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SJBJECT: Dependence of Options ['1arket on Investor or Speculative Activity 

In a news clipping you r ecently sent me there was ,a quotation attributed 
I to Nr. Leo Nelamed, special counsel for the Chicago Mercantile Exchange, that 
to be viable "a futures market must have probably at least 50 pe'r cent investor 
or speculative activit::,:." You have inquired as to the validity of this state­
ment and its "applicability to the options markets. 

, , 'On Narch 10,1900 I received a Copy of a memoranduwQf the same da te from 
DOUg Scar~f to Chairman WilliafilS, Re: "Need for Speculative Activity in t he 
Futures an:] aotions ['larkets." That me morand um addressetil" in a very t horough 
manner, the questions you have raised. I would add Only three points to the 
discussion contained therein. 

First, while ['1r. l1elamed' s corrment did not refer to the extent of a ctua l 
speculative activity in the futures markets, there does ·exist some e mpirical 
dutu conc'cming such activity. In particular, I would airect your attention to 
the: attached article , entitled "Inte rest Rate Futures" from the "linter 1979-00 

. eclition of the Federal Reserve Bank of NeVI York Quarterly RevieVl. The thrust 
of this article is that the financial futures markets h owe, in fact, attracted 
a ver:y sul::stant ial specu l ative inte n,st on the part of individual inves to('s. 
CitirKJ LvlO studies by the. Corrunodity Futures Tr~dirg Ca=ission ("CFTC"), the 
article reports that individual investors and COITfIX;dity pools held nearly half 
or I:hc orx;n [losi.lions i n rinilnciCil rutu('es ~s o[ i-lilrd'i 30, 1979. 1/ Whether 
this mm r1S that 'the viability of the financial futures markets is-dependent on 
slTch inte t:est is not clear. 
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Second, Doug Scarff's merrot:andum presents the argument that the greater 
pt:edictability of the price of a stock or a col1VJ1o:Ety the greater will te 
need for speculators in the con:esponding options 0;[' futures markets, 

,> 
'fue Eirst study, entitled "Futures Trading in Fina ncial , Instruments," was 
rublishccl in Octobe r 1970, and the second study, entitled "Survey of 
Inte n )st-Hate Futures /·lat:kets," ~Ias published by t he CF"fC in IX:cember 1979. 
Copies are available upon request. 
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because all of the hedgers will be on one side of the market. The problem 
with this <lrgument is that the non-prcdict<lbility oC price ·is the r<liscn 
tJ'clrc o( an options or tutures llIdr.ket. '1'he ITore predictable the price, the 
less need there is for hedging and, hence, the less need there is for an options 
or futures market. Thus, the need for speculative activity would appear to rise 
and fall with the need for hedging, which is .dete~ned by the non-predictability 
of the price of the undedy ing stock or commodi ty. 

Third, and finally, it should be noted that, although options and futures 
are functionally similar, the leverage attainable witth futures is much greater 
than that attainable with options. The initial ma'9]~ on a futures contract 
calling for the delivery -of $100 ,000 of GINA certificates can be as little as 
$1,500, and on a futures contract for $1,000 ,000 of 9o-day Treasury bills the 
initial margin can be as small as ${lOO. Y In contrast, fiO credit may b:! ex­
lent!ed [or tile purchase of an option.]J Moreover, an investor ~lho ~lritcs a n 
uncovered option must deposit at least 30% of the value of the underlying stock, 

Iplus the amount the option is in the money or minus the amount the option is 
out of .the money. y These more strin<Jent credit rl'Cjuirements make speculative 
activity in options fl'ore:: costly than sud! activity in futures and, therefore , 
may tend to d'iscourage some speculation in options. 
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If I can be of further assistance in regard a> this matter,'please fee l 

free to contact me. 

Attachment 

cc: Chairman Williams 
VD. Scar.ff 
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Y AccQJ:ding to the ['larch 3, 1980 edition of Barron' s , the minimum initial 

l1\acgin ,on $100,000 (face amount) of 8% am.'" cecti ficates purchased on the 
Coml11(xll ty Exchange, Inc. (" aX'iEX") is $1,500, and the minimum ini tial mar­
<J in ,?n the purchase of $1,000,000 (face arrount) of gO-day Treasury bills 
on '] l the r the N·1EX COilunoc) i ties Exchange ·or the (D;.;;::x is $800. 

Y 12 C.P.R. 220.8(f) ./ 

if 12 C.r-.R. 200.8(j). · 


