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Ms . Jean A. l{ebb
Secretariat
Commodit.y Fut.ure6 Trading Commrssion
2033 K Street, N.I4.
Washingcon, D. C. 20581

Re: National Futures Associa!ion: proposed Amendment.s t,o
NFA Compliance RuIe 2-29 arLd proposed Adoption of
interpretive Nocice t.o NFA Compliance Rule 2-29

Dear Ms. Webb:

By letter dated March fS, L994, Nacional Futures
AsEociaE.ion (',NFA,) submilted to the commodity Futures Trading
Commission or ,'Commission') for its rEview and aporovil
proposed anendments to NFA Complj.ance Rules 2-13 and 2-Z-9- and,
proposed adopE.ion of NFA Compliance RuIe 2-34 and certain Inter-pret.ive Notices, all of which were based on recommendati-ons from
NFA's Special Commit.E.ee for E.he Review of CpO/CTA Disclosure
Issues and approved by NFA's Board of Directors.

NFA hereby substitutes the text of NFA Compliance RuIe
2-29 contained in the March 15. l_994 subniss j.on leCter with the
proposed E.ext. set. forth herein. NFA also submits for che Commr.s-
sion's approval an Interpretive Not.ice t.o NFA Cornpliance Rul_e 2-
29 reLating to Lhe use of promotional- material containj.ng hypo-
t.heEical performance results. The proposed amendments t.o NFA
Compliance Rule 2-29 and t.he proposed IneerpreE.ive Notice were
approved by NFA's Board of Directors on August 18, 1994.

NFA also wishes Ehe Commission Eo view Ehis submissaon
Iett.er as NFA's comments in response to a FederaL Reqister
release by the Commission on ,June L5, L994 concerning NFA,g
proposed restriction on the use of hypothetical resulE.s in
promot.ional rnat.erial . r

PROPOSED AIIEIID!{EIITS TO NFA COI,IPIJTA}ICE RI'IJE 2 - 2 9

The proposed amendment,s to NFA compliance RuIe 2-29 are
as follows (additions are underscored and deLelions are brac-
kered):

s9 Fed. Reg. 30775 (1994)
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CO}IPLIA}ICE RULES

Part 2 -- RI'I.ES GOVERNING TgE
REGISTERED WITI TIIE

OF MEMBERS

RuIe 2-29 COMMIINICATIONS
MATERTAI..

WITH TIIE PITBIJIC AIID PROMOTIONAIJ

(b) ConteDt of Promotional Mat'erial .

No Member or Associate shall use any promoE.j-onaL material
whi ch :

(1) i.s likeJ.y Lo deceive Ehe public; or
(2) contains any material misstaEemenE of facE. or which the

Member or Associate knows omits a fact if Ehe omission
makes the prqmotional material- misleadincr: rrr

(3) mentions the possibiliEy of profit unless accompanied
by an equally promi-nent statemenE. of the risk of loss;
or

t (4) includes a measurement or description of or makes any
reference fo hypotheEical resulE.s nhich could have been
achieved had a particular t.rading systen been employed
in Ehe past unless accompanied by the statement pre-
scribed in CFTC Rule 4.41(b) (1) ; orl

t(5)l (4) includes any reference t.o actual past Erading
withou! mentioning t.hat past resulcs are noe
sarily indicative of future result.s; or

t (5) I (5) includes any specific numerical or statistical informa-
t.ion about. the past performance of any actual accounts
(including raEe of return) unfess such information is
and can be demonstrated t.o NFA Eo be representative of
the acEual- performance for Ehe same time period of all
reasonably comparable accounts and, in the case of rate
of return figures, unless such fiqures are calculat.ed
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in a manner consisE.ent with that required under CFTC
RuIe 4 .2L(a) (4) (ii) (F) .

Ilvpothelical Re6ults.
(1) Anv Member or Associat.e who uses promotional material_

which incl-udes a measurements or descri-pcion of or makes

past must. incl-ude in the promot.ional materiaL the
folLowinq disclaimer prescribed brz NFA, s Board of
Directors:

HYPOTHETTCAI, PERFORMANCE RESULTS HAVE MANY INHER-
ENT LIMITATIONS, SOME OF WHICI{ ARE DESCRIBED
BELOW. AS A RESULT OF THESE LTMITATIONS, HYPO-
THETI CAI, PERFORMANCE RESULTS HAVE LIMITED PREDIC-
TIVE VAI-,UE. IN FACT, THERE ARE FREOUEM|LY SHARP
DIFFERENCES BETWEEN HYPOTHETICA]., PERFORMANCE
RESI'LTS AND THE ACTUAL RESULTS SUBSEOUENTLY
ACHIEVED BY AiIY PARTICULAR TRADING PROGRAM.

ONE OF THE LIMITATIONS OF HYPOTHETICAL PERFORMANCE
RESI]LTS IS THAT THEY ARE GENERAIJLY PREPARED WITH
THE BENEFIT OF HINDSIGHT. IN ADDITION, HYPOTHETI.
CAL TRADTNG DOES NOT INVOIJ\'E FTNANCIAL RTSK. AND
NO HYPOTHETICAL TRAD ING RECORD CAN COMPLETELY
ACCOUNT FOR THE IMPACT OF FINANCIAIJ RISK IN ACTUAIJ
TRADING. FOR EXAMPLE. THE ABILITY TO WITHSTAND
I-,OSSES OR TO ADHERE TO A PARTICUT,AR TRADING PRO-
GRAM IN SPITE OF TRADING I,OSSES ARE MATERIAI,
POINTS WHICH CAN AIJSO ADVERSELY AFFECT ACTUAL
TRADING RESULTS. THERE ARE NUMEROUS OTHER FACTORS
RELATED TO THE MARKETS IN GENERAIJ OR TO THE IMPI.JE-
MENTATION OF ANY SPECIFIC TRADING PROGRAM WHICH
CANNO" BE FULLY ACCOT'NTED FOR IN THE PREPARATION
OF HYPOTHETICAIJ PERFORMANCE RESULTS AND ALL OF
WHTCH CAN ADVERSELY AFFECT ACTUAI TRADING RESU].,TS.

If a Member or Associat.e has either less lhan one vear
experience in directinq customer accounts or Eradinqproprietarv accounts, then the disclaimer must also
contain t.he f 01lor^rinq sE.atement.:

-3 -
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(THE MEMBER) TIAS HAD LITTLE OR NO EXPERIENCE IN
TRADING ACTUAIJ ACCOUNTS FOR ITSELF OR FOR CUS-
TOMERS. BECAUSE THERE ARE NO ACTUAL TRADING
RESULTS TO COMPARE TO THE HYPOTHETICAL PERFORMANCE
RESIILTS, CUSTOMERS SHOULD BE PART I CULARLY WARY OF
PLACING UNDUE RELIANCE ON THESE HYPOTHETICAL PER-
FORMANCE RESULTS.

(2) Anv Member or Associate who uses promotional mat.erial
which includes a measurement or descri-pt.ion of or makes
anv reference t.o hvooEhetical performance result.s which
could have been achi.eved had a particular t.radinq
svstem of t.he Member or Associate been emploved in thepast must include in the promoti-onal mat.erial comoar-
:hl a i nf nrwr: r i e'n raarrii na.

(i) past performance results of alL customer accounts
directed bv the Member pursuant to a power of
attornev over at least the last. five vears or over
t.he entire performance historv if less than five
rrarrc. :nA

(ii) if t.he Member has less Ehan one vear experience in
di rer.f i nct alrsf aiyner ea...rrrnl-c r-t:c1- nar.f ^ffi.7l..acustomer accounts, D-_- _____-..._--__
results of his proprietarv tradinq over at leas!
E.he last five vears or over t.he entire performance
hisEory i{ less Ehan five 'rears.

(3) Anv Member or AsaociaEe utilizi-ncr promot.ional material
conEaininq hvpothet.icaL performance results must' adhere
to all t.he requirements contained in t.he Board, s Inter-

(4) These rest.rictions on the use of hvpothetical tradinq
resulEs sha11 not. aopLv Co promotional material
directed exclusivelv to persons who mee! the standards
of a "Oltalified trl icritr'l c Parf iair'\^n!-'r rrrriar a'FTa Frr'l p
4.7 .

[ (c) ] (d) stateD€nte of opiuion.
***

t(d) I (e) Written Superwisory Proceduree.

-4-
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I (e) I (f) Recordkeeping.

t(f)l (q) Flling with NFA.

t (S) I (h) Definition.

PROPOSED TNTERPRETIVE NOTICE TO NFA COMPIJIA}ICE RI'IJE 2'29

NFA COI,IPIJIAIICE RI'I.'E 2-29

INTERPRETIVE NOTICE REIJATING TO TEE
USE OF PROI,IOTIONAII IIIATERIAI CONTAINING

ITYPOTEETICAIJ PERFORI{L}ICE RESI'LTS

Over the years Che use of hypothetical performance
results has repeatedly produced highly misleading promotional
materj-al . By their very nature, such performance resuLt,s have
certsain limitacions. For example, hypothetical performance
results do not represenE. actual crading and are generally
designed with E.he benefit of hindsight which may under- or over-
compensate for the impac! of cerEain market. factors, including
lack of liguidity and price slippage. Furthermore, since hl4)o -
tsheEical t.rading does not involve financial risk, no h14>othetical
performance resul-ts can completely account for t.he impact of
certsain factors associated with risk, including the ability of
the customer or the advisor to wichstand l-osses or to adhere to a
particular trading program in che face of trading losses.
Despite these limitations, there have been numerous instancea in
which Members in one form or anotsher have aE.lempEed Eo induce
customers to place undue reliance on hypoE.het.ical resul!'s. NFA,s
Business Conduct CommitE.ee tras noE. hesitat.ed to issue charges
against Members engagj.ng in such praclices and will continue Eo
pay close at.tention to adverCisi-ng rnaEerials which display hlpo -
theticaf resul-ts.

-5-
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The use of h14>othetical results has been Ehe subject ofregulatory scrut.iny before. In 1981, Ehe Commodit.y Futures
Trading Commission ("CFTC" or ,'Commission,,) considered a total
ban on the use of such results. Ultimat.el-y, Ehe Commj-ssion
determined to requj-re cPOs and CTAS displaying hypothet.ical
resulE.s to display the dj.sclaimer set forth in CFTC Regulation
4.4f . The Commission not.ed at Ehe Eirne E.hat it. mighr well impose
sterner measures if Ehe discLaimer proved ineffective at' prevent-
ing abuses. NFA subsequenlIy reguired all NFA Members and
Associates to display Regulation 4.4I's disclaimer in any promo-
ti-onal- material which contains such results.

In NFA'S experience, however, Ehe use of the mandated
disclaimer has not prevented recurring abuses in t.he presentat.ion
of hypothetical resulEs. In some instances Members have touted
dramatic h14>othetical profits wiE.hout. revealing E.hat their actual
performance is much worse. This situation has been addressed by
an amendment t.o NFA Compliance Rule 2-29(c) (2) which requires
Members advertisj-ng hypot.hetical result.s Eo discl-ose their actuat
resulEs as well-. In otsher cases Members have effectively dimin-
ished the impact of the discl-aimer by grossly over - emphasiz ing
t.he significance of very drama!.ic hypotheE.ical profits. For
example, some Members have ut.ilized promotional material whj.ch
present hl4rothetical rates of ret.urn in large, bold face print
$rhile the disclaimer can be read only wit.h a magnifying glass.
In ot.her advertising pieces the disclaimer is so far removed from
the touted hypoE.hetical profils Ehat customers may never find it.
There have aLso been i-nscances in which Memlcers or Aasociates
have attempted to disguise hypoE.het.ical performance resulE.s as
actual- performance resu1Es.

Due Eo t.hese probl-ems, NFA's Board of Directors
recent.Iy reviewed whet.her NFA Members and AssociaEes should be
permiEt.ed to ucilize hypochetical performance results in promo-
tional mat.erial . During Ehis review, the Board considered a
complete ban on Ehe presentaEion of these result.s in promotj.onal
material due to its potentially abusive and misleading nature.
However, in considering such a ban, che Board also recognized
that in certain circumstances t.he presentation of hySrot.heEical
performance results in promot.ional material may have some limited
utiLiE.y. As a resulE, the Board decided to conli.nue to allow
Mem.lcers and Associates t'o ucilize promotional material concaining
hypothetical performance resulEs under very st.ringent. reslric-
tj-ons. Any Member or AssociaE.e ut,ilizing such promotional
material including, buE. not limited to, t.hose soliciting for a
managed accoun! program or advertising to sell a particular
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trading program. newslet.cer or market leEter, shal-1, aE. a min:.-
mum, adhere to the following requirements.

First. any Member or Associate utsilizing promot.ional
material which presenls hypothetical performance resul!.s firuE!
provide to customers lhe disclaimer conlained in NFA Compliance
Rul-e 2-29(c) (1). The Board has expanded t.he reguired disclaimer
to provide a more thorough discussion of the lirnitations of
hypothet.ical results and of the dangers in placing reliance upon
them. To prevent the over-emphasis of hypothetical performance
results, Ehe disclaimer must be displayed as prominently as the
hl4rot.hecicaL resul-tss lhemselves. Generally, this would reguire
Ehac the disclaimer be printed in a type size aE leasc as large
as E.hat. used for t.he hypothetical results. Similarly, t.o avoid
circumstances where hypot.hetical performance results are pre-
sented in one section of Ehe promot.j-onal material with t.he
disclairner buried in another, the disclaimer must now immediately
precede or foLlow the performance results. Whenever Ehe Member
or Associate has less than tswelve months of actual results, Ehe
disclainer must immediat.ely precede the hlryothetical performance
resulEs. Furt.hermore, if t.he promoE.ional material contains
several pages of hypothetical performance resulE.s, Ehen E.he
Member or Associate may need to include this disclaimer more Ehan
once in the macerial.

Second. any Member or Associate ut.ilizing promotional
maEerial which presents hypothetical performance result.s must
also describe in the promotional material al-l of Ehe material
assumpt.ions that were made in preparing the hypoEhetical results.
At a minimum, the description of material assumptions must cover
poinE.s such as init.ial- j-nvestment amount, reinveslment or distri-
bution of profits, commission charges, management. and incentive
fees, and the method used !o determine purchase or sale prices
for each trade. Members must also make aLl materiaL disclosures
necessary to place t.he hypothetical resulEs in Eheir proper
conlext, which in some instances may go well beyond the pre-
scribed discl-aimer. Furthermore, Members and Associates nus!
cal-culate hypothetical performance resul"Es in a manner consisEenE.
with that required under the CFTC's Part 4 RegulaEions.

Third, when any Member or Associate ulilizes promo-
tional maE.erial- which contains boE.h hypothetical and actual
performance result.s, E.hen the actual results must be presenled
with aE leas! the same prominence devoted to the hypothecical
resul-ts. Both t.he hypothetj-cal and actual performance results
must be appropriat.elt identj-fied, separaEeli formatted, discussed
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in an equally balanced manner and calculated pursuant to Ehe same
rate of ret.urn meEhod. Furt.hermore, t.he promotional material
must. no!' cont.ain any statemen! which places undue emphasis on Ehe
hypot.hetical. performance resul-ts, for example, by discount.ing or
downplaying the significance of any actual- performance result.s.

The presenta!ion of hylgotheEical performance result.s in
promotional material is, of course, subject to all oEher NFA
Requj.rement.s. Pursuant to NFA Compliance RuLe 2-29(b) (1) and(2), the ulEimate test of any promotional maEerial is whelher t.he
overall impact of the mat.erial is misleading or likeIy to deceive
the public. AlE.hough NFA has issued Ehis InterpreEive Notice,
the Board recognizes t.haE. j- E. cannot. describe every manner in
which promotional materiaL containing hypot.hetical performance
results may be misleading. The fact E.hat. an NFA Member or
Associate has printed the disclaimer required pursuant to NFA
Compliance Rule 2-29 and that the promotional material is in
facial- compliance with t.his Interpretsive Not.ice does noc ensure
t.ha!. material is not misleading.

Promot.ional maE.erial which contains hypothetical
performance resulcs wj.l1 continue Eo be carefully scrutinized by
NFA st.af f . Pursuant to NFA Compliance RuIe 2-29(e) . Members and
Associates present.ing hypothet.ical- results in their promotional
material must be able to demonstrate t'o NFA's satisfaction lhe
validj-ty of the present.at.ion of the resul!s. The greater the
emphasis on dramatic hypotheti.cal profits, the greater E.he
Member's burden in demonscratinq t.he validitv of the Dresenca-
tion.

EXPIJAI\IATION OF PROPOSED A}TEIIDIIEMTS AND INTERPRETIVE NOTTCE

In its March l-5, 1994 leCter to the Commission, NFA
submiE.t.ed a series of proposals from the Special CommicE.ee for
the Review of CPO/CTA Disclosure fssues ("Special CommitEee" ) ,including one which would limit the use of hlpothetical perfor-
mance resulEs. specifically, the proposed amendments to NFA
Complj-ance RuIe 2-29(c) provide that no NFA Member -- regardless
of cat.egory - - may use promotional material referring co hypo-
theE j.cal performance resuLt.s unl-ess the material also provides
comparable information regarding lhe Mernber,s acEual trading
results for at. least a one year period and the sEatement pte-
scribed in CFTC Regulat.ion 4.41(b) (1) .

-8-



NFh

Ms Jean A. Webb September I, 1994

Although those amendments are only a smalJ. part of t.he
Special Committee's overall proposals, the amendments have
generated some conlroversy among various NFA Members. At L.he
Board's direct,ion, the Chairman of E.he Special Committee
requested the formalion of a Discussion Group to explore aLt.erna-
t.ive approaches to hypothetical performance issues. During
several meetings, this Discussion Group reviewed Ehe Board,s
regulaEory objectives of the subrnilted amendments and subse-
guently decided t.hat those proposed amendment,s t.o Compliance Rule
2-29 may not go far enough to provide protection agains! the
misuse of hypothetical performance resuLls and, aE the same time,
may be unduly restrictive on legit.imaE.e activj-ties.

The core problem with hypotheEical- results is that,
despite t.heir limited predictive va1ue, some Members induce
cusEomers t.o place undue reliance on hypothetical results, For
example, in Ehe past, Members touE.ed dramaE.ic hypothetical
returns wilhout revealing thaE their actual performance results
were much worse. The previously submit.ted amendment.s Eo Comp]i-
ance Rule 2-29 address this specific problem by requiring Mernbers
who presen! hypothetical performance resulls E.o also display
actual- resul-ts if any exist.

However, t.hose amendmenEs do not. address ot.her ways in
which hypot.hetical result.s can be misused. For example, prior
NFA disciplinary cases iLlustrate t.hat some Members dirninish the
effect of poor accual performance results by burying Ehem r^rhere
customers are l-ess likely to notice or putting them in relaCively
smalI print compared t.o drarnatic h1ryolhet.ical profits which are
grossly overemphasized. The same t.ype of difficulties exist with
regard to CFTC Regulation 4.41(b) (t) 's disclaimer which is
intended Eo add a bal-anced view of hypothetical performance
resuLts. Specifically, experience has shor{n t.hat some Members
reduce the significance of Ehis disclaj-mer by utilizing promo-
t.ional maEerial which either presents hypolhetical rates of
reEurn in large, bold face print while E.he discl-aimer can be read
only wiEh a magnifying glass or places the disclaimer so far from
the touted h14>othecical profits that customers may never find its,

Due to these remaining problems, the Discussion croup
developed a more expansive proposal which imposes further limit.a-
tions relating to the use of hypothecj-cal performance results in
promot ional material . This proposal includes additional amend-
ments E.o Compliance Rule 2-29(c) which adopt. an expanded dis-
claimer and the issuance of an Interpretive Notice Rel-ating to
the Use of Promot.ional Mat.eriaf Containing Hypothetical Perform-

-9 -
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ance ResuLtss ("InterpreEive Notice"). In drafting the expanded
disclaimer, the Discussion Group felt Ehat. a more thorough dis-
cussion of Ehe limitations of hy-Dothetical results and of the
dangers of placing reLiance upon such results is necessary to
adequately proE.ect customers from abuses associated with the use
of those result.s.

In formulating its proposaf, the Discussj-on 6roup was
also aware Ehat the discLaimer, no matt.er how well worded, will
noc be effeciive if Members downplay its significance. There-
fore, the Interpretive Notice provides chat che disclaimer musc
be displayed as promi-nent.ly as the h!?oEhetical result.s and Eha!
it must immediaEely precede or follow the hypot.het.ical per-
formance resul-ts. Furthermore, Ehe Interpretive Notice goes far
beyond imposj.ng requirements upon the facial presentat.ion of the
dj-scl-aimer to require that Ehe promotional- mat'erial descrj.be all
of the material assumptions that were made in preparing t.he hypo-
cheEical performance results. At a minimum, tshe descripEj.on of
material assumptions must cover poinls such as initial investmen!
amount, reinvestment or dist,ribution of profiis, commission
charges, management. and incentive fees, and the method used to
determine purchase and sale prices for each Erade. Finally, E,he
Int.erpretive Not.ice provides that any actual_ resulEs must be
presented wit.h at leas! the same prominence devoted to the
hypothetical- results. Bot.h t.he hypot.heEical_ and actuaL perform-
ance result.s must. be appropriately idenEified, separately for-
maE.ted, discussed in an equally balanced manner and calculated
pursuant. to Ehe same rate of reeurn method. Under this proposaL,
no sEatement can be made which places undue emphasis on the hypo-
Chetsical performance results by discounting or downplaying the
significance of any actual- performance results. Admit.tedly, Ehis
proposal places additional rest.riclj.ons on t.he use of hypotheci-
ca1 performance regults than the recenEly submitted amendments to
Complj-ance Ruie 2-29. However, Lhe Dj-scussion Group felt that.
this proposal more approprialely addresses Ehe abuses which may
arise in connect.ion wit.h the presentation of h14:othetical per-
fornance resul-8.s.

In ot.her respec!s. the Discussion Group also felE that
the amendments recently submitted may be unduly restrictive,
specificaily in its impact on new CPOS and CTAS with less than
one year of Erading experience. This prohibit.ion could be viewed
as raising a potential barrj.er Eo entry for new CTAs and CPOs.

In view of the additional prot.ections and restrictions
contained in its proposal-, tshe Discussion Group felE EhaE the
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potential for abuse in Ehe presenE.ation of h14:oE.hetical per-
formance resul-ts is greatly diminj-shed for both new and experi-
enced Members alike. Admitt.edly, where Ehe CTA has 1i!t1e or no
actual- experience, customers would not be afforded the benefit. of
comparing hypot.heEical performance results to acf.ual resul_t,s.
However, Ehe expanded disclaimer specifically addresses this
point and warns customers that nBecauEe lbere are no actual
trading resulta to contpare !o the hypothetical performance
reaults, cuatoD€ra ebould be parlicularly wary of placiag undue
rel,iance on the8e hypothetical. perf or:roaa.ce reeul!g. ,, This
language, along with E.he fnterpreEive Notice, s requj-rement,s,
shouLd effectively eliminate t.he ability of Members to induce
customers !'o pl-ace undue reliance on hypotheEical resuLts.

The proposals of the Discussion croup were approved by
the Special CommiEtee and subsequentLy by NFA's Board of Direc-
tors on August ]-8, ]-994. As stat.ed above, NFA hereby substitutes
for the t,ext of NFA Compliance RuIe 2-29 contained in the March
15, 1994 submisej-on l-ett.er the proposed text set forth herein.
NFA respectfuily requesls t.hat the Commission review and approve
the proposed amendments E.o NFA Complj-ance Rule 2-29 and the
proposed adoption of Ehe Int.erpretive NoEice Co NFA Compliance
Rule 2-29. NFA intends to declare t.he amendments !o Compliance
Rule 2-29 and the Int.erpret.ive Notice effectsive upon Commission
approval .

.7_, ///

DJR : ckm ( sub\0818 94 . hyp)

cc: Acting Chaj.rman Barbara Pedersen Holum
Commissioner Shei-Ia C. Bair
Commissioner Joseph P. Dial
Commissioner John E. Tu11, .Tr.
Andrea M. Corcoran, Esq.
Dennis P. K1ejna, Esq.
A 1 :n T. cc i f arr- I'cd
Susan C. Ervin, Esq.
Lawrence B. Patent., Esq,
David Van wagner, Esq.

ci n.'a ro I rr

General- Counsel
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Ms . ,Jean A. Webb
Secretari-at
Commodity Futures Trading Commission
Three I",af ayett.e Centre
115 5 21st Street, N.W.
Washington, D. C. 20581-

Re: National Futures Association: Resubmj.ssion of Proposed
Amendments to NFA Compliance Rule 2-29 and the proposed
Adopt.ion of Its Int.erpretive Notice Concerning Hypo-
thet.icaL Trading Resultsi and WiE.hdrawal of Submission
of Proposed Interpretive Notice to RuIe 2-13 Concerning
Presentation of Past Performance Information

Dear Ms. Webb:

By lett.ers dat.ed March f5, L994, September 1, 1994 and
March 15, L995, National Futures Associatsion ("NFA") submitted to
t.he Commodity Futures Trading Commission ("Commission, or ,CFTC.)
for ils review and approval proposed amendmenEs to NFA Compliance
Rule 2-29. NFA hereby substitutes the text of the previously
submiEted proposals with the text set fort.h herein.

In addition, by l-et.t.er dated September 1, 1994, NFA
submit.ted to the Commission for its review and approval the
proposed adoption of an Interpretive Notice to NFA Compliance
Rul-e 2-29 relating Eo the use of promot.ional material containing
hlpothetical performance results. NFA hereby substitutes Che
text of the previously submitted proposal with t.he revised text
set forth herein. The proposal- contained herein was approved by
NFA's Board of Dj.rectors (',Board") on August f7, f995.

Furthermore, by letter dated March t-5, 1994, NFA
submitt.ed to t.he Commission for its review and approvaL, among
ot.her things, t.he proposed adoption of an Interprecive Notice to
NFA Compliance RuLe 2-l-3 Concerning the PresentaE.i.on of Pas!
Performance Information. As most of the recommendations set
forth in that Interpretive Notice have been incorporated in the
Commission'g recent amendments to its Part 4 disclosure rul-es,
NFA hereby withdraws its submission of Ehe proposed fnterpretive
Notice to Rufe 2-13. However, sections of that lnterpretive
Notice dealing with pro forma and extracted results have been
incorporated into the proposed Interpretsive Notice concerning
h14>othetical results contained herein.
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NFA respectfully requests Commissj-on review and
approval of the following proposed amendments to NFA Compliance
Rufe 2-29 and its proposed Interpretive NoCice.

TIIE PROPOSED AI4E![DME![TS

A. Proposed AnendmentE co NFA Conpliance Rule 2-29 (additionE
are undergcored and deletions are bracketed). The following
lext replaces the proposed text submitled on March 15, 1994,
SeDtember 1, 1994 and March 15. 1995.

COMPLIA}ICE RUIJES

***

ParT 2 -- RUI.ES GOVERNING TIIE BUSINESS COI{DUCT OF MEIIBERS
REGISTERED WTTII TIIE COMMTSSION

***

Ru].e 2-29. COMMI'NICATIONS WI:rE TIIE PI'BI.IC AND PROMOTIONAI.,
MATERIAIJ.

*t*

(b) Content of PromotionaL Material .

No Member or Associate shal-l- use anv promotionaf mate-
rial which:

/1\ ie I ilrala' r-^ 
^a^ai 

va Fha nrrl-r] ia. ar

(2) contains any mat.erial misstaEemen! of facE or
which the Member or Associate knows omits a fact
if the omission makes the promotional material
miqle:rli

(3) ment.j-ons the possibility of profit unLess accom-
panied by an equally promi-nent statement of Ehe
risk of loss ; or

[(4) includes a measurement or description of or makes
any reference to hlT)olhetical result.s which could
have been achieved had a particular trading system
been employed in the past unless accompanied by
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the st.atement prescribed in CFTC Rule 4.al-(b) (1);
orl

l(5)l(4) incl-udes any reference to actual past trading
profits wiE.hout mentioning that pasE resul-ts are
not. necessarilv indicati-ve of future results,. or

t (5) I (s) includes any specific numerical or statistical
information about the past performance of any
actuaf accounts (including rate of return) unl-ess
such informacion is and can be demonstrated to NFA
t-o Lre renresenfafi vc .)f l-hF a.-l-rr^l nerformance for
the same time period of all reasonably comparable
accounts and, in Che 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) (a) (ii) (F) .

(c) Ilvpothetical Results.
(L) Anv Member or Associ-ate who uses promotional mate-

rial which includes a measurement or description
of or makes anv reference Eo hrrpotheticaL perfor-
mance results which could have been achieved had a
particuLar tradinq svscem of the Member or Asso-
ciate been emploved in the past must include in
the promotsional material- the followlnq disclaimer
prescribed bv NFA's Board of Directors:

EYPOTHETI CA].,, PERFORMANCE RESULTS HAVE MANY
INHERENT ].,TMITATIONS . SOME OF WHICH ARE DES _

CRIBED BE]-,OW. NO REPRESENTATION IS BEING
MADE THAT ANY ACCOUNT WILL OR IS I-,I KE]-,Y TO
ACHIEVE PROFITS OR I,OSSES SIMII,AR TO THOSE
SHOWN. IN FACT. THERE ARE FREOUENTLY SIARP
DIFFERENCES BETWEEN HYPOTHETICAL PERFORMANCE
RESUI-,TS AND THE ACTUAL RESULTS SUBSEOUENTLY
ACHIEVED BY ANY PART I CUI,AR TRADING PROGRAM.

ONE OF THE LIMITATIONS OF HYPOTHETICAI PER-
FORMANCE RESU]-,TS IS TIIAT THEY ARE GENERALLY
PREPARED WITH THE BENEFIT OF HINDSIGHT. IN
ADDITION, HYPOTHETICAL TRADING DOES NOT
INVOLVE FINANCIAI RISK, AND NO HYPOTHETICAL
TRAD ING RECORD CAN COMPLETELY ACCOUNT FOR THE
IMPACT OF FINANCIAL RISK IN ACTUAI-, TRADING.
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FOR EXAMPI.JE, THE ABIIJITY TO WITHSTAND IJOSSES
OR TO ADHERE TO A PARTI CULAR TRADING PROGRAM
IN SPITE OF TRADING LOSSES ARE I{ATERIAL
POINTS WHICH CAN ALSO ADVERSELY AFFECT ACTUAI,
TRAD ING RESULTS. THERE ARE NI]IVIEROUS OTHER
FACTORS RELATED TO THE MARKETS IN GENERAL OR
TO THE IMPLEMENTATION OF ANY SPECIFIC TRADING
PROGR.AM WHICH CANNOT BE FULI.Y ACCOUNTED FOR
IN THE PREPARATION OF HYPOTHETICAL PERFOR-
MANCE RESULTS AND AI,L OF WHICH CAN ADVERSELY
AFFECT ACTUAL TRAD ING RESULTS.

If a Member or Associat.e has either less than one
year experience in directinq cust.omer accounts or
tradinq proprietarv accounts, then the disclaimer
must also con!ain the fol-lowinq statement:

(THE MEMBER) HAS HAD I-.,ITTLE OR NO EXPERIENCE
IN TRADING ACTUAL ACCOUNTS FOR ITSELF OR FOR
CT'STOMERS. BECAUSE THERE ARE NO ACTUAI-, TRAD -
ING RESULTS TO COMPARE TO THE HYPOTHETICAIJ
PERFORMANCE RESULTS. CUSTOMERS SHOUIJD BE
PART I CUI,,ARLY WARY OF PI.,ACING UNDUE RELIANCE
ON THESE HYPOTHETICAL PERFORMANCE RESULTS.

Anv Member or Associate who uses promotional mat.e-
rial which inc]udes a measurement. or description
of or makes anv reference to hvpotheti-cal- perfor-
mance result.s which coul-d have been achieved had a

the promoti-onal- material comparable information
reqardinq :

(i) past performance results of aIl- customer
accounts directed bv the Member pursuant to a
power of attornev over at leasE. the 1asts five

ence in directinq customer accounts, DasE
performance results of his proprietarv trad-
inq over at least the last five vears or over
the entire Derformance historv if l-ess Ehan
five vears .

-4-
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(3) Anv Member or AssociaEe u!ilizinq prornotionaL
material- containinq hvpothetical performance
resul-ts must adhere to af1 Ehe requirements con-
tained in the Board's Interpretive NoE.ice re]atinq

Ehe standards of a "Oualified Efiqible Part.ici-
pant" under CFTC Rule 4.7.

t(c)l (d) slatementa of opinion.
***

t (d) I (e) writsten Superwisory Proceduree.

i**

t (e) I (f) Recordkeeping.

***

[ (f) ] (o) Filing with NFA.

***

t(g) I (h) Def init,ion.
***

-5-
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Proposed Adoptsion of an Inlerprelive Notice to NFA Conpli-
ance Rule 2-29 Relating to the Uee of Promotional Material
Containing H)pothet,ical Perforfiance Results. The following
text replaces the propoaed Eext au.bmitted on Septenber 1,
1qq/r

NFA CO!{PIIANCE RULE 2-29

INTERPRETIVE NOTICE REI.,ATING TO TITE
USE OF PROMOTIONAI, I{,ATERI.AIJ CONTAINING

IIYPOTHETICE,IJ PERFORI{AI{CE RESI'ITS

Over the years t.he use of hypothetical performance
resul-!s has repeat.edly produced highly misleading promo-
l- i.1n^l m:l- 6ri:l Ilrr t-hai nri-rrra crrah narf armrraa
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 liguidity and price slippage.
Furt.hermore. since hypothetical trading does not involve
financial risk, no hypothet.ical performance resufts can
compleEely account for the impact of cert.ain factors asso-
ciaLed wit,h risk, including the abiliEy of the customer or
the advisor to vrithstand losses or to adhere to a particular
trading program in the face of Erading losses. Despite
these Limitations, there have been numerous instances in
which Members in one form or another have attempted Eo
induce customers to pl-ace undue rel-iance on hypothetical
results, NFA's Business ConducE Commit.tee has not hesitated
!o issue charges against Members engaging in such practices
and will continue to pay close attention to advertising
materials which display hypothetical results.

Thc rrqc .\f hvn.\EhetiCa1 reSul_tS haS l-reen f he suhi e.'l. ofulre eqlJ e! u vr

regufaLory scrutiny before. In 1981, the CommodiEy Fut.ures
Trading Commission ('CFTC" or rrCommission") considered a
total ban on the use of such results. Ultimacely, the
Commission determined E.o require CPOS and CTAS displ,aying
hypothetical results to display the discl-aimer set forth in
CFTC Regulation 4.41. The Commission not.ed at the time t.hat
it. might well impose sterner measures if the disclaimer
proved ineffeclive at preventing abuses. NFA subsequently
reguired aII NFA Members and Associates t.o display Regula-
tion 4.41's disclaimer in any promotional material which
contains such resuLEs.
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In NFA'S experience, however. the use of lhe mandated
discl-aimer has not prevented recurring abuses in the presen-
tation of hypothetj-ca1 results. In some i.nstances Members
have touEed dramatic hypothetical profits $rithout revealing
l-haf their ael-ual nerformance is mUch worse. This sit.uat.ion
has been addressed by an amendment to NFA Compliance RuIe 2-
29 (c) (2) which requires Members advertising hypothetical
resulls ro disc]ose their actual resul-ls as well. In other
cases Members have effectively diminished the impact of the
disclaimer by grossJ-y over - emphasi z ing t.he significance of
very dramatic hypotheEical profits. For example, some
Members have ut.j-lized promotional material which present.
hypothetical- rates of return in 1arge, bold face print while
the disclaimer can be read only wit.h a magnifying glass. In
other advertising pieces Ehe disclaimer is so far removed
from the touted hypothetical profius that customers may
never find it. There have also been instances in which
Members or Assocj-ates have aEtempted to disguise hlpotheti-
cal performance results as actual performance resulls.

Due to these problems, NFA's Board of Directors
recently reviewed ivhether NFA Members and AssociaEes should
ha narmi r- f rl.l i-.\ rrr- i 1 .i ze h\.n6f hFl- i r.al nerfql6ance resultS ine rrryvurruuf
promotional material . During Ehis review, Ehe Board con-
sidered a comp]ete ban on the presentation of these results
in promoLional- mat.erial due E.o its potentially abusive and
misleading nature. However, in considering such a ban, the
Board also recognized that the presentation of hypotheEical
performance results in promotional material may have some
Iimited utility in certain circumstancee, for example, where
a CTA has developed a new trading program for which there
are no actual t.rading results. As a result, the Board
decided to continue to al1ow Members and Associat.es to
ut.if ize promotional material containing hypothet.icaL perfor-
mance results under very stringent restrictions. Hypotheti-
cal- result.s will not be allowed, however, for any t.rading
program for which Ehe Member has three months of actual
trading resul-ts. Any Member or Associate utilizing promo-
tional maEerial whj-ch includes hlpotheticaL results shal1,
at a mini-mum, adhere t.o the following requirements.

First, any Member or AssociaEe utilizing promotional
material which presents hl4)ochetical performance resufts
must. provide to customers the discLaimer contsained in NFA
Compliance RuIe 2-29(c) (1) . The Board has expanded the
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required disclaimer to provide a more t.horough discussion of
the limitations of hypothetical results and of the dangers
in placj.ng reliance upon them. To prevent lhe over-emphasis
of hypothetical performance results, the discl-aimer must be
displayed as prominently as Ehe hypothetical- results them-
selves. Generally, this would require that lhe discl-aiiner
be printed in a type size at least as large as that used for
the hypot.hetical results. Similarly, to avoid cj-rcumstances
where hl4rothet.ical performance results are presented in one
section of t.he promotional material with t.he disclaimer
buried in another, E.he disclaimer must now immediately
precede or follow t.he performance results. Whenever the
Member or Associate has l-ess than twelve mont.hs of acEual
results, t.he disclaimer must immediaLely precede Ehe hypo-
thetical performance results. Furthermore, if t.he promo-
tionaf material contains severa] pages of hypolhetical
performance results, then the Member or Associate may need
to include this disclaimer more than once in the materi-aI .

Second, any Member or Associate util-izing promotional
mat.erial- which presents hypothetical performance results
must also describe in the promotional material al-I of the
material assumpEions that were made in preparing the hypo-
thetical resufts. AE a minimum, the description of material-
assumptions must cover poj-nts such as inilial investment.
amounL, reinvestment or distribution of profits. commission
charges, management and incentive feeg. and the method used
to determine purchase or sal-e prices for each trade. Mem-
bers must. al-so make al-l maEerial discLosures necessary to
place t.he hypothetical result.s in their proper contsext,
which in some instances may go well beyond lhe prescribed
disclai-mer. Furthermore, Memlcers and Associates mus! calcu-
lal-e h\trt.tf hef i r-al nerf61'mance resul-tS in a manner cgngiglent
with that. required under the CFTC's Part 4 Regulations.

Third, when any Member or Associate utilizes promo-
tional material which cont.ains both hypothetical and actsual
performance resulls, then the actua] results must be pre-
sent.ed \,rith at l-east the same prominence devoted to the
hypot.hetical results. Both t.he hypothetical and act.ual
performance results must be appropriately idenlified, separ-
ately formatted, discussed in an equally balanced manner and
calcu1ated pursuant to the same rafe of return method.
Furtshermore, the promotional- material must not contain any
stsatement which places undue emphasis on Che hypothetj-ca1
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performance resul-ts, for example, by discounting or down-
playing the significance of any actual performance results.

The nresenral- ion of hlrnr.rf hcf ir-el nerformance resul-ts in
promotional mat.erial is, of course, subject to all other NFA
RequiremenEs. Pursuant to NFA Compliance Rul-e 2-29(b) (1)
and (2), the ultimace Eest of any promot.j.onal maE.erial is
whether the overafl impacc of the material is misleading or
like1y Eo deceive the public. Although NFA has issued this
TnFayh'6Fi,,a ^I^Fi ^6 l- hp R.i.a rri rpr.nrrni ?es that it cannot! L vvY r1r !r

describe every manner in which promotionaf materiaf contain-
ing hlpotheCical performance results may be misleading. The
fact that an NFA Member or Associate has printed the dis-
cl-aimer required pursuant to NFA Compliance Rule 2-29 and
Ehat the promotional material- is in facial compliance with
E.his Interpretive Notice does not ensure t.hat materia] is
6^F -.i -t ^-1,: --rrvL L'Lr-r_edLr!LrrY.

Promotional material which contains hypothetical per-
formance results will continue Eo be carefully scrulinized
by NFA staff. Pursuant. to NFA Compliance RuLe 2-29(e) ,
Members and Associates presenting hypothetical resuLts in
Eheir promotional material must be able to demonstrat.e to
NFA's satisfaction Ehe val- j-dity of the presentation of the
resul-ts. The greater lhe emphasis on dramatic hypothetical
profits, Ehe greater the Member's burden in demonstrating
che validity of the presentation.

The use of nro forma and extract.ed results are two
other areas in which a hindsight analysis can lead to mis-
leading promotional material . The Board of Directors
believes lhat the use of plg forma performance histories can
present useful informat.ion to customers, particularl-y when
used to show how the Dast performance of a qiven Member or
Associat.e would have Leen 

-"f fected by the c6mmission or fee
structure which applies to the fuE.ures or opt.ions contracls,
commodity pooI, or trading program the MembEr or Associate
is offering, recommending, or providing information on.
Therefore, a Member or Associat.e may use pro forma results
to adjust for differences in commissions and fees as long as
the nro forma resrr'l f S a1.e not cal-cqf ated i n : mi sl eadi ncr
manner. Members and Associates may not, however, use pEg
forma resul-ts which reffect a hindsight analysis. For
example, CPOS may not use 1)ro forma result.s to show what
results a multi-advisor pool could have achieved in Che past
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if the pool-'s assets had been allocated amonq particul-ar
CTAs in a certain proportion.

Hindsight analysis may also play a part in the pre-
sentation of "extracted performance,' in which a Member or
Associate selects one component of its overall past trading
resulEs to highlight to customers, In order to prevent Ehe
misleading use of such results, E.he 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 commiE.led toward thaE par!icular component of
the overal-I t.rading program. For exampLe, if the previous
disclosure document stated that 25?r of a fund's assets would
be dedicated t'o trading f i-nancial futures contracts, and if
252 of the fund's assets were in fact dedicated to trading
financial futures contracts, Ehe CPO would be allowed to
present the extracted performance of its financial futures
trading based on net. asset val-ues equal to 25* of the fund's
total net asset val-ue. 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
musE have previously prepared and dist.ributed to al-1 cus-
tomers participating in the trading program a writ.ten report
or similar document. which designaEed lhe percentage of
assets which woul-d be conmit.ted toward thaE particular
component of t.he overall trading program. Oral- represen-
tations, or writeen docunent.s which we.re not diseribut.ed to
the customers, are not. sufficient. Furthermore, any promo-
tional material referring to extracted resufts must clearly
label- those results as such and must disclose in an egually
prominent. fashion the overaLL actual trading results from
which the extractsed results were drarlrn.

EXPLANATION OF AMENDMENTS

A. Explanation of Propo6ed Amendments to NFA Conpl, j. anc e RuIe
4-Zt

By letters dated March ]-5, L994, September a, j.994 alrd
March 15, 1995. NFA submitted for the Commission's revi.ew and
approval proposed amendments to NFA Compliance Rule 2-29 concern-
ing hypothet.ical- trading results in promoEional matserial-. The
proposed amendments to Compliance Rule 2-29 h,ave not changedcin.A Ma7-h rq 1ootr, and they are included here sofefy for ease
of reference in the Commission's review of the proposed interpre-
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tive notice to t.hat ru1e. An explanation of the proposed amend-
ments to Compliance Rule 2-29 can be found in the March ]-5, L994,
September f, 1994 and March 15, 1995 submissions.

B. Explanation of Proposed fnterpretiv€ Notice to NFA Compli-
ance RuIe 2-29 Relating to the Uae of Promotional Material
Containinq llypothetical Performance ResultE

By let.Eer dated September 1, 1994, NFA submj-tted for
the Commj-ssion's revj-ew and approvaL Lhe proposed adoption of an
Interpretive Notice to NFA Rufe 2-29. Since that time, Commis-
sion staff had asked NFA to consider amending the proposed
fnterpretive NoE.ice to provj-de tha! Members could not present.
hypothetical trading results for any program for which they have
actual resufts. The Interpretive Notice as proposed herein
provides for this.

Furthermore, in its March 15, 1994 Iet.ler to the
Commission NFA submiEted a proposed Interpretive Notice to NFA
Cornpliance Rule 2-13 Concerning Presentation of Past Performance
fnformation. Mosts of the proposals made in that submission have
Lreen inr:ornorafcd it. the CFTC'S recent amendments to iEs Part 4
Ru1es, and, therefore, NFA hereby withdraws that submission. The
treatment of pro forma and extracted performance results, how-
ever, was not included in the Par! 4 Rul-e amend.ments. As these
issues cLosely relate to the use of hypothetical performance
results, NFA trishes to address these issues in the proposed
Tni-Frnra|- i \ra N.\f i/-a ConEained hefein.

The use of pr-g. forma performance hisEories can present
useful information to cuscomers, particularly when used to show
how the past performance of a given NFA Member or Associate would
have been affected by che fee structure of t.he current offering.
In ot.her instances, however, lhe use of pro fplE$a resul-ts carry
some of t.he same limitations as hl4)othetical- results. For
example, some CPOg have used nEg forma" results !o show what
results a mul-ti-advisor pooJ- could have achieved in Ehe past if
t.he pool's assets had been allocated among certain CTA6 in a
nart-: i h hr^h^rt- i ^F Th.i s rrse of nro f orma reSUltS ref l_eCES thev! l:4-!z :lzl-
same sort of hindsight analysis that hypothetical result.s do and
invites the same sort of abuse. The Board would, therefore, not
al-low t.his particul-ar use of pro forma results.

Hindsight analysj-s may al-so 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 tradj-ng resulcs to highlighE to
customers. In the Board's view, this use of extracted perfor-
mance should be permitted only when the Member had previously
designaled the percentage of assets which would be commj-tted
toward Ehat particular component of the overall trading program.

NFA respect.fully requests that the Commission review
and approve the proposals contained in this submission and
requests that t,hey be decl-ared effective upon commission
approval .

./ /4F7*
Eh

General counsel

cc : Chairman Mary 1.,. Schapiro
Commissiooer Barbara Pedersen Holum
Commissioner Joseph P. Dial
Commissioner John E. Tul-l-, ,Jr.
Andrea M. Corcoran. Esq.
Geoffrey Aronow. Esq.
AIan I-,. Seif ert, Esq.
Susan C. Ervrn, Esq.
Lawrence B. Patent, Esq.
David Van wagner, Esq.
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U.S. COMMODITY FUTURES TRADING COMMISSION
Thrse Larayette Centre

1155 21sl Street, NW Washington, DC 20581
Telephone: (202) 418-5000
Facsimile: (202, 41 8-5521

December 72, L995

Mr. Daniel J. Rot.h
General- Counsel
Nati-ona1 Futures AssociaE.i-on
200 west. Madison ScreeE
Chicago, r1l-inois 60605

Re: The National- Futures Associat.ion's Proposed
Amendment to CompLiance Rule 2-29 an,d
Proposed Int.erpretive Noeice to Compliance
RuIe 2-29--H)4)ot.hetical- Trading Resul-t.s in
Promotional Mat.erials

Dear Mr. Roth:

By fet.Cers dated March f5, L994, through Septernber 2f, ;-995,
the Nat.ional Futures Association ("NFA') submitled Eo tshe
Commission for it.s approval-, pursuant to Section 17(j) of Ehe
CommodiE.y Exchange Act ("AcE"), a proposed amendmen!. and
inE.erpretive notice to Compl iance Rule 2-29. The proposed
amendment and portions of Ehe proposed interpretsiwe not.ice v/ou1d
pface cert.ain resE.rict.ions on t.he use of h)pochecical Erading
resul-ts in promotional maEerials.

Please be advised that. on t.his date E.he Conmission has
det.ermined Eo approve, pursuant. to Seclion 17(j) of t.he Act., t.he
proposed amendment to Compliance Rule 2-29 arfd the provisions of
the proposed j-nterpret.ive notice co Complj,ance Rule 2-29 which
pertain t.o hypothetical t.rading results. As per tfre agreemenE. of
Ehe NFA, che Commission wiLl- contsinue Eo consider tshe remaining
provisions of the proposed interpretive notice !o Compl-iance Rule
2-29 (i.e., the Iast t.wo paragraphs of the noEice) and Eheir
reguiremenE.s for pro forma and ex!.racted tradj-ng resul-ts,

Under recenE 1y - amended Commission Regulalion 4.41, persons
who present cornmodity i.nteresE. hypot.hetical trading results in
Eheir promoEionaf material musE include in such maeeriats either
the disclaimer specified in Commission Regul-at.ion 4.41(b) (1) (1)
or a disclaimer which complies with rules promulgaEed by a
registered fut.ures association pursuant to Sectsion 17(j) of E.he
AcE. Accordingly, NFA shoul-d inform its members Ehat while new
NFA Compl-iance Rul-e 2-29 (c\ (4) would not require menters to
provide qualified eligible participants ("eEps") with any
disclaimer under Rule 2-29, me'J.bers woul-d be requ!_red to provide
QEPs wit.h a disclaimer pursuant t.o Commission Regulat.ion
4.41 (b) (1) (i) .

Dt
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Mr- Daniel J. Roth
Page 2

Although the Cornmission's recenE revj-sions t.o iE.s Part 4
Regul-ations do noE prohibit. t.he use of b)rpot.heE.ical- crading
resulEs in promocional maEerial-s, the Conrnission has cont.inuing
concerns as t.o the potential mj-sleading naEure of such results.
Accordingly, NFA should report E.o t.he Conunission wit.hin one year
on whether its partial prohibition and it.s new disclaimer and
disclosure of act.ual trading performance requiremenE.s are
suffj.cienE safeguards against t.he abuse of hypothetical E.rading
resulEs, Based upon these future experiences, Ehe Conrnission
could determine to prohibit or further resE.rain Che use of such
resuLEs. In such case, NFA would be reguired to Etake responsi.ve
changes to Compliance Rule 2-29 and it.s -accompanying inCe-rpretive

'I'ne

material s
NFA's new

Cornmi-ssi.on further reminds Ehe NFA Ehat it shoul-d review
pracEice audit. procedures wit.h respect to promotional
Eo ensure that. E.hey adequat.ely moniEor compliance with
hypothetical t.rading results requiremenls.

S incerely,

.-1 ,n / t4
Y-+2j-^,- /+ (^)<J\t:-
/ /ean A. lfebbvsecreEary of the Commission



Decen cer 27 , L995

CFTC Approves Amendment to Rule 2-29 and
Interpretive Not.ice Relating to HypoEheticaf Trading Result's

A letter from the CFTC was received informing NFA that Lhe
Commission on December 12, L995 approved NFA's proposed amendment
to Compliance RuIe 2-29 and the adoption of an interpretive
noCice Co the ru]e, both relating to the use of promoEional
material containing hypothetical Erading resuLts. The rule
amendment and the inEerpret.ive notice become ef f ect.ive on Febru-
ary 1, 1995.

Note: fn iEs submission of Ehe interpretive notice, NFA also
proposed restrictions on the use of pro forma and ext.racted
tradj-ng results. Those proposals are still under review by the
CFTC and are nof narf .\f j- ha i r.rf Fr.r'rraf i rre nOCiCe which beCOmes
effective on February 1.



N/t\ NAToNAL FUTURES ASSoctATtoN

t ll I I zoo w M^orsoN sf . cHrcaco tL.6o5o6{aa7. (3r2) 7gr-1300

May 28, 1996

Ms. Jean A. Webb
Secret ariat
CommodiEy Futures Trading Commission
Three Lafayette CenEre
1155 21Et StreeE, N.w.
Washington, D.C. 20581

Re: Nat,ionaL Fut.ures Aesociation: Proposed Deletion of NFA
Compliance Rule 2-19 and proposed Amendnents to NFA
Compliance Rules 2-8(b) and 2-29 (c) and the
Int.erpret.ive Notice Re1at.ing Eo t.he Use of promotional
Material Concaining Hypochetical performance Resultg

Dear Ms. Webb:

Pursuant Eo SecE.ion 17(j) of E,he Comnodity Exchange
Act, as amended, National Futures Agsociat,ion ('NFA,) herebv
submiEs Eo Ehe Commodity FutureE Trading CommiEsion ("Commiisionu
or trCFTC") proposed deletion of NFA Compliance Rule 2-19 and
proposed amendmencs Eo NFA Compliance RuleE 2-g(b) and 2-29 (c,
and t.he Interpretsive Notice Relacing tso tshe UEe of promotional
Material Cont.aj.ning Hypot.hetical performance Results. The
proposals contained herein were approved by NFA, s Board of
Directors on May L6, L996. NFA respectfully requests Comrnission
review and approvaL of t.he proposals.

PROPOSED AUEI{DI,IEIIITS

A. Proposed Dal.etloa of NFA CorpJ.Larrce RuJ.e 2-19 Ia IEa
Entiretsw (deletsione are bracketed) :

COIIPLIAIICE RI'LES

ttt

ParT 2 .- RI'IJES GOVERIrING TEE BI'sINEss cottDl'cr
OF Un{BERS REGTSTERED
wIrE rEE CO!{UTSSION

*t*
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IRI'IE 2-19. OPTION DISCLOSI'RE AIID OTEER REQUIREIInITS.

Each Member FCM or IB which engages in the offer
or sale of commodiEy opEions Eraded on or subject Eo
Che rules of a cont.ract market shall give immediate
wrilten notification !'o Ehe Member, s DSRO of any disci-
plinary action taken agaj.nst ehe FCM, IB or any of its
AEsociales by Ehe Commission or by any other self-
regulalory organizat.ion. I

B. Propoa€d AseadreBts to NFA Conpli.-ce Ru].e 2-8(b) (additLoag
are r,urdergEore<l and deletloqg arc bracketed):

COUPLI:AIICE RI'LES

Ita

Part 2 -- RITLES GOVERNING TEE BUSINESS CONDUCT
OF UEIIBERS REGISTERED
WITE TEE COII}IISSION

ttt

RI'I.8 2-8. DISCRETIONARY ACCOS}ITS.

(b) Review of DLacrell.onary Tradea.

lEach commodity futureE Erade initiated by a Member or
Aasociat.e Chereof pursuant to Che exercj,Ee of
discreEion mus! be identified as discret.ionary.l
Except where specifi.callv identified aE an order for
r"rhich discretion trae not exercised, each conrmoditv
futures Erade iniEiated in an account over \,rhich anv
Member or AEEociaEe. othe! than che per8on in whoae
name t.he account. is earried. exerciEes tradinq
authoritv or control shall be conclusivelw presumed to
have been made pursuant Eo such t.radincr authoritv or
control . Each Member initiatj-ng such tradeE (ot,her
than a Men cer who employs only one individual having
discret.ionary authority if t.hat. individual iE also the
only principal who supervisee fut.ures aclivity) nuEt
adopC and enforce written procedures:
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(1) Which ensure tstrats a partner, officer, direccor,
branch office manager or supervisory employee of
t.he Member (other uhan any individual who
exercises discretion in trading Ehe account )regularly revj.ews discretionary crading actsivityt
and

Which require such partner, officer, director,
branch office manager or supervisory employee !o
make a writsCen record that such review procedures
were performed.

it

EylrotbatLcal R.Bults

Any Member or AEaociaee who uges promotional material
which includes a meaaurement or descripEion of or makeE
any reference Eo h)4)olhecical performaiee reaulEE which
could have been achieved had a particular trading
sysEem of the Menber or Associate been employed in Che
past rnust. include in the promotional naterial the
following diEclaimer prescribed by NFA,E Board of
Directors:

c. propoeed ADetld.D€ats co NFA Coupll.aace Rule 2-29 (c) a!,d itr
IBterirretlve Notice Relat,J.ag tso tsbe Uee of Prmot,Loaa].
Uaterial Cotrtaiaing Elztrotbetlcal Perfo::aaace Raaults(additioae are u:tdergcored and deletLone are braeketed):

COUPLIAIICE RI'LES

Parc 2 -- RITLES GOVERTIMC fEE BUSINESS CONDUCT
OF I,IEMBERS REGISTERED

WTTE TEE COI,IMISSION

RI[.8

t

2-29. coutfitlrlcLTloNg
UATERIAI.

wlTE IEE PIIBLIC AISD PROMOEIOIIIIT

(c)

l1l
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I{YPOTHETICAL PERFORMAIiICE RESI'LTS I{AVE MA}IY
INHEREIIT IJIMITATIONS, SOME OF I4HICH ARE DESCRIBED
BEI.,OW. NO REPRESENTATION IS BEING MADE TI{AT ANY
ACCOUNT WILL OR IS ]-,IKELY TO ACIIIEVE PROFTTS OR
I,OSSES SIMII.AR TO TTIOSE SHOWN. IN FACT, THERE ARE
FREQUEN|LY SHARP DIFFERENCES BETWEEN HYPOTI{ETTCSIJ
PERFORMANCE REST'IJTS A}ID THE AqruAL RESUIJTS ST'BSE'
QUENTLY ACSIEVSD BY A}IY PARTICI]IAR TRADING PRO-
GRAM.

ONE OF TI{E LTMITATIONS OF HYPOTHETICA].,, PERFORMANCE
RESULTS TS THAT THEY ARE GENERALLY PREPARED WITH
TI{E BENEFIT OF HTNDSIGHT. IN ADDITION, I{YPOTITEI-
I CAL TRADING DOES NOT IIIVOIJVE FINANCIAL RISK, AIID
NO I{YPOTHETICAL TRJADING RECORD CAN COMPLETEI,,Y
ACCOUNT FOR THE IMPACT OF FINANCIAIJ RISK IN ASII'AIJ
TRADINC. FOR EXAMPLE, TIIE ABILITY TO WITHSTAITD
I,OSSES OR TO ADIIERE TO A PARTICTII,AR TRADING PRO-
GRAM IN SPITE OF TRJADING I-,,OSSES ARE I,/TATERTAII
POINTS WHICH CAN AIJSO ADVERSE'.'Y AFFECT ACIUA!
TRADING RESULTS. THERE ARE NT]I'IEROUS OTIIER FA TORS
REI,ATED TO TIIE MARKETS IN GENER;AL OR TO TIIE IMPI.,E-
MENTATION OF ANY SPECIFIC TRADING PRoGR,Ni! wHIctI
CANNOT BE T{'LLY ACCOUMTED FOR IN TITE PREPARATION
OF HYPOTHETICAI PERFORMAIICE RESULTS A}ID ATL OF
WHICH CAN ADVERSEIJY AFFECT ACIVAL TRADING RESI'I.TS.

If a Member or Associate has either less lhan one year
experience in directing customer accountE or t,radingproprietary account,s, then tshe disclaimer muEt aIEo
cont,ain Ehe fol.lohring sEatemenE :

(THE MEMBER) HAS HAD I.,,ITTLE OR NO EXPERTENCE IN
TR,ADING ACIUAI ACCOUNTS FOR ITSELF OR FOR Ct'S-
TOMERS. BECAUSE TIIERE ARE NO AqruAIJ TRADING RE-
SI'LTS TO COMPARE TO THE HYPOTHETTCAL PERFORIIAI{CE
RESULTS, CUSTOMERS SHOULD BE PARTICUIARTJY WARY OF
PI.,ACING UNDUE RELIAITCE ON TI{ESE 1{YPOTiTETICAI-, PER-
FORMANCE RESULTS .

-4-
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include in Ehe pronotional nat.erial t.he followinq
disclaimer orescribed bv NFA, s Board of Directors
inscead of Ehe disclaimer prescribed bv Sect.ion (c) (1)
a€ thi q Qrrl a.

TI{IS COMPOSITE PERFORMANCE RECORD IS TTYPOTHETTCAI
AND THESE TRADING ADVISORS HAVE NOT TRADED TO-
GETITER IN THE MANNER SHOWN IN THE COMPOSITE.
I{YPOTHETICA], PERFORI4ANCE RESUIJTS I{AVE MANY INHER-
ENT LIMITATIONS. SOME OF WHTCH ARE DESCRIBED BE-
LOW. NO REPRESENTATTON Ig BEING MADE THAT ANY
MULTI-ADVISOR MANAGED ACEOUNT OR POO1 WIIL OR IS
LIKELY TO ACIIIEVE A COMPOSTTE PERFORMANCE RECOF.D
STMIIJAR TO TI{AT SHOWN. IN FACT, IIIERE ARE FRE-
OUENTLY STARP DIFFERENCES BETWEEN A I{YPOTI{ETTCAIJ
COMPOSITE PERFORMANCE RECORD AIID T}TE ACTUA], RECORD
SUBSEOUENTLY ACHIEVED.

ONE OF THE LIMITATIONS OF A TIYPOTI{ETICAL COMPOSTTE
PERFORMANCE RECORD IS TIIAT DECISIONS RELATING TO
TI{E SELECTION OF TRADTNG ADVISORS AITD MIE AI,LOCA-
TTON OF ASSETS AMONG TI{OSE ADVISORS WERE MADE WrTII
THE BENEFIT OF HINDSIGHT BASED I'PON TIIE I{ISTORICAT
RATES OF RETI'RN OF TI{E SEI,ECTED TRADING ADVTSORST.
THEREFORE. COMPOSITE PERFORI\,1A}ICE RECORDS INVARI-
ABLY SHOW POSITIVE RATES OF RETT'RN. ANOTITER IN-
HERET{T LIMITATION ON THESE RESI'IJTS IS THAT TTIE
ALLOCATION DECISIONS REFLECTED IN TITE PERFOR}TAIICE
RECORD WERE NOT MADE UNDER AEruAlJ MARKET COIIDI -
TIONS AND, TITEREFORE. CANNOT COMPLETELY ACCOUTIT
FOR THE IMPACT OF FTNAIVCTAIJ RISK IN ACTSA]J TRAD-
ING. FI]RTHERMORE. TIIE COMPOSTrE PERFORMANCE
RECORD MAY BE DISTORTED BECAUSE TI{g ATIOCATION OF
ASSETS C'TIANGES FROM TIME TO TrME AIID TIIESE ADiN'ST-
MENTS ARE NOT REFLEETED IN TTIE COMPOSITE.

sors, Ehen the disclaimer must also contain lhe fo11ow-
inq statement:

(THE MEMBER} I{AS HAD LTTTLE OR NO E:XPERIEIICE AI.LO'
CATING ASSETS AMONG PARTI CULAR TRADING ADVISORS.
BECAUSE 'IT{ERE ARE NO ACTUAL AIJI.'OCATIONS TO COMPARE
TO THE PERFORMANCE REST]LTS FROM TIIE IIYPO1SIETTCAL

-f-
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f?1 (4)
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ATLOCATION, CUSTOMERS SHOULD BE PARTICUI,ARIJY WARY
OF PLACING UNDUE RELIANCE ON THESE RESULTS.

Any Member or Associate who uses promot.ionaL material-
which incLudes a measurement or description of or makes
any reference t'o hl4)oEhetical performaice results which
could have been achieved had a particular trading
system of the Member or Associate been employed in thepast musE include in t'he promot.ional material com-
parable informat.ion regarding:
(i) past perfonnance results of aI1 cusEomer accoungE

directed by rhe Member pursuant to a power of
aEtorney over at leasE che last five years or over
E.he entire performance history if lesi than five
years;

(ii) if the Mencer hae less lhan one year extrrerience in
directing customer accounts, past performance
results of his proprietary trading over at least,
the last five years or over the encire performance
history if lesE than five years.

Any Member or Associate utili.zj.ng pronoEional rnat,erial
cont.aining hlpothecical performance results muat adhere
Eo alL Ehe reguirements contained in t.he Board,s Inter-pretive Notice relaling to Ehis issue. [See Interpre-
Eive Notice aE fl 9025.1

These restricEions on the use of hypothetical trading
result.s shall not apply co promotional mat.erial direit-
ed exclusiveLy to persons who meet Ehe standards of a
"Qualified Eligible particlpant,, under CFTC Regulat.ion

-5-
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NFA COI{PIJIA}ICE RI'I.'E 2'29

IIITERPRETITIE NOTICE REIJATING TO TEE
USE OF PROMOTTONAIJ MATERTAI' COMTAINING

FYP OTSETI CAIJ PERFORUANCE RESI'I.TS

Over the years t,he use of hypotheu.ical performance
results has repeatedly produced highly misleading promotional
material . By their very nature, such perforrnance results haveceriain lirnitations. For example, hypothetical performance
results do not represenE actual trading and are generally de-
signed with the benefit of hindsighE \rhich may under- or over-
compensate for lhe impact of cert,ain market factors, including
Lack of liguidity and price slippage. Furrhermore, si.nce h1ryo -thetical trading does not involve financial risk, no hlpothetical
performance resulEs can completely account for che irnpa-t of
cert.ain factsors associated wit.h risk, including the ability of
E.he customer or the advisor to withstand losses or to adheie to apart.icul-ar t.rading program in t.he face of trading logses.
Despite these limitsations, there have been numerous instances in
which Members in one form or another have altempted Eo induce
customers !o place undue reliance on hypoEhetical resullE. NFA, s
Business Conduct Committee has not heEit.ated to isEue chargee
againsE Members engaging in such practices and will conlinue t.o
pay close altention to advertiBing materials which display hlpo -
Fhai- i ^al raarr'l ro

The use of hypotheticaL resuLts has been E.he subject of
regulatory scrutiny before. In 1981, E.he Commodity FutureE
Trading Commission ("CFTCfi or "Commission") considered a Cotal
ban on tshe use of such resulEs. UlE.imately, the commiasion
determined to require CPOs and CTAs displaying hypothetical
results to display the disclaimer seg forth in CFTC Regulation
4.41 . The Commissi.on not.ed at the cime Ehat it miqht *ell irnpose
sterner measures if Ehe disclaimer proved ineffecElve ac prevint-
ing abuses. NFA subsequenEly required aLl NFA Members and
Associates Eo display Regmlalion 4.4!,s disclaimer in any promo -
tional material which conlains such results.

In NFA's experieace, however, the use of the mandated
disclaimer has not prevented recurring abuses in the presenlation
of hlpot.hetical results. In some instances Members hlve tout,ed
dlamatic hypothetical prof it,s wit.hout revealing t,hat their actual
performance is much worse. This sieuaEj.on has been addreEEed by
an amendment to NFA Complj-ance Rule 2-29(c) (2) which recruires
Members advertising hypothetical results co disclose the-ir actual

May 28, 1996
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results as weII. In other ca6es Members have effectively dimin-
ished the impact of the disclaimer by grossly over-emphasJ_zing
the significance of very dramat.ic hl4pothetical profits. For
example, some Members have ut.ilj.zed promotional rnaterial which
present hypothetical raEes of return in large, bold face princ
while Che disclaimer can be read only with a magnifying glaee.
rn other advertising pieces the disclaimer is so far rernoved from
the toutsed h1ryothetsical profits that customerE may never find it.
There have also been instances in which Members or Associates
have at.tempted Eo disguise hl4rothetical performance results as
actuai- performance results.

Due Eo t.hese problems, NFA,s Board of Direclors recent-
1y reviewed wheEher NFA MemlcerE and Aesociaces should be permit-
ted t.o utilize hypothetical performance result.s in promotional
material . Durj-ng E.his review, the Board considered a complete
ban on Ehe preaentation of these resulEs in promot.ional rnat.erial
due to it's potentially abusive and misleading nature. llowever,
in considering such a ban, Ehe Board also recognized EhaE t.he
presentation of h14>othetical performance resu1t,E in promotional
material may have some limiled uLiliEy in certaj.n cj.rcumEtances,
for example. where a [CTAI Member has developed a new trading
program for which there are no actual crading results. AE a
resul-t., Ehe Board decided to continue Eo aLlow Members and
AsEociaEes Eo utilize promotional malerial containing hypotheti-
ca1 performance resulEs under very st.ringenc restrictions.
Itypolhetical resulEs will not be allowed, however, for any
Erading program for which the Member has three months of actual
Erading resulls. Any Memlcer or Aesociace utilizing promolional
malerj-al which includee hypothetical resulEs shal1 , aE a minimum.
adhere to the following requirements.

First, any Member or Associat.e ut,iLizing promotional
rnaEerial which presencs hl?othet,ical performance resul_ts must
provide to customers the disclaimer cont.ained in NFA Compliance
Rule 2-29(c) (1) . The Board has expanded tshe required disclaimer
t'o provide a more thorough discussion of t.he limitations of
hypotheticaL results and of t.he dangers in placing reliance upon
them. To prevenc the over-emphasis of h1T>otheti.cal performance
results, the discLaimer mus! be di.splayed ae prominently as the
hypothetical results themselves. Generally, t.his woutd require
that Ehe discLaimer be prinled in a Cype size at least as large
as chat used for the hypoEhet.ical reaults. Similarly, t,o avoid
circumstances where hl4)othetical performance results are pre-
sented in one section of the promotional material with the
disclainer buried in another, the disclaimer must nolv i rediaEelv

-8-
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precede or follow the performance result.s. Whenever the Member
or Associate has less Chan twelve montha of actual results, t.he
disclaimer must immediaE.ely precede the hypofhetical performance
resu1ts. Furthermore. if the promotional material contains
several pages of hypothecical performance regults, then the
Member or Associate may need tso include this disclaimer more Ehan
once in t.he maE.erial -

Second, any Member or AssociaEe ueilizing promotional
material which presents hypochetj-cal performance results musE
also describe in t.he promotsional material all of the material
assuraptions thac were made in preparing tshe hl4)oEhetical resulls.
At a minimum, the description of material assumptions must cover
point.s such ae initial investment amount. reinvestment or diEcrr-
bulion of profils, commission charges, managemen! and incentive
fees, and t.he met.hod used Eo determine purchase [or] and sale
prices for each E.rade. Members must also make al1 material
disclosures necessary to place the hypotheE.ical reEults in their
proper context, which in some instances may go well beyond the
prescribed disclaimer. Furtherrnore, Members and Assocj.aEes must
calculate hypothetical performance reeults in a manner consistent
with tshat required under tshe CFTC's ParE 4 RegulaEionE.

Third, when any Member or AEsociate utilizes promo-
E.ional material which contains both hypothetical and aclual
performance resultss, then Ehe aclual resultE must. be presented
with aE leasE t.he same prominence devoted Eo Ehe hypothetj.cal
resu1Es. BoCh the hypothetical and acEual performance results
musE. be appropriateLy j-dent.if ied, separaceLy format.ted. discussed
in an equally balanced manner and cal"culaled pursuanE to Ehe same
raEe of return method. Furehermore, the promotionat maEerial
musE not contai.n any statemene which places undue emphasis on the
hypoEhetical performance reEults, for example, by discounting or
downplaying E.he significance of any actual performance resultss.

NFA's Board of Directors further notes that, as
explained above, t.he srecedinq requirements also apolv Eo a
Member or Associate's use of prornotionaL mat.eri.al containinq a
composite performance record showino what a multi-advisor manaqed
account. or pool could have achieved if t.he accounE,s or poo1, s
assets had been allocated amonq particular tradinq advisors, In
Ehe past. Members have often referred to these composi.te
Derformance records as pro forma regults: however, NFA,s goard of
Directors believes t'he pro forma labet is misleadinq. AlEhouqh
the performance for each individual tradinq advisor is based upon
actual result.s, the selection of and allocat.ion amonq tradinq

-9-
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advisors has been done with the benefit of hindsiqht and. chus,
t.he comoosite oerformance record is hvoothetical i-n nature.
Therefore. in addition Eo the precedinq recruirements, Members and
Associates must approoriatelw label anv composit.e performance

allocace assets amonq particular cradinq advisors. The Board
also notes that if a Member or Associate previousl-v used oromo-
t.ional material congaininq hvpotheti_caI composite performance
records for mulEi-advisor manaqed accounts or pools and the
hvpothecical resulcs were subst.ant iaLlv hiqher than t.he actual.
resuLts subsecruenElv obtained bw the Member or Associ.ate in
al,Iocatinq asset.s amonq the mult.i - advisola, then E.his facE. musE
be disclosed in the Dromotional- material-

The presenE.aE j-on of hypothetical performance resultE in
promot.ional material is, of course, subj ect to all other NFA
RequiremenE,s. Pursuant to NFA Compliance Rule 2-29(b) (1) and(2), t.he ult.imace test of any promot.ional material is whet.her Ehe
overall impact of the material is rnisleading or 1ikely to deceive
the public. Although NFA has iEsued this Interpretive Notice,
the Board recognizes thaE it cannot describe every nanner in
which promocional mat.erial contai-ning hypothet J.cal perf ormance
resulEs may be misleading. The fac! that an NFA Member or
Associate has printed t.he disclaimer reguired pursuant to NFA
compliance RuIe 2-29 and E.hat the promotional material is in
facial conpliance with this Incerprecive Notice does not enEure
Ehat material is not misleading.

Promotional material which contains hypothetical per-
formance results will cont.inue to be carefully scrutinized by NFA
slaff. Pursuant to NFA Compliance Rule 2-29(e), Memberg and
Associaees present.ing hypot.heuical results in their promotional
material musE be able to demonstrate t.o NFA. s saEisfaction che
validity of the present.ation of the results. The greatef the
emphasis on dramatic h14>othet.j.ca1 profits, the greater lhe
Member's burden in demonstracing the validity of the presenta-
tion.

lHindsight analysis may also play a part in t'he presen-
tation of rrextracted performance"l Addressinq a different. con-

-10-
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"extracted performance" in which a Member or Aasociate seleccs
one componen! of iEs overal-I past t,rading reeults uo highlight to
cusEomerE. fn order t.o preven! tshe misleadi.ng use of such
results, tshe use of extracEed perfornance is permitsted only when
a CPO's or CTA's previ-ous disclosure document,E designated the
percentage of asseEs which would be committed t.oward that partic-
ular component of the overall trading program. For example, if
the previ.ous disclosure document, stated t.hat 25? of a fund,s
assets would be dedicated t.o t.rading financial futures contracta,
and if 25* of the fund's asset.s were in fact dedicated to tradinq
financial futures contracts, the CPO would be allowed Eo preaent
che extracted performance of its financial fuEures tradin-g baeed
on net aEseE values equal lo 252 of Ehe fund, s Eotal net. aaset
value. Performance may also be extracted from a managed accounts
program run by an FcM or IB if Ehese same requirenents are mets.
In ot.her words, Ehe FCM or IB must have previously prepared and
dj-stributed tso all customers parEicipating in Ehe trading program
a wri.Eten report. or simiLar document which desigmat,ed the per-
centage of asEets which would be committed toward ehaE partj.cular
component of the overall tradingf program. Oral representacion8,
or writ.t,en documenEs which were not diEtribu!,ed t,o che custoners,
are not suffi-cienE. Furthermore, any promotional mat.erial
referring Eo extracted resul,ts musE clearly labe1 those results
as such and must dj.sclose in an equally prominen! fa8hion che
overall actual Erading results from which Ehe extracted results
were drawn.

[The use of re, forma and extracEed reEults are tswo
other areaa in which a hindsight analysis can lead to misleading
promo!ional materj-al .l Las!Iv. the Board of Direct,ors believeE
that tshe use of pro forma performance hisEories can present
useful information to cuseoners, particularly when used to show
how E.he past performance of a given Member or Associate would
have been affected by E.he commission or fee stsructure which
appliee Co the fuEures or options contracts, commodity pool . or
trading program Ehe Member or Agsociate iE of ferj.ng, recommend-
ing, or providing information on. Therefore, a Member or Aesoci-
ate may usre pro forma resulEs to adjusL for differences in
commissions and fees as Long as the pro forma resul-ts are not
calculated in a misleading manner. fMenbers and AsEociates may
not,/ however, use oro forma resul-ts which reflect a hindsight.
analysis. For example, CPOS may not uEe pro forma reEuLts to
show what results a mu1li-advisor pool could have achj-eved in the
pas! if lhe pool's asset.s had been allocaE.ed among particular
cTAs in a certain proporEion.l
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EXPIJA}IATION OF PROPOSAI.,S

A. Explanatlon of Propoeed DeletLon of NFA Comllaace RuIe 2-X.9

In February 1995, the CFTC delet.ed CFTC Reg:ulation
33.4(b) (6) . Under Ehe regrulatj-on, self-regrulatory organizations
had t'o require each member FCM to give noEice Co iEE designat,ed
self-regulaEory organizaEion of any disciplinary act,ion taken
against the FCM or any of iE,s associated persons by Ehe Commie -
sion or by another sel f - regn:i.aEory organization. NFA Compliance
Rul,e 2-19 was adopted to comply ,rith the requiremenEs of the
regulat.ion. With the delecion of CFTC Regulaeion 33.4(b) (6), NFA
Compliance Rule 2-19 is unnecessary and NFA proposes EhaE it be
deleted.

B. Explrnatlou of Propoeed ADeqdDella tso N?A CouplJ.ance Rule
2-8 (b)

NFA Compliance Rule 2-8 containE requiremenE,s for
Members or Aasociates exerciEing discrecion over a custo$er, g
comnodity futures account,. In particular, NFA Compliance RuIe
2-8(a) stales, in pertinent. part, Ehat each Member mus! maingain
records which clearly idencify each aceount over whj.ch the Member
or iEs Assocj-ate hae discretionary authority. Additionally, NFA
Compliance Rule 2-8(b) states, in pertinent. part, Cha! each
commodity futures t:aade j.nitiated by a Member or AsEociale
pursuant to an exercise of discrelion musE be identified ae
discretionary.

The proposed amendment to Rule 2-B (b) Eakes a more
presunptive position by providing EhaE aI1 Crades initiated by a
Men cer or Aesociate in a diecretionary account will be
conclusively presumed to be discrelionary unless otherwise
indicaEed.

C. ExpJ.aaat,ioa of Proposed ADe'ldDetrts t,o NFA Co4rllaace RuIc
2-29 a''.d Itsa Intserpretlve Notlce Relat,j.ng to t'b€ lts6 of
Pro8otional Ueterial Cont'aLaiDg Hypotbetical perforFallce
ReEul ta

By leteer daEed Septenber 21, l_995. NFA submiEted for
Commission review che Interpret.ive Notice Relat,inq to tbe Uee of
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Promotional Mat,erial Concaining HypoEhetical performance ReEuItss
( rr InEerpret j.ve Notj.ce") , The Commission subsequently approved
the major portion of the Interpretive Noti.ce but. set. aside for
further consideration the proposed last trrro paragraphs of the
Interpretive Notice dealing with restriclions on Che use of pro
forma and extracted Erading results. The proposal Eet forth
herein contains amendments Eo the portion of the fnterpretive
Notice Ehat was approved by Ehe Commissj.on and it also revises
and resubmits the last' tswo paragraphs dealing with restrictions
on tshe use of pro forma and extract,ed trading reEu1ts.

As originally proposed, lhe Intserpretive Notice
permiEted the use of pro forma resul-t.s !o adjusts for commisgions
and fees as long as tshe resulEs are not calculated in a
misleading manner. However, the Interpretive Notice prohibited
the use of result.s, often referred t,o as pro forma, which reflect
a hindsight analysis, including Ehe use of results showing wha! a
mult. j. -advisor accounE or pool could have achieved in Ehe past if
aEsets had been allocated among particular t.rading advisors in
cert.ain proportions.

Several NFA Members expressed concern that the
InterpreE,ive Notsice may be t.oo restricE,ive. Specifically, E.hese
Members guestioned whether it was inconEisE,ent tso permit the use
of hypothetical resulEs whi1e. a! the same time, prohibiting the
use of composite performance tableE which show Ehe reeulEs a
multi-advisor account or pool could have achieved in tshe past if
assets had been allocaEed among cereain trading advisors. Upon
reconsideration of the issue, the Board decided that these
records, although often referred t.o as pro forma resultg, a:.e
rea11y hypothetical j-n nature. The Board therefore determined to
a1low a Member Eo use E.hese composit.e performance records subj ect
E.o Ehe same limitations refating to the use of hypothetical
resu1Es.

The proposed amendment Eo NFA Compliance RuIe
2-29 (c) adopts a separace disclaimer, and the propoaed anendmen!
to the current lnterpret.ive Notice makes clear thats the stringent
resErictions applicable to hyporhetical results in general also
appl-y to the use of hypothetical composite performance reaults-
The Board deE.ermined that the propoaed amendments address at1
regn:Iatory concerns and. at the same E.ime, satisfv the concerns
raised by several NFA Members.
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Ms Jean A. Webb

cc: Acting Chairman John E. TuIl.
Commi.ssioner Barbara PederBen
commissioner Joseph P. Dial
Andrea M. Corcoran, Esq.
Geoffrey Aronow, Esq.
AIan L. Seifert, Esq.
Susan C. Ervin, Esg.
Lawrence B. Patent, Esg.
David Van wagner, Esq.

DJR' ckrr (sub\o51696)

NFA respectfully requests that t.he Commission review
and approve Ehe proposals contained in Ehj.s submission and
requests that Ehey be declared effective upon Commission
approva.J..

Ylay 28, 1995
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U.S. COMMODITY FUTURES TRADING COMMISSION
Thres Ldayette Cenl/s

1155 21sl Stre€t, NW Washington, DC 20581
Telephone: (202) 4'l8-5000
Facsimile: (2021 41 8-5521

August 29, L996

Mr . Daniel ,J . Rotsh
General Counsel-
Nat.iona1 Futures Association
200 West Madison SEreeE
Chicago, Illinois 50505

Re: ffi:iffi:i.:"::'E:*liiff::'i3i": il3lii'S"u,-
29 (c) , Proposed Ainendments Eo InEerprelive
Nocice RelaEing Eo Ehe Use of Promotional

H::ii:] :;t:Tl:;3,5IT:l:: iffi '.:'Fffff :;:"
Rule 2-19

Dear Mr. Roch:

By l-et.ter dated May 28, 1995, and received May 31, 1995, Ehe
Nat.ional Futures AssociaE.ion submitted Eo the Commission for its
approval , pursuant to Seccion 17(j) of Ehe comnodily Exchange Act
("Acts'), Ehe above - referenced proposed rule amendmenls and rule
deletsion.

Please be adwised Ehat on this date Ehe Conmission has
det.ermined Eo approve Ehe above- referenced proposed rule
anendments and rule delelion pursuant tso sectsion 17(j) of the

S incerely,

Yt-u- il tt'^$/r
,Idan A. webb
Secretary of t.he Cornmission
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February 7, 1997

Ms. Andrea M. Corcoran
Director
Division of Trading and Markets
Commodity Futures Trading Commission
Three Lafayette Centre
1155 21st Street, N.W.
Washington, D.C. 20581

Dear Andrea:

When the Commission approved NFA rule changes placing further restric-
tions on the use of hypothetical trading results, along with an accompanying Interpretive
Notice, the Commission requested that after one year NFA report to the Commission on
whether the rule changes adopted had effectively dealt with the misleading use of hypo-
thetical trading results. As you will recall, the rule changes adopted by NFA were intended
to prohibit certain misleading advertising practices which NFA had encountered on a
recurring basis over the years. Specifically, NFA had seen instances in which firms:

. touted glowing hypothetical trading results for trading programs which had, in fact,
generated actual trading results sharply different than the hypothetical ones;

. highlighted the hypothetical trading results for a new program without disclosing
that actual results for other programs previously developed by the firm were sharply
different;

. buried required disclaimers in sections of the promotional material far removed
from the hypothetical results; or

o presented hypothetical results in a manner designed to induce customers to place
undue reliance on those results.

Since the Commission approved the NFA rule changes in December 1995,
we have continued to monitor the use of hypothetical trading results by Member firms in a
number of ways. Our audit steps include careful review of promotional material which has
been used by Member firms. ln addition, many Member firms continue to submit their
promotional material to NFA, either as part of NFA's voluntary pr+review program or
because they have been ordered to do so pursuant to NFA Compliance Rule 2-29(0. Fur-
thermore, NFA routinely monitors the advertising in numerous publications and periodicals
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as well as promotional material disseminated through the Internet. Finally, all customer
complaints or inquiries are carefully reviewed to detect possible rule violations.

We cannot report to the Commission that our surveillance indicates no fur-
ther problems regarding the misleading use of hypothetical trading results. We can report/
however, that in virtually every instance in which we have noted the types of problems
described above, the advertising was produced by a non-Member firm, which, in many
instances, was not even registered. Compliance with the new rules by NFA Member firms
has been superb. While we still encounter serious sales practice problems within a limited
number of firms, we have not had to refer a single disciplinary matter to a Business Con-
duct Committee involving the types of abuses described in the lnterpretive Notice Relating
to the Use of Promotional Material Containing Hypothetical Trading Results since it was
approved by the Commission.

As we have discussed before, one step which might help police the use of
misleading promotional material by non-members of NFA would be to amend CFTC

Regulation 170.15. That rule currently provides that any firms required to be registered as

FCMs must be a member of a registered futures association. In con.iunction with NFA
Bylaw 1 101, this rule ensures that most futures professionals dealing with the public will
be subject to NFA sales practice rules. CTAs who do not manage customer accounts,
however, are not required to be members of NFA. Amending CFTC Regulation 17O.'15 to
require firms required to be registered as FCMs, lBs, CPOs and CTAs to be members of a
registered futures association could help ensure that registered CTAs who do not manage
customer accounts would be held to the same sales practice standards as the rest of the
industry.

lf you would like to discuss any of the points covered in this letter, please do
not hesitate to contact me.

Sincerely,

Daniel J. Roth
Ceneral Counsel
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