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BY DANIEL P, COLLINS

20 Melamed has been a parl
of the entire modern futures
experience. He was a member
of the Chicago Mercantile
Exchange (CME)Y when their bigeest
contract was egp furures and has
supervised or been directly responsible
fl:'r :ill llr- ITS |‘|‘|:'|]l5'| MOVl ons IT'|'|H'|
the International Monetary Market
(IMM) o the emergence of Globex
and he is still looking to the future,
and, by the way, still rading. Anyone
'.'.-h-- sits down to have a discussion
with Leo knows thar they won't have
his complete attention because a part
of him will always be focused on the
markers he creared, Like a ]'q'nud pear-
ent, Melamed can't stand to be sepa-
rated from his progeny o long, s
there is .||1.1.':|',"~ a position to follow
and trade to be made.
On the walls of his office hangs o 20-

year-ald picture of a special issue of

Futures in which he was profiled
among other movers and shakers in the
industry. Ar the time, his place in his-
tory was already set as one of the mod-
ern futures industry's founding fathers
though the CME was still second
banana i Chicago ar the time, no
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where near the '.':ll.'l"'.l] behemath it is
today and had noe fully |"."1!F||.'n.i thi
benefirs thar his innovations set in
mition 17 vears earlier.

DEVELOPMENT OF IMM

It 15 much easier to understand the
impact of the IMM moday with hindsighs
than when it lamched m 1971, “There
wis @ huge community thar remained
steadfast in its belief that futurmes markers
could not succeed ouside of the peneral
framework of agriculture and stored
commodities,” Melamed savs,

After all the world of futures was
restricted o 1.1III:|I||h.||I,||'- it I:|||_' fuine
and the CME was not even o major
player. “The CBOT was the shining
L'>..Il1l['|t' of success, It was the number
THIE XA .I'lal'l'l'l:l." !1 -rl:".'1'T," h-li_'liln'll.'l,l '\;E'E,";,

He says the idea of trading furures on
financial instruments was so wild tha
rll"l'i' Was i Freat ;IL"H'. lh'lf h"ll"i||11l
towards it along with these who simply
saw e as folly, “Nor just negativism —
which is l.'?\'|'lt‘{Tl.‘I,| because the status
quo is always fighting for stams quo —
but there was nemnlly hoseilieg,”

Of course grear innovations are often
met with such a response and Melamed

considers the creation of the IMM as
the most ht::llirll.llll event in the
“lt breathed life into
!llll.' l!ldljh'[l":,"]. EHYC llll an rrlriu-ll.' 1w
dimension and vist."”

‘..quIr\- i11JL|li1r\'.

In relrospect he
is amazed at the opposition it faced.
“You mean there were people apninst
it! Everyone didn'r recogrize how bril
liant this was? You mean there were
people who couldn't recognize the
potential of markets in financial
turures? The answer of course s yes, ves
anid ves. Mow it has become so alwious,
s0 natural.”

Melamed himselt was not withour
doubts bur he had furure Nobel laurcare
in economics Milion Friedman on his
team, which was not the nomal compa-
ny for fumres traders at the tme “The
:‘-l"."; [Eii“ IH" I'||'||'|'|'H|i'|.'|i:| my [I:li,"'ul ilrll.l .|'|1"'
told me o do i, pave me confidence on
1.l||'|'t'll|.'i.l'-, 4 .,"."11.'].I|I!|:|.1| L

Bur Melamed's idea was not simply
0 create currency futures — which in
Lt .I]FL‘:IJ\' ]'lﬂl.[ .l'll.'t'ii IIlI.'Ll LHE A \r"dl |1_'T
;'..-.1|L 'I‘k"& weres ?"Fril'l'll\' ||'|I' J"t‘.“l‘t
option at the time, he insiss the idea
wits bronder from I}n' sbart.

"1".19.."111'11 whe L'fl.'i'ﬂl‘.'l.l I|11' [M"-v'L il Yo
read the charter; it says an exchange




“That is the brilliance of the IMM: it created so large a structure that it could encompass

interest rates and stock index markets and a variety of other financial instruments and
all of that was as if planned for right from the beginning”

organized to list {or ading instrumenis
of finance,” Melamed savs,

“Theat is the brilliance of the IMM, it
created so laree o structare that it could
ercam |'|.'!5'|!1' |.|'||L'1'L'}'[ ries -“.1.';.' ."ll.“‘.'k
index inarkets and a variety of ather
financial instruments and all of tha
wis as if planned tor righe from the
begimning when most of the warld did-
n't think that it would succeed and was
certain we would Gall on our face.”

MNaor that the creation of currency
futures itsell was a small
“Currencies wore considered the Das-
tian of financial wherewithal and
belonged in the banks and belonged in
Sew York and belonged in Zurich,
|T|ﬂ1,'|"t: in London hur CETF;‘I“’IIT niok
Chicago and not at the Chicago
Muercantile Exchange,” Melamed says,

With currencies, however, the CME
also had some luck. Melamed notes tha

ldt‘i.l.

many cconomists, Friedmim being just
one, felr the fixed exchange rate of the
rirme hund outlived its vsefulness. Then as
the Merc prepared o Lunch currency
futures, President Richard MNixon on
Aug. 15, 1971 closed the gold window
effecrively ending the Bremon Woods
systemn and allowing for the free floar of
currencies. “Our preparation speeded up
because clearly what we fele could hap-
pen a year from then, was happening
irmmedianely,” Melamed sy,

BROUGHT IN ACADEMICS

“Milwm Fricdman's encoungement gmve
me the strength thae [ needed with what
wis Tt fust @ brand new idea but a revo-
lutiomary iden. When you ae poing 1o
dov i vevolurion vou want authentication
from people you respect and admire,”
Melamed says.

The aurhenricarion thar Friedman
brought to the IMM was a maodel
Melamed and the CME would contine
ue to follow for years, “The Mere con-
sistently did things ro encourage the
academic world 1o embrace whar we
were doing, to speak out, to write, ta
comment, to snedy the value of furures
markets,” he says,

Melamed's embrace of the academic

world is not a surprise as both of his
parents whoy escaped from Poland
and the Holocaust with their young
son in 1939 — were teachers. And it
wars a1 steatesy thar wonld pay off for
the emerging exchange. 1 believed
rthar our markets are so csoteric and so
arcane thar i was difficule too under-
stand even for the knowledgeable,
even for the people that are expert in
the world of business.”

The futures markers were also
viewed by many as simply gambling
dens of nobsy speculators with no ceo-
TG Prreose. “I of course believed
very much in the cconomic value of
Futures but how do you go about prov-
ing that? It is self serving rhat rthe
chairman of the CME says futures have
an economic value; it means some-
thing if a professor of finance or a great
eeonomist of 4 study in a nujor univer-
siry says so," Melamed says.

That is why the CME soughr the
academic world o understand and
explain the value of ws markers, "The
academic world had the credentials
and didn't have any reason 1o be
friendly to us or not be frendly to us,
They were academics, hopefully they
would rell the truch and they would be
recognized as thar, So thar was the
mission.”

The CME authorized money for
advanced courses on the study of
futures markers ar the University of
Chicago, Northwestern, Columbia and
University of linois. “The dea was
give them the money, let them reach
people how to use our markets and
then these students would learn and
they would write academic studies and
omne thing would lead o another.”

GOVERNMENT
Perhaps o birger gamble wis Melomeds
insstence to bring the povermment into
their markers. There were no legal
requirements for the CME w seck
approval of its launch of financial furures
by the government, bur Melamed
thoughr ie would be agood idea.
Melamed says there were two rea-

sons o engge the povernment. “First
of all 1 didn’t want a negativisin from
the high offices of povernment to flow
against our markers. Clearly if you had
a negative flow of conments coming
from Federal Reserve chairman or sec-
retry of Treasury. It was going 1o be
difficult, so from o practical paint of
view, | though it was a wise thing to
meer with them and hopefully gain
their acyuiescence,” Melamed says.

The second reason he siys, was even
more importane. “lf the IMM was in
fact as big an idea as | thought e was,
then it required, it demanded, that
gn‘.'l.:llln'l:'.l:].r, l\'!‘{lhl‘ Insfruments ul
Arnance we were going o trade, under-
stood how big of an idea it was, It was
mperative that | JULRNN Arthur Burns
{Fl.'l.]i.'ml Reserve quh.l t‘]’liliﬂll:lll}. [
ro Alan Greenspan {chairman of the
Council of Economic Advisors): |
would even have w go o the presi-
dent, 1o advance the concepr of what
wee were doing in Chicapo.”

He didn't meer with President
Nixon bur with Treasury Secretary
Gieorge Schulrz, 1 wanred them o
understand
Chicago was a big a deal and it was a
mission that would serve their bese

thar our mission in

]nrl.."rﬂ:h‘ l-l.','i_'illl?ﬂ: “ “11illl.i I“.‘E'l“lll' il l'ﬂl.ll
of the economic fabric of this nation.”

Fed Charman Arhor Bumes sand of
the concepr, “what a terrific ool fos
the Federal Reserve system,” and the
gamble paid off,

COMPETITION

The ecconomic powers at the e didn's
view the CME as o serious threat, “They
viewed this whole idea as sorr of ndicu-
lows by people with no business in [theid]
neck of the woods,” Melamed says,
adding thar one prominent Mew York
Bariker said, “Shat, we are poing 1o trost
finance to pork belly tradems?”

In retrospect Melamed says they may
have benefited from the armopance of
Wew York bankers, who may have had
the power to kill the idea if they saow it
s a1 serions threar, When they did rec-
ommize the potential and made a chal-
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lenge, “It was mavhe a decade later and
a decade roo late,” Melamed says.

At the time, however, Melamed
fearsd someone would beat him o the
punch. “During the year 1970, as |
lived with the idea of financial futures
it was burning inside of me. | always
wiis lookimg over my shoulder — some-
by b5 going to beat me 1o the idea, |
was clearly worried about the 200
pound gorilla New York Stock
Exchange and 1 was wintching for the
CBOT, which was the similar 900
pound porilla in Chicago; [ mean as li-
the as the J[CME] was, it was so far in
spcond to the Board of Trade it wasn't
even on the map. Here were these two
piant onmnizations and 1 was deathly
afraid thar they were on o us”

While the CBOT wnay have been
working on its own financial inseru-
ments, no one beat the CME o the
punici.

CASH SETTLEMENT

Mekned likes o milk abour an old -
er he hefriended in his corly days ar the
CME named Elmer Falker. “This old
timer, who knew more abour markets in
his lirtle finger than 1 would for the rest
of my life, | thoushi, would talk 10 me
about new idens for markets,” Melamed
says. One day in 1969 Falker told
Melamed that the ultimate marker
would be Dow Jones futares, Melamed
became excited, "Dow Jones futures
what a terrific idea. Why hasn't anybody
done tha? he usked Falker, who
replied, “You cannor make delivery, how
are going to deliver 30 Dow stocksT

Melamed thougha, "what if you did-
n't have to deliver the instrument?
Who's really looking for the instru-
ment? What you are looking for is the
cash difference.” But he did not act on
that thought — {inancial futures had
not even been created ver — but the
idea stuck in the back of his mind.

By 1980 though, furures markers had
been transformed by financial futures
and the CBOT and CME were looking
for the nexe big marken,

And the CME was zeroing in on
something called  Ewrodollars.

“Eurodollar furures to me spelled the
bigpest market in interest rates of s
kind,” Melamed says. “Why! Because
the world was full of dollars. And all of
them with a dilferent interest rate fac-
tor depending on the bank that held
them. If you could rake all those dollars
— which were at times more than we
had in the United Stares — if you
could create a common denominator of
the interest rate involved in dollar
deposits in banks owside the United
Srares, God was thae o huge potential
market for interest res.”

That was the problem, however, ere-
ating a common denominmor. For that
problem the CME employed its chief
economist Fred Arditti. “Ar the time
to find a common denominator for a
thousand banks in every comer of the
globe that would all adope the same
index and say on such and such a date
every three months it would sewle a
thar price would be acceprable to the
entire world. Thar is mind boggling,
that is such a wonderful concept. Fred
Avrdieei did thare,” Melamed says.

Bur before Arditn could work his
magie, the problem of delivery hid 0
be seteled. v was not an issue for cur-
rencies, Treasury balls or Treasury
bonuds but there wis no way to make
physical delivery on Ewrodollars, so
the creation and regulatory accep-
tance of cash sertled futures had
o happen.

“Than then became the mison d'ere
to creite o cash settlement within the
CFTC” Melamed says. He and attor-
ney Jerry Salmman worked feverishly on
this. It was an issue becase the legiti-
macy of futures — as an economic
instrurnent as opposed o stmply o form
of gumbling — was justified in past
caurt cases by the tact thar futures
contracts contemplared delivery.

The CME brought irs case 1o the
CFTC whose chairman, Philip
MeBride Johnson, had already broad-
ened the industry as CBOT ourside
counsel by arpuing tor an expanded
definition of commodity 1o mclude
futures on nterest ares (see: Johnson
profile page 18).

Melamed calls this Johnson's finest
homr, “You don't have a futares marker
anywhere near what it is roday withour
cash settlement.”

And with the regularory approval of
cash settlement, futures on stock
indexes were possible. Melamed and
the CME had the foresighe o sign an
exclusive arrangement with Standand
and Poor’s prior 1o the acceptance of
cash settlement and despite legal apin-
ions at the time that arpued that a
stock index was in the public domain.
The CHBOT had gambled on this and
lost as it arrempted 1o list futures on
the Dow Jones Industrial Average
without a licensing agreement.

GLOBEX

In 1977 Melamed wrote an article for
Heofsera University in which he conclud-
e quire emphatically thae te only way
that furtures markers com work s through
open outery, where rraders shour ar each
other competing for the best price and
thereby create liguidity. Less than 10
vears kater he knew that he was wrong.
“What did [ know in 197721 1 should be
wiven any eredit, it is for my willingness
to admit thar misrake,”

i 1986 he crented the CME strare-
gic planning committee, which he
chaired, for the purpose of coming o
the conclusion that the only way to
compere in today’s modern world is
through an electronic system of trad-
ing. “l went o Reuters before the
committee wrote its final conclusion
and reported to the committee that
Beuters would build, ropether with us,
such 2 system.” Reurers had already
built a similar platform lor securities.

“We lounched the concepr by refers
endum in September 1987, It was only
for after-hours, bur if ever there was a
nose of the camel under the enr, this
was it. And it took 3 war that ensued
from 1987 o 2000; the next 13 years
was nothing short of open life and
death struggele.”

It was a struggle but Melamed was
convineed thar, “Without electrifica-
tiom we were destined to remain either
very small or someone really big would
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take it away from ws"

Globex did nor come easy for
Melamed who was drawn into the mar-
kets by the raw enerzy of the trading
pits. “ was brought up in the pits. |
believed thar liguidivy could be creared
eyeball ra eyeball in an arena where
people shouted at each other.”

The fight o electrify challenged
longtime friendships. “Thar was o very
painful process, these were all my
friends. Bur this was the poster child
for rough love,” Melamed says, “You
can't tell someone a lie and be his
friencd, 1 would be lying o them if |
diddn't say thar in order for these mar-
kets to succeed they had o go elec-
tromic. Sal had 1o sy the truth and |
had to face them because | loved
them and because they were my
hrothers, Somerimes that wasn't very
pleasant and sometimes it made ene-
mies but thar didn't change reality,
and embracing reality is all Tdid.”

Fmbracing reality and doing what
must be done is a lesson that Melamed
lesirned at an t‘ill’l'!,l’ age when his |'.llll'l[}'
{led his native Poland, His long teek
across three continents ended in
Cliscopo and Tessons lenmed along the
wiy seemed 1o prepare him for his
future. Melamed has relayed o story of
Iww the small Jewish refigree commus
nity in Japan would maintain ieself by
basically archestraning an arbirrage
berween the official ULS, dollar/yen
exchange rate with the black marker
more than 30 vears before the birth of
currency futures.

Melamed pushed for the IMM, he
pushed for cash settlement, he pushed
for electronic rrcding, he pushed for
the ereation of the National Futures
Association, he pushed the CME 10
create opportunities for soon 1o be dis-
placed floor traders, When he ran
futures broker Sakura Dellsher, he
Inlurn:J all of irs clerks 1o be trained
in Globex and other Systems.

As lor the future of the industry,
Melamed noies that change comes <o
guickly today thar ar is foolish o oy
and guess.

“You almast have 1o revise your

thoughrs every hour,” he says. “The
next wehnological revolution, which
could happen tomorrow morning,
will again change rhe direcrion
of everything.”

Fle does say thar growth will depend
central counterparry clearing. “Ie is
the answer to much of the concermn in
the world 1oday about this runaway
concept of creating instruiments in

derivarives that do not have a police-
mwan,” he says. As long as [utures mar-
kers maintain the sancrity of ceniral
counterparty clearing, they can i fact
continue to grow into every aspect ol
finance.”

With thar, Melamed may have given
a clue to next barrier the CME through
rl“' ]!'Iri:\-'i 1"1.'I|'|..‘| (4] I‘[ l"illi”'ll_: !.II- W
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S All Coming Together

Penson GHCDW the strength of a leading provider
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financial markets with a prominent futures clearing and execulion

senvices firm to provide industry-leading technology, products and
services. Pensan GHCOS goal is to provide its customers with a
major footprint at the intersection of equities, iuuiles and options
at a time of dynamec convergence in the financial services
industry, Our comprehensive range
corespondent  execution,  dearing. setllement,
custody and technology solutions give olr -

clients the {005 fo succeed,
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