NATIONAL FUTURES ASSOCIATION
200 W. MADISON ST. » CHICAGO, IL » 60606-3447 « (312) 7811300
March 15, 1994

Ms. Jean A. Webb

Secretariat

Commodity Futures Trading Commission
2033 K Street, N.W.

Washington, D.C. 20581

Re: ©National Futures Association: Proposed Amendments to
NFA Compliance Rules 2-13 and 2-29, Adoption of NFA

Compliance Rule 2-34, and Interpretive Notices to NFA
Compliance Rule 2-13

Dear Ms. Webb:

Pursuant to Section 17(j) of the Commodity Exchange
Act, as amended, Naticnal Futures Association ("NFA") hereby
submits to the Commodity Futures Trading Commission ("Commis-
sion") proposed amendments to NFA Compliance Rules 2-13 and 2-29,
adoption of NFA Compliance Rule 2-34 and Interpretive Notices to
NFA Compliance Rule 2-13. The proposed rule amendments, new rule
and interpretive notices were approved by NFA's Board of Direc-
tors ("Board") on February 24, 1994. NFA respectfully requests
Commission review and approval of these proposals.

The Special Committee for the Review of CPO/CTA Disclosure Igsues

Last May, NFA’'s Board of Directors appointed the
Special Committee for the Review of CPO/CTA Disclosure Issues
("Special Committee") based on its belief that regulatory
requirements concerning CPO and CTA disclosure documents had not
kept pace with the sweeping changes in the managed funds indus-
try. Specifically, the Board was concerned that as disclosure
documents become longer and longer, they provide less and less
usable information to customers. The Board directed the Special
Committee to develop suggested changes to disclosure document
requirements which would produce a more concise, more "user
friendly" disclosure document.

To ensure that a broad range of perspectives was
represented on the Special Committee the Board not only appointed
prominent CPO and CTA Members to the Special Committee but also
invited the participation of attorneys and accountants who
practice extensively in the futures area. In addition, members
of the Commission’s staff were invited to attend each of the
Special Committee’s sessions so that the Commission would be

fully informed of the status of the Special Committee’s delibera-
tions.
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After months of intensive discussions, the Special

Committee issued a release to all NFA Members seeking comments on
specific recommendations in late December. NFA received comments
from 24 CPQO or CTA Membhers of NFA, two IB Members, the FCM,
CPOQ/CTA and IB Advisory Committees, the City Bar Association of
New York and the Futures Industry Association. After reviewing
those comments, the Special Committee finalized its recommenda-
tions and presented them to NFA‘s Board, which unanimously

approved them at its last meeting. 1In sum, the proposed changes
approved by NFA’s Board would:

1) replace long and complex performance tables with cap-
sule performance histories for each pool or trading
program for which performance must be disclosed;

2) limit past performance information to those pools which
are directly relevant to the customer’s investment
decisions;

3) expand the minimum time period for which performance

must be disclosed from three to five years and prohibit

"cherry picking" performance periods beyond the five-
year minimum;

4) prohibit the inclusion of proprietary trading results
in customer performance histories;

5) require CTAs to maintain documentation signed by the
customer indicating the amount of funds the CTA is to
use as the basis for its trading decisions. That
"nominal account size" would then be used as the BNAV
for purpcses of performance history. If the nominal
account size is greater than the amount of funds depos-

ited with the FCM, the CTA must make certain written
disclosures to the customers:

6) geverely limit the use of hypothetical results;

7) require CPOs to include a tabular break-even analysis
in their disclosure documents; and

8) streamline the disclosure of information regarding
¢ivil litigation and business background of principals.
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I. EXPLANATION OF THE PROPOSED AMENDMENTS

Format for the Presentation of Past Performance Information

All of the members of the Special Committee agreed that
the presentation of past performance information in lengthy and
complex performance tables does not serve the best interests of
either the prospective customer or the CPO or CTA involved. The
current disclosure regquirements imposed by the CFTC and the SEC
are all intended to ensure that the prospective customer is given
accurate information regarding the overall past performance of
the relevant CPOs or CTAs, their more recent performance and
their historical volatility. Unfortunately, what often results
is page after page of complex tables which are expensive to
produce and incomprehensible to the average prospective customer.

As an alternative to the current requirements the
Special Committee would recommend a separate capsule description
of the past performance of each pool which is subject to disclo-
sure (or a composite of such pools where appropriate). The
capsule description would include the following precise pieces of
information which, in the Special Committee’s view, would be most
important to prospective customers:

Name of the fund

Description of fund

Inception of trading

Initial capitalization

Current capitalization

Compound rate of return

Best return for any calendar year
Worst return for any calendar year
. Worst peak to valley

10. Worst monthly drawdown

11. Current year to date return

.

WERJOUIPWNE

In the Special Committee’s view, this sort of format
would be much more "user friendly" than the current table format.
The customer would have all of the most important information,
including information on the pocl’s historical volatility, at his
fingertips and would not have to wade through lengthy tables
trying to find it. At the same time, the capsule format would be

far less expensive to prepare and present in a disclosure docu-
ment.
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The Special Committee agreed that the exact format for
the presentation of these points of information should be left to
the discretion of the CPO. Though the Members would have some
flexibility in shaping the exact format of the capsule history,
that flexibility could nct be used in any way which obscured the
required information or was in any way misleading.

It was also agreed that the CPO would be required to
maintain supporting documentation for all of the displayed
information and would be required to make the documentation
available to requlatory authorities upon request. In addition,

the displayed information would be computed based upen standard-
ized calculation guidelines.

The Special Committee recommended the same sort of
capsule histoxry format for CTA disclosure documents as well.
Obvicusly, there would be minor changes to the specific bullets
of information to be listed in the CTA disclosure document.
Specifically, while CPOs must show the name and brief description
of the fund which is the subject of the capsule, CTAs would show
the name and description of the trading program shown in the
capsule. The other points of information would be the same. The
Special Committee recognized that CTA disclosure documents are
not generally as long or as cumbersome as CPO documents and,
therefore, the need to provide a more concise format for past
performance information may be somewhat less critical. Neverthe-
less, the Special Committee felt, and the Board agreed, that the
capsule format suggested for CPOs would also provide benefits to
prospective CTA customers as well. Specifically, the capsule
nistory would provide all prospective customers with immediate
access to the most important information which a sophisticated

customer could cull from CTA performance tables after an exten-
sive review.

With the exception of one Member, all of the comment
letters received on this point and all of the Advisory Committees
strongly supported disclosing past performance through capsule
histories rather than the current performance tables. Several
commenters suggested refinements to the items of information to
be included in the capsule presentation proposed by the Special
Committee. Various commenters, including FIA, suggested that the
items of information be expanded to include additions and with-

drawals, annual rates of return or a measure of annual return in
relation to volatility.
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The Special Committee and the Board carefully con-
sidered these suggestions but ultimately decided to retain the
capsule format as originally suggested. 1In their view, informa-
tion concerning additions and withdrawals adds little meaningful
information for prospective customers and the inclusion of the
best and worst annual returns, along with the worst peak-to-
valley and worst monthly drawdowns, would provide customers with

ample information concerning the relative volatility of the pool
or trading program.

Whose Past Performance Must be Disclosed

The members of the Special Committee all felt that the
presentation of information concerning past performance could
also be simplified and clarified by revising the current regula-
tions concerning whose past performance must be disclosed. Under
the current regulations CPOs generally must disclose the perfor-
mance history of the pool being offered, all other pools operated
by the CPO or any of its principals and all accounts managed by
any of the pool’s CTAs or their principals. In many situations
most of the past performance data which must be disclosed has
little or nothing to do with the product currently being offered
by the CPO. In these situations, including all of the required
past performance information is both confusing and wasteful.

If, for example, the pool being offered is a multi-
advisor fund, the most material past performance information for
the customer relates to the CPO's ability to allocate assets
among CTAs. The Special Committee therefore recommends that if a
CPO offering a multi-advisor fund has been operating such funds
for at least three years, the CPO should only be required to
disclose separate capsule histories for the past performance of
his multi-advisor funds. The Special Committee would recommend
that the term "multi-advisor fund" be defined as any pool for
which there are three or more CTAs, none of whom control more
than 50% of the pool’'s assets. The Special Committee would
anticipate that generally there would be a separate capsule for
each multi-advisor pool operated by the CPO.

The question then becomes what performance history, if
any, should the CPO of a multi-advisor fund show for its single
advisor funds. 1In fact, this same sort of issue arises any time
the CPO’s current offering is different in kind than other pools
which the CPO has previously operated. Arguably, the performance
of the CPO's single advisor funds has little or nothing to do
with its ability to allocate assets among several CTAs. Simi-
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larly, the performance of a CPO’s guaranteed funds may be of
little use when the current offering is not guaranteed.

The Special Committee recognized that including past
performance of pools which are strikingly different from the fund
being offered to customers not only adds clutter to the discle-
sure document but c¢ould actually be misleading. At the same
time, the Special Committee was concerned that a CPO with consis-
tently poor performance in one type of fund should not be allowed
to hide his performance simply by switching formats. In short,
the customer’s attention should be focused on the past perfor-
mance of the CPQO’s pools which are similar to the current offer-
ing but he should also be informed of the past performance of the
CPO's other pools as well. The Special Committee therefore
recommends that CPOs be required to present a separate capsule
history for each pool which is similar to the current offering
and composite capsules for all other pools. For purposes of
determining whether any two pools are "similar," the Special
Committee would recommend the following categories: guaranteed

funds, non-guaranteed funds with a single advisor and non-guaran-
teed funds with more than one advisor.

The Special Committee also discussed at length the
disclosure regquirements for multi-advisor funds where the CPO has
less than three years’ experience in operating such funds. The
concern was that a CPO with no significant track record in
operating multi-advisor funds could sell the fund by "hyping" the
recent performance of the CTAs he has initially selected. Some
members of the Special Committee would prohibit the CPO in those
circumstances from displaying the CTAs’ performance history,
requiring the CPO to disclose instead the performance of a
generally accepted industry index. The majority, however,
concluded that not allowing the new CPO to display the past
performance of the CTAs he has selected could create a barrier to
entry and could deprive the client of relevant information. The
Special Committee therefore recommends that CPOs offering multi-
advisor funds with less than three years of experience in operat-
ing such funds should be allowed to display the performance
history of the CTAs but the history must be accompanied by a
disclaimer which would plainly state the limitations on the
usefulness of that information.

The Special Committee also felt that past performance
information should be more limited when the pool itself is an
open offering which has traded for more than three years. 1In
this situation the most meaningful information for prospective
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customers is the past performance of the pool being offered. The
Special Committee therefore recommends that where the pool being
offered has traded for more than three years, the CPO should only

be required to present past performance information for that
specific pool.

All of the commenters and all of the Advisory Commit-
tees on this point agreed that past performance information which
must be disclosed should relate to the product currently being
offered to customers and supported the Special Committee’s
recommendation. Some commenters, however, suggested slight
changes toc the proposed definition of "multi-advisor pool." The
Special Committee and the Board considered these suggestions but
determined that the original proposal more accurately reflects
industry practice. The City Bar Association of New York noted
that there can be substantial differences in trading strategies
among pools in the same broad categories suggested by the Special
Committee and suggested that more narrow subgroups be considered.
The Board recognizes that pools within a particular category may
have significant differences in results and strategies but felt

that those differences can be and should be adequately explained
in the text of the disclosure document.

Time Pericd Covered for Past Performance Information

There was considerable discussion as to the time period
for which past performance would have to be disclosed under this
sort of capsule format. Since disclosure for lengthy periods
would no longer require confusing and expensive tables, some
initially felt that the capsule performance information should
cover the life of the CPO or CTA. Others felt that at some point
the past trading may bear so little relation to the current trad-
ing methods employed by the CPO or CTA that inclusion of the
dated information could be misleading. All agreed, however, that

for purposes of regulatory certainty, the rules should specify a
minimum period which must be disclosed.

The Special Committee suggested that the capsule
performance history should cover at least the last five years or
the CPO’s or CTA's entire history, whichever is less. CPOs or
CTAs could choose to cover more than the required five years,
provided the additional information was not misleading. For
example, a CPO or CTA could not selectively show more than five
years but less than his entire history if the additional time
period covered was not representative of his overall performance.
In addition, the Special Committee suggested that CPOs and CTAs
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could not include additional time periods in their capsule
histories unless those additional periods were covered in their
entirety. With one exception, all of the commenters addressing
this point agreed with the Special Committee’s recommendation.
One commenter suggested that CPO and CTA track records should
cover their entire history. The Special Committee concluded,
however, that since the CFTC’s record retention rules only go

back five years, it could be unfair to require CPOs and CTAs to
create track records beyond that periocd.

Proprietary Trading Results

The Special Committee also discussed the circumstances
in which a CPO’s or CTA’'s proprietary trading results could be
included in a capsule composite of customer results. All members
of the Special Committee agreed that proprietary trading results
should not be included with customer results if their inclusion
materially improves the overall performance. Some members felt
that where inclusion of the proprietary trading results does not
materially alter the overall results, there is no particular harm
in including them. The majority of the Special Committee felt
that under those circumstances there is also no particular harm
to the CPO or CTA in excluding the proprietary results and that
for the sake of clarity it would be better to prohibit the
inclusion of proprietary results in a customer composite. The
Special Committee agreed that the proprietary results could be
displayed separately if appropriate disclosures were made for
differentials relating to fees and other factors. Commenters on
this point agreed with the Special Committee’s recommendations.

Nominal Account Size

As the number and sophistication of CTA customers has
increased, so has the complexity of their cash management strate-
gies. Many customers may well choose for their own cash manage-
ment purposes to deposit only the portion of funds required for
margin purposes or some amount less than the total allocation
with an FCM. Thus, in many instances such customers will
instruct a CTA to use a certain dollar figure as the basis for
the CTA’s trading decisions but will maintain a much lower
balance in their trading account at the FCM.

None would contest that this practice is based on
legitimate needs and business practices of such clients. The
Commission has recognized, however, and NFA agrees, that this
legitimate business practice can raise some legitimate regulatory



NFR

Ms. Jean A. Webb March 15, 1894

concerns. In NFA's view, regulatory requirements governing the
"nmominal account size" 1issue must:

(] ensure that all customers clearly understand all of
the ramifications of such a practice, including the
effect on volatility, margin calls, calculation of fees
and overall impact on potential trading risks;

. ensure sufficient documentation exists to prevent a
CTA from manipulating his past performance track record by

manipulating the amount the CTA shows as the beginning net
asset value;

] prevent the sales practice abuses which could occur if such
a program was marketed to unsophisticated customers for whom
the additional leverage could pose a degree of risk they
would be unwilling or unable to accept; and

[ ] ensure that the FCM carrying the account is aware of
the additional amount of leverage which the CTA intends to
employ in trading the account.

The Commission’s response to the issue of notional
funding has evolved from its first formal advisory on the topic
in 1987 to its most recent pronouncement in February, 1993. 1In
general, the Commission has addressed these concerns by focusing
on the issue of how BNAV should be computed in reporting past
performance, i.e., whether the amount deposited with the FCM or

the larger "nominal" figure should be used in computing rate of
return.

The Commission’s advisories provide a CTA who has

agreed to trade accounts on a notional funding basis with three
options:

1) The CTA can compute BNAV in his disclosure document

based solely on the amount deposited by the customer
with the FCM.

If the CTA follows this course, there iz no explicit
requirement that he document in any way his agreement with the
customer to base his trading decisions on some higher dollar
figure. Although there is a general requirement that the CTA
must provide the customer with "all other material information"
not otherwise called for in the regulations, there is no explicit
requirement that a CTA who follows this option must provide the
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customer with any disclosures regarding the possible effects of
trading accounts on a nominal account size basis. Further, there
is no requirement at all, specific or general, to inform the FCM
clearing the customer’s trades that the customer’s account will

be traded with a degree of leverage far greater than usually
employed by the CTA.

This option does have the advantage of making the BNAV
depicted in the CTA’'s disclosure document easy to verify during
the audit process, but it can easily lead to a significant
distortion of the past performance results reported to customers.
For example, two customers who have committed the same amount of
funds to the CTA to trade the same program at the same time could
reflect widely divergent rates of return based solely on their
own different cash management strategies -- a factor which has
nothing at all to do with the CTA’s trading decisions and which,

therefore, does not create a track record reflective of the CTA's
performance. :

2) The CTA can present two separate performance tables for
each program, excluding nominally funded amounts in one
and including them in the other.

As with the first option, there are still no explicit
requirements for the CTA regarding the documentation of the
customer’s agreement regarding nominal funds, additional disclo-
sures which must be made to the customer or notice tc the FCM.
In addition, multiple tables reflecting widely different results
for the same programs over the same time periods at best adds

unnecessary bulk to the disclosure document and at worst creates
the real potential for customer confusiocn.

3) The CTA may be able to present cne performance table
based on a fully funded subset of customer accounts.

This option was set forth in the Commission’s most
recent pronouncement regarding notional funding in Interpretive
Letter 93-13. That interpretive letter does address the documen-
tation and disclosure issues noted above, though only for those
CTAs who choose to follow this third option. Even under this
approach, however, there is still no notice given to the FCM.
Moreover, the various tests and computations required to imple-
ment this option have proven in practice to be cumbersome and
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unwieldy, with the result that few CTAs have been able or willing
to employ this option.

The Special Committee and the Board recocgnize the
Commission’s valid concerns regarding the documentation, disclo-
sure and sales practice problems which notiocnal funding of
accounts can create. Over the years, however, experience has
shown that these concerns are not at their core computational
igssues and that addressing those concerns through an interpreta-
tion of the definition of BNAV is not the most effective of
dealing with them.

NFA believes that it would be more effective for
customer protection to deal with these issues directly through an
NFA Compliance Rule. The rule approved by our Board extends the
documentation and disclosure requirements set forth in Commission
Interpretive Letter 93-13 to all CTAs and eliminates the poten-
tially distorted results or confusing multiplicity of tables
allowed under the current interpretations.

Moreover, the rule approved by NFA’s Board addresses
several significant gaps in the current requirements. First, it
requires that CTAs who agree to trade certain customer accounts
with far more leverage based on the customer’s written undertak-
ing to commit more funds than have been deposited with the FCM to
notify the FCM of that agreement. Ultimately, of course, it is
the FCM’s own capital which may be called upon if the customer
reconsiders his commitment in the light of large margin calls.
The FCM should be aware of the agreement so that it can make any
adjustments to its margin policies it deems appropriate to

safeguard its ability to fulfill its obligations to all of its
customers.

NFA’s rule will also provide needed protection to guard
against potential abusive sales practices related to noticnal
funding of accounts. Aggressive marketing of a notional funding
program aimed at unsophisticated customers with limited means
raises an array of problems which simply do not exist when the
clients are large, institutional customers. NFA intends to
notify all of its Members that the disclosures called for in the
proposed compliance rule are the minimum disclosures which must
be made and that the rule does not in any way relieve Members of
their responsibilities under NFA Compliance Rule 2-30 or any
other rule.
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Under those rules any Member marketing a trading
program to be traded on a nominal account size basis must collect
certain required informaticn regarding the customer’s previous
investment experience, income and net worth. In light of that
information the Member must determine whether additional disclo-
sures are required. In NFA’'s view, additional discleosures may
well be required if customers of limited means and experience are
being induced to agree to a higher degree of leverage by opening
a nominally funded account. In some instances it may be neces-
sary to disclose to the customer that trading on that basis may
be too risky for that customer. Where such additional disclo-

sures are required the Member must carefully document that they
have, in fact, been provided.

For all of these reasons, NFA feels that the proposed
Compliance Rule 2-34 and the accompanying interpretive notices
represent a logical step forward in providing adequate customer

protections without creating undue burdens on legitimate business
activity.

Hypothetical Results

The issue of hypothetical trading results was of great
concern to members of the Special Committee. For the purposes of
its discussion, the Special Committee considered "hypothetical
results" to consist of information which purports to show how a
particular trading program would have performed in the past based
on historical price movements. The Special Committee dealt with

related topics, such as the use of pro forma and extracted
results, separately.

As noted in the request for comment, many members of
the Special Committee consider such hypothetical results to be
potentially misleading. A pattern frequently seen in NFA dis-
ciplinary cases involves Members who tout new trading programs to
unsophisticated customers by advertising hypothetical results,
trade the program until there have been substantial customer
losses and then turn to a new program with new hypothetical
results, without ever disclosing the actual performance of his
customers. In light of the inherent limitations of these "hind-
sight" trading results and the numerocus instances of customer
abuse, the Special Committee asked for comment on whether the use
of hypothetical results should be completely prohibited.

There was a sharp division of thought in the comment
letters which NFA received on this point. Five Members agreed
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that hypothetical results were inherently misleading and should
be prohibited. Other commenters, however, suggested that in some
circumstances hypothetical results, if used with the required
disclaimers, could provide useful information to customers and
that an absolute prohibition could make it more difficult for new
CTAs to enter the industry.

The Special Committee and the Board considered all of
these views and discussed the issue at great length, searching
for an approach which would provide safeguards against potential
customer abuse while limiting any potential anticompetitive
effects. The Special Committee ultimately developed an approach
which would avoid an ocutright prohibition, address the most
common abuses and minimize any potential barriers to entry.
Specifically, the Special Committee recommended an amendment to
NFA Compliance Rules to provide that no Member -- regardless of
category -- may use promotional material referring to hypothe-
tical results unless the material also provides comparable
information regarding the Member’s actual trading results.

This approach would ensure that the customer would be
able to judge the hypothetical results not only in the light of
the limitations described in the CFTC'’s disclaimer, but also in
light of the Member’'s past success in developing trading programs
for customers or for proprietary trading. The burden imposed on
new CTAsS should be minimal since only those CTAs with less than
one year of experience in some form of actual trading would be
affected. Furthermore, the limitations imposed by the rule would
not apply at all to materials provided to individuals who meet
the standards set for Qualified Eligible Participants in CFTC
Regulation 4.7.

The Special Committee and the Board firmly believe that
this proposal represents a surgical approach which addresses a
practice which has been the subject of abuse for too long while
imposing minimal limitations on legitimate business activity.

Pro Forma and Extracted Results

The Special Committee agreed that the use of pro forma
performance histories can present useful information to cus-
tomers, particularly when used to show how the past performance
of a given CPO or CTA would have been affected by the fee struc-
ture of the current offering. In other instances, however, the
use of pro forma results carry some of the same limitations as
hypothetical results. For example, some CPOs have used "pro
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forma" results to show what results a multi-advisor pool could
have achieved in the past if the pool’s assets had been allocated
among certain CTAs in a certain proportion. This use of pro
forma results reflects the same sort of hindsight analysis that
hypothetical results do and invites the same sort of abuse. The
Special Committee would, therefore, not allow this particular use
of pro forma results.

Hindsight analysis may also play a part in the presen-
tation of "extracted performance" in which a CTA selects one
component of its overall past trading results to highlight to
customers. In the Special Committee’s view, this use of
extracted performance should be permitted only when the CPO or
CTA had designated in previous disclosure documents the percent-
age of assets which would be committed toward that particular
component of the overall trading program.

Break-Even Analysis

The guiding principle behind all of the Special Commit-
tee’s recommendations is that the customer’s attention should be
focused on the information which is most material te his invest-
ment decision. The Special Committee recognizes that information
about fees and expenses is particularly important to customers,
but too often the narrative description of the fees set forth in
disclosure documents is both long and confusing. The information
most important to Lhe customer is simply what kind of trading
results his investment must generate to overcome the expenses he
is being charged. The most effective way to communicate this
information to customers is through a simple tabular presenta-
tion. This sort of break-even analysis is already widely used in
the industry and in the Special Committee‘s view it should be
mandatory. The Special Committee, therefore, recommends that
each CPO be required to include in its disclosure documents a
table reflecting all of the fees and expenses and the trading
profits necessary in the first year of trading to recoup the
customer’s initial investment. Though the comment letters did

not focus on this issue, all of the Advisory Committees strongly
supported this recommendation.

civil Litigation and Business Background of Principals

The Special Committee agreed that current disclosure
requirements regarding civil litigation involving FCMs which
carry the pool’s or the CTA’s accounts are overbroad. All FCMs
of any significant size are involved in a certain amount of
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customer litigation. In the Special Committee’s view most of the
information concerning that litigation has little or no value to
the prospective customer but often adds substantially to the
length of the disclosure document. The Special Committee there-
fore proposed that the only civil litigation involving the FCM
which should be relevant to prospective customers and therefore
disclosed in the disclosure document is litigation which could
threaten the financial viability of the FCM.

Commenters generally supported this concept, but the
FCM Advisory Committee felt that the "financial viability of the
FCM" standard is too vague. As an alternative, the FCM Advisory
Committee suggested that CPOs and CTAs should only be required to
disclose civil litigation of the FCM which the FCM itself must
disclose on its financial statements under Generally Accepted

Accounting Principles. The Special Committee agrees with that
recommendation.

The Special Committee also concluded that providing
detailed information on the business background of all of the
principals of the CPO and CTA for the last five years provides
little useful information to prospective customers and adds
substantially to the length of disclosure documents. Many of the
principals whose background must be disclosed have little or
nothing to do with the day-to-day operations of the CPO or CTA.
The Special Committee suggested that the disclosure of business
background focus on those individuals who truly exercise a
controlling influence on the management of the CPO or CTA. 1In
response to comments received, the Special Committee would
clarify that this includes individuals with responsibility for
developing trading strategies, making trading decisions and

allocating assets among CTAs.
II. TEXT OF PROPOSED AMENDMENTS AND INTERPRETIVE NOTICES

(Additions are underscored and deletions are bracketed)

COMPLIANCE RULES

* * *

Part 2 -- RULES GOVERNING THE BUSINESS CONDUCT OF MEMBERS
REGISTERED WITH THE COMMISSION
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W * *
Rule 2-13. CPO/CTA REGULATIONS

(a) Any Member who violates any of CFTC Regulations 4.1 and 4.16
through 4.41 shall be deemed to have violated an NFA requirement.

{b) Each Member CPO or CTA which delivers or caugesg to be
delivered a Disclosure Document under CFTC Requlation 4.21 or
4.31 must present past performance information in the manner
prescribed by NFA's Board of Directors.

(c} Each Member CPO which delivers or causes to be delivered a
Disclosure Document under CFTC Requlation 4.21 must include in
the Disclosure Document a break-even analysis which includes a
tabular presentation of fees and expenses. The break-even
analysis must be presented in the manner prescribed by NFA's

Board of Directors.

(d) Each Member required to file any document with or give
notice to the CFTC under CFTC Regulations 4.13 and 4.16 through
4.32 shall also file one copy of such document with or give such
notice to NFA at its Chicago office no later than the date such
document or notice is due to be filed with or given to the CFTC.
Any CPO Member may file with NFA a request for an extension of
time in which to file the annual report required by CFTC Regula-
tion 4.22(c) or a request for approval of a change to its fiscal-

year election by following the procedures set forth in NFA
Financial Requirements Schedule E.

* * *

Rule 2-29. COMMUNICATIONS WITH THE PUBLIC AND PROMOTIONAL
MATERIAL.

* * *
{(b) Content of Promotional Material.

No Member or Associate shall use any promotional material
which:

(1} is likely to deceive the public; or
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[{(4)

((5)1(4)

[(6)145)

contains any material misstatement of fact or which the
Member or Associate knows omits a fact if the omission
makes the promotional material misleading; or

mentions the possibility of profit unless accompanied

by an equally prominent statement of the risk of loss;
or

includes a measurement or description of or makes any
reference to hypothetical results which could have been
achieved had a particular trading system been employed
in the past unless accompanied by the statement pre-
scribed in CFTC Rule 4.41(b) (1}; or]

includes any reference to actual past trading profits
without mentioning that past results are not neces-
sarily indicative of future results; or

includes any specific numerical or statistical informa-
tion about the past performance of any actual accounts
(including rate of return) unless such information is

and can be demonstrated to NFA to be representative of
the actual performance for the same time pericd of all
reasonably comparable accounts and, in the case of rate
of return figures, unless such figures are calculated

in a manner consistent with that required under CFTC
Rule 4.21(a) (4) {ii) (F).

{(c}] Hypothetigcal Results.

{1)

{2)

Ex t _asg provided below in ragraph no Me or
Agsociate may use promotional material which includes a

remen r description of or makes any refer
hypothetical results which gould have been achieved had
a particular trading svstem been emploved in the past
unless the Member has at leagt one vear of experience
in directing the trading in customer accounts pursuant
to a power of attornmey ox in trading the Member’s
proprietary trading accounts,

Any Member or Associate who uses promotional material
which includes a measurement or description of or m s
any reference to hypothetical results which could have
been achieved had a particular trading system beep
mployed in the past must include in the promotio
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material the statement prescribed in CFTC Rule
4.41 (b} (1) .

(3) Any Member or Associate who uses promotional material
which includes a measurement or description of or makes
any reference to hypothetical results which could have
been achieved had a particular trading system been
emploved in_ the past must include in the promotional
macterial comparable information regarding:

(i)} past performance results of all customer accounts
directed by the Member pursuant to a power of
attorney over the lesser of the last five years or
the entire performance history, and

(ii) if the Member has less than one year experience in
directing customer accounts, past performance

results of his proprietary trading over the lesgser
of the last five vears or the entire performa
history.

(4) These restrictions on the use of hypothetical trading
results shall not apply to promotional material
directed exclusively to persons who meet the stan

of a "Qualified Eligible Participant” under CFTC Ru
4,7.

[(e)]1(d)} Statements of Opinion.

* * *

((d}] (e) Written Supervisory Procedures.

[(e})]{f) Recordkeeping.

[(£)]1(g) Piling with NFA.

({g)]1(h) Definition.
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Rule 2-34. DIRECTED ACCOUNTS AND COMMODITY POOLS

(a) At the time a Member CTA enters into an agreement to direct
a client’s account he Member CTA must obtain a written agree-
ment siagned by the client {(or someone legal authorized to act
on the client’s behalf) which states:

the amount of funds the client agrees to commit to the
CTA’' s manadgement;

EE

the name or description of the trading program the
client is participating in;:

E

whether the client inten to _deposit or maintain wi
the F an_amount ecual to the amount committed; a

{4) how ofits and losses will affect the amount commj d
£o trading,

The Member CTA must provide a gopy of the agreement to the FCM
carrying the account.

(b) Unless the client is a alified eligible client or the
participants are gualified elijgible participants under CFTC
Reaqulation 4.7, any Member CTA which directs an account for which
the aagreement states that the client does not intend to d i

or maintain with the FCM the entire amount committed to trading
and anvy Member CPO which alloca asgsets among CTAs i uc

way that the total committed js greater thanm the total assets of
o ool must ovide the £ wing i ation in writing t

client or the pool participants, respectively:

{1) a clear statement how t management f£ wi

computed in relation to_the amount of funds committed
trading;

{2) for CTA a at t commissions _and fees wi e
ter percen of the ds on depocsit th i
the client deposited or maintained with the FCM the
entire amount committed;

{(3) for CPOs, a stateme that commigsions and f wi
reater percentage of the asgse of the pool th i
the pool assets were allocated differently: and
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(4) for CTAs, the effect of partial funding levels on the

frequency and amount of margin calls,

(c) Each CTA Member which directs accounts and each CPO Member
which allocates assets among CTAs in such a way that the total
committed is areater than the total assets of the pool shall
maintain the records reguired by this Rule in the form and for
rhe period of time reguired by CPFTC Regqulation 1.31.

(d) Each CTA Member which directs accounts and each CPQ Member
which allocates assets amondgd CTAs in such a way that the totazl
committed is greatey than the total assets of the pool shall

establigh and enforce adequate procedures to review all records

made pursuant to this Rule and to supervise the activities of its
Associates in complying with this Rule.

{e) Nothing herein shall relieve any Member of the obligation to
comply with all applicable CFTC Requlations and NFA Reguirements.

# % #

INTERPRETATION OF NFA COMPLIANCE RULE 2-13

PRESENTATION OF PAST PERFORMANCE INFORMATION

CFTC Regulations 4.21 and 4.31 require commodity pool
operators ("CPOs") and commodity trading advisors ("CTAs") to
prepare a disclosure document and provide it to potential pool
participants and clients when soliciting pool participations or
accounts to direct or guide or when accepting funds or entering
into an agreement with a client. Those requirements have been
incorporated into NFA Compliance Rule 2-13. This notice, which
is issued under section (b) of that rule, describes the method
which must be used when presenting past performance information.
All Member CPOs and CTAs must comply with this interpretive

notice when preparing and using the disclosure documents required
by CFTC Regulations 4.21 and 4.31.%

: Thig interpretive notice does not apply to disclosure

documents and other promotional material prepared and used
exclusively in connection with exempt pools or exempt accounts as
those terms are defined in CFTC Regulation 4.7.
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The purpose cf disclosure documents is to ensure that
customers are provided with sufficient information to make an
informed investment decision. 1In order to achieve this goal,
digclosure documents must not only present all material informa-
tion but must do so in a clear and concise manner which can be
understood by the average investor. With these principles in
mind, NFA's Board of Directors has adopted the following require-

ments for presenting past performance information in disclosure
documents.

I. HOW PAST PERFORMANCE INFORMATION SHOULD BE PRESENTED

Past performance information should be easily under-
stood and evaluated without having to wade through page after
page of complex tables. The Board of Directors believes that
capsule descriptions of the past performance of pocls and trading
programs are much more "user friendly" than lengthy tables.
Therefore, the Board of Directors has adopted a capsule format
which contains all of the performance information which sophisti-
cated customers consider material in making an investment deci-
sion.

A. PO Performance

The capsule descriptions for CPOs and their principals
must contain the following information:

1. The name of the fund (or funds if the capsule is a
composite) ;
2. A brief description of the fund (i.e., guaranteed fund,

single advisor non-guaranteed fund, non-guaranteed fund
with more than one advisor);

Date the fund began trading (or, for a composite, date
the first fund began trading);

Initial capitalization;

Current capitalization;

Compound rate of return;

Best return for any complete calendar year;

Worst return for any complete calendar year;
Worst peak to valley;

Worst monthly drawdown; and
Current year-to-date return based on a calendar year.

H P WOk w
L] .- 9 L []

o

The Board of Directors has not adopted a specific
format for presenting this information but has left the exact
method cf presentation to the CPO’s discretion. However, all of
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the reguired information must be easy to find and interpret, and,
as always, the information may not be presented in a misleading
manner. The rate of return information must be calculated in a
manner approved by the Commodity Futures Trading Commission
("*Commission") .

The CPO is required to maintain supporting documenta-
tion for all of the information to be included in the capsule and
to make the supporting documentation available to the Commission
and NFA upon request. The supporting documentation must be
gufficient to allow the Commission or NFA to calculate and
determine beginning net asset value, additions, withdrawals, net
performance, ending net asset value, rate of return, and number
of units ocutstanding on a monthly or quarterly basis.

B. CTA Performance

The capsule descriptions for CTAs and their principals
must contain the following information:

1. The name of the trading program;

2. A brief description of the trading program (e.g.,
technical or fundamental, commodities traded, minimum
account size);

Date the program began trading with customer funds;
Customer funds committed to trading when the program
began {(including nominal funds);

Current customer funds committed to trading {(including
nominal funds);

Compound rate of return;

Best return for any complete calendar year;

Worst return for any complete calendar year;

Worst peak to valley;

Worst monthly drawdown; and

Current year-to-date return based on a calendar year.

[

wn
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As long as the required information is easy to find and
interpret, CTAs may present the capsule information in any manner
which is not misleading. The rate of return information must be
calculated in a manner approved by the Commission and must be
based on the entire amount of funds committed to trading (i.e.,
nominal account size).

As with CPOs, CTAs are required to maintain supporting
documentation for all of the information to be included in the

capsule and must make the supporting documentation available to
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the Commission and NFA upon request. The supporting documenta-
tion must be sufficient to allow the Commission or NFA to calcu-
late and determine beginning net asset value, additions, with-
drawals, net performance, ending net asset value, and rate of
return on a monthly or quarterly basis.

II. WHAT PAST PERFORMANCE MUST BE DISCLOSED

Although all past performance information may have some
relevance to an investor or potential investor, the more removed
the information is from the product being offered, the more
likely it is to confuse rather than enlighten the investor.
Therefore, the Board of Directors has determined that only past
performance data which would be considered important by a sophis-
ticated investor must be disclosed.

The following paragraphs describe what past performance
data is relevant and, therefore, must be disclosed. Except as
provided in NFA Compliance Rule 2-29, other past performance
information may be disclosed if it is not misleading and does not
lessen the impact of the required information.

A. CPO Disgclosure Documents

The Boaxrd of Directors recognizes that the past perfor-
mance of pools which are of a different type than the pool being
offered has limited relevance to the decision to invest in that
pool. Including the past performance of disgimilar pocls not
only adds clutter to the disclosure document but could actually
be misleading. At the same time, the Board of Directors is
concerned that a CPO with consistently poor performance in one
type of fund should not be allowed to hide its performance simply
by switching formats. In short, the customer‘’s attention should
pe focused on the past performance of the CPO’s pools which are
gimilar to the current offering but, where the pool itself does
not have an adequate history, the customer should also be

informed of the past performance of other pools operated by the
CPO.

The pool being offered and other pools of the same type
should each have a separate capsule description. Pools which are
of a different type than the pool being offered should be
included in a composite capsule with other pools of the same

type. In this connection, the Board of Directors recognizes the
following types of pools:
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1. Guaranteed funds;
2. Single-advisor (non-guaranteed) funds; and
3. Non-guaranteed funds with two or more advisors.

However, material differences between pools in the same category
must be footnoted.

If a CPO has less than three years of experience, the
CPO must disclose the performance of pools operated by its
principals. As with the performance of the CPO itself, there
must be a separate capsule for each pool operated by a principal
of the CPO and composite capsules for other pools operated by
that principal. For purposes of this interpretation, a principal
is a person who truly exercises a contrclling influence on the
management of the CPO or CTA, which includes individuals with
responsibilities for developing trading strategies, making
trading decisions, or allocating assets among CTAs.

The disclosure document for a single-advisor fund or a
fund with two or more advisors which is not considered a multi-
advisor fund must disclose the performance records of the pool’s
CTA(s) and the CTA’'s principals. A separate capsule description
must be provided for each trading program. For purposes of this
interpretation, a multi-advigor fund is any pocl with three or
more CTAs, ncone of whom controls more than 50% of the pool’s
assets.

Although the Board of Directors realizes that the
performance of the CTAs who trade on behalf of a multi-advisor
fund is not entirely irrelevant to a decision to invest in that
fund, the Board of Directors feels that the more meaningful
inquiry is based on the CPQ’s ability to select CTAs and allocate
aggets among them. Therefore, the disclosure document for a
multi-advisor fund does not have to include the performance of
the pool’s CTAs.

If a CPO with less than three years of experience
operating multi-advisor funds presents information on the past
performance of a multi-advisor fund’s CTAs, that information must
be accompanied by the following disclaimer:

YOU SHOULD BE AWARE THAT THE POTENTIAL SUCCESS OF THIS POOL
WILL DEPEND TO A GREAT EXTENT ON THE CPO’'S ABILITY TO ALLO-
CATE FUNDS ON A CONTINUING BASIS TO CTAS THAT WILL TRADE
PROFITABLY FOR THE POOL. YOU SHOULD ALSO BE AWARE THAT THE
CPO HAS LIMITED (OR NO) PRIOR EXPERIENCE MAKING SUCH ALLOCA-
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TION DECISIONS. AS A GENERAL MATTER A CTA'S PAST TRADING
RESULTS ARE NOT NECESSARILY INDICATIVE OF FUTURE RESULTS.
THIS IS PARTICULARLY TRUE FOR A COMMODITY POOL IN WHICH THE
CPO HAS LIMITED PREVIQUS EXPERIENCE. THEREFORE, YOU SHOULD
NOT PLACE UNDUE RELIANCE ON THE CTA PERFORMANCE HISTCRIES
SET FORTH IN THIS DISCLOSURE DOCUMENT.

If an open-ended pool has been in operation for three
years or more, the most meaningful past performance information
relates to the performance of the pool itself. Therefore, if a
pool has been in operation for three years or more, the pool’s
disclosure document does not have to include performance informa-
tion on the other pools operated by the CPO or its principals or
on programs managed by the pool’s CTA or its principals. The
only past performance information which the pool is required to
include in its disclosure document is the performance of the pool
itself.

B. CTA Disclosure Documents

In presenting past performance information, each
trading program of the CTA or its principals must have a separate
capsule description. Proprietary trading results may not be
included in a capsule composite with customer trading results.
Proprietary trading results may be displayed separately if they
are clearly labeled as proprietary trading results and appro-
priate disclosures are made for fee differentials and other
differences such as leverage and account size.

Cc. Pro Forma and Extracted Results

The Board of Directors believes that the use of pro
forma performance histories can present useful information to
customers, particularly when used to show how the past per-
formance of a given CPO or CTA would have been affected by the
fee structure of the current offering. Therefore, a CPO or CTA
may use pro forma results to adjust for differences in fees as

long as the pro forma results are not calculated in a misleading
manner.

CPOs and CTAs may not use pro forma results which
reflect a hindsight analysis. For example, CPOs may not use pro
forma results to show what results a multi-advisor pool could

have achieved in the past if the pool’s assets had been allocated
among particular CTAs in a certain proportion.
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Hindsight analysis may also play a part in the presen-
tation of "extracted performance" in which a CTA selects one
component of its overall past trading results to highlight to
customers. In order to limit the effect of hindsight, the use of
extracted performance is permitted only when the CPO’s or CTA’s
previous disclosure documents designated the percentage of agsets
which would be committed toward that particular component of the
overall trading program. For example, if the previous disclosure
document stated that 25% of a fund’'s assets would be dedicated to
trading financial futures contracts, and if 25% of the fund’s
assets were in fact dedicated to trading financial futures
contracts, the CPO would be allowed to present the extracted
performance of its financial futures trading based on net asset
values equal to 25% of the fund’s total net asset value.

III. TIME PERIOD FOR PAST PERFORMANCE INFORMATION

The disclosure document must include performance
information for the last five years or the entire performance
history, whichever is shorter. A CPO or CTA may disclose more
than five years of past performance as long as the additional
time period is not misleading. A CPO or CTA may not present past
performance information which is not representative of the CPO's
or CTA’'s overall performance or which contains gaps. For exam-
ple, if a CPO or CTA chooses to present past performance informa-
tion from the past ten years, the performance over ten years must
be similar to the overall performance of the pool or trading
program and the entire ten year period must be included.

IVv. OTEER PROMOTIONAL MATERI

Advertisements and other materials designed to market a
particular commodity pool or trading program must be derived from
the information in the disclosure document required by CFTC
Regulation 4.21 or 4.31. For example, if a CPO or CTA includes
five years of performance history in the disclosure document, the
CPO or CTA cannot use promotional material which includes a
different period. Furthermore, if there are restrictions on the
use of performance information in the disclosure document, those
same restrictions apply to other promotional materials (e.g., a

CTA cannot include proprietary trading results with customer
results).
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V. PUBLIC FUNDS

The Board of Directors realizes that public funds are
also required to comply with the requirements of the Securities
and Exchange Commission ("SEC"} and the various states. A public
fund which is operated by a CPO Member of NFA must comply with
this interpretation whenever possible. However, where the SEC or
a state requires performance information to be presented in a
manner which conflicts with this interpretation, the CPO may
comply with the SEC or state requirements without viclating NFA
Compliance Rule 2-13. In that event, the CPO must maintain
records showing that its failure to comply was due to inconsis-
tent SEC or blue sky requirements.

VI. GCONC ION

The purpose of this interpretation, and of the disclo-
sure document requirements in general, is to enhance investor
protection by providing investors and potential investors with an
understandable disclosure document which is short enough to be
readable but complete enough to provide investors and potential
investors with the information they need to make an informed
investment decision. However, a CPO or CTA may not rely on
technical compliance with this interpretation but must also
include any additional information or disclaimers necessary to
ensure that the information provided in the disclosure document
is not misleading. Furthermore, past performance information
which is not required under this interpretatiocn may be disclosed

only if it is not misleading and does not lessen the impact of
the required information.

# # #

INTERPRETATION OF NFA COMPLIANCE RULE 2-13
BREAK-EVEN ANALYSIS

NFA Compliance Rule 2-13 requires, in pertinent part,
that each Member CPO which delivers a disclosure document under
the CFTC Regulation 4.21 must include in the disclosure document
a break-even analysis which includes a tabular presentation of
fees and expenses. The break-even analysis must be presented in
the manner prescribed by NFA's Board of Directors. The purpose
of this requirement is to ensure not only that customers will be
clearly informed as to the nature and amount of fees and expenses
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that will be incurred, but that customers will alsco be made aware
of the impact of those fees and expenses on the potential profit-
ability of their investments. NFA's Board of Directors has
adopted the following guidelines which must be adhered to by NFA
Member CPOs when preparing the break-even analysis required by
Compliance Rule 2-13:

® If fees are likely to be affected by the size of
the offering, then an assumed amount of total
funds raised should be stated. The document
should also state what the break-even point would
be if the minimum or maximum proceeds were raised.

® If there are redemption fees, they must be clearly
shown and considered part of the total cost and
reflected in the break-even analysis.

[ Incentive fees should be stated as a percentage of

profits, and the method by which profits are cal-
culated should be described.

(] All management, brokerage and other fees should
reflect actual experience or contractual charges,
if known. If not known, they should be based on
good faith estimates. If, for example, CTAs pub-
lish their estimated number of round turns/
$1,000,000 then those published estimates should
be used for estimating brokerage costs. If this
is an on-going fund or if there is evidence sup-
porting other numbers, then the other numbers
should be used and explained.

To calculate the break-even point a CPO must first
determine the amounts of all fees and expenses, exclusive of
incentive fees, that are anticipated to be incurred by the pool
during the first year of the investment. The total of these fees
and expenses less the amount of interest income expected to be
earned by the pool represents the gross trading profits before
incentive fees (preliminary gross trading profits) that would be
necessary for the pool to retain its initial Net Asset Value per
unit at the end of the first year. The CPO must then calculate
the additional trading profit that would be necessary to overcome
the incentive fees that would be incurred. That amount can be
computed by first determining the incentive fees that would be
incurred if the preliminary gross trading profits described above
were achieved and then dividing that amount by (1- incentive fee
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rate); e.g., if the incentive fee is 25%, the dencminator would

be 1- .25, or .75. A sample break-even presentation is shown
below:

Selling Price per unit (1) $ 1,000.00
Syndication and selling expense (1) $ 50.00
General Partner’s management fee (2) 9.50
Fund operating expenses (3) 20.50
Trading Advisor’s and Trading Manager'’'s management

fees (4 28.50
Trading Advisor’s and Trading Manager’s incentive fees

on trading profits (5) 17.17
Brokerage commissions and trading fees (6) 38.00
Less interest income (7) (28.50)

Amount of trading income required for the Fund’s
Net Asset Value per unit (redemption value) at the
end of one year to equal the Selling Price per unit ] 135,17

Percentage of initial Selling Price per unit 13.52%

Explanatory Notes:

(1) Investors will initially purchase units at $1,000. After the
commencement of trading, units will be purchased at the Fund'’'s
month-end Net Asset Value per unit. A 5% syndication and selling
charge will be deducted from each subscription to reimburse the
Fund, the General Partner and/or the Clearing Broker for the
syndication and selling expenses incurred on behalf of the Fund.

(2) Except as set forth in these explanatory notes, the illustra-
tion is prgdlcated on the specific rates or fees contracted by
the Fund with the General Partner, the Trading Manager, the

Trading Advisor, and the Clearing Broker, as described in "Fees,
Compensation and Expenses."

(3) The Fund’s actual accounting, auditing, legal and other
operating expenses will be borne by the Fund. These expenses are

expected to amount to approximately 2.05% of the Fund’s Net Asget
Value.

(4) The Fund’s Trading Advisor will be paid a monthly managemenﬁ
fee of 1/2 of 2% of Allocated Net Assets. The fund’s Trading

Manager will be paid a monthly management fee of 1/12 of 1% of
allocated Net Assets.
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(5) The Trading Advisor and Trading Manager will receive incen-
tive fees of 20% and 5%, respectively, of Trading Profits exclu-
sive of interest income. The $17.17 of incentive fees shown
above ig equal to 25% of the net of total trading income of
$135.17, minus $38.00 of brokerage commissions and trading fees
and $28.50 of management fees.

(6) Brokerage commissions and trading fees are estimated at 4%
of Net Asset Value.

(7) The Fund will earn interest on margin deposits with its
Clearing Broker. Based on current interest rates, interest
income is estimated at 3% of Net Agset Value.

# # #

NFA respectfully requests that the Commission review
and approve the proposed amendments to NFA Compliance Rules 2-13
and 2-29, adoption of NFA Compliance Rule 2-34 and Interpretive
Notices to NFA Compliance Rule 2-13. NFA requests that the
amendments, new rule and interpretive notices be declared
effective upon Commission approval.

Sincerely,

) ,Za/d__
Daniel J. Ro

General Counsel

DJR: ckm (sub\speccom)

¢c: Acting Chairman Barbara Pedersen Holum
Commissioner Sheila C. Bair
Commissioner Joseph P. Dial
Commissioner John E. Tull, Jr.
Andrea M. Corcoran, Esg.
Dennis P. Klejna, Esq.
Alan L. Seifert, Esqg.
Susan C. Ervin, Esq.
Lawrence B. Patent, Esqg.
David Van Wagner, Esq.
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200 W. MADISON ST, « CHICAGO, IL » 60606-3447 = (312) 781-1300
March 30, 1994

Via Facsimile and Reqular Mail

Andrea M. Corcoran, Esqg.

Division of Trading & Markets
Commodity Futures Trading Commission
2033 K Street, N.W.

Washington, D.C. 20581

Dear Andrea:

Confirming our recent conversation, NFA staff will
recommend that the Board act at its May 19 meeting to amend the
proposed changes to NFA Compliance Rule 2-13 which are currently
pending approval before the Commission. Specifically, we will
recommend that the Board approve an amended version of NFA
Compliance Rule 2-13 to read as follows (additions are under-

scored)
COMPLIANCE RULES
* %* %
Part 2 -- RULES GOVERNING THE BUSINESS CONDUCT OF MEMBERS

REGISTERED WITH THE COMMISSION

* k *
Rule 2-13. CPO/CTA REGULATIONS

{a) Any Member who violates any of CFTC Regulations 4.1 and 4.16
through 4.41, including any interpretation of those regulations
issued by NFA’g Board of Directors and approved by the CFTC.
shall be deemed to have vioclated an NFA requirement.

{b) Each Member CPO which delivers or causes to be delivered a
Disclosure Document under CFTC Regulation 4.21 must include in
the Disclosure Document a break-even analvsis which includes a
tabular presentation of fees and expenses. The break-even
analysis must be pregented in the manner prescribed by NFA'Ss
Board of Directors.

{¢) Each Member required to file any document with or give
notice to the CFTC under CFTC Regulations 4.13 and 4.16 through
4.32 shall also file one copy of such document with or give such
notice to NFA at its Chicago office no later than the date such
document or notice is due to be filed with or given to the CFTC.
Any CPO Member may file with NFA a request for an extension of
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time in which to file the annual report required by CFTC Regula-
tion 4.22(c) or a request for approval of a change to its fiscal-
year election by following the procedures set forth in NFA
Financial Requirements Schedule E.

1f you have any further questions regarding this
matter, please do not hesitate to call me.

Sincerely,

0 (R
Daniel J. Rakh
General Counsel

DJR:ckm(ltr\ac2-13)
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200 W. MADISON ST. » CHICAGO, IL * 60606-3447 + (312) 781-1300

May 27, 1994

Ms. Jean A. Webb

Secretariat

Commodity Futures Trading Commission
2033 K Street, N.W.

Washington, D.C. 20581

Re: National Futures Association: Proposed Amendments to
NFA Compliance Rule 2-13

Dear Ms. Webb:

By letter dated March 15, 1994, National Futures
Association ("NFA") submitted to the Commodity Futures Trading
Commission ("CFTC") for its review and approval proposed
amendments to NFA Compliance Rules 2-13 and 2-29 and proposed
adoption of NFA Compliance Rule 2-34 and certain Interpretive
Notices, all of which were based on recommendations from NFA’s
Special Committee for the Review of CPO/CTA Disclosure Issues and
approved by NFA‘s Board of Directors.

Since that time, Commission staff raised a technical
issue concerning the exact language of NFA’s proposed amendments
to Rule 2-13. NFA was in agreement with the recommendations made
by Commission staff, and on May 19, 1994, NFA’s Board approved
amendments to Rule 2-13 incorporating those recommendations.

NFA hereby substitutes the text of NFA Compliance Rule
2-13 contained in the March 15, 1994 submission letter with the
proposed text set forth below.

THE PROPOSED AMENDMENTS

The proposed amendments to NFA Compliance Rule 2-13 are
as follows (additions are underscored and deletions are

bracketed) :
COMPLIANCE RULES
®* % %
Part 2 -- RULES GOVERNING THE BUSINESS CONDUCT OF MEMBERS

REGISTERED WITH THE COMMISSION

* % *
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Rule 2-13. CPO/CTA REGULATIONS.

{a) Any Member who violates any of CFTC Regulations 4.1 and 4.16
through 4.41, including any interpretation of those requlations
igsued by NFA’'s Board of Directors and approved by the CFTC,
shall be deemed to have violated an NFA requirement.

(b} Each Member CPO which delivers or causes to be delivered a
Disclogsure Document under CFTC Requlation 4.21 must include in
the Disclosure Document a break-even analvysis which includes a
tabular presentation of feeg and expenses. The break-even
analysis must be presented in the manner prescribed by NFA’s
Board of Directors.

{c) Each Member required to file any document with or give
notice to the CFTC under CFTC Regulations 4.13 and 4.16 through
4.32 shall also file one copy of such document with or give such
notice to NFA at its Chicago coffice no later than the date such
document or notice is due to be filed with or given to the CFTC.
Any CPO Member may file with NFA a request for an extension of
time in which to file the annual report required by CFTC Regula-
tion 4.22{c) or a request for approval of a change to its fiscal-
year election by following the procedures set forth in NFA
Financial Requirements Schedule E.

* * *

Respectfully submitted,

Sy / -
Dagi(el(%f\‘goi:qﬁ /23% -

General Counse

DJR:ckm (sub\051994.213)

cc: Acting Chairman Barbara Pedersen Holum
Commissioner Sheila C. Bair
Commissioner Joseph P. Dial
Commissioner John E. Tull, Jr.
Andrea M. Corcoran, Esg.
Dennis P. Klejna, Esq.
Alan L. Seifert, Esq.
Susan E. Ervin, Esqg.
Lawrence B. Patent, Esq.
David Van Wagner, Esq.



COMMODITY FUTURES TRADING COMMISSION
2033 K Street, NW, Washington, DC 20581
(202) 254 - 8955
{202) 254 - 8010 Facsimile

DIVISION OF
TRADING AND MARKETS

June 10, 1994 Pi

e

Mr. Daniel J. Roth wUN 4594 s
General Counsel I

National Putures Association

)
200 West Madisom Stroet GENERALCOUNSEESOFHCEI
Chicago, Illinois 60606-3447

Re: Proposed National Futures Association Compliance Rule
2-34 -- Nominal Account Size

Dear Mr. Roth:

By letter dated March 15, 1994, and received by the
Commission on March 17, 1994, the National Futures Association
("NFA") submitted to the Commission for its approval, pursuant to
Section 17(j) of the Commodity Exchange Act ("Act"), a proposed
new rule and various proposed rule amendments and rule
interpretations which would establish disclosure requirements for
commodity pool operators ("CPOs") and commodity trading advisors
("CTAs"). The proposal would, among other things, require the
use of the so-called notional funds method to present past
performance in CPO and CTA disclogure documents. Based upon its
review, the Division of Trading and Markets ("Division") has
identified the following matters which NFA should address in
order to explain and justify further the proposed CPO and CTA
disclosure requirements. These matters are arranged by general
topic.

I. CLARTFICATIONS AND ADDITIONAL, INFORMATION

The Division requests clarification or additional
information for the following matters.

1. Proposed new Compliance Rule 2-34(a) (1) refers to the amount
of "funds" that a customer agrees to commit to a CTA's
management, while section (b) of the Rule refers to the
amount of "assets" that a member CPO allocates among CTAs
"in such a way that the total committed is greater than the
total assets of the pool." Please confirm our understanding
that in this context "funds" and "assets" are both
synonymous with "nominal account size" as described in
Commission Advisory 93-13.

2. Under the notional funds method, the amount of the
"commitment" to the CTA’s program is based on an amount
specified in the customer agreement. Please address
whether, under the NFA proposal, a customer would be
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IT.

required to have any particular amount of tangible financial
resources to support or fund the amount of the commitment.

Please explain how proposed Rule 2-34's use of the term
"amount committed" would relate to its common use in a
financial accounting context.

The Association for Investment Management and Research
("AIMR") requires rates of returns ("RORsS") to be computed
on an unleveraged basis; that is, in the case of a security
purchased on margin, the ROR would be based upon the total
value of the security. In the case of derivatives, the
comparable amount would appear to be the value of the
gsecurities or cash commodity from which the derivative is
derived. How does NFA’s proposed use of the notional funds
method compare to the AIMR gtandard?

Under the proposed notional funds method, there appears to
be no explicit requirement for a fully-funded subset, as
specified in Commission Advisory 93-13.% Please explain
how the proposal would address a situation in which the
maximum percentage funding level by any retail customer of a
CTA was 50% of the nominal account size, so that the CTA had
no fully-funded retail accounts.

In the hypothetical situation from question 5 above,
agsuming a maximum of 50% funding for any account, does NFA
believe it would be misleading for a CTA to claim it had
funds under management based upon nominal account sizes?

In its submission, NFA indicates that the use of notional
funds would require special care to ensure that retail
customers fully understand all the ramifications of such
accounts. NFA does not appear to make explicit what
disclosures would be required. Please compare the NFA
proposal to the requirements of Advisory 93-13, indicating
exactly which would be retained and which would be deleted,
and include an explanation for the deletion of any
requirement. For example, please compare the respective
requirements of the proposal and Advisory 93-13 with regard
to: f{a) the amount of actual funds with which the customer
intends to fund the account, (b) the actual funds under
management, (c) the fees as a percentage of actual funds,
and (d) the need for a fully-funded subset.

DIFFERING OB TIVES FOR DIFFERENT TYPES OF TOMERS

NFA’'s submission refers to the treatment of different types

of customers, including sophisticated and retail customers. In
this connection, please address the following matters.

1/

58 Fed. Reg. 8226 (February 12, 1993).
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III.

Please address disclosure and other issues presented by a
retail customer participating in a CTA’sS program on a
partially-funded basis, as compared to a fully-funded basis.

In its proposal, the NFA states that sophisticated customers
often maintain only minimum amounts of margin in their
commodity interest trading accounts and that as a result the
ROR computation method required by the Commission, referred
to as the "actual funds®" method in Advisory 93-13, yields
distorted results for such accounts. The NFA asserts that
its proposed notional funds method would be a better means
of presenting the performance of the accounts of such
sophisticated customers than the actual funds method.
However, customers thought to be "sophisticated" generally
are Regulation 4.7 qualified eligible participants ("QEPs").
CTAs trading accounts of QEPs are not subject to the
specific requirements of Commission rules in presenting
performance to such persons. Please explain why NFA would
mandate any particular reporting standard for such accounts.

MPARING THE NOTIONAL METHOD AND E FUNDS
METHOD

Pleagse address the following issues that are raised by a

comparison of the present Commission-mandated actual funds method
and the NFA’'s proposed notional funds method.

10.

11.

12.

Under the actual funds method, assuming a constant level of
futures trading and profits and losses experienced in
accounts traded with the same number of contracts, the
month-to-month percentage changes in account equity would be
proportionately larger for accounts funded with less margin
funds. The amount of margin funds in an account is a
function cof how much money the customer has deposited, plus
or minus profits and losses. The amount of such actual
funds is readily subiject to verification. How would the
notional account size be verified at any particular point in
time and over time?

It is commonly assumed that customers prefer low levels of
fluctuation of return and are attracted to low percentage
management fees. In this connection, if NFA were to
establish no requirement for a fully-funded subset, what
would prevent a CTA from establishing relatively high
nominal account sizes to give the appearance of a smooth
rate of return and a low percentage fee?

In comparison to the actual funds method, how well would the
notional funds method convey the impact of materially
different levels of leverage among various customers’
accounts, between accounts of varying degrees of leverage
and from one historical period to another?
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Iv. YSTEMIC AND PARTT RISK

The following matters pertain to the level of rigk, if any,
that NFA’s proposal would pose to the market and market
participants.

13. (a) Under the proposed notional funds method, it appears
that a CTA would not be required to obtain from its
customers the amount of actual funds allocated to the
trading program, and that the CTA, therefore, may only be
aware of the trading level selected by the customer.
Without the disclosure of the amount of actual funds
allocated to the CTA, which is presently required by
Advisory 93-13, it would seem that customers who are pools
could "allocate"™ to their CTAsS many times the amount of
actual funds in their possession without the knowledge of
the CTAs. That is, the traders of the pocl’s assets would
be unaware of the true amount they were leveraging the
pool’s assets because they would not know the actual amount
of the assets. Please address the reasons for permitting
CPOs to allocate more assets than are contained in a pool
and what disclosures would be made to CTAs.

(b) Has the NFA encountered this practice in its audits of
commodity pools and their CTAs?

14. The leverage of collective investment vehicles is currently
a focus of several financial regulators and certain
legislators. In the case of very large pools, would the use
of partially-funded accounts have any systemic risk
implications, particularly where a pool’s "assets" were
over-allocated among a large number of CTAs and FCMs?

15. (a) Would the absence of actual funds information have any
impact on a CTA’s or an FCM's ability to properly gauge a
pool’s, or other large customer’s, tolerance for risk?

(b) Would the lack of actual funds information have any
adverse impact upon an FCM’s ability to know its customer?
Please explain.

If you have any questions concerning the issues raised
in this letter, please contact David P. Van Wagner at (202)

254-8955.
Sincerem
r

avid P. Van Wagner
Special Counsel
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David P. Van Wagner, Esg.

Special Counsel

Divigsion of Trading and Markets
Commodity Futures Trading Commission
2033 K Street, N.W,

Washington, D.C. 20581

Re: Proposed National Futures Association Compliance Rule
2-34; Nominal Account Size

Dear Mr. Van Wagner:

This is in response to your letter posing a number of
questions about NFA’s proposed Interpretive Notice regarding the
presentation of past performance and proposed NFA Compliance Rule
2-34, As you know, the presentation of past performance
information for partially-funded accounts has long been a source
of heated debate between the futures industry and the Commission.
NFA agrees with the Commission’s views, as stated both in your
letter and in the Commission’s various pronouncements con this
issue over the years, that partial funding of accounts raises
sales practice, disclosure and financial responsibkility issues.
Essentlally, the Commission has attempted to deal with these
issues by regulating how CPOs and CTAs calculate their rate of
return ("ROR"). By stretching the regulations regarding
calculations of ROR to deal with sales practice, disclosure, and
financial responsibility, the Commission has attacked the right
problems with the wrong tools. As a result, these issues have

not been adequately addressed and the calculation of ROR is
unnecessarily distorted.

Past performance presentation is merely a historical-
reflection of the trading that has occurred. By definition, at
the time past performance is reported, a partially-funded account
has already been opened and traded, the customer and CTA have
agreed on an account size for trading, the account has been
traded at that level, and less than 100% of the account size has
been deposited with the FCM. For example, if the agreed upon
account size was $100,000, the CTA put that client account on its
allocation schedule, portfolio schedule, and so on with all his
other $100,000 accounts, without any distinction for funds on
deposit, and they were traded the same. While the client might
have deposited only $20,000 in actual funds, the latter number is
not relevant to the trading that was done. Computing the trading
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that was done on the $20,000 of actual funds will, if profitable,
result in grossly overstated returns which do not reflect the
terms on which the trading was done.

This sort of "gerry-rigged" approach also does not deal
effectively with customer protection issues. For example,
currently the requirement to provide customers solicited to open
partially-funded accounts with specific enhanced disclosures
depends entirely on which ROR calculation method, among the
several possgibilities currently available under CFTC Advisory 93-
13 ("Advisory 93-13")},! the CTA chooses to use in its disclosure
document. If the CTA opts to calculate past performance pursuant
to the "actual funds" method, customers may not receive any
enhanced disclosures; if the CTA shows past performance through
"the fully-funded subset" method, the customer must be provided
with additional disclosures.’ There is no sound regulatory
rationale for providing some customers with the additiocnal
disclosures and not others. Under NFA’'s proposal, all CTA
customers solicited to open partially-funded accounts would be
protected through additional disclosure requirements. Similarly,
the current requirements allow CTAs to choose with the benefit of
hindsight whichever method for disclosing past performance of
partially-funded accounts is most flattering; create the
potential for multiple, confusing, and inconsistent performance
tables; and do not ensure that FCMs will be informed when an
account is partially-funded.

NFA has attempted to bring a fresh perspective to the
issues related to partially-funded accounts: issues which,
frankly, have consumed far too much of the Commission’s and the
industry’s time and energy over the last seven years. We have,
in our view, addressed each of the concerns which the Commission
has raised through compliance rules and interpretive notices
tailored to meet those specific concerns.

1

58 Fed. Reg. 8226 (February 12, 1993).
2 NFA has heard that Commission staff may have taken the
position that all partially-funded accounts must receive the
disclosure mandated by Section V of Commission Advisory 93-13.
However, any such interpretation has not been widely publicized,
is not generally known in the industry, has not been the subject
of a formal rule-making proceeding, and conflicts with the clear
language of Advisory 93-13. For the purposes of this letter, we

are assuming that the clear language of Advisory 93-13 has not
been altered.
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We look forward to discussing this approach with the
Commission and welcome any refinements or comments which the

Commission may offer. 1In that spirit we submit the following
responses to your questions.

UESTION 1:

Proposed new Compliance Rule 2-34(a) (1) refers to the amount
of "funds" that a customer agrees to commit to a CTA's
management, while section (b) of the Rule refers to the
amount of "assets" that a member CPO allocates among CTAs
"in such a way that the total committed is greater than the
total assets of the pool." Please confirm our understanding
that in this context "funds" and "assets" are both

synonymous with "nominal account size" as described in
Advisory 93-13.

ANSWER :

Your understanding is correct. The phrases "amount of
funds the client agrees to commit to the CTA's
management" and "assets (allocated] among CTAs in such
a way that the total committed is greater than the
total assets of the pool" as used in C.R. 2-34 both
describe "nominal account size" and are synonymous with
that term as it is defined in Advisory 93-13.

UESTION 2:

Under the notional funds method, the amount of the
"commitment" to the CTA’s program is based on an amount
specified in the customer agreement. Please address
whether, under the NFA proposal, a customer would be
required to have any particular amount of tangible financial
resources to support or fund the amount of the commitment.

ANSWER :

This question really raises creditworthiness concerns
that are unrelated to how performance is presented.
Although NFA’s proposal does not require a customer to
have any particular amount of tangible financial
resources to support or fund the amount of the
commitment, nothing in NFA’'s proposal will affect the
FCM’'s ability or its incentive to check on the
creditworthiness of the account. In fact, C.R. 2-34
strengthens and clarifies the existing regulatory
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regquirement that CTAs must report the amount of funds
committed to trading to the FCM if an account is
partially-funded. Under Advisory 93-13, the CTA is
required to report the nominal account size to the FCM
only on an exception basis (i.e., for any account that
is not fully-funded). Therefore, if a CTA fails to do
s0, the FCM will be completely unaware that it is
carrying a partially-funded account. By contrast, C.R.
2-34 (a) requires the CTA to provide the FCM with a copy
of the agreement -- which includes the amount committed
to trading -- for all managed accounts. In other
words, under NFA’s proposal an FCM will expect to
receive an agreement from all managed accounts,
ensuring that the FCM will be on notice of any
partially-funded accounts.

Furthermore, nothing in NFA’s proposal changes the
requirement under NFA Compliance Rule 2-30 to obtain
financial and other information from the customer to
enable the person soliciting the account to "know the
customer." In addition, it could be a violation of NFA
Compliance Rule 2-4 for a CTA to encourage a customer
to open an account at a level that is inappropriate in
view of the customer’s net worth, income, and
investment experience.

Customers with partially-funded managed accounts do not
face any greater risk or create any greater risk for
the FCM than customers who make their own trading
decisions and do not keep free credit balances in their
accounts. These risks are already adequately
controlled by the margin requirements, and there is no
basis for treating partially-funded accounts
differently and requiring some particular amount of
"tangible financial resources" (beyond the funds
required for margin purposes) .

QUESTION 3:

Please explain how proposed Rule 2-34's use of the term
"amount committed" would relate to its common use in a
financial accounting context.

ANSWER :

We are not aware that the term "amount committed" has a
common use in a financial accounting context. For
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purposes of C.R. 2-34, the term "amount committed" is
synonymous with nominal account size and means the
account size which the client has directed the CTA to
use in making trading decisions.

QUESTION 4:

The Association for Investment Management and Research
{"AIMR") requires rates of returns ("RORs") to be computed
on an unleveraged basis; that is, in the case of a security
purchased on margin, the ROR would be based upon the total
value of the security. In the case of derivatives, the
comparable amount would appear to be the value of the
securities or cash commodity from which the derivative is
derived. How does NFA‘'s proposed use of the notional funds
method compare to the AIMR standard?

ANSWER :

NFA's proposal is actually much more consistent with
the AIMR approach than the Commission’s current
requirements. Indeed, one of the Special Committee’s
primary goals was to pattern disclosure requirements in
the futures industry as closely as possible on the AIMR
standards. As you pointed out in your letter, AIMR
generally recquires that RORs be calculated on an
unleveraged basis, and, therefore, in the case of a
security purchased on margin, ROR would be computed
using the total value of the security for determining
the equity on which the computation is made.

However, in the case of many derivatives, and
specifically in the case of futures, AIMR recognizes
these instruments are inherently leveraged. Because
the margin deposited by a client, which may vary from
FCM to FCM, represents only a good faith deposit
ensuring ultimate performance by the customer, AIMR
recognizes that the margin amount has no particular
relevance for performance presentation purposes.
Likewise, because the client does not own the commodity
underlying the futures contract, but merely the right
to buy or sell it, the underlying value of the

commodity is alsc not the appropriate amount to use in
calculating ROR.

AIMR has specifically addressed the use of partially-
funded futures accounts managed by professional
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advisors, and its approach is completely consistent
with NFA‘s proposal. In Example 6 in Appendix D of
AIMR’s 1993 publication titled Performance Presentation
Standards, AIMR uses an example of a notionally funded
futures account. AIMR stated "that the returns must be
calculated on the basis of the amount of assets
allocated to the manager for investment {(as opposed to
only the amount deposited into the account for
margin)."? AIMR further requires that the allocated
amount "be verifiable on the basis of the client
agreement with the manager."* Thus, for presentation
purposes, AIMR requires RCR to be computed based on
beginning net equity inclusive of any "notional™
capital, just as NFA‘s proposal would require. AIMR’s
and NFA’s apprcoach are contrasted with the Commission’s
approach, which currently allows CTAs to calculate ROR
based on the amount of funds on deposit with the FCM.

UESTION 5:

Under the proposed notional funds method, there appears to
be no explicit requirement for a fully-funded subset, as

specified in Commission Advisory 93-13.

Please explain how

the proposal would address a situation in which the maximum
percentage funding level by any retail customer of a CTA was

50% of the nominal account size, so that the CTA had no
fully-funded retail accounts.

ANSWER :

Our proposal does not require that any accounts be
fully-funded. However, neither does Advisory 93-13.
Under that advisory, fully-funded accounts are required
only if the fully-funded subset method of calculating
ROR is used. CTAs which use the actual funds method of
calculating ROR may well have no fully-funded accounts.

The rationale behind the Commission’s requirement that
a CTA have a certain number of fully-funded accounts
before it can use the fully-funded subset method of
calculating ROR is te ensure that there will be a

56.

AIMR Performance Presentation Standards, (1993), pdg.

Id. at 57.
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benchmark for comparison purposes. Under NFA‘s
proposal, the benchmark which would be used is all
gimilarly situated accounts. Thus, all accounts with
the same nominal account size which utilize the same
trading program should receive the same trades, and all
accounts in the same trading program should have
substantially similar RORs.

QUESTION_ 6:

In the hypothetical situation from question S above,
agssuming a maximum of 50% funding for any account, does NFA
believe it would be misleading for a CTA to claim it had
funds under management based upon nominal account sizes?

ANSWER :

In our view, it is not misleading for a CTA to equate
the amount of funds under management with the amount
committed to trading since that is the amount of funds
which clients have chosen to commit to the CTA’s

management. Of course, any statement -- even a
statement which would not be misleading in and of
itself -- may become misleading based on the way it is

presented, including the context in which it is made.
However, CFTC Regulations 4.21(h} and 4.31(g) and NFA
Compliance Rule 2-29 provide adequate protection

against the misuse of information concerning the amount
of funds under management.

QUESTION 7:

In its submissicon, NFA indicates that the use of notional
funds would require some special care to ensure that retail
customers fully understand all the ramifications of such
accounts. NFA does not appear to make explicit what
disclosures would be required. Please compare the NFA
proposal to the requirements of Advisory 93-13, indicating
exactly which would be retained and which would be deleted,
and include an explanation for the deletion of any
requirement. For example, please compare the respective
requirements of the proposal and Advisory 93-13 with regard
to: {(a) the amount of actual funds with which the customer
intends to fund the account, (b} the actual funds under
management, (c) the fees as a percentage of actual funds,
and (4d) the need for a fully-funded subset.
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ANSWER :

NFA realizes that sales practice abuses can occur
whenever a customer is not given adequate information
to fully understand the nature of his or her
investment. The use of nominal accounts as an
investment vehicle is no exception. Therefore, NFA
believes that the customer should be fully informed of
the difference between a partially-funded and a fully-
funded account before deciding to invest through a
partially-funded acccunt. Furthermore, the
availability of this information to the custcmer ought
not to depend on how the CTA has chosen to reflect past
performance in its disclosure document. Unfortunately,
this disclosure is not currently required if the actual
funds method of reporting ROR is used. Under NFA's
proposal, on the other hand, the CTA must make relevant

disclosures to all customers who use noticnally funded
accounts.

Proposed C.R. 2-34 was written to provide all of the
relevant disclosures currently required by the Special
Disclosure for Noticnally-Funded Accounts ("Special
Disclosure") found in paragraph V of Advisory 93-13 and
the CTA/Client Agreement found in paragraph VIII of
that advisory. Both the Special Disclosure and the
CTA/Client Agreement are required if, and only if, the
CTA opts to report ROR using the fully-funded subset
method. The agreement required by Proposed C.R. 2-
34(a), on the other hand, 1s required for all accounts
directed by a CTA, regardless of the level of funding
or the CTA’'s willingness to manage partially-funded
accounts. The disclosures required by C.R. 2-34(b) are
required for all partially-funded accounts.

C.R. 2-34 dces make explicit the information that has
to be included in agreements for all managed accounts
and the disclosures that have to be made to clients
with partially-funded accounts. Unlike the Special
Disclosure, however, it does not dictate the language
to be used in making those disclosures. By not
dictating particular language, the CTA or CPO has more
flexibility to ensure that the disclosures are
approprilate for a particular trading program or pool.
Of course, the CTA or CPO is still required by
Commission Regulations 4.21(h) and 4.31(g) and NFA

" Compliance Rule 2-29 to make all necessary disclosures
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and to ensure that its disclosure document and other
promotional materials are not misleading.

As the Commission has recognized in its recent rule
amendments to its disclosure requirements, lengthy or
complicated disclosures can be counterproductive by
discouraging the customer from reading them.
Therefore, NFA has attempted in its proposal to
eliminate any disclosures of marginal value. However,
since the intent of C.R. 2-34 is to include all
relevant disclosures from Advisory 93-13, NFA is
certainly willing to add additional language to the
disclosures required by C.R. 2-34 if the Commission
believes that language 1s necessary to provide the

customer with adequate information about partially-
funded accounts.

The following is a side-by-side comparison of the

disclosure requirements of Advisory 93-13 and C.R. 2-
34.
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CFTC REQUIREMENTS

—_ . —

NEFA REQUIREMENTS

l

COMMENTS

".... The agreement must

gpecify:

a. the name of the CTA’'s
trading program in which
the customer is
participating...."
{cTa/Client Agreement,
Section VIII of the
Advisory]

" {The agreement must
state:]

(2) the name or
description of the
trading program the
client is participating
in...." [C.R.

2-34(a)!l

The CFTC’s CTA\Client
Agreement is only
required for partially-
funded accounts, while
the agreement required
by NFA C.R. 2-34(a) is
required for all managed
acocounts.

"

. The agreement must
specify: .
b. the Nominal Account
Size, including how
profits, losses and
withdrawals/additions of
Actual Funds and trading
would affect or bhe
related to the Nominal
Account Size...."
[CTA/Client Agreement,
Section VIII of the
Advisory]

1. Although your gains
and losses measured
in dollars will be the
same, they will he
greater when expressed
as a percentage of
account egquity."
{Special Disclosure,
Section V of the
Advisoryl

* [The agreement must
state:]

(1} the amount of funds
the client agrees to
commit to the CTA's
management. ... [and]

(4) how profits and
losses will affect the
amount committed to
trading." [C.R.
2-34{a)]

Although the disclosure
required under C.R. 2-
34(a) {4} is not
identical to the
disclosure regarding
profits and losses in
section 1 of the Special
Disclosure, it should
highlight to the
customer that profits
and losses are
calculated based on the
amount committed rather
than on actual funds in
a partially-funded
account.

In addition, the
preamble to the Special
Disclosure directs the
client to ask the
customer how much money
should be deposited to
fully fund the account.
Since the fully-funded
amount is always
specified in the
agreement, NFA sees no
need for the client to
ask the CTA what that
amount would be.
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"

- The agreement must
specify: ...

c. how and to what
extent (as a percentace
of the account‘s Nominal
Account Size} the
account will be funded
with Actual Funds."
[CTA/Client Agreement,
Section VIII of the
Advisory]

" [The agreement must
state:]

(3) whether the client
intends to deposit or
maintain with the FCM an
amount equal to the
amount committed...."
[C.R. 2-34(a)]

C.R. 2-34(a) (3) does not
require the agreement to
contain the level of
actual funding as a
percentage of the
nominal account size.
Obviously, however, the
funding level can be
easily calculated by
both the customer and
the FCM since they will
both know the amount
committed to trading (as
listed in the agreement)
and the amount of actual
funds on depoeit at any
particular point in time
based on the account
statements sent by the
FCM to the client.

"You should request your
commodity trading
advisor to advise you of
the amount of cash or
other assets (Actual
Funds) which should be
deposited to the
advisor‘s trading
program for your account
to be considered "Fully-
Funded". This is the
amount upon which the
commodity trading
advisor will determine
the number of contracts
traded in your account
and should be an amount
sufficient to make it
unlikely that any
further cash deposits
would be required from
you over the course of
your participation in
the commodity trading
advisor’s program."
{Special Discleosure,
Section V of the
Advisoryl

" [The agreement must
state:]

(1) the amount of funds
the client agrees to
commit to the CTA's
management...." [C.R.
2-34(a)l

Since the fully-funded
amount is always
specified in the
agreement, NFA sees no
need for the client to
ask the CTA what that
amount would be.
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"You are reminded that
the account size you
have agreed to in
writing (the "nominal”
or "notional" account
size) is not the maximum
possible loss that your
account may experience."
[Special Disclosure,
Section V of the
Advisory]

"Any Member who viclates
any of CFTC Regulations
. 4.16 through 4.41
shall be d=zemed to have
violated an NFA
Requirement...."
[Compliance Rule 2-13]

"Any Member or Associate
who violates CFTC
Regulation ... 1.55 ...
shall be deemed to have
violated an NFA
requirement., ,..."
[Compliance Rule 2-26]

" (a) Each Member or
Asscociate shall, in
accordance with the
provisions of this Rule,
obtain information about
its futures customers
who are individuals and
provide such customers
with disclogsure of the
risks of futures
trading....

"d) The risk disclosure
to be provided to the
customer shall include
at least the following:
(1) the Risk Disclosure
Statement required by
CFTC Regulation 1.85, if
the Member is required
by that Regulation to
provide it;

(2) the Disclosure
Document required by
CFTC Regulation 3.41, if
the Member is required
by that Regulation to
provide it; ..."
[Compliance Rule 2-30]

NFA believes that the
disclosures required by
CFTC Regulations 1.S55
and 4.31(a) (8) already
make this peint. 1In
addition, the
disclosures required by
C.R. 2-34(b) (4)
concerning the effect of
partial funding on the
frequency and amount of
margin calls (discussed
below} should remind the
client that the nominal
account size is not the
maximum loss the account
may experience.

NFA also notes that, if
the special disclosure
required by Advisory 93-
13 were really
necessary, 1t would be
equally necessary for
all partially-funded
accounts, regardless of
the methocd the CTA uses
to calculate ROR, and
for fully-funded
accounts. The fact that
the Advisory requires it
only for partially-
funded accounts and only
then if the CTA uses the
fully-funded subset
methoed of calculating
ROR indicates that this
ig not of great concern
to the CFTC.
Furthermore, NFA
believes that the
disclosure required by
the Commission actually
creates a false sense of
security by leading
customers to believe
that by fully-funding
their accounts they can
limit their risk to that
amount .

1994
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"You should consult the
account statements
received from your
futures commission
merchant in order to
determine the actual
activity in your
account, including
profits, losses and
current cash equity
balance."

No analogous provision.

NFA does not believe it
is pnecessary to inform a
client that he should
use common Sense.

Again, there is no
reason to distinguish
between clients with
partially-funded
accounts based solely on
the way ROR is
calculated.

"1. Although your

fees and commissions
measured in dollars will
be the same, they will
be greater when
expressed as a
percentage of net
equity." [Special
Disclosure, Section V of
the Advisoryl

"ii. Asset based
costs/fees should be
denominated as a
percentage of the amount
of Actual Funds to be
collected from a
prospective customer at
the inceptiocn of the
account, although use of
the percentage of the
Nominal Account Size may
alsc be disclosed.
[Section X of the
Advisoryl

" [The CTA or CPO must
provide the client or
participant in writing
with:]
(1} a clear statement of
how the management fees
will be computed in
relation to the amount
of funds committed to
trading;
(2) for CTAs, a
statement that
commissions and fees
will be a greater
percentage of the funds
on deposit than if the
client deposited or
maintained with the FCM
the entire amount
committed;
(3} for CPOs, a
statement that
commissions and fees
will be a greater
percentage of the assets
of the pool tham if the
pool assets were
allocated differently
.t [C.R. 2-34(Db)]

A CTA is required to
provide a client with
the CFTC’'s Special
Disclosure only if the
fully-funded subset
method of calculating
ROR is usged, while NFA
C.R. 2-34(b) requires
disclosures to be made
to all clients with
partially-funded
accounts.

C.R. 2-34(b} (1) and (3)
requires a CPO of a pool
which allocates more
than its total assets to
trading to disclose to
peol participants the
effect of that practice
on fees. The CFTC has
ne analogous
requirement,

NFA does not believe
that asset based costs
and fees should be given
as a percentage of
actual funds since
actual funds on deposit
is an arbitrary amount
based on the client’s
own cash-management
policies and has little
or nothing to do with
the way the account is
traded. In any event, a
client will have
sufficient information
to calculate fees as a
percentage of actual
funds if the client
desires to do s0.
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"2. You may receive more
frequent and larger
margin calls." [Special
Disclosure, Section V of
the Advisory]

"({4) [The CTA must
inform the client in
writing of] the effect
of partial funding
levels on the frequency
and amount of margin
calls." [C.R. 2-34(b)]

Again, the CFTC's
Special Disclosure is
required only if the
fully-funded subset
method of calculating
ROR is used, while NFA
C.R. 2-34(b) requires
these disclosures to be
made to all clients with
partially-funded
accounts,

"3. The disclosures
which accompany the
performance table may be
used to convert the
rates-of return ("RORs")
in the performance table
to the corresponding
RORs for particular
partial funding levels."
[Special Disclosure,
Section V of the
Advisoryl]

No analogous provision.

NFA doeg not believe
that there are different
RORs for different
funding lewvels. The
relevant inquiry is the
amount committed to
trading, not the amount
of funds deposited for
margin purposes.
Nonetheless, we note
that the overall impact
of the disclosure
required by C.R. 2-34(b)
highlights the fact that
calculations based on
actual funds would be
different from
calculations based on
the amount committed to
trading.

"i, When referring to
funds under management,
the amount of Actual
Funds under management
should always be
disclosed. If also
referring to the amount
of funds under
management inclusive of
Notional Funds, such
amount should be
referred to as
'including Notional
Funds’." ([Section X of
the Advisory]

No analogous provisien.

s

Practically speaking,
the amount of funds
under management is the
amount which clients
have determined to
commit to the CTA, not
the amount of actual
funds. NFA is not aware
of any reason why a
client or potential
client would need to
know the amount of
actual funds under
management .

sm—

Finally, you asked us to discuss the need for a fully-

funded subset.
for a fully-funded subset,.

Under NFA’s proposal there is no need
Since ROR is based on the

amount of funds committed to trading rather than on

actual funds,

the ROR generated under NFA’'s proposal

and an ROR based on a fully-funded subset would be
substantially the same.
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QUESTION 8:

Please address disclosure and other issues presented by a
retail customer participating in a CTA's program on a
partially-funded basis, as compared to a fully-funded basis.

ANSWER :

NFA recognizes that abuses stemming from inadequate
disclosure can occur when promoting partially-funded
accounts, just as they can occur in other situations.
However, "interpreting" regulations regarding the
calculation of ROR not only fails to prevent these
disclosure abuses, but also distorts ROR in a way that,
in and of itself, may be misleading tec potential
clients. The regquirements of C.R. 2-34 are a much more
effective way to deal with such sales practice
concerns. The disclosures which must be given to non-
QEP customers are listed in C.R. 2-34(b) and discussed
in detail in the answer to Question 7, above.® In
addition, NFA Compliance Rule 2-30 will continue to
apply to individuals and will give the person
soliciting the account -- be it the CTA, FCM, or IB --
a basis for judging whether the client should be given
additional disclosures, which could include the
disclosure that trading on a partially-funded basis may
be too risky for that customer. Furthermore, by
requiring the CTA to enter into an agreement with each
managed account customer -- regardless of whether the
customer intends to partially or fully fund his account
-- and to include the amount committed in the
agreement, C.R. 2-34(a) ensures that all managed

5 Bven though there is no generally accepted definition

of the term "retail customer," it is generally understcocod that
the term is not necessarily synonymous with "unsophisticated
customer, " nor does it necessarily exclude all qualified eligible
participants ("QEPs") as defined in CFTC Regulation 4.7. C.R. 2-
34 is intended to protect unsophisticated customers with limited
means from abusive sales practices and aggressive marketing of
noticnal funds programs which they may not understand. Although
we realize that many non-QEPs may be sophisticated customers of
substantial means, some objective and preferably established test
was needed to determine who should receive the disclosures

required by C.R. 2-34(b). Therefore, C.R. 2-23(b) applies to all
customers except QEPs.
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account customers, as well as the FCM, will know the

amount of funds the CTA is basing its trading decisions
on.

QUESTION S:

In its proposal, the NFA states that sophisticated customers
often maintain only minimum amounts of margin in their
commodity interest trading accounts and that as a result the
ROR computation method required by the Commission, referred
to as the "actual funds" method in Advisory 93-13, vyields
distorted results for such accounts. The NFA asserts that
its proposed notional funds method would be a better means
of presenting the performance of the accounts of such
sophisticated customers than the actual funds method.
However, customers thought to be "sophisticated® generally
are Regulation 4.7 qualified eligible participants ("QEPs").
CTAs trading accounts of QEPs are not subject to the
specific requirements of Commission rules in presenting
performance to such persons. Please explain why NFA would
mandate any particular reporting standard for such accounts.

ANSWER :

In our view, this question misses the point. NFA‘s
proposal does not regulate disclosure to QEPs.
However, we recognize that QEP performance must be
reported to non-QEPs. The use of the actual funds
method for computing RORs in partially-funded accounts

(QEP or otherwise) distorts the RORs reported to non-
QEPs.

STION 10:

Under the actual funds method, assuming a constant level of
futures trading and profits and losses experienced in
accounts traded with the same number of contracts, the
month-to-month percentage changes in account equity would be
proportionately larger for accounts funded with less margin
funds. The amount of margin funds in an account is a
functiocn of how much money the customer has deposited, plus
or minus profits and losses. The amount of such actual
funds is readily subject to verification. How would the

notional account size be verified at any particular point in
time and over time?
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ANSWER :

The agreement must state the amount committed to
trading when the agreement is entered into (or
modified) and must describe how profits and losses will
affect that amount. Using this information, notional
account size on any particular day or over a period of
time should be readily calculable from the daily profit
and loss figures for the account.

Under Advisory 93-13, the notional account size in many
accounts cannot be verified. Although the CTA is
regquired to report the nominal account size to the FCM
on an exception basis (i.e., for any account that is
not fully-funded), a customer is not required to agree
in writing to the nominal account size unless the CTA
uses the fully-funded subset method of computing ROR.
Therefore, a CTA could conceivably conceal the fact
that an account is only partially-funded by not
informing the FCM to the contrary, and there would be
no document in the file to prove otherwise. Under
NFA’'s proposal, it will be much easier to verify the
amount committed by the customer because the customer
will have to agree to it in writing, and NFA will be
able to verify whether the account is traded similarly
to and has similar results as all other accounts which,

according to the written agreements, utilize the same
trading program.

QUESTION 11:

It is commonly assumed that customers prefer low levels of
fluctuation of return and are attracted to low percentage
management fees. 1In this connection, if NFA were to
establish no requirement for a fully-funded subset, what
would prevent a CTA from establishing relatively high

nominal account sizes to give the appearance of a smooth
rate of return and a low percentage fee?
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ANSWER :

Nothing in NFA‘s rule proposal allows a CTA to mask
volatility or fees. 1In fact, that is what C.R. 2-34 is
designed to prevent. Furthermore, under NFA’s proposed
rule a CTA simply does not have the authority to create
"relatively high nominal account sizes." The nominal
account size is determined by the customer who has to
sign the agreement, not by the CTA. It is ludicrous to
suggest that customers would conspire with the CTA to
mask the CTA’s future volatility or fees. Moreover, a
CTA which uses the actual funding method for presenting
past performance is not required to give any disclosure

and could effectively mask fees under the current
rules.

In any event, NFA questions the assumption that a CTA
would choose to establish artificially high nominal
account sizes in order to mask volatility and create
the impression that the CTA’'s fees are low. In NFA's
experience, we have seen far more abuses involving
inflated RORs than artificially depressed volatility or
fees. The actual funds method feeds these abuses by
inflating ROR for marginally profitable, as well as
highly successful, CTAs. NFA’'s method will not.

Furthermore, unlike the CFTC’s alternative methods of
calculating ROR, NFA's proposal will not allow a CTA to
pick and choose the method which is most flattering to
it. By mandating the one method which most accurately
reflects true performance, NFA's proposal improves the
overall quality of the performance information which
must be provided to customers and potential customers.

QUESTION 12:

In comparison to the actual funds method, how well would the
notional funds method convey the impact of materially
different levels of leverage among various customers’
accounts, between accounts of varying degrees of leverage
and from one historical period to another?

ANSWER :

Again, NFA does not accept the assumption, inherent in
the question, that the actual funds method measures
volatility and conveys the impact of different levels



NFR

David P. Van Wagner, Esq.

_19_

August 24, 1994

of leverage better than the method proposed by NFA.
Although the actual funds method of calculating ROR
does show bigger ups and downs, it does not present an
accurate picture of volatility. Instead, the actual
funds method of calculating ROR presents a distorted
picture of volatility by treating a $100,000 account
funded at 10% and a fully-funded $10,000 account as if
they were the same; exaggerates profits and losses;
creates widely divergent RORs for similarly traded
accounts based solely on the clients’ different cash
management policies; and ignores the practical reality
that both the CTA and the client consider the account
siza2 to be equivalent to the amount committed to
trading rather than to the amount deposited for margin.
NFA’'s method presents a more accurate picture of
volatility and has none of the other limitations
inherent in the actual funds method.

NFA does not believe that the performance information
in the disclosure document should reflect different
RORs for accounts in the same trading program simply
because of their different funding levels. However, if
the Commission is concerned that the customer will not
have sufficient information concerning the effect of
partial-funding on leverage and volatility, NFA is

willing to add additional disclosure requirements to
C.R. 2-34,.

QUESTION 13 (a):

Under the proposed notional funds method, it appears that a
CTA would not be required to obtain from its customers the
amount of actual funds allocated to the trading program, and
that the CTA, therefore, may only be aware of the trading
level selected by the customer. Without the disclosure of
the amount of actual funds allocated to the CTA, which is
presently required by Advisory 93-13, it would seem that
customers who are pools could "allocate" to their CTAs many
times the amount of actual funds in their possession without
the knowledge of the CTAs. That is, the traders of the
pool’s assets would be unaware of the true amount they were
leveraging the pool’s assets because they would not know the
actual amount of the assetgs. Please address the reasons for
permitting CPOs to allocate more assets than are contained
in a pocl and what disclosures would be made to CTas.
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ANSWER :

A CTA will continue to know the amount of actual funds
in the client’s account because the CTA receives copies
of the account statements. [See CFTC Regulation
1.33(d).] However, a CTA does not need to know, and
does not use, this information. A CTA bases its
trading decisions on the amount of money committed to
trading, not on the amount of actual funds in the
account. This is the way it works now -- regardless of
which method the CTA uses to compute ROR -- and the way
it will continue to work.

Pool participants have chosen to invest in a pool
based, in part, on how the CPO intends to allocate pool
assets. Provided that the CPO has adequately disclecsed
his intentions and the attendant risks, we see no

reason to preclude the CPO from following its stated
intentions.

Neither the Commission’s current rules nor NFA’'s
proposal prohibits CPOs from allocating more assets to
trading than the pool has in its possession. NFA’'s
proposal merely recognizes the current practice and
mandates the CPO to provide disclosure to the pool
participants to ensure that they understand the effect
of this practice. NFA’s proposal does not mandate any
particular disclosures to the CTA since the CTA is
responsible only for trading the funds allocated to it
and is not responsible for ensuring the overall
integrity of the pool.

QUESTION 13(b):

Has the NFA encountered this practice in its audits of
commodity pools and their CTAs?

ANSWER ¢

Yes, NFA audits have revealed that, on occasion, the
sum of a pool’s assets allocated to CTAs for trading is
greater than the pool’s total assets. However, the
only time this practice has been troublesome has been
when there was not been enough disclosure to pool
participants. NFA’s proposal deals with this lack of
disclosure by increasing the disclosure requirements
under C.R. 2-34(b). Aside from the requirements of



NFR

David P. Van Wagner, Esq.

- 21 -

August 24, 1994

CFTC Regulation 4.21(h), which requires a CPQO to
provide a pocl participant with all material
information, CPOs are not regquired toc make any special
disclozures to participants in a pool which commits
more than its total assets to trading. Advisory 93-13
requires disclosure only by a CTA and only if the CTA
uses the fully-funded subset. C.R. 2-34(b), on the
other hand, requires a CPO which commits more than the
pool’s total assets to trading to provide all
participants in that pool with certain disclosures

concerning the effect of partial funding on commissions
and fees.

QUESTION 14:

The leverage of collective investment vehicles is currently
a focus of several financial regulators and certain
legislators. 1In the case of very large pools, would the use
of partially-funded accounts have any systemic risk
implications, particularly where a pool’s "assets" were
over-allocated among a large number of CTAs and FCMs?

ANSWER :

The continued use of partially-funded accounts by large
pools does not create any systemic risks that are not
already being controlled through exchange and FPCM
margin requirements. Moreover, to the extent such

risks exist, they are not created by NFA’'s rule
proposal.

QUESTION 15 (a):

Would the absence of actual funds information have any
impact on a CTA’s or an FCM’s ability to properly gauge a
poocl’s, or other large customer’s, tolerance for risk?

ANSWER :

There i1is no "absence of actual funds information" for
either the FCM or the CTA. As explained in the answer
to question 13(a), under NFA's proposal both the FCM
and the CTA have actual funds information. NFA's
propcsal does not lessen the amount of information
available to either the FCM or the CTA. 1In addition to
dactual funds information, the CTA will know the amount
" committed to trading and, if it solicited the account,
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the information regquired by NFA Compliance Rule 2-30.
The FCM will know the amount committed to trading and
will presumably have conducted a credit check on the
customer. In fact, NFA's proposal improves the flow of
information to the FCM to ensure that it will be
provided with accurate informaticn on the amount
committed to trading. While Advisory 93-13 requires
the CTA to provide this information to the FCM,
Advisory 93-13 does not require the CTA to obtain a
written agreement from the customer as to this amount
unless the CTA uses the fully-funded subset. Since
NFA’'s proposal requires all managed account owners to
sign a written agreement containing the amount
committed to trading, it will be harder for CTAs to
"hide" nominal account sizes from their FCMs by simply

not reporting that a particular account is not fully-
funded.

Furthermore, to the extent that this question is
addressed to systemic or particular risk, it misses the
point. As previocusly mentioned, creditworthiness and
sales practice issues cannot be resolved by regqulating
presentation of past performance information. Although
NFA’'s proposal eliminates the need to include actual
funds information in the disclosure document for
purposes of calculating or reporting ROR, it dcoes not
reduce the information that is available to the client,
the CTA, or the FCM in regard to the client’s account.

UESTION 15(b}:

Would the absence of actual funds information have any

adverse impact on an FCM's ability to know its customer?
Please explain.

ANSWER :

As noted above, the FCM will have actual funds
information since the FCM carries the funds. The FCM
will also have information on the amount committed to
trading and the results of the credit check done on the
customer. NFA’s proposal increases the information
available to the FCM and has absolutely no adverse

impact upon an FCM's ability to know its customer or
control systemic risk.
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If vou have any questions concerning this letter,

of NFA's proposal.

(e:\kpc\nominal.ltr)

cc:

Andrea M. Corcoran,

Susan C. Ervin,

Esqg.

Esq.

(312-781-133%0) or Kathryn Camp (312-781-1393)
We look forward to a quick response to and approval

Very truly yours,
T

v =
Daniel J. Rét
General Counsel



N FH NATIONAL FUTURES ASSOCIATION
200 W. MADISON ST. #» CHICAGO, IL * 60606-3447 » (312) 781-1300
September 1, 19%4

Ms. Jean A, Webb

Secretariat

Commodity Futures Trading Commission
2033 K Street, N.W.

Washington, D.C. 20581

Re: National Futures Association: Proposed Amendments to
NFA Compliance Rule 2-22% and Proposed Adoption of
Interpretive Notice to NFA Compliance Rule 2-29

Dear Ms. Webb:

By letter dated March 15, 1994, National Futures
Association ("NFA") submitted to the Commodity Futures Trading
Commission ("CFTC" or "Commission") for its review and approval
proposed amendments to NFA Compliance Rules 2-13 and 2-29 and
proposed adoption of NFA Compliance Rule 2-34 and certain Inter-
pretive Notices, all of which were based on recommendations from
NFA’'s Special Committee for the Review of CPQ/CTA Disclosure
Issues and approved by NFA’s Board of Directors.

NFA hereby substitutes the text of NFA Compliance Rule

2-29 contained in the March 15, 1994 submission letter with the
proposed text set forth herein. NFA also submits for the Commis-

" gion’s approval an Interpretive Notice to NFA Compliance Rule 2-
29 relating to the use of promotional material containing hypo-
thetical performance results. The proposed amendments to NFA
Compliance Rule 2-29 and the proposed Interpretive Notice were
approved by NFA’s Board of Directors on August 18, 1994.

NFA also wishes the Commission to view this submission
letter as NFA’'s comments in response to a Federal Register
release by the Commission on June 15, 1994 concerning NFA's
proposed restriction on the use of hypothetical resultsg in
promotional material.?

PROPQSED AMENDMENTS TO NFA COMPLIANCE RULE 2-29

The proposed amendments tc NFA Compliance Rule 2-29 are

as follows (additions are underscored and deletions are brac-
keted) :

! 59 Fed. Reg. 30776 (1994).
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Part

Rule 2-29.

COMPLIANCE RULES

* * *

2 -- RULES GOVERNING THE BUSINESS CONDUCT OF MEMBERS
REGISTERED WITH THE COMMISSION

* * *

COMMUNICATIONS WITH THE PUBLIC AND PROMOTIONAL
MATERIAL.

* * *

{(b) Content of Promotional Material.

No Member or Associate shall use any promotional material
which:

(1)
(2)

[ (4}

is likely to deceive the public; or

contains any material misstatement of fact or which the
Member or Associate knows omits a fact if the omission
makes the promotional material misleading; or

mentions the possibility of profit unless accompanied

by an equally prominent statement of the risk of loss;
or

includes a measurement or descripticon of or makes any
reference to hypothetical results which could have been
achieved had a particular trading system been employed
in the past unless accompanied by the statement pre-
scribed in CFTC Rule ¢.41(b){1); or]

includes any reference to actual past trading profits
without mentioning that past results are not neces-
sarily indicative of future results; or

includes any specific numerical or statistical informa-
tion about the past performance of any actual accounts
{including rate of return) unless such information is
and can be demonstrated to NFA to be representative of
the actual performance for the same time period of all
reasonably comparable accounts and, in the case of rate
of return figures, unless such figures are calculated
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in a manner consistent with that required under CFTC
Rule 4.21(a) (4) (ii) (F).

{(c) Hypothetical Results.

{3)

Any Member or Associate who uses promotional material
which includes a measurement or desgcription of or makes
any reference to hypothetical performance results which
could have been achieved had a particular trading
system of the Member or Associate been employed in_ the
past must _include in the promotional material the

following disclaimer prescribed by NFA’s Board of
Directors:

HYPOTHETICAL PERFORMANCE RESULTS HAVE MANY INHER-
ENT LIMITATIONS, SOME OF WHICH ARE DESCRIBED
BELOW. AS A RESULT OF THESE LIMITATIONS, HYPO-
THETICAL PERFORMANCE RESULTS HAVE LIMITED PREDIC-
TIVE VALUE. IN FACT, THERE ARE FREQUENTLY SHARP
DIFFERENCES BETWEEN HYPOTHETICAI: PERFORMANCE
RESULTS AND THE ACTUAL RESULTS SUBSEQUENTLY
ACHIEVED BY ANY PARTICULAR TRADING PROGRAM.

ONE OF THE LIMITATIONS OF HYPOQTHETICAT, PERFORMANCE
RESULTS 1S THAT THEY ARE GENERALLY PREPARED WITH
THE BENEFIT OF HINDSIGHT. IN ADDITION, HYPOTHETT -
CrL TRADING DOES NOT INVOLVE FINANCIAT, RISK, AND
NO HYPOTHETICAL TRADING RECORD CAN COMPLETELY
ACCOQUNT FOR THE IMPACT QF FINANCIAT, RISK IN ACTUAT,
TRADING, FOR EXAMPIE, THE ABILITY TO WITHSTAND
LOSSES OR TO ADHERE TO A PARTICULAR TRADING PRO-
GRAM IN SPITE QOF TRADING LOSSES ARE MATERIATL,
POQINTS WHICH CAN ALSQ ADVERSELY AFFECT ACTUATL
TRADING RESULTS. THERE ARE NUMEROUS OTHER FACTORS
RELATED TO THE MARKETS IN GENERAL QR TQ THE TMPLE-
MENTATION QOF ANY SPECIFIC TRADING PROGRAM WHICH
CANNOT BE FULLY ACCQOQUNTED FOR IN THE PREPARATION
OF HYPOTHETICAT, PERFOQRMANCE RESULTS AND ALL OF
WHICH CAN ADVERSELY AFFECT ACTUATL, TRADING RESULTS.

If a Member or Associate has either less than one vearxr

experience in directing customer accounts or trading
proprietary accounts, then the digclaimer must also
contain the following statement:
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[(e)](d)

((d)]fe)

(THE_MEMBER) HAS HAD LITTLE OR NO EXPERIENCE IN
TRADING ACTUAL_ACCOUNTS FQOR ITSELF OR FOR CUS-
TOMERS. BECAUSE THERE ARE NO ACTUAL TRADING
RESULTS TQ COMPARE TO THE HYPOTHETICAL PERFORMANCE
RESULTS, CUSTOMERS SHOULD BE PARTICULARLY WARY OF
PLACING UNDUE RELIANCE ON THESE HYPOTHETICAL PER-
FQRMANCE RESULTS.

Any Member or Aggociate who useg promotional material
which includes a measurement or description of or makes
any reference to hypothetical performance results which
could have been achieved had a parxticular trading
gystem of the Member or Associate been emploved in_the
past must include in the promotional material compar-
able information regarding:

{i) past performance results of all customer acgounts
directed by the Mewmber pursuant to a power of
attorney over at least the last five vears or over
the entire performance history if less than five
years; and

{ii) if the Member has legs than one vear experience in
directing customer accountsg, past performance
regsults of hig proprietary trading over_at least
the last five vears gr over the entire performance
history if less than five vears.

Any Member or Asgociate utilizing promotiocnal material
containing hypothetical performance results must adhere
to all the regquirements contained in the Board‘s_ Inter-

pretive Notice relating to this issue. [See Interpre-
tive Notlce at

Thegse restrictions on the use of hypothetical trading
results shall not apply to promotional material
directed exclugively to persons who meet the standards

of a "Oualified Eligible Participant" under CEFTC Rule
4.,7.

Statements of Opinion.

* * *

Written Supervisory Procedures.
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i{e)1(£) Recordkeeping.

* * *
[(£})) (g} Filing with NFA.

* &* *
[(g)](h) Definition.

* * *

PROPOSED INTERPRETIVE NOTICE TO NFA COMPLIANCE RULE 2-29

NFA COMPLIANCE RULE 2-29

INTERPRETIVE NOTICE RELATING TO THE
USE OF PROMOTIONAL MATERIAL CONTAINING
HYPOQTHETICAL PERFORMANCE RESULTS

Over the years the use of hypothetical performance
results has repeatedly produced highly misleading promotional
material. By their very nature, such performance results have
certain limitations. Por example, hypothetical performance
results do not represent actual trading and are generally
designed with the benefit of hindsight which may under- or over-
compensate for the impact of certain market factors, including
lack of liquidity and price slippage. Furthermore, since hypo-
thetical trading does not involve financial risk, no hypothetical
performance results can completely account for the impact of
certain factors associlated with risk, including the ability of
the customer or the advisor to withstand losses or to adhere to a
particular trading program in the face of trading losses.

Despite these limitations, there have been numerous instances in
which Members in one form or another have attempted to induce
customers to place undue reliance on hypothetical results. NFA's
Businesgs Conduct Committee has not hesitated to issue charges
against Members engaging in such practices and will continue to
pay close attention to advertising materials which display hypo-
thetical results.
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The use of hypothetical results has been the subject of
regulatory scrutiny before. 1In 1981, the Commodity Futures
Trading Commission ("CFTC" or “Commission") considered a total
ban on the use of such results. Ultimately, the Commission
determined to require CPOs and CTAs displaying hypothetical
results to display the disclaimer set forth in CFTC Regulation
4.41. The Commission noted at the time that it might well impose
sterner measures if the disclaimer proved ineffective at prevent-
ing abuses. NFA subsequently required all NFA Members and
Associates to display Regulation 4.41's disclaimer in any promo-
tional material which contains such results.

In NFA‘s experience, however, the use of the mandated
disclaimer has not prevented recurring abuses in the presentation
of hypothetical results. In some instances Members have touted
dramatic hypothetical profits without revealing that their actual
performance is much worse. This situation has been addressed by
an amendment to NFA Compliance Rule 2-29{(c) (2) which regquires
Members advertising hypothetical results to disclose their actual
results as well. In other caseg Members have effectively dimin-
ished the impact of the disclaimer by grossly over-emphasizing
the significance of very dramatic hypothetical profits. For
example, some Members have utilized promotional material which

" present hypothetical rates of return in large, bold face print
while the disclaimer can be read only with a magnifying glass.
In other advertising pieceg the disclaimer is so far removed from
the touted hypothetical profits that customers may never find it.
There have also been instances in which Members or Assoclates
have attempted to disguise hypothetical performance results as
actual performance results.

Due to these problems, NFA's Board of Directors
recently reviewed whether NFA Members and Associates should be
permitted to utilize hypothetical performance results in promo-
tional material. During this review, the Board considered a
complete ban on the presentation of these results in promeotional
material due to its potentially abusive and misleading nature.
However, in considering such a ban, the Board also recognized
that in certain circumstances the presentation of hypothetical
performance results in promotional material may have some limited
utility. As a result, the Board decided to continue to allow
Members and Associates to utilize promotional material containing
hypothetical performance results under very stringent restric-
tions. Any Member or Asgsociate utilizing such promotional
material including, but not limited to, those soliciting for a
managed account program or advertising to sell a particular
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trading program, newsletter or market letter, shall, at a mini-
mum, adhere to the following requirements.

First, any Member or Associate utilizing promotional
material which presents hypothetical performance results must
provide to customers the disclaimer contained in NFA Compliance
Rule 2-29(c) {(1). The Board has expanded the required disclaimer
to provide a more thorough discussion of the limitations of
hypothetical results and of the dangers in placing reliance upon
them. To prevent the over-emphasis of hypothetical performance
results, the disclaimer must be displayed as prominently as the
hypothetical results themselves. Generally, this would require
that the disclaimer be printed in a type size at least as large
as that used for the hypothetical results. Similarly, to avoid
circumstances where hypothetical performance results are pre-
sented in one section of the promotional material with the
disclaimer buried in another, the disclaimer must now immediately
precede or follow the performance results. Whenever the Member
or Associate has less than twelve months of actual results, the
disclaimer must immediately precede the hypothetical performance
results. Furthermore, if the promotional material contains
several pages of hypothetical performance results, then the

Member or Associate may need to include this disclaimer more than
" once in the material.

Second, any Member or Associate utilizing promotional
material which presents hypothetical performance results must
also describe in the promotional material all of the material
agsumptions that were made in preparing the hypothetical results.
At a minimum, the description of material assumptions must cover
points such ag initial investment amount, reinvestment or distri-
bution of profits, commission charges, management and incentive
fees, and the method used to determine purchase or sale prices-
for each trade. Members must also make all material disclosures
necessary to place the hypothetical results in their proper
context, which in gome instances may go well beyond the pre-
scribed disclaimer. Furthermore, Members and Associates must
calculate hypothetical performance results in a manner consistent
with that required under the CFTC’s Part 4 Regulations.

Third, when any Member or Associate utilizes promo-
tional material which contains both hypothetical and actual
performance results, then the actual results must be presented
with at least the same prominence devoted to the hypothetical
results. Both the hypothetical and actual performance results
must be appropriately identified, separately formatted, discussed
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in an equally balanced manner and calculated pursuant to the same
rate of return method. Furthermore, the promotional material
must not contain any statement which places undue emphasis on the
hypothetical performance results, for example, by discounting or
downplaying the significance of any actual performance results.

The presentation of hypothetical performance results in
promotional material is, of course, subject to all other NFA
Requirements. Pursuant to NFA Compliance Rule 2-29(b) (1) and
{2}, the ultimate test of any promotional material is whether the
overall impact of the material is misleading or likely to deceive
the public. Although NFA has issued this Interpretive Notice,
the Board recognizes that it cannot describe every manner in
which promotional material containing hypothetical performance
results may be misleading. The fact that an NFA Member or
Agsociate has printed the disclaimer required pursuant to NFA
Compliance Rule 2-29 and that the promotional material is in
facial compliance with this Interpretive Notice does not ensure
that material is not misleading.

Promotional material which contains hypothetical
performance results will continue to be carefully scrutinized by
NFA staff. Pursuant to NFA Compliance Rule 2-29(e), Members and

" Associates presenting hypothetical results in their promeotional
material must be able to demonstrate to NFA’s satisfaction the
validity of the presentation of the results. The greater the
emphasis on dramatic hypothetical profits, the greater the

Member’s burden in demonstrating the wvalidity of the presenta-
tion.

EXPLANATION OF PROPOSED AMENDMENTS AND INTERPRETIVE NOTICE

In its March 15, 1994 letter to the Commission, NFA
submitted a series of proposals from the Special Committee for
the Review of CPO/CTA Disclosure Issues ("Special Committee"),
including one which would limit the use of hypothetical perfor-
mance results. Specifically, the proposed amendments to NFA
Compliance Rule 2-29(c) provide that no NFA Member -- regardless
of category -- may use promotional material referring to hypo-
thetical performance results unless the material also provides
comparable information regarding the Member'’'s actual trading
results for at least a one year period and the statement pre-
scribed in CFTC Regulation 4.41(b) (1}.
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Although those amendments are only a small part of the
Special Committee'’s overall proposals, the amendments have
generated gome controversy among various NFA Members. At the
Board’s direction, the Chairman of the Special Committee
requested the formation of a Discussion Group to explore alterna-
tive approaches to hypothetical performance issues. During
several meetings, this Discussion Group reviewed the Board‘s
regulatory objectives of the submitted amendments and subse-
quently decided that those proposed amendments to Compliance Rule
2-29 may not go far enough to provide protection against the
misuse of hypothetical performance results and, at the same time,
may be unduly restrictive on legitimate activities.

The core problem with hypothetical results is that,
despite their limited predictive wvalue, some Members induce
customers to place undue reliance on hypothetical results. For
example, in the past, Members touted dramatic hypothetical
returns without revealing that their actual performance results
were much worse. The previously submitted amendments to Compli-
ance Rule 2-29 address this specific problem by requiring Members
who present hypothetical performance results to also display
actual results if any exist.

However, those amendments do not address other ways in
which hypothetical results can be misused. For example, prior
NFA disciplinary cases illustrate that some Members diminish the
effect of poor actual performance results by burying them where
customers are less likely to notice or putting them in relatively
small print compared to dramatic hypothetical profits which are
grossly overemphasized. The same type of difficulties exist with
regard to CFTC Regulation 4.41(b) (1)'s disclaimer which is
intended to add a balanced view of hypothetical performance
results. Specifically, experience has shown that some Members
reduce the significance of this disclaimer by utilizing promo-
tional material which either presents hypothetical rates of
return in large, bold face print while the disclaimer can be read
only with a magnifying glass or places the disclaimer so far from
the touted hypothetical profits that customers may never find it.

Due to these remaining problems, the Discussion Group
developed a more expansive proposal which imposes further limita-
tions relating to the use of hypothetical performance results in
promotional material. This proposal includes additional amend-
ments to Compliance Rule 2-29(c¢)} which adopt an expanded dis-
claimer and the issuance of an Interpretive Notice Relating to
the Use of Promotional Material Containing Hypothetical Perform-
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ance Results ("Interpretive Notice"). In drafting the expanded
disclaimer, the Discussion Group felt that a more thorough dis-
cussion of the limitations of hypothetical results and of the
dangers of placing reliance upon such resultg is necessary to

adequately protect customers from abuses associated with the use
of those results.

In formulating its proposal, the Discussion Group was
also aware that the disclaimer, no matter how well worded, will
not be effective if Members downplay its significance. There-
fore, the Interpretive Notice provides that the disclaimer must
be displayed as prominently as the hypothetical results and that
it must immediately precede or follow the hypothetical per-
formance results. Furthermore, the Interpretive Notice goes far
beyond imposing requirements upon the facial presentation of the
disclaimer to require that the promotional material describe all
of the material assumptions that were made in preparing the hypo-
thetical performance results. At a minimum, the description of
material assumptions must cover points such as initial investment
amount, reinvestment or distribution of profits, commission
charges, management and incentive fees, and the method used to
determine purchase and sale prices for each trade. Finally, the
Interpretive Notice provides that any actual results must be

" presented with at least the same prominence devoted to the
hypothetical results. Both the hypothetical and actual perform-
ance results must be appropriately identified, separately for-
matted, discussed in an equally balanced manner and calculated
pursuant to the same rate of return method. Under this proposal,
no statement can be made which places undue emphasis on the hypo-
thetical performance results by discounting or downplaying the
significance of any actual performance results. Admittedly, this
proposal places additional restrictions on the use of hypotheti-
cal performance resgults than the recently submitted amendments to
Compliance Rule 2-29. However, the Discussion Group felt that
this proposal more appropriately addresses the abuses which may

arise in connection with the presentation of hypothetical per-
formance results.

In other respects, the Discussion Group also felt that
the amendments recently submitted may be unduly restrictive,
specifically in its impact on new CPOs and CTAs with less than
one vear of trading experience. Thisg prohibition could be viewed
as raising a potential barrier to entry for new CTAgs and CPOs.

. In view of the additional protections and restrictions
contained in its proposal, the Discussion Group felt that the
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potential for abuse in the presentation of hypothetical per-
formance results is greatly diminished for both new and experi-
enced Members alike. Admittedly, where the CTA has little or no
actual experience, customers would not be afforded the benefit of
comparing hypothetical performance results to actual results.
However, the expanded disclaimer specifically addresses this
point and warns customers that "Because there are nc actual
trading results to compare to the hypothetical performance
results, customersg should be particularly wary of placing undue
reliance on these hypothetical performance results." This
language, along with the Interpretive Notice’s reguirements,
should effectively eliminate the ability of Members to induce
customers to place undue reliance on hypothetical results.

The proposals of the Discussion Group were approved by
the Special Committee and subsequently by NFA’s Board of Direc-
tors on August 18, 199%94. As stated above, NFA hereby substitutes
for the text of NFA Compliance Rule 2-29 contained in the March
15, 19924 submission letter the proposed text set forth herein.
NFA respectfully requests that the Commission review and approve
the proposed amendments to NFA Compliance Rule 2-29 and the
proposed adoption of the Interpretive Notice to NFA Compliance
Rule 2-29. NFA intends to declare the amendments to Compliance

Rule 2-29 and the Interpretive Notice effective upon Commission
approval.

Since;ely,

7

o au

General Counsel

DJR:ckm{sub\081894 . hyp)

cc: Acting Chairman Barbara Pedersen Holum
Commissioner Sheila C. Bair
Commisgioner Joseph P. Dial
Commissioner John E. Tull, Jr.
Andrea M. Corcoran, Esqg.
Dennis P. Kleijna, Esqg.
Alan L. Seifert, Esq. -
Sugan C. Ervin, Esq.
Lawrence B. Patent, Esg.
David Van Wagner, Esq.
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200 W. MADISON ST« CHICAGO, IL » 60606 « (312) 781-1300
December 28, 1994

Andrea M. Corcoran, Esq.

Director

Division of Trading and Markets
Commodity Futures Trading Commission
2033 K Street, N.W.

Washington, D.C. 20581

Dear Andrea:

This will confirm our conversation of today’s date
regarding the Interpretive Notice of NFA Compliance Rule 2-13:
Break Even Analysis, which is currently pending CFTC approval.
As I mentioned, under certain circumstances a Member CPO may have
to include an incentive fee calculation in its break even analy-
sis. In some cases, most commonly involving multi-advisor pools,
the CTA’s incentive fees will be calculated based on its own
trading performance and, thus, the pool could incur incentive
fees even if its overall performance was negative.

I also stated that it was NFA’s intent that with
respect to open offerings the break even analysis would have to
be updated in subsequent disclosure documents to reflect any

material changes in any of the items included in the break even
analysis.

NFA staff will recommend that the Board amend the

Interpretive Notice to clarify these two points at its next
meeting.

If you have any further questions, please do not
hesitate to contact me.

Sincerely,
A

Daniel J. Roth
General Counsel

DIR:ckm({ltr\ac213)
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March 15, 1995

Ms. Jean A. Webb

Secretariat

Commodity Futures Trading Commission
2033 K Street, N.W.

Washingteon, D.C. 20581

Re: National Futures Association: Proposed Amendments to
Interpretive Notice to NFA Compliance Rule 2-9; Resub-
mission of Proposed Amendments to NFA Compliance Rule
2-29; Resubmissiocon of Proposed Adoption of Interpreta-
tion of NFA Compliance Rule 2-13; Resubmission of
Proposed Adoption of NFA Compliance Rule 2-34; and
Proposed Adoption of Interpretative Notice to NFA
Compliance Rule 2-34

Dear Ms. Webb:

Pursuant to Section 17(j) of the Commodity Exchange
Act, as amended ("the Act"), National Futures Association ("NFA")
hereby submits to the Commodity Futures Trading Commission
("Commission"} proposed amendments to Interpretive Notice to NFA
Compliance Rule 2-9 concerning Supervision of Telemarketing
Activity; resubmits proposed amendments to NFA Compliance Rule
2-29;' resubmits proposed adoption of Interpretation of NFA
Compliance Rule 2-13 concerning Break-Even Analysis;? resubmits
prcposed adoption of NFA Compliance Rule 2-34;° and submits
proposed adopticn of Interpretative Notice to NFA Compliance Rule
2-34. NFA hereby substitutes the text of the previously submit-
ted proposals with the revised text set forth herein. The
proposals contained herein were approved by NFA’s Board of
Directors on February 16, 1995. NFA respectfully requests
Commission review and approval of them.

! Proposed amendments to NFA Compliance Rule 2-29 were

submitted to the Commission for its review and approval by
letters dated March 15, 1994 and September 1, 1994.

2 Proposed adoption of Interpretation of NFA Compliance
Rule 2-13 concerning Break-Even Analysis was submitted to the

Commission for its review and approval by letter dated March 15,
1994 .

k|

Proposed adoption of NFA Compliance Rule 2-34 was
submitted to the Commission for its review and approval by letter
dated March 15, 1994.
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THE PROPOSED AMENDMENTS

Proposed Amendments to Interpretive Notice to NFA Compliance
Rule 2-9 Concerning Supervision of Telemarketing Activity
(additiong are underscored and deletions are bracketed):

INTERPRETIVE NOTICE TO COMPLIANCE RULE 2-5:
SUPERVISION OF TELEMARKETING ACTIVITY

NFA‘s Board of Directors has over the years adopted
strict and effective rules to prohibit deceptive sales
practices, and those rules have been vigorously enforced by
NFA’s Business Conduct Committees. The Board notes, how-
ever, that by their very nature enforcement actions occur
after the customer abuse has taken place. The Board recog-
nizes that NFA’s goal must be not only to punish such decep-
tion of customers through enforcement actions but to prevent
it, or minimize its likelihood, through fair and effective
regulatiomn.

One NFA rule designed to prevent abusive sales prac-
tices is NFA Compliance Rule 2-9. That rule places a con-
tinuing responsibility on every Member to supervise dili-
gently its employees and agents in all aspects of their
futures activities, including telemarketing. Although NFA
has not attempted to prescribe a set of supervisory pro-
cedures to be followed by all NFA Members, NFA's Board of
Directors believes that Member firms which are identified as
having a sales force which has received guestionable train-
ing in sales practices should be required to adopt specific
supervisory procedures designed to prevent sales practice
abuse. Rule 2-9 authorizes the Board of Directors to
require Members which meet certain criteria established by
the Board to adopt specific supervisory procedures designed
to prevent abusive sales practices.

The Board believes that in order for the criteria used
to identify firms subject to the enhanced supervisory
requirements to be useful, those criteria must be specific,
objective and readily measurable. The Board also believes
that any supervisory requirements imposed on a Member must
be designed to quickly identify potential problem areas so
that the Member will be able to take corrective action
before any customer abuse occurs. The purpose of this
Interpretive Notice is to set forth the criteria established
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by the Board and the enhanced supervisory procedures which
are required of firms meeting these criteria.

In developing the criteria, the Board concluded that it
would be helpful to review Member firms which had been
closed through enforcement actions taken by the CFTC or NFA
for deceptive sales practices. The Board’s purpose was to
identify factors common to these Member firms and probative
of their sales practice probklems which could be used to
identify other Member firms with potential sales practice
prcblems.

One factor identified by the Board as common to these
firms and directly related to their sales practice problems
is the employment history and training of their sales
forces. For many of these Members, a significant portion of
their sales force was previously employed and trained by one
or more of the other Member firms closed for fraud. The
Board believes that the employment history of a Member’s
sales force is a relevant factor to consider in identifying
firms with potential sales practice problems. If a Member
firm is closed for fraud related to widespread telemarketing
problems, it is reasonable to conclude that the Member’s
training and supervision of its sales force was wholly
inadequate or inappropriate. It is also reasonable to
conclude that an AP who received inadequate or inappropriate
training and supervision may have learned improper sales
tactics which he will carry with him to his next job.
Therefore, the Board believes that a Member firm employing
such a sales force must have stringent supervision pro-
cedures in place in order to ensure that the improper train-
ing its APs have previously received doces not taint their
gsales efforts on behalf of the Member.

The Board has determined that a Member will be required
to adopt the specific supervisory procedures over its tele-
marketing activities 1f:

m for firms with at least 5 but less than 10 APs, [50%]
40% or more of its APs have been employed by one or
more Member firms which have been disciplined by NFA or
the CFTC for sales practice fraud ("Disciplined
Firms") ;

. for firms with at least 10 but less than 20 APs, [5] 4
or more of its APs have been employed by cne or more
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[Member] Digciplined Flflirms{ which have been disci-
plined by NFA or the CFTC for sales practice fraudl;

L] for firms with at least 20 or more APs, [25%] 20% or
more of its APs have been employed by one or more
[Member] Disciplined FIlflirms[ which have been disgci-
plined by NFA or the CFTC for sales practice fraud].

For purposes of this requirement, a [dlDisciplined [Member]
[£E]Firm is defined very narrowly to include only those firms
which meet the fcllowing three criteria:

1. The firm has been formally charged by either the CFTC
or NFA with deceptive telemarketing practices;

2. those charges have been resolved; and

3. the firm has been closed down and permanently barred

from the industry as a result of those charges.

Attached is a list of firms currently meeting the definition
of a [dlDisciplined [flFirm. Although this list is current
as of the date of this Interpretive Notice, NFA will provide
Members with updated lists as necessary.

Those Members meeting the criteria will be required to
tape record all [sales solicitations] telephone conversa-
tions which occur between their APs and both existing and
potential customers{ prior to the receipt of a customer’s
initial deposit and until the first order is received and
entered for the customer’s account]. The Board believes
that tape recording [sales solicitations] these conversa-
tions provides these Members with the best opportunlty to
monitor closely the [sales solicitations] activities of
their APs and also provides these Members with complete and
immediate feedback on each AP’s method of scliciting cus-
tomers. Members meeting the criteria must tape record
[solicitations] all telephone conversations for a period of
one year and must retain such tapes for a period of six
months.

In addition, those Members meeting the criteria will be
required to file all promotional material, as defined in NFA
Compliance Rule 2-29(q), with NFA at least ten davs prior to
its first use.
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Any Member required to adopt these enhanced procedures
may seek a walver of the enhanced supervisory reguirements.
NFA may grant such a waiver upon a satisfactory showing that
the Member’s current superviscory procedures provide effec-
tive supervision over its employees including enabling the
Member to identify potential problem areas before customer
abuse occurs.

A Member firm that does not comply with this Interpre-
tive Notice will vioclate NFA Compliance Rule 2-9 and will be
subject to disciplinary action.

Proposed Amendments to NFA Compliance Rule 2-29 (additions
are underscored and deletions are bracketed). The following
text replaces the proposed text submitted on March 15, 19954
and September 1, 1994:

COMPLIANCE RULES

* * *

Part 2 -- RULES GOVERNING THE BUSINESS CONDUCT OF MEMBERS
REGISTERED WITH THE COMMISSION

L4 * w*

Rule 2-29. COMMUNICATIONS WITH THE PUBLIC AND PROMOTIONAL
MATERIAL.

* * *
(b} Content of Promotional Material.

No Member or Associate shall use any promotional mate-
rial which:

(1) 1is likely to deceive the public; or

{(2) contains any material misstatement of fact or
which the Member or Associate knows omits a fact
if the omission makes the promotional material
misleading; or
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{3)

[(4)
((s)i(4)
((6)1(5)

mentiocns the possibility of profit unless accom-
panied by an equally prominent statement of the
risk of loss; or

includes a measurement or description of or makes
any reference to hypothetical results which could
have been achieved had a particular trading system
been employed in the past unless accompanied by
the statement prescribed in CFTC Rule 4.41(b) (1);
or]

includes any reference to actual past trading
preofits without mentioning that past results are
not necessarily indicative of future results; or

includes any specific numerical or statistical
information about the past performance of any
actual accounts (including rate of return) unless
such information is and can be demonstrated to NFA
to be representative of the actual performance for
the same time period of all reasonably comparable
accounts and, in the case of rate of return fig-
ures, unless such figures are calculated in a
manner consistent with that required under CFTC
Rule 4.21(a) (4) {ii) (F).

{c) Hypothetical Results.

{3)

Any Member or Aggociate who uses promotional mate-
rial which includes a measurement or description
of or makes any reference to hypothetical perfor-
mance results which could have been achieved had a
particular trading system of the Member or Asso-
ciate been emploved in the past must include in
the promotional material the following disclaimer
prescribed by NFA’s Board cf Directors:

HYPOTHETICAL PERFORMANCE RESULTS HAVE MANY
INHERENT LIMITATIONS, SOME OF WHICH ARE DES-
CRIBED BELOW. NO REPRESENTATION IS BEING
MADE THAT ANY ACCOUNT WILL, OR IS ILIKELY TO
ACHIEVE PROFITS OR LOSSES SIMILAR TO THOSE
SHOWN. IN FACT, THERE ARE FREQUENTLY SHARP
DIFFERENCES BETWEEN HYPOTHETICAI, PERFORMANCE
RESULTS AND THE ACTUAL RESULTS SUBSEQUENTLY
ACHIEVED BY ANY PARTICULAR TRADING PROGRAM,
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ONE OF THE LIMITATIONS OF HYPOTHETICAL PER-
FORMANCE RESULTS IS THAT THEY ARE GENERALLY
PREPARED WITH THE BENEFIT OF HINDSIGHT. IN
ADDITION, HYPOTHETICAL TRADING DOES NOT
INVOLVE FINANCIAL RISK, AND NO HYPOTHETICAL
TRADING RECORD CAN COMPLETELY ACCOUNT FOR THE
IMPACT OF FINANCIAL RISK IN ACTUAL TRADING.
FOR EXAMPLE, THE ABILITY TO WITHSTAND LOSSES
OR _TO ADHERE TO A PARTICULAR TRADING PROGRAM
IN SPITE OF TRADING LOSSES ARE MATERIAL
POINTS WHICH CAN ALSO ADVERSELY AFFECT ACTUAL
TRADING RESULTS. THERE ARE NUMERQUS OTHER
FACTORS RELATED TO THE MARKETS IN GENERAL OR
TO THE IMPLEMENTATION OF ANY SPECIFIC TRADING
PROGRAM WHICH CANNOT BE FULLY ACCOUNTED_ FOR
IN THE PREPARATION OF HYPOTHETICAL PERFQR-
MANCE RESULTS AND ALL OF WHICH CAN ADVERSELY

AFFECT ACTUAL TRADING RESULTS.

If a Member or Associate has either legs than one
year experience in directing customer accounts or
trading proprietary accounts, then the disclaimer

must also contain the following gstatement:
{THE MEMEER) HAS HAD LITTLE OR NO EXPERIENCE

IN TRADING ACTUAL ACCOUNTS FOR ITSELF OR FOR
CUSTOMERS, BECAUSE THERE ARE NO ACTUAIL, TRAD-
ING RESULTS TO COMPARE TO THE HYPOTHETICAL

PERFORMANCE RESULTS, CUSTOMERS SHQULD BE
PARTICULARLY WARY QF PLACING UNDUE RELIANCE

ON THESE HYPOTHETICAL PERFORMANCE RESULTS.

Any Member or Associate who uses promotional mate-

rial which includes a measurement or description
of or makes any reference to hypothetical perfor-

mance results which could have been achieved had a
particular trading system of the Member or Asso-
ciate been employed in the past must include in
the promeoticnal material comparable information
regarding:

(i) past performance results of all customer
accounts directed by the Member pursuant to a
power of attorney over at least the last five
years or gver the entire performance history
if less than five vears; and
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(ii) if the Member has less than one vear experi-
ence in directing customer accountsg., past
performance results of his proprietarvy trad-
ing over at least the last five vears or over
the entire performance historyv if less than

five vears.

Any Member or Associate utilizing promoticnal

material containing hypothetical performance
results mugst adhere to all the requirements con-
tained in the Board’s Interpretive Notice relating
Eo this issue. (See Interpretive Notice at

These restrictions on the use of hvpothetical

[(e)](d)

[(d)](e)

((e) ] (£}

[((E) ] La)

[(g)]14{h)

trading results shall not apply to promotiocnal
material directed exclusively to persons who meet
the standards of a "Qualified Eligible Partici-
pant" under CFTC Rule 4.7.

Statements of Opinion.

* * *

Written Supervisory Procedures.

* * *

Recordkeeping.

Filing with NFA.

* * *

DPefinition.
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C. Proposed Adoption of Interpretation of NFA Compliance Rule
2-13 Concerning Break-Even Analysis. The following text
replaces the proposed text submitted on March 15, 1994:

INTERPRETATION OF NFA COMPLIANCE RULE 2-13
BREAK-EVEN ANALYSIS

NFA Compliance Rule 2-13 requires, in pertinent part,
that each Member CPO which delivers a disclosure document
under the CFTC Regulation 4.21 must include in the disclo-
sure document a break-even analysis which includes a tabular
presentation of fees and expenses. The break-even analysis
must be presented in the manner prescribed by NFA's Board of
Directors. The purpose of this requirement is to ensure not
only that customers will be clearly informed as to the
nature and amount of fees and expenses that will be
incurred, but that customers will also be made aware of the
impact of those fees and expenses on the potential profit-
ability of their investments. NFA’'s Board of Directors has
adopted the following guidelines which must be adhered to by
NFA Member CPOs when preparing the break-even analysis
required by Compliance Rule 2-13:

] If fees are likely to be affected by the size of
the offering, then an assumed amount of total
funds raised should be stated. The document
should also state what the break-even point would
be if the minimum or maximum proceeds were raised.

e If there are redemption fees, they must be clearly
shown and considered part of the total cost and
reflected in the break-even analysis.

[ Incentive fees should be stated as a percentage of
profits, and the method by which profits are cal-
culated should be described.

e All management, brokerage and other fees should
reflect actual experience or contractual charges,
if known. If not known, they should be based on
good faith estimates. If, for example, CTAs pub-
lish their estimated number of round turns/
$1,000,000 then those published estimates should
be used for estimating brokerage costs. If this
is an on-going fund or if there is evidence sup-
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porting other numbers, then the other numbers
should be used and explained.

To calculate the break-even point a CPO must first
determine the amounts of all fees and expenses, exclusive of
incentive fees, that are anticipated to be incurred by the
pool during the first year of the investment. The total of
these fees and expenses less the amount of interest income
expected to be earned by the pool represents the gross
trading profits before incentive fees (preliminary gross
trading profits) that would be necessary for the pool to
retain its initial Net Agset Value per unit at the end of
the first year. In some situations the CPO must then calcu-
late the additional trading profit that would be necessary
to overcome the incentive fees that would be incurred. This
situation will arise whenever the pool expects to incur
expenses which would not be deducted from the CTA’s net
performance in calculating the CTA’'s incentive fee. That
amount can be computed by first determining the incentive
fees that would be incurred if the preliminary gross trading
profits described above were achieved and then dividing that
amount by (1- incentive fee rate); e.g., if the incentive
fee is 25%, the denominator would be 1- .25, or .75. A
sample break-even presentation is shown below:

Selling Price per Unit (1) $ 1,000.00
Syndication and Selling Expense (1) 5 50.00
General Partner’s Management Fee (2) 9.50
Fund Operating Expenses (3) 20.50
Trading Advisor’s and Trading Managexr'’'s

Management Fees (4) 28.50
Trading Advisor’s and Trading Manager’s

Incentive Fees on Trading Profits (5} 17.17
Brokerage Commissions and Trading Fees (6) 38.00
Less Interest Income (7) (28.50)

Amount of Trading Income Required for the
Fund’s Net Asset Value per Unit (Redemption
Value) at the End of One Year to Equal the :
Selling Price per Unit s 135.17

Percentage of Initial Selling Price per Unit 13.52%
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Explanatory Notes:

(1) Investors will initially purchase units at $1,000.
After the commencement of trading, units will be purchased
at the Fund’s month-end Net Asset Value per unit. A 5%
syndication and selling charge will be deducted from each
subscription to reimburse the Fund, the General Partner
and/or the Clearing Broker for the syndication and selling
expenses incurred on behalf of the Fund.

(2) Except as set forth in these explanatory notes, the
illustration is predicated on the specific rates or fees
contracted by the Fund with the General Partner, the Trading
Manager, the Trading Advisor, and the Clearing Broker, as
described in "Fees, Compensation and Expenses.”

(3) The Fund’s actual accounting, auditing, legal and other
operating expenses will be borne by the Fund. These
expenses are expected to amount to approximately 2.05% of
the Fund’'s Net Asset Value.

(4} The Fund's Trading Advisor will be paid a monthly man-
agement fee of 1/2 of 2% of Allocated Net Assets. The
fund’'s Trading Manager will be paid a monthly management fee
of 1/12 of 1% of allocated Net Assets.

(5) The Trading Advisor and Trading Manager will receive
incentive fees of 20% and 5%, respectively, of Trading
Profits exclusive of interest income. The $17.17 of incen-
tive fees shown above is equal to 25% of the net of total
trading income of $135.17, minus $38.00 of brokerage commis-
sions and trading fees and $28.50 of management fees.

(6) Brokerage commissions and trading fees are estimated at
4% of Net Asset Value.

(7) The Fund will earn interest on margin deposits with its
Clearing Broker. Based on current interest ratesg, interest
income is estimated at 3% of Net Asset Value.
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D. Proposed Adoption of NFA Compliance Rule 2-34 and Interpre-
tive Notice to NFA Compliance Rule 2-34. The following text
of Compliance Rule 2-34 replaces the proposed text submitted
on March 15, 1994.

COMPLIANCE RULES

* % %

Part 2 -- RULES GOVERNING THE BUSINESS CONDUCT OF MEMBERS
REGISTERED WITH THE COMMISSION

* * *

Rule 2-34. DIRECTED ACCQOUNTS AND COMMODITY POOLS

{a) At the time a Member CTA enters into an agreement to
direct a client’s account, the Member CTA must obtain a
written agreement signed by the client (or someone legally
authorized to act on the client’'s behalf) which states:

(1) the account size which the CTA will use as the
basis for its trading decisions, i.e., "the nomi-
nal account size";

(2) the name or description of the trading program in
which the client is participating;

{3) whether the client will deposit, maintain or make
accessible to the FCM an amount equal to or less
than the nominal account size, i.e., to fully or
partially fund the account; and

(4) how additions, withdrawalsgs, profits and losses
will affect the nominal account size and the com-
putation of fees.

The Member CTA must provide a copy of the agreement to the
FCM carrying the account. The Member CTA must also disclose
in wrltlng the factors considered by the CTA in determlnlng
any minimum account size of the trading program in which the
client is participating.

(b) Unless the client is a qualified eligible client under
CFTC Regulation 4.7, any Member CTA which directs a par-
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tially funded account must provide the following information
in writing to the client:

(1}

(3}

{4)

an estimated range of the amount of customer
equity generally devoted to margin requirements or
options premiums expressed as a percentage of the
nominal account size and an explanation of the
effect of partially funding an account on that
percentage;

a description of how the management fees will be
computed, expressed as a percentage of the nominal
account size and an explanation of the effect of
partially funding an account on that percentage:

an estimated range of the commissions generally
charged to an account expressed as a percentage of
the nominal account size and an explanation of the
effect of partially funding an account on that
percentage;

a statement that the greater the disparity between
the nominal account size and the amount deposited,
maintained or made accessgible to the FCM, the
greater the likelihood, and possible gize of, mar-
gin calls.

(c) Unless the pool participants are qualified eligible
participants under CFTC Regulation 4.7, any Member CPO which
allocates assets among the pool’s CTAs in such a way that
the total allocations to its CTAs is greater than the total
assets of the pool must provide the following information in
writing to the pool participants:

(1)

{2)

{3)

a statement ¢f the total amount allocated to CTAs
as a percentage of the pool’s net assets;

a description of how management fees charged by
the CPO and the CTAs will be computed, including a
statement of the total amocunt of management fees
charged to the pool as a percentage of the pool’s
net assets;

an estimated range of the amount of commissions
and transaction fees which will be charged to the
pool in the next twelve months and an estimate of
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such fees as a percentage of the pool’s net
assets; and

(4) a statement that allocating in excess of the
pocl’s net assets ameong CTAs has the effect of
propeortionately magnifying the profits and losses
which may be incurred by the pool.

{d) Each CTA Member which directs accounts and each CPO
Member which allocates assets among CTAs in such a way that
the total committed is greater than the total assets of the
pool shall maintain the records required by this Rule in the
form and for the period of time required by CFTC Regulation
1.31.

(e) Each CTA Member which directs accounts and each CFPO
Member to which this rule applies allocates assets among
CTAs in such a way that the total allocated is greater than
the total assets of the pool shall establish and enforce
adequate procedures to review all records made pursuant to
this Rule and to supervise the activities of its Associates
in complying with this Rule.

###F#

INTERPRETIVE NOTICE
NFA CCOMPLIANCE RULE 2-34

The Board of Directors recently passed NFA Compliance
Rule 2-34, Documentation and Disclosure for Partially Funded
Accounts. The Board recognized that certain customers may,
for their own legitimate business purposes, deposit with the
FCMs carrying thelr accounts less than the amount which they
have directed the CTA trading their account to use as the
basis for trading decisions. The Board sought to ensure
that in such situations performance records accurately
reflect trading results, that there is an adequate audit
trail to verify past performance records and that customers
receive adequate disclosures on the implications of par-
tially funded accounts.

In the Board’s view, the solicitation of partially
funded accounts, particularly with less sophisticated cus-
tomers, raises a number of compliance issues. Therefore,
the Board wishes to make clear that NFA Compliance Rule 2-34
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does not in any way diminish a Member’'s responsibilities
under other NFA rules, most notably NFA's sales practice
rules, when dealing with a customer who is considering a
partially funded account.

Specifically, the Member must ensure that any soclicita-
tion present a balanced view of the risks and benefits of
such an arrangement and disclose all material information.
Furthermore, under NFA Compliance Rule 2-30, the Member must
obtain the specified information regarding its customer’s
experience and financial condition and, in light of that
information, must provide the customer with an adequate
description of the risks of his investment. As the Roard
stated in its Interpretive Notice of that rule, for some
customers the only adequate disclosure is that futures
trading is simply too risky for that customer. That is
particularly true when retail customers are induced to
increase their leverage further by partially funding a
trading account.

Any Member soliciting unsophisticated customers to
trade with a partially funded account will bear the burden
of demonstrating that its solicitation was in compliance
with all NFA requirements.

EXPLANATIONS OF PROPOSALS

A, Explanation of Proposed Amendments to Interpretive Notice to
NFA Compliance Rule 2-9 Concerning Supervision of Telemar-
keting Activity

As approximately two years have passed since the
Commission approved the amendment to NFA Compliance Rule 2-9 and
the Interpretive Statement concerning Supervision of Telemarket -
ing Activity, NFA determined to review the effectiveness of the
Telemarketing Requirements. Overall, NFA found that the Telemar-
keting Requirements have been very useful to gather evidence in
enforcement actions relating to deceptive telemarketing sales
activities. NFA believes that the general decline in customer
complaints and arbitration demands received by NFA during the
last two years provides evidence that the Telemarketing Reqguire-
ments have reduced the occurrence of widespread telemarketing
fraud. While NFA’'s review illustrated the overall effectiveness
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of the Telemarketing Requirements, the review alsc indicated that
certain minor amendments to the Interpretive Notice may offer
increased protection against fraudulent sales practices.

As the Commission is aware, the current Interpretive
Notice to NFA Compliance Rule 2-9 concerning Supervision of
Telemarketing Activity requires an NFA Member firm which meets
specific criteria relating to the employment history of its APs
to adopt supervisory procedures for the supervision of telemar-
keting. The amended Interpretive Notice makes this criteria more
stringent by establishing a lower "trigger" for Member firms to
adopt the Telemarketing Reguirements.

The current Interpretive Notice to NFA Compliance Rule
2-9 requires Members meeting the Telemarketing Requirements’
criteria to tape record all sales solicitations which occur prior
to the receipt of a customer’s initial deposit and until the
first order is received and entered for a customer’'s account.
While this taping requirement substantially deters APs from
making misleading statements during initial sales solicitations,
recent NFA disciplinary cases indicate that in some instances the
most egregious sales practice violations occur after the customer
has already begun trading. To address this problem, the amended
Interpretive Notice requires Members meeting the Telemarketing
Requirements’ criteria to tape record all telephone conversations
which occur between their APs and both existing and potential
customers.

While the current Interpretive Notice does not address
the use of promotional material by Members meeting the Telemar-
keting Requirements’ criteria, prior NFA disciplinary cases
indicate that Member firms which had lax supervisory requirements
relating to telemarketing had similar lax requirements relating
to the review and use of promotional material. The amended
Interpretive Notice requires Members meeting the Telemarketing
Requirements’ criteria to file all promoticnal material, as
defined in NFA Compliance Rule 2-29{g), with NFA at least ten
days prior to its first use.

B. Explanation of Proposed Amendments to NFA Compliance Rule
2-29

By letters dated March 15, 1994 and September 1, 1994,
NFA submitted for the Commission’s review and approval proposed
amendments to NFA Compliance Rule 2-29 concerning hypothetical
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trading results in promotional material. Since that time,
Commission staff has requested NFA staff to delete a sentence in
the first paragraph of the disclaimer in Compliance Rule 2-29 (c)
that read, "AS A RESULT OF THESE LIMITATIONS, HYPOTHETICAL
PERFORMANCE RESULTS HAVE LIMITED PREDICTIVE VALUE." The Commis-
sion requested that it be replaced with the last sentence of the
Commission’s current disclaimer which reads, "NO REPRESENTATION
IS BEING MADE THAT ANY ACCQOUNT WILL OR IS LIKELY TO ACHIEVE
PROFITS OR LOSSES SIMILAR TO THOSE SHOWN." The proposed text of
NFA Compliance Rule 2-29 contained herein reflects those
requested changes.

C. Explanation of Proposed Adoption of Interpretation of NFA
Compliance Rule 2-13 Concerning Break-Even Analysis

By letter dated March 15, 1994, NFA submitted for the
Commission’s review and approval a proposed Interpretation of NFA
Compliance Rule 2-13 concerning Break-Even Analysis. The inter-
pretation includes a calculation of the additional trading profit
which would be necessary to overcome incentive fees that would be
incurred by the pool. Commission staff has requested NFA staff
to add a sentence to the interpretation to clarify that this
calculation would be necessary whenever the pool expects to incur
expenses which would not be deducted from the CTA’s net perfor-
mance in calculating the CTA’s incentive fee. The proposed text
of the Interpretation to NFA Compliance Rule 2-13 contained
herein makes that clarification in the sixth paragraph.

D. Explanation of Proposed Adoption of NFA Compliance Rule 2-34
and the Adoption of its Interpretive Notice

One of the most important proposals developed by the
Special Committee for the Review of CPO/CTA Disclosure Issues
involved the issue of notional funding. NFA’s proposal was
premised on the belief that the disclosure and sales practice
issues associated with notional funding of accounts are best
addressed through NFA Compliance Rules tailored to deal with
those specific issues, rather than through a tortuous interpreta-
tion of rules related to the presentation of past performance
information.

By letter dated March 15, 1994, NFA submitted for the
Commission’s review and approval proposed adoption of NFA Compli-
ance Rule 2-34 which deals with those issues, in part, by requir-
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ing each CTA to have a signed agreement for each of its accounts
which would state:

] the name of the trading program the client is
participating in;

] the nominal account size which the CTA will
use as the basis for its trading decisions;

[ whether the customer intends to fully fund
the nominal account size; and

® how profits and losses will affect the nomi-
nal account size.

The proposed rule also provides that a copy of the
signed agreement would have to be provided to the FCM carrying
the account. In addition, if the customer is not fully funding
his account, the CTA would be required to provide the customer
with written information regarding the effect of partially
funding his account on management fees, commissions and the
frequency of margin calls. Analogous disclosures would have to
be made by CPOs who allocate pool assets among CTAs in such a way
that the total amount allocated exceeds the total assets of the
pool.

Commission staff has had ongoing discussions with NFa
staff regarding this proposal. The Commission staff has stated
that their concerns with NFA’s proposal center on three points:

{1) by allowing the notional funding level to be
used in the calculation of past performance
data, we may encourage the use of notional
funding by CTAs for "retail" accounts, thus
creating sales practice problems in the soli-
citation of unsophisticated customers;

(2} the proposed rule needs more specific disclo-
sure requirements regarding the effect of
partial funding on management fees and com-
missions; and

(3) there is a general concern that the notional
funding level isg determined by the CTA rather
than the customer and represents an arbitrary
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figure which is not linked in any real sense
to the actual trading in the account.

The proposed text of NFA Compliance Rule 2-34 contained
herein addresses the points raised by the Commission staff. With
respect to the sales practice concerns, NFA has always maintained
that nothing in the propcsed rule in any way diminishes the
obligations of NFA Members under our existing sales practice
rules. For example, NFA's Know Your Customer Rule requires that
Members obtain information on each customer’s financial ccndition
and provide the customer with risk disclosures which are adequate
in light of the customer’s situation. The Interpretive Notice
for that rule makes clear that for some customers the only
adequate disclosure of risk is that futures trading is too risky
for that customer.

The same rule would apply with equal vigor to situa-
tions in which customers of limited means or trading experience
were golicited to open a partially funded managed account. The
Member would still be required to provide the customers with
adequate disclosures, which in some cases would require disclo-
sure that the customer ought not be trading on a partially funded
basis. The proposed Interpretive Notice makes this point clear.

NFA believes that the proposed text of NFA Compliance
Rule 2-34 contained herein is responsive to the Commission while
remaining faithful to the basic concept of the proposed rule.
Aside from minor wording or organizational changes, there are
three basic differences between the originally submitted text of
the rule and the text contained herein. First, the version
herein clarifies the requirement that CTAs explain how management
fees would be calculated for partially funded accounts by speci-
fying that management fees must be stated as a percentage of the
nominal account size and of the funds actually deposited with the
FCM.

Two other changes are intended to address the concern
that the nominal account size figure is purely arbitrary and
bears no relation to how the account is traded. The CTA would be
required to provide each client with a written explanation of the
factors considered by the CTA in determining the minimum account
size for that particular trading program. This explanation could
be included in the disclosure document, perhaps in conjunction
with a description of the trading program. The CTA would also be
required to provide the customer with an estimated range of the
amount of customer equity which would generally be devoted to
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margin requirements or option premiums. This esti
would be expressed as a percentage of both the nominal account
size and the funds actually deposited.

NFA respectfully requests that the Commi
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UNITED STATES OF AMERICA
COMMODITY FUTURES TRADING COMMISSION

2033 K Streat, NW.
- Washington, D.C. 20581

April 26, 1995
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Mr. Daniel J. Roth c
General Counsel COFRED! MSEL'S GFFINT
National Futures Association 7L”E”ALCOUdSELQV -

- ——

200 West Madison Street
Chicago, Illinois 60606

Re: The National Futures Association’s Proposed
Amendment to Compliance Rule 2-13(bh} and
Proposed Interpretive Notice to Compliance
Rule 2-13(b)

Dear Mr. Roth:

By letters dated March 15, 1994 through March 15, 1995, the
National Futures Association ("NFA") submitted to the Commission
the above-referenced proposed amendment and interpretive notice

to Compliance Rule 2-13(b) pursuant to Section 17(j) of the
Commodity Exchange Act.

Please be advised that on this date the Commission has
determined to approve the NFA's proposed amendment and
interpretive notice to Compliance Rule 2-13(b) pursuant to
Section 17{j) of the Commodity Exchange Act.

The Commission has based its approval of NFA’'s proposal
upon, amongst other things, the understanding that NFA will be
amending the interpretive notice in the near future to clarify
that commodity pool operators with continuously-offered pools
must include updated break-even analyses in their disclosure
documents throughout their existence such that each new
participant would be informed of a break-even point which was
accurate as of the date of the disclosure document.

The Commission understands that NFA’s proposal is intended
to ensure that potential investors are provided with a fair
representation of the costs of investing in a pool. Accordingly,
the Commissgion reminds the NFA that in explaining and enforcing
member compliance with its break-even analysis requirements, it
should not consider the categories of fees and expenses in the
proposed interpretive notice to Compliance Rule-2-13(b) to be an
exhaustive listing of a pool’s possible types of fees and
expenses, and NFA should ensure that commodity pool operators do
not rely on the interpretive notice’s categorical listing to
avoid including some cost in a pool’s break-even analysis. In
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this connection, the Commission understands that NFA would
require that a projection of expected interest income in a pool’s
break-even analysis include the assumed interest rate and that
such rate reflect current cash market information. In addition,
to the extent that the commodity pool operator or any party other
than a participant in a pool receives some portion of the pool’s
interest income, it should be disclosed as a fee or expense in
the pool’s break-even analysis.

The Commission further reminds the NFA that if the amendment
and interpretive notice to Compliance Rule 2-13(b) are
inconsistent with the Commission’s final rulemaking on break-even
analyses, NFA would have to amend its requirements appropriately.

Sincerely,
4 Loell
an A. Webb

cretary of the Commission
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September 21, 1995

Ms. Jean A. Webb

Secretariat

Commodity Futures Trading Commission
Three Lafayette Centre

1155 21st Street, N.W.

Washingten, D.C. 20581

Re: National Futures Association: Resubmission of Proposed
Amendments to NFA Compliance Rule 2-29 and the Proposed
Adoption of Its Interpretive Notice Concerning Hypo-
thetical Trading Results; and Withdrawal of Submission
of Proposed Interpretive Notice to Rule 2-13 Concerning
Presentation of Past Performance Information

Dear Ms. Webb:

By letters dated March 15, 1994, Septembker 1, 1954 and
March 15, 1995, National Futures Association ("NFA") submitted to
the Commodity Futures Trading Commission ("Commission" or "CFTC")
for its review and approval proposed amendments to NFA Compliance
Rule 2-29. NFA hereby substitutes the text of the previously
submitted proposals with the text set forth herein.

In addition, by letter dated September 1, 1994, NFA
submitted to the Commission for its review and approval the
proposed adoption of an Interpretive Notice to NFA Compliance
Rule 2-29 relating to the use of promotional material containing
hypothetical performance results. NFA hereby substitutes the
text of the previously submitted proposal with the revised text
set forth herein. The proposal contained herein was approved by
NFA's Board of Directors ("Board") on August 17, 1995.

Furthermore, by letter dated March 15, 1994, NFA
submitted to the Commission for its review and approval, among
other things, the proposed adoption of an Interpretive Notice to
NFA Compliance Rule 2-13 Concerning the Presentation of Past
Performance Information. As most of the recommendations set
forth in that Interpretive Notice have been incorporated in the
Commission’s recent amendments to its Part 4 disclosure rules,
NFA hereby withdraws its submission of the proposed Interpretive
Notice to Rule 2-13. However, sections of that Interpretive
Notice dealing with pro forma and extracted results have been
incorporated into the proposed Interpretive Notice concerning
hypothetical results contained herein.
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NFA respectfully requests Commission review and

approval of the following proposed amendments to NFA Compliance
Rule 2-29 and its proposed Interpretive Notice.

THE PROPOSED AMENDMENTS

Proposed Amendments to NFA Compliance Rule 2-29 (additions
are underscored and deletions are bracketed). The following
text replaces the proposed text submitted on March 15, 1994,
September 1, 1994 and March 15, 1995,

COMPLIANCE RULES

* * *

Part 2 -- RULES GOVERNING THE BUSINESS CONDUCT OF MEMBERS
REGISTERED WITH THE COMMISSION

* * *

Rule 2-29. COMMUNICATIONS WITH THE PUBLIC AND PROMOTIONAL
MATERIAL.

* * *

{b) Content of Promotional Material.

No Member or Associate shall use any promotional mate-
rial which:

(1) 1is likely to deceive the public; or

(2) contains any material misstatement of fact or
which the Member or Associate knows omits a fact
if the omission makes the promotional material
misleading; or

(3) mentions the possibility of profit unless accom-
panied by an equally prominent statement of the
risk of loss; or

((4) includes a measurement or description of or makes
any reference to hypothetical results which could
have been achieved had a particular trading system
been employed in the past unless accompanied by
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the statement prescribed in CFTC Rule 4.41(b) (1};
or]

[(5)](4} includes any reference to actual past trading
profits without mentioning that past results are
not necessarily indicative of future results; or

[(6)]1(5) includes any specific numerical or statistical
information about the past performance of any
actual accounts (including rate of return) unless
such information is and can be demonstrated to NFA
to be representative of the actual performance for
the same time period of all reasonably comparable
accounts and, in the case of rate of return fig-
ures, unless such figures are calculated in a
manner consistent with that required under CFTC
Rule 4.21(a} (4) (ii) (F).

{(c) Hypothetical Results.

(1) Any Member or Associate who uses promotional mate-
rial which includes a measurement or description
of or makes any reference to hypothetical perfor-
mance results which could have been achieved had a
particular trading system of the Member or Asgo-
ciate been emplovyed in the past must include in
the promotional material the following disclaimer
prescribed by NFA's Beoard of Directors:

HYPOTHETICAL PERFORMANCE RESULTS HAVE MANY
INHERENT LIMITATIONS, SOME OF WHICH ARE DES-
CRIBED BELOW. NO REPRESENTATION IS BEING
MADE THAT ANY ACCOUNT WILL OR IS LIKELY TO

ACHIEVE PROFITS OR LOSSES SIMILAR TO THOSE
SHOWN. TN FACT, THERE ARF FREQUENTLY SHARP
DIFFERENCES BETWEEN HYPOTHETICAL PERFORMANCE
RESULTS AND THE ACTUAL RESULTS SUBSEQUENTLY
ACHIEVED BY ANY PARTICULAR TRADING PROGRAM.

ONE QOF THE LIMITATIONS OF HYPOTHETICAL PER-
FORMANCE RESULTS IS THAT THEY ARE GENERALLY
PREPARED WITH THE BENEFIT OF HINDSIGHT. 1IN
ADDITION, HYPOTHETICAL TRADING DOES NOT

INVOLVE FINANCIAL RISK, AND NO HYPOTHETICAL

TRADING RECORD CAN COMPLETELY ACCOUNT FOR THE
IMPACT OF FINANCIAL RISK IN ACTUAL_ TRADING,
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{2)

FOR EXAMPLE, THE ABILITY TO WITHSTAND LOSSES
QR TO ADHERE TQ A PARTICULAR TRADING PROGRAM
IN SPITE OF TRADING LOSSES ARE MATERIAL
POINTS WHICH CAN ALSQC ADVERSELY AFFECT ACTUAL
TRADING RESULTS. _THERE ARE NUMERQUS OTHER
FACTORS RELATED TC THE MARKETS TN GENERAL OR
TC _THE IMPTLEMENTATION OF ANY SPECIFIC TRADING
PROGRAM WHICH CANNOT BE FULLY ACCOUNTED FOR
IN THE PREPARATION OF HYPOTHETICAL PERFOR-
MANCE RESULTS AND ALI, QF WHICH CAN ADVERSELY
AFFECT ACTUAL TRADING RESULTS.

If a Member or Agsociate has either less than cne
year experience in directing customer accounts or
trading proprietary accounts, then the disclaimer
must also contain the following statement:

(THE MEMBER) HAS HAD LITTLE OR NO EXPERIENCE
IN TRADING ACTUAL ACCOUNTS FOR ITSELF OR FOR

CUSTOMERS. BECAUSE THERE ARE NO ACTUAL TRAD-
ING RESULTS TO COMPARE TO THE HYPOTHETICAL
PERFORMANCE RESULTS, CUSTOMERS SHOULD BE
PARTICULARLY WARY OF PLACING UNDUE RELIANCE
ON _THESE HYPOTHETICAL PERFORMANCE RESULTS.

Any Member or Associate who uses promotional mate-
rial which includes a measurement or descripticn
of or makes any reference to hypothetical perfor-
mance results which could have been achieved had a
particular trading system of the Member or Asso-
ciate been employed in the past must include in
the promotional material comparable information
regarding:

(i) past performance results of all customer
accountsg directed by the Member pursuant £o a
power of attorney over at least the last five
years or over the entire performance history
if less than five vears: and

(ii) if the Membex hag less than one vear experi-
ence in direg¢ting cugtomey accounts, past
performance results of hig proprietary trad-
ing over at least the last five years or over
the entire performance history if less than

five vyears.
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(3} Any Member or Associate utilizing promotional
material containing hypothetical performance
results must adhere to all the requirements con-
tained in the Board’s Interpretive Notice relating
to this issue. (See Interpretive Notice at
g .

({4) These restrictions on the use of hypothetical
trading resultg shall not apply to promotiopnal
material directed exclusively to persons who meet

the standards of a "Qualified Eligible Partici-
pant" under CFTC Rule 4.7,

[{c)](d}) Statements of Opinion.

* * *

[{(d)] {e) Written Supervisory Procedures.

* * *

[(e)](f) Recordkeeping.

* * *

[(£)]{q) Filing with NFA.

* * *

[(g)](h) Definition.
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Proposed Adoption of an Interpretive Notice to NFA Compli-
ance Rule 2-29 Relating to the Use of Promotional Material
Containing Hypothetical Performance Results. The following
text replaces the proposed text submitted on September 1,
1994.

NFA COMPLIANCE RULE 2-29

INTERPRETIVE NOTICE RELATING TO THE
USE OF PROMOTIONAL MATERIAL CONTAINING
HYPOTHETICAL PERFORMANCE RESULTS

Over the years the use of hypothetical performance
results has repeatedly produced highly misleading promo-
tional material. By their very nature, such performance
results have certain limitations. For example, hypothetical
performance results do not represent actual trading and are
generally designed with the benefit of hindsight which may
under- or over-compensate for the impact of certain market
factors, including lack of liquidity and price slippage.
Furthermore, since hypothetical trading does not involve
financial risk, no hypothetical performance results can
completely account for the impact of certain factors asso-
ciated with risk, including the ability of the customer or
the advisor to withstand losses or to adhere to a particular
trading program in the face of trading losses. Despite
these limitations, there have been numerous instances in
which Members in one form or another have attempted to
induce customers to place undue reliance on hypothetical
results. NFA’'s Business Conduct Committee has not hesitated
to issue charges against Members engaging in such practices
and will continue to pay close attention to advertising
materials which display hypothetical results.

The use of hypothetical results has been the subject of
regulatory scrutiny before. 1In 1981, the Commodity Futures
Trading Commission ("CFTC" or "Commission®") considered a
total ban on the use of such results. Ultimately, the
Commission determined to require CPOs and CTAs displaying
hypothetical results to display the disclaimer set forth in
CFTC Regqulation 4.41. The Commission noted at the time that
it might well impose sterner measures if the disclaimer
proved ineffective at preventing abuses. NFA subsequently
required all NFA Members and Associates to display Regula-
tion 4.41's disclaimer in any promotional material which
contains such results.
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In NFA's experience, however, the use of the mandated
disclaimer has not prevented recurring abuses in the presen-
tation of hypothetical results. In some instances Members
have touted dramatic hypothetical profits without revealing
that their actual performance is much worse. This situation
has been addressed by an amendment to NFA Compliance Rule 2-
29{(c) (2) which requires Members advertising hypothetical
results to disclose their actual results as well. In other
cases Members have effectively diminished the impact of the
disclaimer by grossly over-emphasizing the significance of
very dramatic hypothetical profits. For example, some
Members have utilized promotional material which present
hypothetical rates of return in large, bold face print while
the disclaimer can be read only with a magnifying glass. In
other advertising pieces the disclaimer is so far removed
from the touted hypothetical profits that customers may
never find it. There have also been instances in which
Members or Associates have attempted to disguise hypotheti-
cal performance results as actual performance results.

Due to these problems, NFA’'s Board of Directors
recently reviewed whether NFA Members and Associates should
be permitted to utilize hypothetical performance results in
promeotional material. During this review, the Board con-
sidered a complete ban on the presentation of these results
in promotional material due to its potentially abusive and
misleading nature. However, in considering such a ban, the
Board also recognized that the presentation of hypothetical
performance results in promotional material may have some
limited utility in certain circumstances, for example, where
a CTA has developed a new trading program for which there
are no actual trading results. As a result, the Board
decided to continue to allow Members and Associates to
utilize promoticnal material containing hypothetical perfor-
mance results under very stringent restrictions. Hypotheti-
cal results will not be allowed, however, for any trading
program for which the Member has three months of actual
trading results. Any Member or Assoclate utilizing promo-
tional material which includes hypothetical results shall,
at a minimum, adhere to the following requirements.

First, any Member or Associate utilizing promotional
material which presents hypothetical performance results
must provide to customers the disclaimer contained in NFA
Compliance Rule 2-29(c¢) (1). The Board has expanded the
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required disclaimer to provide a more thorough discussion of
the limitations of hypothetical results and of the dangers
in placing reliance upon them. To prevent the over-emphasis
of hypothetical performance results, the disclaimer must be
displayed as prominently as the hypothetical results them-
selves. Generally, this would require that the disclaimer
be printed in a type size at least as large as that used for
the hypothetical results. Similarly, to avoid circumstances
where hypothetical performance results are presented in one
section of the promotional material with the disclaimer
buried in another, the disclaimer must now immediately
precede or follow the performance results. Whenever the
Member or Associate has less than twelve months of actual
results, the disclaimer must immediately precede the hypo-
thetical performance results. Furthermore, if the promo-
tional material contains several pages of hypothetical
performance results, then the Member or Associate may need
to include this disclaimer more than once in the material.

Second, any Member or Associate utilizing promotional
material which presents hypothetical performance results
must also describe in the promotional material all of the
material assumptions that were made in preparing the hypo-
thetical results. At a minimum, the description of material
assumptions must cover points such as initial investment
amount, reinvestment or distribution of profits, commission
charges, management and incentive fees, and the method used
to determine purchase or sale prices for each trade. Mem-
bers must also make all material disclosures necessary to
place the hypothetical results in their proper context,
which in some instances may go well beyond the prescribed
disclaimer. Furthermore, Members and Associates must calcu-
late hypothetical performance results in a manner consistent
with that required under the CFTC’'s Part 4 Regulations.

Third, when any Member or Associate utilizes promo-
tional material which contains both hypothetical and actual
performance results, then the actual results must be pre-
gented with at least the same prominence devoted to the
hypothetical results. Both the hypothetical and actual
performance results must be appropriately identified, separ-
ately formatted, discussed in an equally balanced manner and
calculated pursuant to the same rate of return method.
Furthermore, the promotiocnal material must not contain any
statement which places undue emphasis on the hypothetical
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performance results, for example, by discounting or down-
playing the significance of any actual performance results.

The presentation of hypothetical performance results in
prometional material is, of course, subject to all other NFA
Requirements. Pursuant to NFA Compliance Rule 2-29(b) (1)
and (2), the ultimate test of any promotional material is
whether the overall impact of the material is wmisleading or
likely to deceive the public. Although NFA has issued this
Interpretive Notice, the Board recognizes that it cannot
describe every manner in which promotional material contain-
ing hypothetical performance results may be misleading. The
fact that an NFA Member or Associate has printed the dis-
claimer required pursuant to NFA Compliance Rule 2-29 and
that the promotional material is in facial compliance with
this Interpretive Notice does not ensure that material is
not misleading.

Promotional material which contains hypothetical per-
formance results will continue to be carefully scrutinized
by NFA staff. Pursuant to NFA Compliance Rule 2-29(e},
Members and Associates presenting hypothetical results in
their promotional material must be able to demonstrate to
NFA’'s satisfaction the validity of the presentation of the
results. The greater the emphasis on dramatic hypothetical
profits, the greater the Member’s burden in demonstrating
the validity of the presentation.

The use of pro forma and extracted results are two
other areas in which a hindsight analysis can lead to mis-
leading promotional material. The Board of Directors
believes that the use of pro forma performance histories can
present useful information to customers, particularly when
used to show how the past performance of a given Member or
Associate would have been affected by the commission or fee
structure which applies to the futures or options contracts,
commodity pool, or trading program the Member or Associate
is offering, recommending, or providing information on.
Therefore, a Member or Associate may use pro forma results
to adjust for differences in commissions and fees as long as
the pro forma results are not calculated in a misleading
manner. Members and Associates may not, however, use Dro
forma results which reflect a hindsight analysis. For
example, CPOs may not use pro forma results to show what
results a multi-advisor pool could have achieved in the past
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if the pool’s assets had been allocated among particular
CTAs in a certain proportion.

Hindsight analysis may also play a part in the pre-
sentation of "extracted performance" in which a Member or
Agsociate selects one component of its overall past trading
results to highlight to customers. In order to prevent the
misleading use of such results, the use of extracted per-
formance is permitted only when a CPO’'s or CTA’'s previous
disclosure documents designated the percentage of assets
which would be committed toward that particular component of
the overall trading program. For example, if the previous
disclosure document stated that 25% of a fund’s assets would
be dedicated to trading financial futures contracts, and if
25% of the fund’'s assets were in fact dedicated to trading
financial futures contracts, the CPO would be allowed to
present the extracted performance of its financial futures
trading based on net asset wvalues equal to 25% of the fund’s
total net asset value. Performance may also be extracted
from a managed account program run by an FCM or IB if these
same requirements are met. In other words, the FCM or IB
must have previously prepared and distributed to all cus-
tomers participating in the trading program a written report
or similar document which designated the percentage of
assets which would be committed toward that particular
compcnent of the overall trading program. Oral represen-
tations, or written documents which were not distributed to
the customers, are not sufficient. Furthermore, any promo-
tional material referring to extracted results must clearly
label those results as such and must disclose in an equally
prominent fashion the overall actual trading results from
which the extracted results were drawn.

EXPLANATION OF AMENDMENTS

A, Explanation of Proposed Amendments to NFA Compliance Rule
2-29

By letters dated March 15, 1994, September 1, 19%4 and
March 15, 1995, NFA submitted for the Commission’s review and
approval proposed amendments to NFA Compliance Rule 2-29 concern-
ing hypothetical trading results in promotional material. The
propesed amendments to Compliance Rule 2-29 have not changed
since March 15, 1995, and they are included here solely for ease
of reference in the Commission’s review of the proposed interpre-
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tive notice to that rule. An explanation of the proposed amend-
ments to Compliance Rule 2-29 can be found in the March 15, 1994,
September 1, 1994 and March 15, 1995 submissions.

B. Explanation of Proposed Interpretive Notice to NFA Compli-
ance Rule 2-29 Relating to the Use of Promotional Material
Containing Hypothetical Performance Results

By letter dated September 1, 1994, NFA submitted for
the Commission’s review and approval the proposed adoption of an
Interpretive Notice to NFA Rule 2-29. Since that time, Commis-
sion staff had asked NFA to consider amending the proposed
Interpretive Notice to provide that Members could not present
hypothetical trading results for any program for which they have
actual results. The Interpretive Notice as proposed herein
provides for this.

Furthermore, in its March 15, 1994 letter to the
Commission NFA submitted a proposed Interpretive Notice to NFA
Compliance Rule 2-13 Concerning Presentation of Past Performance
Information. Most of the proposals made in that submission have
been incorporated in the CFTC’s recent amendments to its Part 4
Rules, and, therefore, NFA hereby withdraws that submission. The
treatment of pro forma and extracted performance results, how-
ever, was not included in the Part 4 Rule amendments. As these
issues closely relate to the use of hypothetical performance
results, NFA wishes to address these issues in the proposed
Interpretive Notice contained herein.

The use of pro forma performance histories can present
useful information to customers, particularly when used to show
how the past performance of a given NFA Member or Associate would
have been affected by the fee structure of the current offering.
In other instances, however, the use of pro forma results carry
some of the same limitations as hypothetical results. For
example, some CPOs have used "pro forma" results to show what
results a multi-advisor pool could have achieved in the past if
the pool’s assets had been allocated among certain CTAs in a
certain proportion. This use of pro forma results reflects the
same sort of hindsight analysis that hypothetical results de¢ and
invites the same sort of abuse. The Board would, therefore, not
allow this particular use of pro forma results.

Hindsight analysis may also play a part in the presen-
tation of "extracted performance" in which a Member selects one
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component of its overall past trading results to highlight to
customers. In the Board’'s view, this use of extracted perfor-
mance should be permitted only when the Member had previously
degsignated the percentage of assets which would be committed
toward that particular component of the overall trading program.

NFA respectfully requests that the Commission review
and approve the proposals contained in this submission and
requests that they be declared effective upon Commission

approval.
Sincerely,
/n = Lol

Daniel J. R®th
General Counsel

¢c: Chairman Mary L. Schapiro
Commissioner Barbara Pedersen Holum
Commissioner Joseph P. Dial
Commissioner John E. Tull, Jr.
andrea M. Corcoran, Esqg.
Geoffrey Arconow, Esqg.
Alan L. Seifert, Esqg.
Susan C. Ervin, Esqg.
Lawrence B. Patent, Esqg.
David Van Wagner, Esqg.
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NATIONAL FUTURES ASSOCIATION
NOTICE 1-95-12 » AucusT 8, 1995

Please route to:

ODEOMm

Compliance/Legal
Registration

Sr. Management
Finance

Operations

Break-Even Analysis: Effective Date of Rule
Amendment and Interpretive Notice

In 1994, NFA's Board of Directors (“Board™) adopted amendments to NFA Compli-
ance Rule 2-13 requiring the use of a break-even analysis in pool disclosure docu-
ments. The Board also adopted a formal interpretation of that requirement. The
Commodity Futures Trading Commission ("CFTC") has recently notified NFA that it
has approved the amendments to NFA Compliance Rule 2-13 and the Interpretive
Notice adopted by the Board.

NFA Compliance Rule 2-13, as amended, and the Interpretive Notice adopted by
the Board require each Member CPO which delivers a disclosure document under
CFTC Regulation 4.21 to include a break-even analysis in the disclosure document.
The break-even analysis must include 2 tabular presentation of fees and expenses.
This requirement is intended to insure that customers will be clearly informed about
both the nature and amount of fees and expenses they will incur and the impact of
those fees and expenses on the potential profitability of the investment.

The Interpretive Notice adopted by the Board contains a sample break-even
presentation. Members are reminded that the categories of fees and expenses
specifically mentioned in the Interpretive Notice or included in the sample break-
even presentation is not an exhaustive list. The analysis included in an actual
disclosure document must include all of the fees and expenses of any type which
affect the break-even point of that investment.

When pool participants are to receive some or all of the interest income gener-
ated by the pool, the expected interest income should be deducted from the ex-
penses which must be covered by trading profits to return the customer to the level
of his initial investment. The estimate of that interest income must include the
assumed interest rate, and that rate must reflect current cash market information.
When any interest income is to be paid to the pool operator, or to anyonre other than
the pool participants, that fact and an estimate of the amount must also be clearly
disclosed.

The break-even analysis must be included in any diselosure document filed with
the Commission and NFA on or after August 24, 1995, which is delivered to prospec-
tive participants under CFTC Regulation 4.21(a). Furthermore, as required by CFTC
Regulation 4.21(e)(1), the break-even analysis must be updated in subsequent
disclosure documents for open-end pools to reflect any changes in the information
and to ensure that the break-even point is accurate as of the date of the disclosure
document.
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As amended, NFA Compliance Rule 2-13 reads as follows. A copy of the Interpre-
tive Notice adopted by the Board is also attached.

COMPLIANCE RULES

Part 2 - RULES GOVERNING THE BUSINESS CONDUCT OF MEMBERS
REGISTERED WITH THE COMMISSION

L2 &

Rule 213, CPO/CTA REGULATIONS |

(a) Any Member who violates any of CFTC Regulations 4.1 and 4.16 through
4.41 shall be deemed to have violated an NFA requirement.

{(b) Each Member CPO which delivers or causes to be delivered a Disclosure
Document under CFTC Regulation 4.21 must include in the Disclosure Docu-
ment a break-even analysis which includes a tabular presentation of fees and
expenses. The break-even analysis must be presented in the manner prescribed
by NFA's Beard of Directors.

(c) Each Member required to file any document with or give notice to the
CFTC under CFTC Regulations 4.13 and 4.16 through 4.32 shall also file one copy
of such document with or give such notice to NFA at its Chicago office no later
than the date such document or rotice is due to be filed with or given to the
CFTC. Any CPO Member may file with NFA a request for an extension of time in
which to file the annual report required by CFTC Regulation 4.22(c) ora
request for approval of a change to its fiscal-year election by following the
procedures set forth in NFA Financial Requirements Schedule E.

National Futures Association, 200 W. Madison 5t., Suite 1600, Chicago, IL 60606-3447
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INTERPRETATION OF NFA COMPLIANCE RULE 2-13
BREAK-EVEN ANALYSIS

NFA Compliance Rule 2-13 requires, in pertinent part, that each Member CPO which delivers a disclosure
document under the CFTC Regulation 4.21 must include in the disclosure document a break-even analysis which
includes a tabular presentation of fees and expenses. The break-even analysis must be presented in the manner
prescribed by NFA's Board of Directors. The purpose of this requirement is to ensure not only that customers will be
clearly informed as to the nature and amount of fees and expenses that will be incurred, but that customers will also
be made aware of the impact of those fees and expenses on the potential profitability of their investments. NFA's
Board of Directors has adopted the following guidelines which must be adhered to by NFA Member CPOs when
preparing the break-even analysis required by Compliance Rule 2-13:

. If fees are likely to be affected by the size of the offering, then an
assumed amount of total funds raised should be stated. The document
should also state what the break-even point would be if the minimam or
maximum proceeds were raised.

. If there are redemption fees, they must be clearly shown and considered
part of the total cost and reflected in the break-even analysis.

» Incentive fees should be stated as a percentage of profits, and the method
by which profits are calculated shoyld be deseribed.

. All management, brokerage and other fees should reflect actual experi-
ence or contractual charges, if known. 1f not known, they should be
based on good faith estimates. If, for example, CTAs publish their
estimated number of round turns/ $1,000,000 then those published
estimates should be used for estimating brokerage costs. If this is an on-
going fund or if there is evidence supporting other numbers, then the
other numbers should be used and explained.

To calculate the break-even point a CPO must first determine the amounts of all fees and expenses, exclusive of
incentive fees, that are anticipated to be incurred by the pool during the first year of the investment. The tota] of
these fees and expenses less the amount of interest income expected to be earned by the pool represents the gross
trading profits before incentive fees (preliminary gross trading profits) that would be necessary for the pool to retain
its initial Net Asset Value per unit at the end of the first year. [n some situations the CPO must then calculate the
additional trading profit that would be necessary to overcome the incentive fees that would be incurred. This
situation will arise whenever the pool expects to incur expenses which would not be deducted from the CTA’s net
performance in calculating the CTA's incentive fee. That amount can be computed by first determining the incentive
fees that would be incurred if the preliminary gross trading profits described above were achieved and then dividing
that amount by ( 1- incentive fee rate); e.g., if the incentive fee is 25%, the denominator would be }- .25,0r.75. A
sample break-even presentation is shown below:
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Selling Price per Unit (1} $ 1,000.00
Syndication and Seiling Expense (1) $ 50.00
General Partner's Management Fee (2) 9.50
Fund Operating Expenses (3) 20.50
Trading Advisor's and Trading Manager’s

Management Fees (4) 28.50
Trading Advisor's and Trading Manager's

Incentive Fees on Trading Profits (5) 17.17
Brokerage Commissions and Trading Fees (6) 33.00
Less Interest [ncome (7) {28.50)

Amount of Trading Income Required for the
Fund's Net Asset Value per Unit { Redemption
Value) at the End of One Year to Equai the

Selling Price per Unit $ 13517
Percentage of Initial Selling Price per Unit 13.52%
Explanatory Notes:

(1) Investors will initially purchase units at $1,000. After the commencement of trading, units will be purchased at the
Fund's month-end Net Asset Value per unit. A 5% syndication and selling charge will be deducted from each subscription
to reimburse the Fund, the General Partner and/or the Clearing Broker for the syndication and selling expenses
incurred on behaif of the Fund.

(2) Except as set forth in these explanatory notes, the illustration is predicated on the specific rates or fees contracted
by the Fund with the General Partner, the Trading Manager, the Trading Advisor, and the Clearing Broker, as described
in “Fees, Compensation and Expenses.”

(3) The Fund’s actual accounting, auditing, iegal and other operating expenses will be borne by the Fund. These
expenses are expected to amount to approximately 2.05% of the Fund's Net Asset Value.

(4) The Fund's Trading Advisor will be paid a monthly management fee of /2 of 2% of Allocated Net Assets. The fund's
Trading Manager will be paid a monthly management fee of 1/12 of 1% of allocated Net Assets.

(5} The Trading Advisor and Trading Manager will receive incentive fees of 20% and 5%, respectively, of Trading Profits
exclusive of interest income. The $17.17 of incentive fees shown above is equal to 25% of the net of total trading income
of $135.17, minus $38.00 of brokerage commissions and trading fees and $28.50 of management fees.

(6) Brokerage commissions and trading fees are estimated at 4% of Net Asset Value.

(7) The Fund will earn interest on margin deposits with its Clearing Broker. Based on current interest rates, interest
income is estimated at 3% of Net Asset Value.



U.S. COMMODITY FUTURES TRADING COMMISSION

Threo Lafayette Centre
1155 21st Street, NW, Washington, DC 20581
Telephone: (202) 418-5000
Facsimiie: (202) 418-5521

December 12, 1995

Mr. Daniel J. Roth

General Counsel |

Naticnal Futures Association ERAL NSEL'S OFFICE
200 West Madison Street GEN cqu

Chicago, Illinois 60606

Re: The National Futures Association’s Proposed
Amendment to Compliance Rule 2-29 and
Proposed Interpretive Notice to Compliance
Rule 2-29--Hypothetical Trading Results in
Promotional Materials

Dear Mr. Roth:

By letters dated March 15, 1994, through September 21, 1995,
the National Futures Association ("NFA"} submitted to the
Commission for its approval, pursuant to Section 17(j) of the
Commodity Exchange Act ("Act"), a proposed amendment and
interpretive notice to Compliance Rule 2-29. The proposed
amendment and portions of the proposed interpretive notice would
place certain restrictions on the use of hypothetical trading
results in promotional materials.

Please be advised that on this date the Commission has
determined to approve, pursuant to Section 17(j) of the Act, the
proposed amendment to Compliance Rule 2-29 and the provisions of
the proposed interpretive notice to Compliance Rule 2-29 which
pertain to hypothetical trading results. As per the agreement of
the NFA, the Commission will continue to consider the remaining
provisions of the proposed interpretive notice to Compliance Rule
2-29 (i.e., the last two paragraphs of the notice) and their
requirements for pro forma and extracted trading results.

Under recently-amended Commission Regulation 4.41, persons
who present commodity interest hypothetical trading results in
their promotiocnal material must include in such materials either
the disclaimer specified in Commission Regulation 4.41(b) (1) (1)
or a disclaimer which complies with rules promulgated by a
registered futures association pursuant to Section 17(j) of the
Act. Accordingly, NFA should inform its members that while new
NFA Compliance Rule 2-29(c) (4) would not require members to
provide qualified eligible participants ("QEPs") with any
disclaimer under Rule 2-29, members would be required to provide
QEPs with a disclaimer pursuant to Commission Regulation
4.41(b) (1) (1) .
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Although the Commission’s recent revisions to its Part 4
Regulations do not prohibit the use of hypothetical trading
results in promotional materials, the Commigsion has continuing
concerns as to the potential misleading nature of such results.
Accordingly, NFA should report to the Commission within one year
on whether its partial prohibition and its new disclaimer and
disclosure of actual trading performance requirements are
sufficient safeguards against the abuse of hypothetical trading
results. Based upon these future experiences, the Commission
could determine to prohibit or further restrain the use of such
results. In such case, NFA would be required to make responsive
changes to Compliance Rule 2-29 and its accompanying interpretive
notice.

The Commission further reminds the NFA that it should review
its sales practice audit procedures with respect to promotional
materials to ensure that they adequately monitor compliance with
NFA’'s new hypothetical trading results requirements.

Sincerely,

ean A, Webb
Secretary of the Commission



December 27, 1995

CPTC Approves Amendment to Rule 2-29 and
Interpretive Notice Relating to Hypothetical Trading Results

A letter from the CFTC was received informing NFA that the
Commission on December 12, 1995 approved NFA’s proposed amendment
to Compliance Rule 2-29 and the adoption of an interpretive
notice to the rule, both relating to the use of promotional
material containing hypothetical trading results. The rule
amendment and the interpretive notice become effective on Febru-
ary 1, 1996.

Note: In its gubmissgion of the interpretive notice, NFA also
proposed restrictions on the use of pro forma and extracted
trading results. Those proposals are still under review by the
CFTC and are not part of the interpretive notice which becomes
effective on February 1.



U.S. COMMODITY FUTURES TRADING COMMISSION

Three Lafaystte Centre
1155 21st Street, NW, Washington, DC 20581
Telephone: (202) 418-5430
Facsimile: (202) 418-5536

DIVISION QF April 25, 1997
TRADING & MARKETS

Mr. Daniel J. Roth

General Counsel

National Putures Association
200 West Madison Street
Chicago, Illinois 60606

Re: Proposed Interpretive Notice to Compliance
Rule 2-34--Nominal Account Size

Dear Mr. Roth:

By letters dated March 15, 1994, through June 2, 1995, the
National Futures Association ("NFA") submitted to the Commission
for its approval, pursuant to Section 17(j) of the Commodity
Exchange Act ("Act"), a proposed interpretive notice to
Compliance Rule 2-34 which would establish disclosure
requirements for commodity pool operators ("CPOs") and commodity
trading advisors("CTAs"). The proposal would require the use of
the so-called notional funds method to establish nominal account
size and present past performance in CPO and CTA disclosure
documents.

The Commission believes that requiring such disclosure would
necessitate either the amendment of its regulations or exemptive
relief and has requested further information on how notional fund
denominators are determined, especially for retail customers.

The Commission needs such information to evaluate fully NFA's
proposal. Based upon the request of Commission staff, NFA agreed
last year to provide the Commission with more information on what
mcthedologies CTPOs and CTAs use to calculate nominal account
gizeg, including examples of their application. As of this date,
NFA has not submitted such information to the Commission that
sufficiently describes these methodologies for further
evaluation.

Please inform the Division of Trading and Markets whether
and when NFA plans to submit any additional information to the
Commission, 8¢ that the Division can determine how to treat NFA's
submission.

o Very ti ’/f\youm,

avi an Wagner
=0 01997 Special Counsel
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February 26, 1998

Ms. lean A. Webb

Secretariat

Commodity Futures Trading Commission
Three Lafayette Centre

1155 21* Street, N.W.

Washington, D.C. 20581

Re:  National Futures Association: Proposed Deletion of NFA Compliance Rule
2-8(e)(2) and Proposed Amendments to NFA Compliance Rule 2-29(b)(5)

Dear Ms. Webb:

Pursuant to Section 17(j) of the Commodity Exchange Act, as amended,
National Futures Association (“NFA”) hereby submits to the Commodity Futures Trading
Commission (“CFTC” or “Commission”) the proposed deletion of NFA Compliance Rule
2-8(e}(2) and proposed amendments to NFA Compliance Rule 2-29(b)(5). The proposals
contained herein were approved by NFA’s Board of Directors (*Board”) on February 19,
1998. NFA respectfully requests Commission review and approval of the proposals.

Proposed Amendments

A. Proposed Deletion of NFA Compliance Rule 2-8(eX2) (Deletions are placed within
brackets):

COMPLIANCE RULES

* 0 Ok %

Part 2 — RULES GOVERNING THE BUSINESS CONDUCT
OF MEMBERS REGISTERED
WITH THE COMMISSION

* * %

RULE 2-8. DISCRETIONARY ACCOUNTS.

* L
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B)

(e) Third-Party Account Controllers.

No Member FCM shall accept a customer account, and no Member FCM or
[B shall introduce a customer account, over which a third party, not an Associate of
such FCM or IB, is to exercise discretion without first obtaining[: (1} A] a copy of
such account controller’s written trading authorization or a written acknowledgment
from the customer that such authorization has been given_ [; and

(2) An acknowledgment from the customer that the customer has received a dis-
closure document from the account controller, or a written statement from
the account controller explaining why the account controiler is not required
to provide a disclosure document to the customer.}

Proposed Amendment to NFA Compliance Rule 2-29(b)}(5) (Additions are under-

scored):

COMPLIANCE RULES

RULE 2-29. COMMUNICATIONS WITH THE PUBLIC AND PROMOTIONAL
MATERIAL

(b) Content of Promotional Material.

No Member or Associate shall use any promotional material which:

* K ok

(5) includes any specific numerical or statistical information about the
past performance of any actual accounts (including rate of return)
unless such information is and can be demonstrated to NFA to be rep-
resentative of the actual performance for the same time period of all
reasonably comparable accounts and, in the case of rate of return fig-
ures, unless such figures are calculated in a manner consistent with
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that required under CFTC Regulation 4.25(a){7){i){F) and are based on
the nominal account size (as described in Compliance Rule 2-34).

Explanation of Proposed Amendments

A)

Explanation of Proposed Deletion of NFA Compliance Rule 2-8(e)(2)

NFA Compliance Rule 2-8 provides certain requirements relating to a Mem-
ber or Associate’s exercise of discretion over a customer’s commodity futures
account. NFA Compliance Rule 2-8B(e}{(2) specifically provides that no FCM or 1B
Member shall accept or introduce a customer account over which a third party is to
exercise discretion without first obtaining an acknowledgment that the customer has
received a disclosure document or a written explanation why none was provided.
Several FCM Members recently requested that NFA limit this requirement to apply
only to unsophisticated customers.

Compliance Rule 2-8(e}(2) was originally developed by NFA’s FCM Advisory
Committee in 1984. At the time, that Committee stated that this provision was nec-
essary, in part, based upon their belief that both the FCM carrying an account and a
third party exercising discretion aver an account have responsibilities to the cus-
tomer. The FCM Advisory Committee reasoned that this provision’s requirement
would provide an additional check in the regulatory scheme to ensure that a person
acting in a capacity requiring a disclosure document will not be able to place
accounts at an FCM or IB without demonstrating that the document has been pro-
vided to the customer.

In evaluating the request to limit the application of Compliance Rule
2-8(e}(2), the Board noted that this provision essentially duplicates the protections
afforded by NFA Bylaw 1101. To comply with Bylaw 1101, an FCM or |B Member
must determine whether any third party trading a customer’s account is a Member
of NFA. If the account controller is a Member, the FCM or IB should be able to
assume that the account controller has complied with NFA rules and has delivered
any required disclosure documents. The Board reasoned that requiring the FCM or
IB to obtain an acknowledgment from the customer that he has obtained the disclo-
sure document adds little regulatory protection. If the account controller is not an
NFA Member, Bylaw 1101 requires the FCM or IB to determine whether he is
required to be registered. Thus, the current requirement in Compliance Rule
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B)

2-8(e)(2) that the FCM or IB obtain a written explanation from the account controller
why a disclosure document was not required also adds little, if any, protection.

Therefore, the Board concluded that the regulatory protections afforded by
Compliance Rule 2-8(e)(2) are essentially provided for by NFA Bylaw 1101 and,
therefore, determined that NFA Compliance Rule 2-8(e}(2) should be deleted.

Explanation of Proposed Amendment to NFA Compliance Rule 2-29(b)(5)

As the Commission is aware, in 1995, NFA’s Special Committee for the
Review of CPO/CTA Disclosure Issues recommended and the Board approved a rule
proposal to deal with the issue of notional funding. This issue stems from the sim-
ple fact that institutional customers direct a CTA to base its trading decisions on a
certain amount the customer is willing to commit to a particular trading program.
These customers, however, typically keep a much smaller amount on deposit with
the FCM, usually their minimum margin requirement. The question becomes which
figure the CTA should use as the beginning net asset value in computing rate of
return—the amount the customer directed the CTA to use as the basis for its trading
decisions or the amount the customer actually deposits with the FCM. NFA believes
that CTAs should not have to reflect dramatically different rates of return for two
customers making the same trades in the same trading program simply because the
customers happen to have different cash management strategies,

NFA Compliance Rule 2-34 requires the CTA to disclose the partial funding
of an account to the carrying FCM and to disclose to its customers how partial fund-
ing affects margins and fees. At the same time it approved Compliance Rule 2-34,
the Board approved an interpretive notice to Compliance Rule 2-29 dealing with a
number of issues concerning the content of disclosure documents. That notice
included a statement that a CTA's “rate of return information must be calculated in a
manner approved by the Commission and must be based on the entire amount of
funds committed to trading (i.e., nominal account size)." Taken together, these two
provisions were intended to require CTAs to calculate rate of return information on
the amount a customer has committed to trading rather than on the actual funds in
an account.
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The Board subsequently withdrew the interpretive notice to Compliance Rule
2-29 since most of the issues it addressed have been superseded by changes to
Commission rules. However, the Board did not amend Compliance Rule 2-34 or its
interpretive notice at that time to include the requirement that rate of return be cal-
culated based on the amount committed to trading. The Board has now amended
NFA Compliance Rule 2-29(b)(5) to make that requirement explicit.

The amendment to Compliance Rule 2-29(b)(5) supplements NFA’s March
15, 1995 submission regarding NFA Compliance Rule 2-34 and its accompanying
interpretive notice. NFA will not make either proposal effective until both are
approved by the Commission.

NFA respectfully requests that the Commission review and approve the pro-
posed amendments referred to herein and requests that they be declared effective upon
Commission approval.

Respectfully submitted,

Daniel J. Roth {
General Counsel

DJR:ckm(sub\021998 Bd)

cc:  Chairperson Brooksley Born
Commissioner Barbara Pedersen Holum
Commissioner John E. Tull, jr.
Commissioner David D. Spears
Geoffrey Aronow, Esq.
I. Michael Greenberger, Esq.
Alan L. Seifert, Esq.
Lawrence B. Patent, Esq.
David Van Wagner, Esq.
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February 25, 1999

By QOvernight Mail

I. Michael Greenberger, Esq.

Director

Division of Trading and Markets
Commaeodity Futures Trading Commission
Three Lafayette Centre

11565 21st Street, N.W.

Washington, D.C. 20581

Re: Notional Funding
Dear Mr. Greenberger:

NFA's notional funding proposal has been pending at the Commission for
almost five years and the underlying concept has been advocated by the industry for
over a decade. NFA urges the Commission to separate NFA's proposal from the other
issues discussed in the Commission’s recent concept release on performance
disclosure and to approve NFA's proposal quickly.

NFA understands and agrees with the Commission’s concerns that
partially funding accounts raises certain sales practice, disclosure, and financial
responsibility issues. However, the Commission has attempted to deal with these
concemns by regulating how CPOs and CTAs calculate their rate-of-return (ROR) rather
than addressing the issues directly. By stretching the regulations regarding calculating
ROR to deal with these concerns, the Commission has attacked the right problems with
the wrong tools. As a resuit, the Commission’s concerns have not been adequately
addressed and ROR is unnecessarily distorted.

In theory and by definition, ROR is a measure of the CTA’s performance.
When actual funds on deposit with the FCM are used to calculate ROR, however, ROR
becomes a measure of the client's gains or losses as a percent of the funds the client
chose to deposit with the FCM, not a measure of the CTA’s performance. For example,
if two clients open accounts under a CTA’s $250,000 trading program and begin trading
at the same time, both accounts have the same commission and incentive fee structure,
and both accounts receive identical trades, the CTA will generate the same absolute
profits and losses for both accounts, regardless of funding level. The CTA did notdo a
better job for one account than for the other. If ROR is calculated based on actuat funds
on deposit, however, the ROR for the partially-funded account will be higher than that
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for the fully-funded account if the CTA made money and lower than that for the fully-
funded account if the CTA lost money. This approach measures the clients' different
cash-management strategies rather than the CTA’s performance.

The Commission's approach also does not deal effectively with customer
protection issues. Assume, for example, that a client has contracted with a CTA to
participate in the CTA’s $250,000 trading program but has only deposited $100,000 with
the FCM. If the CTA uses the actual funds method of calculating ROR, the CTA is not
required to provide any disclosure to the client about the effect of partial funding on
margin calls, commissions, or leverage or to inform the FCM that the account is partially
funded. Ifthe CTA calculates ROR using the fully-funded subset method allowed under
CFTC Advisory 93-13, on the other hand, this information wiil be provided to the client
and the FCM, respectively. However, since the CTA is only required to provide funding
information to the FCM if the account is partially funded, the FCM has no way of
knowing if an account it does not receive funding information for is a fully-funded
account or if it is really a partially-funded account that the CTA has failed to provide
information on.

My staff has read each of the comment letters submitted in response to
the concept release on performance disclosure, and we have discussed those
comments with NFA's Special Committee on CPO/CTA Disclosure Issues (Special
Committee). This letter discusses the Special Committee’s response to the comments
that address NFA's notional funding proposal. | am sending you a separate letter
dealing with the issues raised in the concept release that are independent of the
notional funding issue.

A.  General Comments on the Use of Notional Funding

Several commenters were concerned that NFA's proposal will understate
volatility and lead retail customers to believe that futures investments are safer than
they really are. The Special Committee disagrees with this assessment. First, the
Commission’s rules require both the FCM or iB and the CTA to provide risk disclosure
to managed account customers — disclosure that emphasizes that futures are very
risky investments. Second, NFA's proposal supplements this disclosure for partially-
funded accounts by requiring the CTA to inform the customer that the greater the
disparity between the nominal account size and the amount deposited, the greater the
likelihood and possible size of margin calls. Third, using the nominal account size in
calculating ROR provides a more accurate picture of volatility than using actual funds on
deposit does. If an account is being traded as a $250,000 account, it has the volatility
of a $250,000 account, regardless of the amount of funds on deposit. The actual funds
method, on the other hand, does not tell a client with a partially-funded account how his
account will perform. The actual funds method overstates volatility by treating a
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$250,000 account funded at $100,000 and a fully-funded $100,000 account as if they
were the same; exaggerates profits and losses; creates widely divergent RORs for
similarly traded accounts based solely on the clients’ different cash management
policies; and ignores the practical reality that both the CTA and the client consider the
account size to be equivalent to the amount committed to trading rather than to the
amount deposited for margin.

An academic commented that ROR should be based on the amount of
“actual funds put at risk by the customer” and appears to believe that this amount is
closer to actual funds on deposit than it is to nominal account size. As any customer
who has ever received a margin call knows, however, the amount of funds deposited at
the FCM does not represent the actual funds put at risk by the customer. Determining
the amount of funds put at risk is an impossible task and would likely be closer to
nominal account size than to actual funds on deposit.

This same commenter characterized nominal account sizes as
hypothetical or fictitious amounts. As discussed elsewhere in this letter, NFA’s proposal
contains several safeguards to keep the nominal account size from being set at an
arbitrary or “fictitious” level.

B. i isk Profil ially-

The Commission’s release asked for comments on “disclosure of risk
profile data on CTA programs for clients considering participation on a partially-funded
basis.” In particular, the Commission asked whether CTAs should be required to
present drawdown percentages based on two or three partial-funding levels offered by
the CTA in addition to the fully-funded level.

In both a theoretical and a practical sense, partial funding does not affect
risk. A $5,000 gain or loss is a $5,000 gain or loss regardless of whether it is 25% or
120% of the amount deposited at the FCM. Everyone in the same trading program has
the same risk, regardless of funding level. What partial funding does affect is the
percentage profit and loss based on the amount of funds deposited with the FCM —
which neither the client nor the CTA considers to be the true account size — and the
likelihood of margin calls. To the extent this raises a concern, NFA deals with it by
requiring the CTA to disclose the effect of partial funding on the frequency and size of
margin calls.

As you know, all commenters who addressed this issue opposed
presenting drawdown percentages at different funding levels. Most commenters,
including NFA, stated that the Commission’s proposal is counter-productive in that it will
confuse investors rather than enlighten them. Even if it were not confusing, disclosing
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drawdowns at different funding levels does not convey any useful information to the
client since funding level does not affect either volatility or risk. Therefore, the Special
Committee urges the Commission to abandon this proposal.

C. Presentation of Data Concerning Margin Rates

NFA's proposal requires a CTA who accepts a partially-funded account
from a non-QEC to disclose "an estimated range of the amount of customer equity
generally devoted to margin requirements or option premiums, expressed as a
percentage of the nominal account size of the accounts traded by the CTA, and an
explanation of the effect of partially funding an account at that percentage.” We note
that this requirement was not in NFA’s original submission but was added to proposed
Compliance Rule 2-34 in response to Commission staff's concerns about discipline in
the denominator.

As you know, the notional funding debate revolves around what amount —
agreed upon account size or actual funds on deposit — should be used as beginning
net asset value (BNAV) in the denominator of the ROR calculation. One of the
concerns raised by Commission staff is how to ensure that the account size is not a
fictionalized amount created by the CTA after-the-fact solely to improve performance
figures, understate volatility, or overstate the amount of funds under management. In
other words, how do we provide “discipline in the denominator” so that the account size
is based on the CTA's pre-designed trading program rather than being retro-fit to create
particular performance and volatility figures?

The requirement to disclose a range of equity generally devoted to margin
provides discipline in the denominator in two ways. First, all clients in the same trading
program should have the same margin-to-equity ratio for the same nominal account
size. Second, both the client and NFA (in an audit of the CTA) will know if the CTA
varies significantly or regularly from the disclosed ratio in normal market conditions,
which will cause NFA to question the validity of the account size used as BNAV.

In its concept release, the Commission characterized the proposed
requirement as a measure of risk and asked whether using an estimated range of
margin to equity is misleading. In response, one commenter suggested that disclosing
a range of margin could be misleading for those CTAs that empioy margin on a dynamic
basis. Some commenters noted that unusual market conditions or significant increases
in margin levels could cause a CTA to go outside the range of margin disclosed to its
clients. Other commenters stated that disclosing the range of equity generally devoted
to margin requirements is easy to comply with and provides some information about the
degree of leverage being used. One commenter suggested that any required disclosure
regarding margin levels be included in the advisory agreement rather than in the CTA's
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disclosure document. Although some commenters noted a very general relationship
between margins and risk, the commenters universally took issue with the
Commission’s assumption that margins are a reliable measure of risk.

The Special Committee decided against amending proposed Compliance
Rule 2-34 to eliminate the requirement that CTAs disclose a range of margin generally
employed. First, as mentioned in NFA’s comment letter, this requirement is not
intended to be used as a measure of risk. Second, the rule does not dictate what
document the disclosure must be made in, and a disclosure made in either the
disclosure document or the client agreement wilt comply with the rule. Third, the rule
requires the CTA to disclose the estimated range of equity generally devoted to margin
requirements or options premiums. This range should be based on historical data from
normal market conditions, and significant changes in exchange margin rates or unusual
market events wiil not mean that the estimate does not comply with the rule.

The Commission's release also asked if “a requirement that CTAs commit
to an absolute maximum percentage of customer equity devoted to margin, beyond
which no margin-increasing changes will be made, provide[s] a more useful disclosure
structure?” As stated in the comment letters, this suggestion is unworkable. The
amount of margin required per contract is not within a CTA’s control, and unusual
market conditions or significant increases in margin levels couid cause a CTA to go
above a pre-disclosed maximum amount. Given this reality, the prudent thing for the
CTA to do — as one commenter suggested — would be to set its maximum margin-to-
equity ratio at 100%, and even that might not be high encugh under extreme market
conditions. Furthermore, if everyone selected a maximum margin-to-equity ratio of
100%, or even simply a margin-to-equity ratio designed to reflect unusual conditions
rather than normal ones, the value of using the ratio to provide discipline in the
denominator would be lost. Therefore, the Special Committee does not believe that
NFA’s proposal should be amended to require disclosure of a maximum margin level or
that the Commission should impose such a requirement on its own.

D.  Providing the CTA/Client A { to the ECM

NFA's proposal requires all CTAs to provide the FCM with a copy of a
written agreement between the CTA and the cfient that states the nominal account size,
identifies the trading program, states whether the account will be fully or partially
funded, and describes how additions, withdrawals, profits, and losses will affect the
nominal account size and the computation of fees. One purpose of this requirement is
to increase the amount of information available to the FCM when assessing the
creditworthiness of the client. The requirement also provides “discipline in the
denominator” by assuring that the CTA and the client have agreed on the account size
before the account is opened and begins trading rather than after-the-fact.
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The Commission asked whether FCMs consider the nominal account size
to be usefui information. Although none of the comment letters came from FCMs, we
note that none of the FCMs on the Special Committee or on our Board of Directors
objected to receiving this information. Furthermore, one of the reasons we adopted the
requirement was to address Commission staff's concerns about the financial integrity of
the FCM carrying the partially-funded account. NFA's requirement provides the FCM
with information about the size of the client's commitment to the trading program and its
cash-management practices — information that could help the FCM in assessing the
creditworthiness of the client and imposing credit limits on the client’s account. We also
note that this requirement is already imposed on partially-funded accounts under
Commission Advisory 93-13.

One commenter suggested that Rule 2-34(a) should not apply to fully-
funded accounts. The Special Committee’s purpose in applying it to all accounts was to
ensure that no partially-funded accounts fell through the cracks. Under CFTC Advisory
93-13, which requires funding information for partially-funded accounts only, an FCM
has no way of knowing if an account that has not filed funding information is truly a fully-
funded account or is really a partially-funded account that failed to file the required
information. Under NFA's proposal, the FCM would know to ask for the funding
information from any account that fails to file it. The Special Committee considered this
comment and decided to retain the rule as submitted, thereby requiring CTAs to provide
FCMs with funding information for all accounts.

The Commission also asked whether some other method of getting the
information to the FCM might be more efficient. NFA is more concerned about
achieving the purposes behind this requirement (i.e., providing information to the FCM
and promoting “discipline in the denominator”) than it is about the specific method for
doing so. Therefore, NFA will interpret its requirement to give the CTA flexibility in how
it implements the operational provisions of the rule.

For example, several commenters raised concerns that providing the
advisory agreement to the FCM could result in the disclosure of proprietary information.
The proposed rule does not specify, and the Special Committee did not intend, that the
agreement required by Rule 2-34(a) must be included in the regular client agreement.
Although the CTA can choose to include this information as part of its regular client
agreement, the CTA can also choose to include it in a power of attorney form or in a
separate document.

Proposed Rule 2-34(a) requires that the CTA disclose in writing “the
factors considered by the CTA in determining any minimum account size of the trading
program.” One commenter stated that this determination often includes proprietary and
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discretionary information and asked that the proposal specify that only a general
description is required. The proposed rule was not meant to require a detailed
explanation that includes proprietary information. A general description is sufficient as
long as it is meaningful rather than boilerplate. The Rule also does not require that this
information be filed with the FCM.

This same commenter also questioned whether letters of commitment that
comply with the terms of CFTC Advisory 87-2 would continue to be considered actual
funds for purposes of deciding whether an account is fully funded. The Special
Committee's proposal was not intended to change the types of instruments that can be
used to fund an account. Letters of commitment would still be considered actual funds
for purposes of determining whether an account is fuily or partially funded and,
therefare, whether the CTA must provide the disclosures required by proposed Rule 2-
34(b).

E. Presentation of Risk Profile Data on Commodity Pools

NFA's proposal requires certain CPOs to provide pool participants with a
statement of the total amount allocated to a pool's CTAs as a percentage of the pool's
net assets. This information is only required for non-QEP pools that allocate assets
among the pool's CTAs in such a way that the total allocations to its CTAs is greater
than the total assets of the pool.

As with margin ranges, the Commission's release misunderstands and
mischaracterizes NFA's purpose for requiring this information. The Commission states
that “the most readily apparent use for NFA's proposed ratio would be for prospective
clients to compare one commodity pool to another. On initial consideration, it might
seem that the greater the amount of the nominal account size compared to pool net
assets, the greater the risk of a pool would be." The Special Committee’s purpose in
adopting the disclosure requirement for certain pools was neither to promote
comparability among pools nor to measure the pool's risk. The Special Committee’s
purpose was, quite simply, to require these pools to disclose the degree of leverage
used by the particular pool — nothing more.

The Commission asked for comments on an alternative approach which
would, essentially, require a pool to provide pro forma data based on the worst historical
drawdown during the life of each of the vehicies (CTA programs or investee funds) the
pool invested in over the course of the year times the number of days the pool invested
in that vehicle during the year.

The commenters who addressed this issue did not oppose NFA's
proposal. Most commenters did oppose the Commission’s alternative approach, noting
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that the only relevant performance information is that of the pool itself. The Special
Committee believes that NFA's proposal provides appropriate disclosure to potential
and current pool participants and should not be supplemented by the Commission.

F. Th i f th i ion

As the Commission noted in its release, NFA's proposal does not require
a CTA to maintain any fully-funded accounts. The Commission asked whether CTAs
should be required to maintain a subset of fully-funded accounts to validate their
nominai account sizes.

NFA's proposal is designed to validate nominal account sizes in three
ways. First, the primary way to validate account size is to see if all accounts in the
same trading program with the same nominal account size are traded the same way
and have the same performance. Since all of these accounts use the same
denominator for calculating ROR (i.e., nominal account size), it should be easy for NFA
auditors to compare performance and to detect and question deviations — a
comparison that is much more complex when each account’s individual ROR is based
on its own unique amount of funds on deposit. Second, proposed Compliance Rule 2-
34 requires the CTA and the client to agree to the account size before the CTA starts
trading the account. Third, NFA's proposal requires the CTA to disclose the range of
equity expressed as a percentage of the nominal account size, and NFA will ask the
CTA to justify any deviations not supported by unusual market activity or significant
changes in margin amounts per contract. These three factors make NFA’s proposal a
superior instrument for validating nominal account sizes.

A number of commenters opposed the Commission’s suggestion to
require a fuily-funded subset of accounts. These commenters noted that many CTAs
do not have any fully-funded accounts and that the actual-funding level is not within the
CTA's control. Other commenters suggested using the typical account size as the
denominator for purposes of calculating ROR. One commenter suggested retaining the
fully-funded-subset method but allowing CTAs who do not have any fully-funded
accounts or do not meet the test for using it to calculate ROR based on NFA’s proposal.

The Special Committee strongly objects to any requirement that CTAs
maintain a fully-funded subset. As the commenters noted, many CTAs could not
comply with that requirement in today's business environment, especially considering
that CTAs cannot carry customer funds and, therefore, cannot effectively control the
funding level. If it were easy to maintain and test for a fully-funded subset, the industry
would have accepted the fully-funded subset method of calculating ROR rather than
clamoring to use notional account sizes as the denominator in the ROR calculation,
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especially since both calculations vield the same resuit. As it is, however, NFA's
proposal cannat co-exist with such a requirement.

NFA urges the Commission to separate NFA's proposal from the other
issues addressed in the concept release and to approve NFA’s proposal quickly. |look
forward to discussing our proposal with you on March 3. If you have any questions in
the meantime, please call me (312-781-1390), Dan Driscoll (312-781-1320), or Kathryn
Camp (312-781-1393).

Very truly yours,
ot oan g
Daniel J. Roth

General Counsel

(kpc\Notional\Letter to Greenberger)



NFA‘,?’NATIONAL FUTURES ASSOCIATION

January 2, 2004

Via Federal Express

Ms. Jean A. Webb

Secretariat

Commaodity Futures Trading Commission
Three Lafayette Centre

1155 21 Street, N.W.

Washington, DC 20581

Re: National Futures Association: Resubmission of Proposed Adoption of
NFA Compliance Rule 2-34 and its Interpretive Notice Concerning
Performance Reporting and Disclosures, Resubmission of Proposed
Amendments to Compliance Rule 2-29(b)(5) and Proposed Amendments
to Compliance Rule 1-1.

Dear Ms. Webb:

NFA hereby withdraws its March 15, 1994 original submission and its
March 15, 1995 resubmission of the proposed adoption of NFA Compliance Rule 2-34
and its March 15, 1995 submission of the proposed adoption of an interpretive notice to
Compliance Rule 2-34 concerning Notional Funding. NFA also hereby withdraws its
February 26, 1998 submission of proposed amendments to NFA Compliance Rule 2-
29(b)(5). Pursuant to Section 17(j) of the Commaodity Exchange Act, as amended,
National Futures Association (“NFA”) hereby resubmits to the Commodity Futures
Trading Commission (“CFTC” or “Commission”) the proposed adoption of NFA
Compliance Rule 2-34 and its Interpretive Notice regarding Performance Reporting and
Disclosures and proposed amendments to Compliance Rule 2-29(b)(5). NFA also
submits proposed amendments to Compliance Ruie 1-1. The proposals contained
herein were approved by NFA’s Board of Directors ("Board”) on November 20, 2003.

NFA is invoking the “ten-day” provision of Section 17(j) of the Commaodity
Exchange Act ("CEA") and will make these proposals effective on May 1, 2004 unless
the Commission notifies NFA that the Commission has determined to review the
proposals for approval. NFA intends to notify its Members of these new requirements
once the ten-day review period has passed in order to give them sufficient time to
comply with the requirements.

200 West Madison Streef  Surte 1600 Chicage, ffinois 60506 3127811300 800.621.3570 312.781.]45? fax  www.nfa.futures.org
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PROPOSED AMENDMENTS

(additions are underscored and deletions are stricken-threugh)
COMPLIANCE RULES
PART 1 — DEFINITIONS
RULE 1-1. DEFINITIONS.
(a) "Act" - means the Commodity Exchange Act.
(b} "Actual Funds"” - means the equity in @ commodity trading account over which

a CTA has trading authority and funds that can be fransferred to that account
without the client's consent {o each transfer.

{c) "Appeals Committee” — means the Appeals Committee established under NFA
Bylaw 702. _

{e}{d} "Associate" — means a person who is associated with a Member within the
meaning of the term "associated person" as used in the Act and Commission
Rules and who is required to be registered as an "associated person" with the
Commission.

{d}{e) "Business Conduct Committee” — means the Business Conduct Committee
established under NFA Bylaw 704.

{e){f) "Commission" or "CFTC" ~ means the Commodity Futures Trading
Commission.

+f}(q) "Commodity Pool Operator” or "CPO" — means a person who is required to
register or is registered as a commodity pool operator under the Act and
Commission Rules.
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{gi(h) "Commodity Trading Advisor” or "CTA" — means a person who is required to

th(i)

Hi)
ikl

fal)

H{m)

register or is registered as a commodity trading advisor under the Act and
Commission Rules.

"Contract Market" — means an exchange designated by the Commission as a
contract market in one or more commodities or licensed by the Commission for
the trading of options.

"Exchange Act” — means the Securities Exchange Act of 1934.

"Foreign Board of Trade" — means a board of trade, exchange, or market
located outside the United States, its territories or possessions.

"Foreign Futures" and "Foreign Options" — means futures and options
transactions made or to be made on or subject to the rules of a foreign board of
trade.

"Foreign Futures or Foreign Options Customer” — means any person located
in the United States, its territories or possessions who trades in foreign futures or
foreign options.

fm)(n) "Futures” includes—

(1)  futures and option contracts traded on a contract market;

(2) option contracts granted by a person that has registered with the
Commission under Section 4¢(d) of the Act as a grantor of such option
contracts or has notified the Commission under the Commission's rules
that it is qualified to grant such option contracts;

(3)  foreign futures and foreign options made or to be made on or subject to

the rules of a foreign board of trade for or on behalf of foreign futures or
foreign options customers as those terms are defined in the Commission's
rules; :

(4) leverage transactions as that term is defined in the Commission's rules;
and
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(6)  security futures products, as that term is defined in Section 1a(32) of the
Act.

{m){o) "Futures Commission Merchant" or "FCM" — means a person who is required
to register or is registered as a futures commission merchant under the Act and
Commission Rules.

{e}{p) "Hearing Committee” — means the Hearing Committee established under NFA
Bylaw 707.

{Pi{q) "Introducing Broker"” or "IB" — means a person who is required to register or is
registered as an introducing broker under the Act and Commission Rules.

{a}(r) "Leverage Transaction Merchant" or "LTM" — means a person who is required
to register or is registered as a leverage transaction merchant under the Act and
Commission Rules.

{f{s] "Member" — means a Member of NFA other than a contract market.

(t) "Nominal Account Size"” — means the account size agreed to by the client that
establishes the level of trading in the particular trading program.

(u) "Partially-Funded Account" —.has the same meaning as in CFTC Regulation

4.10(m).

{s}{(v} "Person” — includes individuals, corporations, limited liability companies,
partnerships, trusts, associations and other entities.

{w) "Qualified Eligible Person or QEP" — has the same meaning as in CFTC
Regulation 4.7(a).

{#{x) "Requirements"” — includes any duty, restriction, procedure or standard imposed
by a charter, bylaw, rule, regulation, resolution or similar provision.

{u)(y) "Security Futures Products” — has the same meaning as in Section 1a(32} of
the Act.
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PART 2 — RULES GOVERNING THE BUSINESS CONDUCT OF MEMBERS
REGISTERED WITH THE COMMISSION

* ¥k W

RULE 2-29. COMMUNICATIONS WITH THE PUBLIC AND PROMOTIONAL
MATERIAL '

(b) Content of Promotional Material

No Member or Associate shall use any promotional material which:

* % X

(5) includes any specific numerical or statistical information about the paét
performance of any actual accounts (including rate of return)

{i) unless such information is and can be demonstrated to NFA to be
representative of the actual performance for the same time period
of all reasonably comparable accounts and,

(i) in the case of rate of return figures, unless such figures are
calculated in a manner consistent with-thatrequired-under CFTC
Regulation 4.25(a)(7){}F} for commodity pools and with CFTC
Regulation 4.35(2)(6), as modified by NFA Compliance Rule 2-
34(a}, for figures based on separate accounts, or

* % K
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RULE 2-34. CTA PERFORMANCE REPORTING AND DISCLOSURES

(a)

Performance Information

{b}

(1)

Member CTAs must calculate rate of return according to CFTC Regulation

(2)

4.35(a)(6) using nominal account size as the denominator.

Draw-down information reported under CFTC Reqgulation 4.35(a)(1){v) and

3)

{vi) must be based on rate of return figures using nominal account size as

the denominator.

In calculating net performance, Member CTAs may include interest earned

on actual funds but may not impute interest on other funds.

Written Confirmation for Partially-Funded Accounts

(c)

For partially-funded accounts,'a Member CTA must either receive from a

(1)

(2)

client or deliver fo a client a written confirmation that contains the following
information:

(i the name or description of the trading program, and

(i) the nominal account size agreed to by the client and the CTA.

For new clients, the written confirmation must be received from or

(3)

delivered to the client before the CTA places the first trade for the client.

For existing clients, the written confirmation must be received from or

delivered to the client before the CTA places the first trade after any of the
information required under Section (b)(1) of this rule changes. The written
confirmation must include the new information and the effective date of the
change but need not include any information that will remain the same.

Additional Disclosures for Partially-Funded Accounts

CTAs must provide the following information to clients with partially-funded

accounts if the clients are not QEPs:
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(1} A statement of how management fees will be computed relative to the
nominal account size,

{2)  An explanation of how cash additions, cash withdrawals, and net
performance will affect the nominal account size,

(3) A brief explanation regarding the effect of partial funding on margin and
leverage, :

(4) A statement that partial funding increases the fees and commissions as a
percentage of actual funds but does not increase the dollar amount of
those fees, and

(5) A description, by example or formula, of the effect of partial funding on
rate of return and drawdown percentages.

(d) CPO Use of CTA Performance information

Member CPQs who are required by CFTC Requlation 4.2§Lc) to disclose CTA
performance must report the CTA performance on the same basis as the CTA is
required to report it.

* k *

INTERPRETIVE NOTICES

* % *

COMPLIANCE RULE 2-34:
Performance Reporting and Disclosures

In July 2003, the Commodity Futures Trading Commission adopted a core
principle for calculating rate of return (ROR) for partially-funded accounts. The
Commission noted, however, that ifs core principle approach would not preciude NFA
from developing more explicit quidance or performance standards.
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NFA's Board of Directors believes that Member CTAs should use a
uniform calculation to make it easier for clients to compare the performance of different
CTAs. The Board also believes that ROR should be based on the amount that is the
basis for the CTA's trading decisions so that ROR measures the CTA's true
performance rather than its client's various cash management practices. Therefore,
NFA's Board has adopted NFA Compliance Rule 2-34 to provide performance
standards for Member CTAs and to require certain disclosures to ensure that clients
understand the consequences of partially funding their accounts. The Board has also
adopted this Interpretive Notice to provide additional guidance to CTA Members
regarding performance reporting and disclosure.

CTAs will not be required to restate their previous performance, although
they may choose to do so. As with any other information, however, a CTA must make
any additional disclosures_that are necessary {0 ensure that its performance record is
not misleading.

Documenting the Nominal Account Size

The Board recognizes a client may elect to partially fund its account by
depositing less funds with the FCM carrying its account than the client has directed the
CTA trading the account to use as the basis for trading decisions. The Board believes
that the nominal account size should be documented to provide "discipline in the
denominator” by assuring that the client and the CTA have agreed on the account size
before the account begins trading. This documentation will also provide an objective
audit trail to verify past peformance records. :

Compliance Rule 2-34(b) requires the CTA to document the trading
program and nominal account size for each client who partially funds its account by
either receiving a written confirmation from or providing a written confirmation to the
client with the required information. For example, the information could be included in
the advisory agreement or delivered to the client as a separate document. Although
NFA assumes that most CTAs will receive or provide this confirmation at the same time
the CTA enters into an advisory agreement to direct or guide the client's account, NFA
Compliance Rule 2-34(b} only requires that it occur before the CTA places the first
trade,
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The Rule does not require the CTA to get the client's written
acknowledgement to a confirmation provided by the CTA, although the CTA may
choose to do so. If the CTA does not require a written acknowledgement, the
confirmation should inform the client that the client must notify the CTA, within a
reasonable period specified in the confirmation, if the client does not agree with the
terms included in the confirmation. The confirmation may be delivered in any manner
consistent with CFTC requirements for delivery of account statements by commodity
pool operators under CFTC Regulation 4.22(i).

Disclosure

Compliance Rule 2-34{(c) requires CTAs to provide certain information to
clients with partially-funded accounts if those clients are not QEPs. This information is
designed to ensure that less sophisticated customers understand the effects of partial
funding so that they can make informed decisions when funding their accounts.

Subsection (¢)(2) requires the CTA to explain how each element of cash
additions, cash withdrawals, and net performance will affect the nominal account size.
If these items will not affect the nominal account size, the CTA may make an affirmative
statement fo that effect.

Under Compliance Rule 2-34(c)(5), the CTA must provide a description,
by example or formula, of the effect of partial funding on ROR and drawdown
percentages. A CTA may provide this information by example using a simple matrix
showing the effect of partial funding at different funding levels. In the alternative, it may
provide the client with the formula for converting ROR percentages based on the
nominal account size to ROR percentages based on the partial funding level, e.g.:

(nominal account size / actual funds)*n=a

where n is the ROR percentage based on the nominal account size and a is the
ROR percentage based on actual funds

This same formula may, of course, be used to convert any other information that is
given as a percentage of the nominal account size, such as estimated commissions and
fees.
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The disclosures required by Compliance Rule 2-34(c) can be included in
the CTA's disclosure document or the advisory agreement. They can also be provided
in a separate document delivered to the client before the CTA places the first trade for
the client.

Actual Funds

Compliance Rule 1-1{b) defines actual funds as the equity in a commodity
trading account over which a CTA has trading authority and funds that can be
transferred to that account without the client's consent to each transfer. Funds that are
not in the trading account, often referred to as committed funds, qualify as actual funds
only if they meet the following four tests:’

1. The ownership of the accounts must be identical;

2. The funds must be available for transfer (e.q., free credit balances that are not
committed to another CTA's trading program):

3. The client must agree in writing that the FCM can transfer the funds to the
' managed account at the CTA's request; and

4. The CTA must be able to verify the amount of these funds.?

Materiality Standards

As a general rule, accounts in the same frading program will be included
in the same composite performance capsule.® Since Compliance Rule 2-34(a) requires
ROR to be calculated on nominal account size, the RORs for these accounts should be

' These tests are derived from CFTC Advisory 87-2, [1986-1987 Transfer Rinder] Comm. Fut. L. Rep.
{(CCH) 123,624 (June 2, 1887).

2 Compliance Ruie 2-34(a) provides that Member CTAs may include interest earned on actual funds but
may not impute interest on other funds when calculating net performance. The CTA must be able to
verify the amount of interest earned on the funds if the CTA includes that interest as part of its net

performance.

3 Accounts in the same trading program generally have the same pattern of trading.

10
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materially the same. Accounts with materially different RORs should not, however, be
included in the same performance capsule.*

Whether RORs are materially the same may vary depending on the
circumstances. However, as long as the accounts are part of the same trading
program, the following test provides a safe harbor for determining whether the accounts
have materially the same ROR.”

o |f the composite ROR including the account and the composite ROR excluding
the account average 10 percent or more, they are materially the same if the
difference between the two RORs is less than 10 percent of their average.

e |f the composite ROR including the account and the composite ROR excluding
the account average less than 10 percent and greater than 5 percent, they are
materially the same if the absolute difference between the two RORs is no more
than 1.5 percent.

+ |f the composite ROR including the account and the composite ROR excluding
the account average 5 percent or less, they are materially the same if the
absolute difference between the two RORs is nc more than 1 percent.

The primary reason for this materiality test is to objectively demonstrate
that each account included in the performance capsule is part of the same frading
program. For that reason, the materiality test should use gross trading profits and
losses rather than net performance. If a particular account in the capsule has a material
effect on the capsule's net performance due to account-specific factors (e.g..
commissions or interest). the CTA may continue to include that account in the capsule if

* Accounts that use different trading strategies should not be included in the same performance capsule
even if their RORs are materially the same.

® This same materiality test can be used in other contexts. For example, NFA's
interpretive notice entitled "NFA Compliance Rule 2-10:_The Allocation of Bunched
Orders for Multiple Accounts” (19029) requires CTAs to modify their allocation methods
if accounts in the same trading program have materially different performance results.
This is another instance where materiality would be measured using gross i{rading
profits and losses.

11
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it meets the materiality test using gross trading profits and losses.® However, the CTA
should disclose the difference in net performance and identify the factors that are
responsible for that difference.

* %k k ok K

All performance information must be presented in_a manner that is
balanced and is not misleading. CTAs have an obligation to disclose all material
information even if it is not specifically required by CFTC or NFA rules. Compliance
Rule 2-34 and this Interpretive Notice do not relieve CTAs of that gbligation.

EXPLANATION OF PROPOSED AMENDMENTS

On July 21, 2003, the Commission adopted a core principle approach to
CTA performance reporting for partially-funded accounts. The core principle — which is
codified in CFTC Rule 4.35(a)(7) — states that CTAs may present the performance of
partially-funded accounts in any manner that is balanced and does not violate the
antifraud provisions of the CEA or CFTC regulations. The preamble in the adopting
release voices strong support for using the nominal account size when calculating ROR
for partially-funded accounts, but the rule does not require it.

NFA and the industry believe that CTAs should use a uniform
performance calculation so that clients can compare the performance of different
managers and funds more easily. The July 21, 2003 release acknowledges these
comments and states that the CFTC’s core principle approach wouid not preclude the
development of more explicit guidance or performance standards by self-regulatory
organizations.

NFA's proposal provides uniform performance standards for Member
CTAs and requires certain disclosures to ensure that clients understand the

® As with the test for material differences in trading results, whether the account has a material effect on
net performance is determined by comparing the net performance of the composite with and without the
account.

12
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consequences of partially funding their accounts. This proposal was developed with the
help of an informal subgroup of industry representatives.

Proposed NFA Compliance Rule 2-34 contains four sections. Section (a)
requires CTAs to calculate ROR ~ including drawdown information — based on nominal
account size. It also allows CTAs to include interest earned on actual funds in their
performance calculations. An amendment to Compliance Rule 1-1 adds several
definitions, including those for the terms "nominal account size" and "actual funds." In
particular, "nominal account size” is defined as the account size agreed to by the client
that establishes the level of trading in that program, and "actual funds" is defined as the
equity in the account plus funds that can be transferred to the account without the
client's consent to each transfer (known in the industry as "committed funds").

Section (b) of the proposed rule requires a written confirmation for each
partially funded account. This confirmation must contain the name or description of the
trading program and the nominal account size agreed to by the client and the CTA, and
it must be updated whenever that information changes.

Section (c) of the proposed rule requires CTAs to provide certain
disclosures designed to ensure that clients understand the consequences of partially
funding their accounts. For example, among other items, CTAs must provide a
description, by example or formula, of the effect of partial funding on rate of return and
drawdown percentages. The disclosures do not have to be given to clients with fully-
funded accounts or to qualified eligible persons.

The final section of the rule requires CPOs to report CTA performance on
the same basis that the CTA is required to report it. This will ensure that the
~ performance reported in a commodity pool disclosure document is the same as the
performance reporied in the CTA's disciosure document.

The proposed Interpretive Notice further explains the requirements in
Compliance Rule 2-34. The four sections of the Interpretive Notice are summarized
below.

« The section on "Documenting the Nominal Account Size" describes how the

written confirmation can be given and provides the CTA with flexibility in
complying with the confirmation requirement.

13
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» The section on "Disclosure" provides examples of the type and manner of
acceptable disclosure.

¢ The section on "Actual Funds" provides a test for determining whether funds that
are not in the trading account will qualify as actual funds. This test is based on
the test for "committed funds” in CFTC Advisory 87-2 and should allow the CFTC
to rescind that Advisory.

» The section on "Materiality Standards" provides a materiality test for determining
whether accounts can be included in the same performance capsule. This test is
based on the materiality standards in CFTC Advisory 83-13 and a 1991 release
regarding additions and withdrawals. As you are aware, the CFTC has already
rescinded the 1991 release, and we believe that including the materiality test in
NFA's Interpretive Notice should allow the CFTC to rescind Advisory 93-13 as
well.

The introduction fo the proposed Interpretive Notice states that CTAs will
not be required to restate their previous performance. This means that they will not be
required to recalculate performance that was calculated using one of the current
methods. If the calculations produce significantly different results, however, the CTA
should disclose the difference and explain the reason for it.

Compliance Rule 2-29(b)(5) has been amended to conform to the
provisions of new Compliance Rule 2-34. Additionally, Comphance Rule 1-1 has been
amended to add four new definitions.

NFA intends to implement NFA Compliance Rule 2-34 and its interpretive
notice on the first day of the fourth month after the CFTC approves it or determines not
to take review. This will give Members a minimum of three months to come into
compliance. The confirmation requirements in NFA Compliance Rule 2-34(b) will apply
to all existing accounts and the disclosure requirements in Compliance Rule 2-34(c) will
apply to all accounts opened on or after the effective date of the rule. The performance
requirements in NFA Compliance Rule 2-34(a) and (d) will be effective for all disclosure
documents as of the effective date of the rule.

14
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As mentioned earlier, NFA is invoking the “ten-day” provision of Section
17(j) of the Commodity Exchange Act and will make the proposals contained herein
effective on May 1, 2004 unless the Commission notifies NFA that the Commission has
determined to review the proposals for approval.

(»--—RespQthully submitted,

Thomas W. Sexton T
Vice President and General Counsel
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Commissioner Sharon Brown-Hruska
Commissioner Walt Lukken
James L. Carley, Esq.
Gregory Mocek, Esq.
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David Van Wagner, Esq.
Riva Spear Adriance, Esq.
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