
In the wake of soaring oil prices the US has been making moves
toward re-regulating the commodity futures markets, which it
has been de-regulating for the last 30 years. 

During the last weeks of May, margin requirements on oil
futures contracts have been raised, a new US Farm Bill has
been passed which provides the government with more
oversight authority on futures trading, and the US Commodity
Futures Trading Commission (CFTC) has taken on new life and
announced that it has been investigating speculation since
December.

Why is it that the rising price of oil has create this change of
heart? It’s because oil is so central to modern life. Besides
obvious things like gasoline, fertilizers, and plastics, oil has now
become the world’s defacto reserve currency. Indeed, gasoline
price increases in shipping, truck and air transport are
changing the way the world trades. These oil price increases
could lead to a totally unplanned ‘restructuring’ of the world
economy.

So, if it turns out that prices of $140 per barrel are the result
of  runaway speculation in oil, regulation might be of help in
shoring up the failing US dollar. (The dollar has lost some 40%
of its value against a ‘basket’ of currencies since 2002. The ‘rise’
in the loonie illustrates this quite well.)

But nobody is sure exactly what factors are driving the price
of oil and by how much. Meanwhile, North American
consumers have shown that they believe gasoline prices will
stay north of $4 per US gallon by cutting their purchases of new
pickup trucks and large SUV’s by 30%. General Motors has
suddenly announced the closing of four assembly plants with
resulting lay-offs.

How Significant Are Speculators?
US oil industry executives, testifying before congress, insist that
the proper price of oil of should be $35–$65 a barrel (bbl), and
that any price higher than that is due to speculation and the
constant increases in prices forecast by the ‘experts’. As far a
speculation is concerned, they do agree that ‘hedging’ on oil
price futures is a legitimate business activity (BC Ferries does it
on fuel for the ferries). 

In contrast, the The US Commodity Futures Trading

Commission  (CFTC) has insisted that speculation itself is not a
cause of high oil prices. How far the CFTC body can be trusted
is unclear. Created in 1974, under President Gerald Ford, to
provide transparency and oversight over the New York
Mercantile Exchange (NYMEX) and other commodity trading
floors and computer platforms in the US, the CFTC has instead
de-regulated itself virtually out of existence. Its most notable
feat of loophole creation was in 2001, when it ruled that it did
not have the authority to oversee ‘electronic trading’ and left US
electricity markets to ENRON. Gaming of the California
electricity supply followed (BC Hydro took advantage of the
resultant increased prices).

The NYMEX exchange insists that current speculative
investment in crude oil futures is about 35%–40% of the
contracts traded. The historical level, say ten years ago (when
oil was about $20/bbl) was about 20%. Back then, a contract of
1000bbl would have been worth $20,000; now it’s worth
$130,000. The ‘open interest’ (contracts where buyer and seller
have not been matched) was then about 700,000 contracts
(worth, say, $14 billion); now the ‘open interest’ is 3 million
contracts, which might be valued at $390 billion. 

And that’s just NYMEX and does not count the ICE (say
another 1/3 as much as NYMEX) and all the other markets and
unregulated traders.

How Much Money Do You Actually
Have To Put Up To Play?

No speculator actually puts up that kind of money. Crude oil
contracts can be controlled and purchased on ‘margin’ which
means that the trader only has to invest, say, 7-8% of the total
contract value. 

To limit speculation, NYMEX has increased margin
requirements five times so far this year. ICE Futures Europe
(formerly IPX), electronic trading facility, has increased
margins to match. 

However, these amounts are not expressed as percentages
of contract value, but as dollar amounts, depending on the
trader’s standing with the Exchange. The higher the price of a
barrel, the lower the margin percentage required. 

Some US congressmen have suggested that margin
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requirements should be increased drastically to ‘shake out’
speculators, but so far there is no evidence that this works.

Protecting the USDollar
Protecting the dollar has now become paramount to the United
States. The US Federal Reserve has indicated that there will be
no more cuts in its interest rate, in order to strengthen the
dollar and reduce crude prices. It may be the first time in the G
W Bush administration that US action matches its expressed
support for the ‘strong dollar’.

Till now, Ben Bernanke, the chair of the US Federal Reserve,
has been trying to soften the impact of the US ‘sub-prime’
mortgage crisis by lowering the Federal Reserve’s interest rate
so as to protect banks; this in turn has contributed to the de
facto devaluation of the USD, to increased oil prices (in
dollars), to inflation, and to the loss of value of US Treasury
securities held by foreign countries. 

Is Re-regulation Possible?
Looking at the size and complexity of the markets and the
amount of speculation today, is re-regulation possible? Looking
at the bodies that might influence speculation, it looks even
more doubtful.

It took a threat by US Treasury Secretary Henry Paulsen to
amalgamate the laissez faire CFTC with the very much more
powerful Securities and Exchange Commission (SEC) to stir the
CFTC to action. At the end of May, the commission announced
that it had been ‘investigating’ speculation in crude oil futures
since December, 2007, commenting that it made this ‘unusual’
announcement ‘because of today’s unprecedented market

conditions.’ 
This CFTC’s investigation was undertaken with the co-

operation of the UK Financial Services Authority, and includes
increased oversight of the US-owned, London-based ICE which
at the moment trades about 25% of US crude oil futures.  

But the CFTC major moves so far seem limited to
abandoning its proposals to increase position limits for traders
in the regulated exchanges, and to exempt index funds from
regulation; stopping deregulation rather than strengthening
regulation. 

It is doubtful whether the CFTC’s new focus on
manipulation of the markets will actually lead to any useful
results.

And despite the fact that the 2008 Farm Bill provides for
CFTC oversight over electronic and overseas trading platforms,
there are still unregulated markets, including bilateral private
deals between larger traders.

What Evidence of Success
All these US actions—the CFTC ‘investigation’ announcements,
changes in margin requirements, changes in the US federal rate
affecting foreign exchange markets, pressure from congress,
and the US public’s confirmed apprehension over inflation,
particularly gasoline prices—happened at the end of May.

There have been a few days of violent fluctuation in the oil
price—as much as $10; nothing to establish any new trend.
Certainly the price of oil is show no sign of going down.

And as for that world change in trading—stay tuned. 0
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