks and avoid failures in the
future. The passage of Dodetank marked a return to strict governmental regulation of both
capital markés and large financial institutions for the purpose ofagtablishing the financial
stability by improving accountability and transparency in the financial system of the United
States. The Dod#rank is made of more than 2,300 pages, 290 new regulatomas13 new
agencies.

The DoddFrank, which effectively cancelled much of the Commodity Futures Modernization
Act, is built around three pillars:

1. Financial Stability New rules require banks to be better capitalized and more focused on
the business of &anking, in order to provide credit to consumers and protect savings. In this
way, the costs of excessive Hgking in the financial system are not borne anymore by
taxpayers. Further, the Wall Street Reform creates the Financial Stability Oversighil Counc
with the scope to monitor the financial system, identify emerging risks and bring large parts
of the shadow banking system into the sunlight.

2. Transparency in Financial Markat8Before the Dodeé-rank Act, the $600 trillion
derivatives market was a msige grid of hidden interconnections. Today, standardized
derivatives are required to be centrally cleared and traded transparently on exchanges or
trading platforms with appropriate margining systems. To foster transparency, the Office of
Financial Reseeln has been established to monitor activities across financial markets by
collecting and standardizing financial data.

3. Consumer ProtectianDuring the 2000s, soft lending practices and unclear underwriting
standards produced risky mortgages that hurhsamers and ultimately threatened financial
stability. TheDodd-FrankActbans several practices in mortgage markets that contributed to
trigger the crisis and requires more stringent rules to take loans. To safeguard constimaers,

30



DoddFrankActhas estalished the Consumer Financial Protection Bureau, which is dedicated
to protect consumers from predatory practices in consumer financial products and services.

One of the most important parts of the Dodetank Act is Title Viwhich deals with OTC
derivaives by providing a comprehensive framework for the regulation of the OTC swaps
YIEN]J SGad ¢AGES £LL RSFAYSAE YR RAAUGAYIdAAEAKS.
establishes that the CFTC retains jurisdiction over swaps and the SEC regulaigsisased

swaps. Any product that exhibits features common to both a swap and a sebasgd swap
OADPSPT | WYAESR &gl LIQ0: gAff 0SS NBIdAFGSR 22
{dzoGAGES ' 2F ¢AGES zLL o6mnT { NARIyAR yNSS [jTdeAMES YT
on all speculative financial derivative contracts establishing that

GoABG akKlff 0SS dzytl ¢gFdzZ F2NI Fye LISNR2Y (G2 Sy
for clearing to a derivatives clearing organization that is registeredudd G KA a ! Ol ®¢

LG FAdZNIKSNI AYRAOFGSa dGKIFIGX G2 6S NBIA&AGSNBR
an organization should either be a recognized futures exchange or fulfil the same trade
guarantee and private enforcement functigfiscarried ait by exchanges since the 19

century. In very broad terms, clearing agencies should interpose themselves between the
counterparties to bilateral OTC transactions, assuming the obligations of each party to the
other. In this way, Title VII creates a legalrrier to the public enforcement of financial
RSNAGIFGAGS O2yGNI OGAa GKIFG INB y2G faz2 Sy¥F2]
2NHI Y AT | GFkagkyfuter irBppsRSsimilar requirements on both swaps and seeurity

based swaps, including, amg other thingsthe registration of dealers and major participants

and increasd trade reporting.

Title VII provideshowever, an exemption from the clearing requirement if one of the two

LI NI ASa G2 GKS agl L) aAad dzaAyiad NaRgd Lg& (¢2A OKESSR IS
RSTAYAGAZ2Y 2F WO2YYSNOAIFE NRA1Q G2 G4KS /C¢/ =
SYyiAidASaqQ OFryy2id NBfe 2y GKS WO2YYSNOAIFT NA
requirement. Hence, Title VII permitsich protects OTC trading in derivatives foedging

purposes while simultaneously confing speculative tradingo clearinghouses that perform

the contractguarantee and to organized commodity futures exchange.

Title VI, Section 618Jso containsth&’+ 2 f O1 SNJ wdzft S Q KA OK LI NI A I f
the GrammLeechBliley Act, passed by Congress in 1988ch increased speculative trading

by commercial banks by eliminating Depresssva prohibitions on banks engaging in
speculative trading fotheir own accounts. In particular, the Volcker Rule aims to reduce
systemic risk from speculative derivatives trading, by curbing excessiviakisg by banks

and requiring them to focus on the traditional business of banks. To this purpose, it imposes

the following restrictions omankingentities”:

¢ They cannot engage proprietary trading®, subject to certain exemptions.
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¢ They cannot make or retain an ownership interest in, or sponserjate equity fundor
hedgefund, subject to certain exemans.

¢ A banking entity that advises, manages, or sponsors a private equity fund or hedge fund
YR ff 2F GKS 0 tigbinkey flom&ndaghdiircartain trafsackidnsiwithi S &
the fund.

The Volcker rule exempts smaller banks that do not engage in investments in funds from
reporting requirements and unnecessary compliance.

4.3.1The DoddFrank Actand agricultural commodities

With reference to agricultural commodities, Section 737 of eddFrank Act explicitly

NEIljdzA NE&a GKS /2YY2RAG& CdzidzNBa ¢NIRAYy3I / 2YYA
aLSOdzZA FiA2yés 6KAOK akKz2dzZ R YFAOSNRFEATS Ay 0
exchangeraded contracts of 28 cof@physical commoities, including agricultural products.

Position limits are aimed at combating excessive speculation and market manipulation, while

also protecting market liquidity (for bona fide hedgers) and price discovery. Th&@FIC

attempt at position limits uder DoddFrank (76 Fed. Reg. 71626, October 28, 2011) was
rendered null in 2012 by U.S. District Céuddge Robert Wilkins on grounds that the CFTC

did not provide evidence that excessive speculation was causing unwarranted changes in
commodity prices asequired by the 1936 Commodity Exchange Act. The Commission re
proposed position limits for derivatives on November 7, 2013 (78 Fed. Reg. 75680, December

12, 2013) and issued a supplemental proposal including certain exemptions and guidance on

May 27, 206 (81 Fed. Reg. 38458, June 13, 2016). In light of the new comments received, the
Commission rg@roposed position limits for derivativeggain on December 5, 2016he
Commission announced federal limits on speculative positions in 25 core physical ciiynmod
FdziidzZNB & O2y UNI OGa YR GKSANI aSO2y2YAOLffte Sj
GNBEFSNBYOSR O2y iGN} OGacduvd / dzNNByuaftex /Ce¢/ NB3
futures contactqTableb).
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Table5: Position Limit Levels

Position Limit Levels (in contracts)

Contract SpotMonth Single and Al
Months
Legacy Agricultural
CBOT Maize (C) 600 62,400
CBOT Oats (O) 600 5,000
CBOT Soybeans (S) 600 31,900
CBOT Soybean Meal (SM) 720 16,900
CBOT Soybean Qil (SO) 540 16,700
CBOT Wheat (W) 600 32,800
CBOT KC HRW Wheat (KW) 600 12,000
MGEX Hard Red Spring Wheat 1,000 12,000
(MWE)
ICE Futures U.S. Cotton No. 2 (1,600 9,400
Other Agricultural
CBOT Rough Rice (RR) 600 5,000
ICE Futures U.S. Cocoa (CC) 5,500 10,200
ICE Futures U.S. Coffee C (KC) 2,400 8,800
ICE Futures U.S. F&O@J) 2,800 5,000
ICE Futures U.S. Sugar No. 11 23,300 38,400
ICE Futureb.S. Sugar No. 16 (£ 7,000 7,000
CME Live Cattle (LC) 450 12,200
Energy
NYMEX Henry Hub Natural Gas 2,000 200,900
(NG)
NYMEX Light Sweet Crude Oil 10,400 148,800
(CL)
NYMEX NY Harbor ULSD (HO) 2,900 21,300
NYMEX RBOB Gasoline (RB) 6,800 15,300
Metals
COMEX Gold (GC) 6,000 19,500
COMEX Silver (SI) 3,000 7,600
COMEX Copper (HG) 1,000 7,800
NYMEX Platinum (PL) 500 5,000
NYMEX Palladium (PA) 100 5,000
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4.3.2Critics to the DodeFrank Act and its future under the Trump Presidency

The DoddFrankAct has been highly criticized for its length and compleaitgl for having

increased the number of regulatory agencies (Nwogugu, 2015; Boggs et al., 2011; Green, 2011;
Mader,2011). Given the complexity, most of the provisions of Title VII became eHeamti

July 16, 2011hat is360 days after enactment of Title 8h July 21, 2010The regulations of

the Volcker Rule were technically effective on April 1, 2014, and the conformance period for
banking organizations to come into compliance with the k@ldRule endedn July 21, 2015.

Two additional oneyear extensions may be available at the discretion of the Federal Reserve;

'y FTRRAGAZ2YLFE 60dzi fAYAGSRO FTAOS &SI NI SEGSya
Some observers, mainly belonging to tRepublican view, blame the Doditank to have

made basic financial services less accessible to small businesses anthtmaer Americans
(e.g.,Financial Services Committee, 20IMattingly, 2011; ). According to them, the Doedd

Frank which was claime@t 6 S Gl NHASGSR (2 (GKS SyR 2F WwWizz2
to hamper households and smadind mediumsized community financial institutions. In fact,
AYyaliSIR 2F SYRAYENWY22 OBHE ISR PhxAmewme2 RR (2
2015; Pierce et al. 201&Rapoport, 2014; Brewer and Jagtiani, 2013). This is because the
largest Wall Street firms were theeneficiariegatherthanthe victims of Dode~rank: the law

KFra 620K OSYSYGSR G(KSANJ & dérrédddad advaatag&’endins 0 A 3 |
with the size and scale to absorb the complex new regulatory mandates (Prabha and Wihlborg,
2014).

According to Jamie Dimon, JP Morgan Chase CEO, thermistregulatory regime has
ONBIFGSR ' WoAIISNIAYR i) FIFKAH{GQ LANERYU|SE0 GFaNRWh 2322 Yol
and small firms that cannot so easily digest the costs of the Bwddk regulatory
requirements. On September 13, 2QIepublicans offered a hilhe Financial Choice Act,
sponsored by Chairman Jeb Harig, which would alter many parof the DoddRank Act

by changing financial policies and rulemaking process.

With the new Republican President Donald Trump, a new course for the Poadk Act is
prospected. In May 2018, Trump signed a bill that picetl some changes to the Doéidank

Act. Specifically, the major change has been the increase ofthelsé f SR W. I y{ {LCL
which increases the size at which a bank is subject to enhanced regulation by the Federal
Reserve.The DoddFrank Act set the threshold at $50 billion, unindexed for inflation or
economic growth. RHzY lalf2 r&ises this value to $250 billion, with an important caveat that
the Federal Reserve retains the discretion to apply enhanced regulatory standards to any
specific bank grater than $100 billion, if the Fed feels that is warranted. This means that
Trumplagislation will leave fewer than 10 large banks in the United States subject to stricter
federal oversight, freeing thousands of banks with less than $250 billionlikelg that the
Trump administration will introduce further amendments to the Ddéidink Act or will repeal
some part of it.
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4.4 Regulatory regimes and Bank Failures

Since the early 1980s, banks substantially entered the commodity derivatives business and
phase of creative finance. The hyper growth of derivatives trading was possible thanks to the
deregulatory policies adopted over tim&dble4). Thus, it appears interesting to explore the
nexus between (de)regulatory regimes and the vulnerability of the banking syBtgares 14

and 15 report the number of failed banks over time (192017) in the US under different
regulatory regimes. It apjas to be a correlation between the failures of financial institutions
and the adopted policy interventions. In the years before the New Deal regulation of banks
(Figure9) and after the easing of regulations started in 19B@urel10), bank failures were

quite high.
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Figure9: Failed Banks in the 1920s in the United States, Number of Institutions, Annual
values.

Converselyfrom 1933, when the federal regulation of banks enacted by the &Béssgall

Act was put in place, to 1980, when the liberalization theories by the GhiBelgool began to
shape policy, bank failures were rare. Correlation is not causality, but the fact that bank
failures soared as financial market regulations were eased seems likely. Unbound by
restraints, banks got into all sorts of excessive risk ta&etiyities, breaking the fundamental

link between reward and responsibility and incentivizing moral hazard behaviours with
managers gaining large bonuses, but facing limited liability in case of financial losses.
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Figure 10: Failed Banks over time in the United States, Number of Institutions, Annual
values.

Source: Elaborations on data from the Federal Reserve Bank of St. Louis, code series: BKFTTLA641N

To support this view, an OLS and a Poisson GLM regression were pertorassess the
relation between the number of failed banks and the US financial market regulatory regime.
The regulatory regime is evaluated as a dichotomous variable that takes the value of 1 in
presence of deregulation and 0 in case of regulation. Arcbmariable, the real US GDP (code:
GDPCA), was added. Yearly data spanning from 1920 to 2017 were taken from the Federal
Reserve Bank of St. Louis and Measuring worth.com. The results of the OLS and Poisson GLM
estimations indicate that when GDP raisbe number of bank failures decreasenoreover

when deregulation amplifies the number of failures raises. In particular, the OLS estimation
suggests that the number of bank failures tertd be 16 time larger &) in periods of
deregulation than in peads of regulation and the GLM estimation indicates that the number

of bank failures tends to be 12.8 time large?{® in periods of deregulation compared to
more regulated times.

The results would suggest that to avoid excessive bank failures it seasmable to increase

law enforcement. Instead, enforcement was cBased on dataHigurell) compiled by the
private Transactional Records Access Clearinghouse at Syracuse University, criminal
prosecutions involving financial institutions increased in 1989 with the Financial tiostitu
Reform and sharply decreasadound1999.
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Table6: Failed Banks and Regulatory regimes in the US
OLS GLM

Coefficient Coefficient

constant 6.805*** 10.339***
1.386 0.073

Policy Dummy (deregulation=1) 2.834*%**  2.548***
0.342 0.026
Real GDP L0.567*** 10.872***

0.163 9.00E03

N observations 96 98
Rsquared/McFaddenRquared 0.486 0.696
Adjusted Rsquared 0.475 0.696
Loglikelihood b177.260 19046.921

BreuschPagan test/Arch test for heteroskedasticity
pvalue

0.926

Dependent variable: Failed banks. Variables are in logs. Standard errors in italics. Years of anal®6i71920

Afterwards, an uninterrupted, decadeng decline in the number of federal prosecutions for
financial institution fraud was recorded. In a report in late 2011, the clearinghouse showed
more than 3,00®f such prosecutions per year in the 1990s, but onBA®,for 2011.

Prosecutions - thousands
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Enforcement Act
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2.5 Bear Skearns and
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Figurell: Federal Financial Prosecutions

Source: Transaction Record access Clearing House, Thomson Reuters
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4.5 Recent trends in regulation policies of financial markets in the EU

The European Union has taken arywesimilar approach to derivatives regulation the
aftermath of the financial crisis. The main two pillars of the EU legislation are: the European
Markets and Infrastructure Regulation (EMIR) and the Markets in Financial Instruments
Directive (MiFID} Reviewc restructured in two more recent pieces of legislation: the Markets

in Financial Instruments Directive Il (MiFID 2) supplemented by the Markets in Financial
Instruments Regulation (MiFIR). EM¥Rich entered into force in August 2012, intends to
build a new infrastructural system for OTC derivatig@scluding OTC agricultural derivatives
¢colASR 2y I OSYGNIXf OfSIENAyYy3I aeadsSy 6GKS WOft ¢
mandatory reporting scheme. EMIR promotes transparency in deresamarkets and aims

to reduce systemic risk. The Directive MiFID2 and the accompanying Regulation MiFIR entered
into force on July2, 2014. The financial application went into effect in January 2018. MiFID2
and MIFIR deal with securities and derivatitresling, manipulation of foreign exchange rates

and other enforcement issues. The new Directive and Regulation seek to transform the
European securities market by increasing transparency provisions, reinforcing the financial
market infrastructure, modifyig the microstructure of the markets (market making,
algorithmic and high frequency trading, requirements regarding the security mechanisms of
trading venues and market participants, tick sizes) and improving of the quality and availability
of market data.

In particular, MiFID 2 aims to strengthen the current European rules on securities markets by
1 ensuring that organised trading takes place on regulated platforms;
f introducing rules on algorithmic and high frequency trading;

1 improving the transparency and oversight of financial marketscluding derivatives
markets¢ and addressing some shortcomings in commodity derivatives markeds;

§ improving investor protection and expanding conduct of business rules as well as
conditions for competition in the trading and clearing of financial instruments.

MiFIR sets out requirements on

1 mandatory trading of OTC derivatives on organised trading venues
(exchanges/regulated markets) in the EU or in third countries (Art. 28);

1 obligation tocentrally clear OTC derivative contracts according to EMIR;
1 disclosure of data on trading activity to the public;
1 disclosure of transaction data to regulators and supervisors;

1 removal of barriers between trading venues and providers of clearing serwces t
ensure more competitionand

1 specific supervisory actions regarding financial instruments and positions in derivatives
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At a disaggregated level, Germany put into law the Second Financial Markets Amendment Act
(Zweites Finanzmarktnovellierungsgesetz FEMaNoQ in June 2017. The Second Financial
Markets Amendment Act transposes the revised requirements of MiFID 2 and MiFIR as well
as the Regulationn indices used as benchmarks in financial instruments and financial
contracts (Benchmark Regulation). Theaplementation of the Act requires several
amendments to the German Securities Trading Aertpapierhandelsgesefzwhich has

been in place for over 20 years, the Banking Keeditwesengesejzand the Stock Exchange

Act Borsengesedz Furthermore, chages will be made to the German Insurance Supervision
Act (Versicherungsaufsichtsgesgtz and the Capital Investemt Code
(Kapitalanlagegesetzbughvhich has regulated fund managers, fupasd their activities. The

Act thus harmonizes the financial marketgh the rest of the European Union. Most parts of

this amending act entered into force on Janudrg2018. The key elements of the Act comprise

the regulation of organized trading facilities (i.e. multilateral trading venues), additional
disclosure obligtions for financial instrumeni@nd the regulation of data reporting services
providers; stricter supervision of commodity derivatives by imposing position limits and
controls;the regulation of algorithmic trading and in particular hiffequency tradim; stricter

rules for business organization and conduct for investment fiamswell asincreased
supervision and enforcementpoweds® (1 KS CSRSNI f CAYylFYyOALF f { dzLJS
andtightened sanctions for violations of the applicable obligas.
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5. Lessons from the Past

Lessons from the history have shown thae use of derivatives has existed since the
beginning of commerce and they are important features of financial markélsle times and
technology have moved on, the essential funosamf commodity exchanges and speculation

¢ reduced transaction costs, price discovery and risk trarnsfemain as relevant today as in

the past. This implies that excluding food commodities completely from speculative
transactions would be countegeroductive as it would impede the price identification process
and would increase price volatility. The empirical analysis carried othebojima futures
market, the US grain futures markeand the comparisons among three grains reveal that
derivatives markts have indeed lessened price swings. This result is in line with the analysis
by Jacks (2007) that showed that the prohibition of the Chicago onion futures market in 1958
generated a massive increase in the average price of onions and high pricetyolatili

The historical experiences have further shown that when financial marketslaagely
uncontrolled they can be subjected to market manipulation, violent fluctuations and crashes.
CAYFYOALIf YINJSGaz +ta 20KSNIYFEN]JSGax OFry WTI
they spur risky product innovations, reduce transparency and predmtreme speculation
adversely affecting economic and financial systefif'e empirical exercise has highlighted

that in periods of financial deregulation, banks crashes have beet6lnes larger than in

periods of regulations.

From a policy perspectiyeonsidering the past expence, it would be desirable:

1. To reform the global financial system by setting clear laws and regulations to avoid
uncertainties.It would be important to have sound, clear and worldwide harmonized
legal infrastructures for finacial markets. More linkages between regulated futures,
OTC and related commodity markets should be established; and more international
cooperation and harmonization (regarding trading information, position limits,
categories of traders) amongst differeexchanges (particularly in the BULS) should
be encouraged. Defitecommon international regulatory standards and imprdve
international cooperation would be important elemesto facilitate the functioning of
global financial markets. Indeed, when ruleglasystems lack or differ across markets
there is risk of arbitrage and crises.

2. To increase global transparency in derivatives market® this purpose, information
dissemination and reporting obligations should be fostered. This means that
regulatory auhorities should i) provide accurate disaggregation of trader categories
(see Box 1, appendix)) make publicly available position data amaily basi&; iii)
implementa Of S NBENJ N} RSNEQ L& andiivy Blghtify chd L32 NI A
YSI adz2NEOSaaA®S %LISOdzE A2y Q
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3. To carefully monitor commodity derivatives marketsespecially regarding
speculative positions.A robust framework of regulatory oversight is necessary to
ensure the integrity of derivatives markets. Policymakers should remaiantigihd
scrutinize mainly those traders with highly speculative nature, such as managed money
traders, large reportables tradersnd commodity index traderswith the aim to
reduce risks and vulnerabilities. In case of market distress, regulatory augisardguld
(1) tighten speculative position limits, (2) impose transaction taxed/or (3) enforce
higher margins. These measures, however, should be temporary and not permanent:
In general, they should be implemented during turbulent phases and relduadg
calm periods. They should be, therefore, countgclical to avoid any disorderly
commodity market functioning. Position limits could be framed within moving bands,
according to the agitated or turbulent phases of the market. Transaction taxes, in
TOAYQa ALANRGT aK2dz R 0SS Ifaz2z G§SYLRZ2NI NE
countries. An alternative approach through the use of the tax system could be to raise
the tax rate on shorterm capital gains and reduce the tax rate on ldagn gans.

Alsq Central Banks could have a role in monitoring commaodity financial markets and
investment portfolios of financial institutions, given that agricultural and energy prices
enter headline inflation.

4. To enhance socially responsible investment by itgional investors. Institutional
investors®, including investment banks, hedge funds, private equity funds, sovereign
wealth funds, pension fundsind agribusiness firmshoulddevote more attention to
promote responsible investment practices, includittgpse linked to agriculture.
Responsible investmetftdescribes an approach that aligns the leegn interests of
asset owners and investment managers by incorporating environmental, sacdl
governance (ESG) concerns into investment analyses andotscis/denberg, 2013
A range of initiatives promoting responsible agricultural investment emerged following
the 200708 food crisis, such as the Principles for Responsible Agricultural Investment
that Respects Rights, Livelihoods and Resources (PR20DL@hand Principles for
Responsible Investment in Agriculture and Food Systems (PRIAFS) in 2014 (Clapp,
2017). Holding financial investors responsible for outcomes in derivatives markets is
challenging given the complexity and abstraction of financisdstraent derivatives
and the difficulty to disentangle investors from one another. The complexity of
financial derivatives stems from the innumerable relations among different investor
groups, which also makes it difficult to consider a specific investmupgas being
responsible for a particular investment trend. Even financial analyststfaifficult to
track the activites of these investors involved in various types of agricultlirdded
investment products. Hedge funds, for instance, are not odligepublicly disclose
their investments (McNellis 2009). Furthermore, these investor groups are often cross
investing in one another. This complexity renders it extremely problematic to

recognize which operators are driving investments and which shouldhddd
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responsible for outcomes. Nowadays, reliable information which tracks these
investments is not readily available, fowhich reason, as aforementioned,
supplementary transparency in derivatives markets should be encouraged.

More information, harmonizion, and controls would avoid that complex and oftepaque
markets which operate through a massive web of transactiomerease the probability of
extreme events with unreasonable or unwarranted price fluctuations.
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6. Conclusion

Basic derivatives emerged into the structure of commercial life for centuries since the ancient
Mesopotamian civilization. Derivatives trading had its origins in agriculture, afterwards most
derivatives have been written on financial variables, such asdgorexchange, interest rates,
stock pricesand bonds. Derivatives markets contribute to facilitate trading and reduce price
volatility. A quasexperiment carried out for the Dojima futures market during the Towungata
period andfor the US grain marketh®wed that the creation of a futures market was
associated with lower levels of commodity price volatility. At the same time, derivatives
inflated into what is considered the first speculative asset bubble of the history: the Dutch
Wi dzft A LYl y A IsQCa’séd byl $6\&ral measors, but always nurtured by euphoria,
bubbles show a tendency to blow up for a certain period until they implode through a wave
of falling prices and insolvencies.

While a number of early derivatives markets such as the Chicagal B6é Trade eventually
achieved a relatively high degree of formal organization and sophistication, the basic structure
of early derivatives and their underlying nature remained essentially unchanged until well into
the 20th century. In the 1970s, derivags markets started expanding on large scale facilitated
by technological innovations, the disruption of the Bretidfood systemand a period of
government deregulations.

A radical change in the US legal infrastructure took place in year 2000, whenltfe 1
Congress passed the Commodity Futures Modernization Act, which rendered financial
markets completely free to setegulat. This Act had an important role although often
overlooked by many economic analystsn triggering the 2008 financial crisisideed, the
weakened lending standards for mortgages (subprime), the boom in commodity
financializationand the introduction of extremely risky and obscure financial vehicles were
facilitated by the CFMA. This Aeas,accompanied by loose monetary padis and failures of
rating agencies tassessecuritiesthe root of the global financial crash.

To provide accountability and transparency in financial markets, the Obama Administration
passed in 2010 the Dodérank Act which has tried to restore thensa sort of legal
infrastructure that has been used to regulate derivatives trading in the US for most of the last
two centuries. Title VIl of this act imposed higher capital and margin requirements, mandated
electronic trading and central clearing, incredseporting and recordkeeping requirements
and introduced more rigorous business conduct standards. With ritber Republican
President Donald Trumpowever,a new course for the DodBrank Act is prospected.

The study has highlighted that an importanssen from the past is that all markets, including
financial markets, must be built on sound legal infrastructures to function correctly.
Completely free markets without laws can implode and lead to dangerous situations. For this
reason certain steps shodl be undertaken to avoid the emergence of market failures. In
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particular, a robust framework of regulatory oversight is necessary to ensure the integrity of
derivatives markets and special attention should be paidgeculative positions. Regulation

is important because it provides a number of crucial functioligrotects investors from
irresponsible or unscrupulous practices by exchanges, counterparties or intermediaries;
regulation maintains financial integrity through effective management of systaskicand it
safeguards against attempts to manipulate or corner the market. To be effective, legal
infrastructures should be harmonizesorldwide and international cooperation should be
improved. Similarly, it would be desirable to increase global trarspy in commodity

financial markets by providing accurate disaggregation of trader categories, daily information

2y LRaAGA2Y RFEGEFEZ Of SI NBNJ, dantlad iRoBeNcBnipretelssisiel (G A 2 v
YSIadaNB 2F WSEOSaaAgsS culdeddricdmpldxand often opdgéd S LIN
markets more transparent and would decrease the probability of extreme events with
unreasonable or unwarranted price fluctuations.
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Appendix

Table7: Wheat Price US before and after the establishment of grain futures markets, 1793
1913

No.2 wheat price per bushel in $ Chicag
CBOT, on the first business day of each
year.

Wheat priceper bushel in $ at Albany, New
York, on the first day of January in each yeg

year $ year $ year $ year $ year $ year $

1793 0.75 1812 1.87 1831 1.25 |1874 1.17 1893 0.72 1912 0.93

1794 1 1813 2.25 1832 1.25 |1875 0.9 1894 0.59 1913 1.07

1795 1.37 1814 1.87 1833 1.25 |1876 0.95 1895 0.53

1796 2 1815 1.62 1834 1 1877 1.24 1896 0.57

1797 15 1816 1.75 1835 1 1878 1.07 1897 0.81

1798 1.25 1817 225 1836 15 |1879 0.82 1898 0.9

1799 1.18 1818 1.87 1837 2.25 |1880 1.32 1899 0.67

1800 1.56 1819 1.75 1838 1.62 |1881 0.98 1900 0.66

1801 181 1820 1 1839 1.75 (1882 1.27 1901 0.73

1802 1 1821 0.75 1840 1.12 |1883 0.93 1902 0.78

1803 1.12 1822 1.12 1841 1 1884 0.94 1903 0.71

1804 1.25 1823 1.25 1842 1.25 |1885 0.78 1904 0.82

1805 2 1824 1.25 1843 1.87 (1886 0.84 1905 1.15

1806 1.43 1825 1 1844 1 1887 0.79 1906 0.85

1807 1.37 1826 0.87 1845 0.93 |1888 0.77 1907 0.71

1808 1.12 1827 1 1846 1.18 (1889 0.99 1908 0.91

1809 1 1828 1 1847 1.12 |1890 0.77 1909 1.03

1810 156 1829 1.75 1848 1.31 |1891 0.88 1910 1.21

1811 1.75 1830 1 1892 0.88 1911 0.92

Source: Boyle (1921)
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Box 1. Traders in derivatives markets for agricultural commodities

The US Commodity Futures Trading Commission has developed three reports (namely, the
Commitments of Traders (COT) report, the Supplemental Commitments of Traders (SCOT) report and

the Disaggregated Commitments of Traders (DCOT) report) that provide datarriogcdifferent

types of traders operating in agricultural and livestock derivatives markets. The correspondence
between reports however is not precise and there is not much transparency on some trader categories.

Initially, the CFTC published the COT repin which traders were categorized in hedgers

(commercials), speculators (naommercials) and nereportables. In 2006, the CFTC introduced the
SCOT repott, which added a new trader category to the existing ones, namely, commodity index
traders (CIT)CIT are partitioned into traditional hedgers and speculators. The commodity index
traders classified as speculators (roommercials) are managed funds, pension funds, ETFs and ETNSs,

and other institutional investors seeking a long commodity index exgostine commodity index

traders classified as hedgers (commercials) are financial institutions such as OTC swap dealers

who sell

commodity index return swaps to institutional investors and then hedge by taking long positipns in
commodity futures. The OTC gpvdealers are by far the largest group of commodity index traders. In
2009, the CFTC introduced the DCOT report which simply further disaggregates the COT commercial

and norrcommercial trader categies in the following groups:

1. producers/merchants/proessors/users, 2. swap dealers, 3. managed money, 4. other reportables
(large traders), and 5. nemportables (small traders). Commercial traders comprise

producers/merchants/processors/users and swap dealers. -dmnmercial traders comprisg

managed moneyMM) and other reportabled-igurel2 provides a comparison of data provided und
the three reports.

«Processors/merchants aCormmercials (less Cl

aCommercials

uiNon Commercials (lesf

uBSwap dealers
CIT)

COT Report
SCOT Report

DCOT Report

uNon-commercials |
wvianaged money

oCommodity Index
tradars

wDther reportables

oNonreportables

uNonreportables

Figurel2: The Commodity Futures Trading Commission reports

Source: Own elaborations on CFTC Reports

er
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FromFigurel2, it emerges that there is not a perfect ncht between the reports, in particular, to
improve transparency and avoid asymmetric information, it would be necessary to have more (clarity
on CIT and swap dealer positions whether they represent more underlying speculative or hedging
positions. This unctainty should be eliminated by a finer disaggregation of this typology of traders.

In the EU, trading ifinancial instruments including agricultural commodity derivatissaggulated by
the Markets in Financial Instruments Directive (MiFIBUPplemented by the Markets in Financjal
Instruments RegulationMiFIR. The latter are the European rulebooks for regulation of financial
markets (equivalent to the US Dodidlank Act). In the EU, there are not obligations to publish
information by categoy of traders, therefore the EU financial market is even more opaque than the
US. In this sense, an authority/agency that specifically defines traders and disseminates information
publicly should be set up.
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! Speculative position limits are limits on how many open derivatives contracts specific categories of traders
could hold.

2 Futures are standardized contracts to buy or sell a fixed quantity of a particular asset such as a commodity at a
pre-determined price in the future. The contract can be physically settled, through delivery of the underlying, or
cash settled.

3 Forwards are noistandardized contracts to buy or to sell a specific quantity of a commodity, or other asset, at
a specified future time at a price agreed upon today. Forwards are not tradecamnge.

4 Swaps are types of derivative which counterpaies to a bilateral contract agree to exchange cash flows at
specified intervals for an agreagon amount of time. Common types of swaps include: interest rate swaps,
commodity swaps, currency swaps, credit default swaps (CDS), equity amdhpstal retun swaps

5 Options arederivative contracs offering the buyer the right, but not the obligation, to buy or sefirmncial
asset at an agreedpon price during a certain period of time or on a specific date.

6 Aderivatives markets a financial markehat deals with the trading of derivatives.

{LSOdztE A2y OFy 06S RSFTAYSR |a GNYRAyYy3I Ay Faas
RAAGAYOG FNBY NB3Idz F NI N RAY3I 2N Ay@dSadySyide 6
8 Euronext in Londoand Euronext inParisare also known with the@onyns LIFFEnd MATIF, respectively
9 Exchanges are far more liquid because all buy and sell orders as well as execution prices are exposed to one
another.

10 About half a million clay tablets have been found so Téwe cuneiform digital library initiative (CDLI), created

by the Max Planck Institute for the History of Scierm® the University of California at Los Angeldss

digitalized about 225,000 tablgt making them available online and providing translations and commrdb.

sites are: http://www.mpiwgberlin.mpg.de/en/research/projects/DEPT1_10_12DamefORL| and
http://cdli.ucla.edu.

11 According to the writings of Sextus Pomponius, a lawyer ofdwnd century AD, there were two types of

contracts in the Roman Empire. The fingtndito re sperataewhich was invalid if the seller did not have the

goods at the delivery date, provided insurance against crop loss and the hazards-diskamge tade, including

the loss of ships in maritime trade. The secorehdito speiwas a straightforward forward contract that did not

provide for any exoneration to the seller in case he was unable to deliver the goods. It is unclear weattity

re sperata involved the same rights as a modern put option because the seller may have been obliged to deliver

the goods if he had them (Weber, 2009).

12 A losing party could compensate the winning party for the difference between the delivery price and the spot

price at the time of settlement.

13 The tulips were introduced from Constantinople to Holland in the middle of the 16th cetyrhe

Ambassador of the Holy Roman Empefgier Ghislain de Busbe@dcQure and Thomas 2017; Dash, 1999)

. @ MconL¥ LiddefANB&GE INB g aAIyATFAOLyGEte Fyz2zy3a GKS NROK a
YEYy 2F F2NldzyS (2 6S gAGK2dzi | O2ftSOGA2Yy 2F (KSY®PQ !
and tulip bulbs were bought and sold frantilgalat the expense of which some people even sold their houses at
extremely low prices. It only took few years for some people to realize that the market had lost all logic. People
started panicking, prices started plummeting and soon the market crashed.

1 Important books on futures marketsuch as Duffiel@89 andBlank etal. (1991) identify the Dojima rice

YEN] SG Fa aiKSadiad Nff RGK STRA NEIZD dANSfat YEN] SGéx FyR GKS /K
explicitlyindicatesthat futures tradirg originated in Osak@he studies bviyamoto (1988) and Schaede (1989)

offer an excellent examinatioof the development of the Dojimace market.

15 A koku of rice was the amount of rice consumed in a year by an average adult and amounted to about 180

liters (or about 150 kilograms)

16 Appendix 7Speculation and the Chicago Board of Trade (New York: The Macmillan Company)

17Scholes received the Nobel Prize in Economics for his work in option pricing in 1997

18 htps://marketvoice.fia.org/articles/globafutures-and-options-data-q1-2018

191n finance, tocorner the markeis to get sufficient control of a particular commodity, stock or other asset to

allow the price to be manipulated. The most direct strategyctoner the marketis to simply buy up a large

percentage of the available commodity and store it so that its price goes up. With the advent of futures trading,

a cornerer may buy a large number of futures contracts on a commodity and then sell them cfitaafier

inflating the price.

20 There are three basic elements to the regulatory frameworksfmrculative position limitsThey are: i) the size

(or levels) of the limits themselves; ii) tegkemptionsfrom the limits (for example, hedged positions);daiii)

the policy on aggregatingccounts for purposes of applying the limits.
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2t wash trading occurs when a trader buys and sells the same securities simultaneously. Wash trades benefit
brokers who earn commissions from the trades and can also be useddtedhe false impression that there is
investor interest in the security.

22 A type of trading in which a trader accommodates another by entering into ecoowpetitive purchase or sale

order. An accommodation trade is often executed when two tradergparéicipating in illegal trading, such as a

sale at a below market price intended to create a sHerm trading loss for tax purposes that is later reversed.
22The option ban remained in effect until 1981.

24 Bucket shops were businesses that offered small investors the opportunity to speculate on the price of
commodities.

25 TheOnion Futures A¢tpassed on August 28, 1958 a US law banning the trading of futures contracts on
onions. The regulatory actionas taken when two onion traders, Sam Siegel and Vincent Kosuga, cornered the
onion futures market on the Chicago Mercantile Exchange. The trading of onion futures is banned in the United
States to this day. Onion futures trading began on the Chicago Miilec&mxchange in the mi#i940s and by the
mid-1950s, onions futures contracts were the most traded product on the Chicago Mercantile Exchange. In 1955,
they accounted for 20% of its tradeGrgising, and Morse, 1991n 1955, Siegel and Kosuga bought egiou
onions and onion futures so to control 98% of the available onions in Chicago. By late 1955, they had stored
30,000,000 pounds of onions in Chicago. Soon after, Seigel and Kosuga started to short sell onion futures,
effectively betting that the price obnions was about to drop precipitousiyhey began to sell their stockpiled
onions, causing a glut of supply and forcing the price of onions down. In August 195pparitDbag of ordns

in Chicago cost about $2.75; March 1956, the same amount of omisfell to 10 cents due tdheir market
manipulation. Seigel and Kosughecame millionaires, and left the onion market in shambles with onion
producers going bankrupt.

% These enforcement functions include: assuming liability for performing the tradd¢ingemembership
eligibility, capital requirements andhargirs to guaranteeperformance, making daily settlements of contracts,

and setting standards for accepting contracts for trading

27 Insured depository institutions, their holding companies, AdBbanks with branches or agency offices in the

US, and any affiliate or subsidiary of such entities

28 |t refers to the purchase or sell ebvered financial positiowhich encompasses securities, derivatives, and
commodity futures and options.

2These Corederenced Futures Contracts are: CBOT Corn, Oats, Rough Rice, Soybeans, Soybean Meal, Soybean
Oil and Wheat; Chicago Mercantile Exchange Feeder Cattle, Lean Hogs, Live Cattle and Class Il Milk; Commodity
Exchange, Inc. Gold, Silver and Copper; ICE Flduse£ocoa, Coffee C, F{XQLotton No.2, Sugar No. 11 and
Sugar No. 16; Kansas City Board of Tr8€E® Hard Winter Wheat; Minneapolis Grain Exchange Hard Red
Spring Wheat; and New York Mercantile Exchange Palladium, Platinum, Light Sweet CNiele ®drk Harbor

No. 2 Heating Oil, New York Harbor Gasoline Blendstock and Henry Hub Natural Gas.

30 |nternational Swaps and Derivatives Association v. United States Commodity Futures Trading Commission, 887
F. Supp. 2d 259 (D.D.C. 2012)

31 Before the enfocement of MiFIDn 2007 securities trading in the EU was primarily influenced and regulated

by national law. The predecessor of MiFID, the Investment Services Directive of 1993, allowed member states to
regulate many details concerning securities tradatgtheir own discretion, because it provided framework
legislation that was not accompanied by further implementing measures.

32 All data information from the CFTC is publicly availabieeekly basis and it would kelvisable to have open
interests by pogion (long and short) and categorie$ traders publicly available atdaily frequency. In the EU,

public information on speculative and na@peculative positions is not always accessibleaeekly frequency.

A further way to improve transparency woulte to have detailed data on OTC actestin agricultural
commodities, whiclare not publicly available neither in the US nor in the EU.

33There is room for improvements in the US classification of tradenich iscurrently based on the information
provided by traderghemselvesn the CFTC's Form 4Afull account of activities of different types of traders is

not systematically available for EU commaodity exchanges. Definitions of traders should be developed at EU level
and it would be appropriate tintroduce similar disaggregation as in the US.

34 Since the passage of the Commodity Exchange Act (US, 1936) excessive speculation on exchanges has been
prohibited, but not clearly defined. Indeed, the metrics that is currently used to measure it is thieinycr

index which is dated 1960. Given the new types of traders in the market, it vioake sens¢o set up a more
comprehensive metrics to capture speculation in excess.

35 |nstitutional investors are financial organizations that invest, usuallyfidtuaiary role, large sums afoney in
securities, real estate, in companies and in a wide varigtgoinvestment assets on behalf of third parties.
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3% The Principles for Responsible Investment were established in 2006 on the initiative of the UniteosNat
Environment Program Finance Initiative UNEP FI and the UN Global Compact.
%7 The SCOT report focuses on 12 agricultural markets.
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