N FH NATIONAL FUTURES ASSOCIATION
200 W MADISON ST« CHICAGO, IL » 60606 » (312) 726-0070

December 6, 1982

Ms. Jane K. Stuckey

Office of the Secretariat

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

wWashington, D.C. 20581

Dear Ms. Stuckey:

Pursuant to Section 17(j) of the Commodity Exchange
Act and Part 33 of the Rules of the Commodity Futures Trading
Commission ("CFTC"), National Futures Association ("NFA")
hereby files with the CFTC and requests CFTC approval of the
following amendments to NFA Compliance Rules. NFA also
hereby submits for review by the CFTC a copy of the written
audit objectives and procedures (attached hereto as Exhibit
A) which will be used by NFA in the course of conducting the
audits and inspections required of a self-regulatory organiza-
tion under Part 33 of the CFTC Rules. These submissions are
made pursuant to a resolution of the Board of Directors of
NFA, adopted October 14, 1982, by which NFA determined to
provide for the regulation of the commodity option related
activities of its Member FCMs.

The following amendments to NFA Compliance Rules,
in conjunction with existing NFA Compliance Rules and the
attached audit objectives and procedures, are designed to
provide for the regulation of the commodity option related
activities of Member FCMs in a manner which is at least
eguivalent to that required of contract markets under Part
33 of the CPTC's Rules. NFA has assembled a large and
capable staff which consists of individuals with extensive
cumulative experience in various capacities with FCMs,
contract markets, accounting and law firms and the CPTC.
Upcon the effective date of CFTC approval of the following
additional Compliance Rules, NFA will be prepared to perform
routine option sales practice audits in addition to NFA's
other compliance auditing functions. At least once every
two years NFA will conduct a full scope option sales
practice and compliance audit of each FCM for which NFA is
the designated self-regulatory organization in conjunction
with an NFA full scope financial compliance audit. The full
audits will test for compliance with all NFA exchange traded
opticn rules. NFA will supplement these full audits with
interim limited scope sales practice examinations. NFA will
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also conduct periodic audits of branch offices and agents of
Member FCMs.* NFA's regulation of the activities of its
Member FCMs related to options on futures is designed to be
equally effective in regulating those activities which may
relate to options on physicals.

NFA will be the designated self-regulatory organiza-
tion for FCMs which are not members of any contract market.
By agreement with the various contract markets, which will
be submitted for CFTC approval pursuant to CFTC Rule 1.52,
NFA may delegate its duties under Part 33, with respect to a
Member FCM which is a member of one or more contract markets,
to a contract market of which the FCM is a member.

The following amendments to NFA Compliance Rules
have not been formally adopted by the Board of Directors of
NFA. We will advise the CFTC by supplemental letter of the
date of adoption of the amendments by the Board of Directors.

The Amendments

The proposed amendments would add the following
rules to Part 2 of the NFA Compliance Rules designated as
indicated. An explanation of each proposed rule follows its
text.

Rule 2-15. WRITTEN OPTION PROCEDURES

Each Member FCM which engages in the offer or
sale of commodity options traded on or subject to
the rules of a contract market must adopt and
enforce written procedures (see Rule 2-21) which
will enable such Member FCM to:

*If the amendments to the Commodity Exchange Act contained

in H.R. 5447 and the Senate Amendment to H.R. 5447 which

would establish the "Introducing Broker®™ registration
reguirement are enacted, NFA anticipates adopting procedures
to include Member introducing brokers in NFA's program of
audits and examinations once the CPTC has determined the
status of introducing brokers within the options pilot program.



Ms. Jane K.

December 6,
Page Three

Explanation:

Stuckey
1982

(a)

(b)

{c)

Supervise adequately each option customer's
account, including but not limited to,

the solicitation of any such account and
the handling of complaints relating to

any such account (for purposes of this
subsection (a) the term "option customer"
does not include another FCM);

Allocate notices of exercise received by
such FCM in a fair and non-preferential
manner, and promptly notify the appropriate
grantor of such allocation; and

Monitor adeguately the solicitation and
sale of deep-out-of-the-money options.
For purposes of this subsection (c)} such
FCM shall define the term "deep-out-of-
the-money option" as that term is defined
by the contract market on which the
option is traded.

of CPTC Rule 33.4(b)(5) and also requires procedures similar
to and consistent with those required by contract markets
concerning allocation of exercise notices and sales of deep-
out-cf-the-money options.

Explanaticn:

Rule

2-16. OPTION SALES COMMUNICATIONS

No Member or Associate shall employ

fraudulent or high pressure sales communica-
tions relating to the offer or sale of commodity
options traded on or subject to the rules of

a contract market,

of CPTC Rule 33.4(b)(10) and is drafted to extend its prohibi-
tions to all NFA Members.

Rule 2-17. PAYMENT OF OPTION PREMIUMS

Any Member FCM that accepts an order

from a customer to purchase a commodity option
traded on or subject to the rules of a contract
market shall receive from such customer the
full amount of each option premium within the

This provision satisfies the regquirements

This provision satisfies the requirements
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time prescribed for the receipt of such premium
by the rules of the contract market on which
the option is traded.

Explanation: This provision satisfies the requirement
of CFTC Rule 33.4(a)(2) and is consistent with the discussion
of that Rule in the Federal Register release announcing
adoption of the option pilot program regulations. The preamble
to that release indicates that the CFTC does not interpret
CFTC Rule 33.4(a)(2) to require that option premiums be paid
prior to the purchase of the option, but only that prompt
payment be contemplated at the time of such purchase.

Proposed Rule 2-17 is drafted to incorporate the premium
payment rules of the various contract markets in order to
avoid presenting Member FCMs with conflicting requirements
concerning collection of premiums.

Rule 2-18. OPTION CUSTOMER COMPLAINTS

With respect to all written option customer
complaints and any oral option customer complaints
which result in, or which would result in, an
adjustment to the option customer's account of
more than $1,00C, each Member FCM which engages in
the offer or sale of commodity options traded on
or subject to the rules of a contract market shall:

{(a}) Retair all such written complaints and
make and retain written records of all
such oral complaints;

(b) Make and retain a record of the date the
complaint was received, the Associate
who serviced the account, a general
description of the matter complained of,
and what, if any, action was taken in
regard to the complaint; and

(c) Immediately send a copy of such complaint
to NFE and, upon final disposition thereof,
immediately send a copy of the record of
such éisposition to NFA.

Explanation: This provision satisfies the requirements
of CFTC Rule 33.4(b})(4) regarding the handling of customer
complaints and notification to the self-regulatory organization.
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Rule 2-19. OPTION DISCLOSURE AND OTHER REQUIREMENTS

Each Member FCM which engages in the offer or
sale of commodity options traded on or subject to
the rules of a contract market shall:

(a) Give immediate written notification to
NFA of any disciplinary action taken
against the FCM or any of its Associates
by the Commission or by any other self-
regulatory organization;

(b) Comply with and enforce the disclosure
requirements set forth in Commission
Regulation 33.7; and

(c} Promptly submit to NFA all promotional
material, as defined in Commission
Regulation 33.1, pertaining to such
option trading.

Explanation: This provision satisfies the require-
ments of CFTC Rules 33.4(b)(6),(7) and (8). The preamble to
the Federal Register release announcing adoption of the
options pilot program rules indicates that the CPTC considers
that, as a part of an FCM's duty of disclosure, it must make
every reasonable effort to ensure that all option customers
and prospective option customers are informed as to the
risks involved in options trading and acquaint itself suffi-
ciently with the personal circumstances of each option
customer to determine what further facts, explanations and
disclosures are needed in order for that particular option
customer to make an informed decision whether to trade options.
The preamble further states that the CPTC will leave the
extent of an FCM's inquiry into the circumstances of each
option customer to the prudent judgment of the FCM. The
specific requirement of compliance with CFTC Rule 33.7
{including, of course, subsection 33.7(f)) contained in
Proposed Rule 2-19(b), in conjunction with the comprehensive
requirements of existing Compliance Rule 2-4, will permit
the Business Conduct Committees of NFA to enforce the general
option disclosure duties of each Member FCM, giving weight,
as the CFTC notes, to its prudent judgment. 1In addition,
subsection (c¢) will enable NFA to review promotional materials
and determine whether such materials are fraudulent.
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Rule 2-20. DISCRETIONARY OPTION CUSTOMER ACCOUNTS

With respect to any option customer account
for which discretion is given for option trading
(other than an account (i) of a commodity pool,
the operator of which is registered with the
Commission as a CPO; (ii) where the person who has
discretionary authority is the spouse, parent or
child of the option customer; or (iii) which is an
omnibus account of another FCM) each Member FCM
shall:

(a) Provide the option customer with an
explanation of the nature and risks of
the strategy or strategies to be used in
connection with the option customer's
account;

(b) Ensure that an officer, general partner,
sole proprietor, or branch office manager
of the FCM (other than any individual
authorized to exercise discretion in
trading the account) approves, in writing,
the discretionary authority prior to any
trading for the account;

(c) 1Identify each order as discretionary at
the time of entry and ensure that an
officer, general partner, sole proprietor,
or branch office manager of the FCM
(other than any individual authorized to
exercise discretion in trading the account)
approves, initials and dates all orders
for a discretionary account; and

(d) Review frequently all discretionary
accounts.

Explanation: This provision satisfies the requirements
of CFTC Rule 33.4(b)(9).

Rule 2-21. SUBMISSIONS TO NFA RELATING TO OPTIONS

Any Member FCM with respect to which NFA is
the designated self-regulatory organization for
purposes of Part 33 of the Commission Regulations
shall submit to NFA the following material at
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least 10 days prior to the date such FCM begins
the offer or sale of options traded on or subject
to the rules of a contract market:

(a) Option customer account agreement forms;

(b} Option disclosure statements required by
Rule 2-19(b);

(c) Promotional material, as defined in
Commission Regulation 33.1, (if such
promotional material has been prepared);
and

(d} Written procedures reguired under Rule
2-15,

Documents required to be submitted to NFA
under Rules 2-18, 2-19 and 2-21 will be
considered submitted as of the date received
by NFA at its Chicago office.

Explanation: This rule will ensure that NFA is
notified prior to an FCM's entry into the option sales business
which will enable NFA compliance staff to effectively identify
and address any potential problem areas that a non-exchange
member FCM might encounter prior to its entry into the business.

Petition for Confidential Treatment

Under CFTC Rule 145.9 (17 C.F.R. 145.9 (1982)) NFA
hereby requests confidential treatment of the material in
Exhibit A attached hereto, which consists of proposed NFA
audit programs. These programs have been developed by NFA
staff to assist it in monitoring compliance with NFA and
CFTC rules pertaining to sales practices and the handling of
options customer accounts. The disclosure of these audit
programs to the public or to persons under the regulatory
authority of NFA might reveal investigatory procedures
utilized by NFA and reduce its effectiveness as a self-
regulatory organization. Purthermore, disclosure of the
audit programs might reduce the effectiveness of the CFTC's
rule enforcement efforts, insofar as the CFTC relies on NFA
to monitor its Members for compliance with CFTC rules.
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Conclusion

NFA respectfully reguests that the amendments to
NFA Compliance Rules set forth in this submission be
declared effective upon approval by the CFTC. NFA further
requests that such approval acknowledge the determination of
NFA to provide for the regulation of the commodity option
related activity of its Member FCMs in a manner equivalent
to that required of contract markets under Part 33 of the
CFTC's Rules and specifically authorize NFa, for purposes of

the requirements of CFTC Rule 33.3, to undertake such regula-
tion.

Very truly yours,

NATIONAL FUTURES ASSOCIATION
Y 7

) ey . o
wl Ll S Sl i

-~ JosSeph H. Barrison, Jr.”
General Counsel and Secretary

JHH:cV

¢c: Chairman Philip McBride Johnson
Commissioner James M. Stone
Commissioner Fowler C. West
Commissioner Kalc A, Hineman
Commissioner Susan M. Phillips
Theodore W. Urban
Andrea M. Corcoran



Firm

NATIONAL FUIURES ASSOCIAIION

OP1ION ORDERS

Audit Date

AUDIT OBJECTIVES

Determine that the firm's procedures for handling option orders
are adequate to insure that transactions are properly recorded
and reported to the customer.

AUDIT PROCEDURES

1.

2.

Perform a test of the firm's procedures in handling option
transactions and the adequacy of its clearing procedures as

follows:

A.

BI

Al

Select a sample of days throughout each quarter of the
year prior to the audit date,.

Use the following oriqgination points and trace
information therein to all other points.

1)

2)

3)

Customer orders check the following:

q'

date

account desiqgnatian
option/fulure
strike price
premium

three time stamps; upon receipt, transmission
to clearing broker, and execution.
quantaity

Clearing Broker Statement check the following:

date

account designation
option/future
quantity

strike price
premium

Firm oriqginated document (confirmation, day trade
listing, or month end statement) check the
following:

-0 an0To

date

account desiqgnation
option/future
strike price
premium

quantity

Perform a test of accuracy of the firm's data processing
system as follows:

Select a sample of trades from the audit date based on
the total number of transactions on that day.

EXHIBIT A



D.

From the document used in Step 1(B), trace applicable
information to all computer runs qenerated by the firm.
Determine whether trade results in an open position or
a liquidatiaon.

1f trade results in an open position:

1) Obtain copy of margin equity run for that sccount
and include 1in documentation.

a, lest clerical accuracy

b. Irace the settlement price to an external
source.

c. Irace amount of ledger balance and open trade
equity to manth-end atatement.

d. lrace position to those open on the month-end
statement.

e. If account is undermargined include in marcqgin
testing.

2) Trace to additional computer runs including point

balance, position reports, etec.
If trade results in a liquidation:

1) Obtain copy of P & S Statement,

a. leal clerical accuracy

b, feace P & % gquing or losnen Lo enbpry on the
month-end statement.

c. Determine that the firm is charqing
commisslions in accordance with its procedures

d. Determine that the NFA fee is heing assessed
propearly.

e. Irace to additional computer runs, 1f

applicable.

2) irace to additional computer runs 1including point
halance, position reports, etc.

If an adjustment to an account 15 noted above, review
the customer account documentation for customer
complaints,

Determine that each customer is informed, as can be
reasonably approximated, of all costs and fees, strike
price, and premium in connection with the option
trangaction as well as all costs that can be incurred upon
exercise of the option.



NATIONAL FUTURE ASSOCIATION
QP TION MARGINS

Member Firm Audit Date

AUDIT OBJECTIVES

1.

2,

To determine that the firm's margin procedures are adequate
to insure contract performance as well as to serve as a
continuous check on the financial capabilities of 1ts
customera.

Margin rates charged are in accordence with the applicable
Ruless and Regulations. '

AUDIT PROCEDURES

1.

2.

Obtain a list of firm's margin rates and compare to exchange
minimums,

Select a sample of option accounts subject to margin call
and determine the number of days an account has been under-
margined, the amount and date of all outstanding calls, and
the subsequent disposition of the undermargined status of
the account using the following procedures:

A. Margin the account using firm rates and NFA procedures
until call is met in accordance with NFA procedures or
a maximum of 10 business days past selected date.
After margining for 10 days then look at the monthly
activity statement for eny liquidations, activity, or
cash depoaits.

B. On the first day of margining, all open positions with
trade dates should be recorded.

C. All activity in the account must he shown on the margin
worksheets including: Change 1n positions and cash,
favorable market move, changes in NFA computed and firm
actual marqin calls, and calculation of NFA and firm
margin calls.

D. Analyze difference between NFA's computed call and the
firm's call.

E. If the firm rounds the call amount, follow the firm's
procedures.

F. When counting Lthe number of days that a margin call has
been outstanding use the following method:

Day A: The day the account becomes undermargined,
Day B: 1lhe day the call 1s sent to the cuatomer.
Day 1: Yhe first day the call has been oulstanding.

G. Insure proper hedqge letters are on file foar hedge
customers, and that hedge marqin rates are only applied
to those commodities specified.

Select a sample of long positions and Lesl Lo 1nsure Lhat
the premium is deposited within the time period set forth by
the rules of the appropriate contract market

Cross reference any undermargined accounts, as reduced for
acceptable margin calls, which would result in a charge to
capital. Determine that this account 1s included in the
total charge to capital and is properly reflected on NFA
Supplementary Schedule 5.



NATIONAL FUTURES ASSOCIATION
DISCRETIONARY ACCOUNIS

Member Firm Audit Date

AUDIT OBJECIIVES

1. To determine whether policies and procedures are in compli-
ance with NFA rules,

2. 1o determine whether the firm emplecys adequate supervision
of discretionary option accounts.

AUDIT PROCEDURES

1. Prepare a procedures analysis. Insure that the firm:

A. Provides its option customers with an explanation of
the nature and risks of the strateqy or strateqgies to
be used 1in trading the account.

B. Reviews the discretionary accounts frequently.

2. Select a sample of discretionary accounts trading
options which do not fall into the following categories:

A, A commodity pool account, where the pool operalor is
registered with the CFIC,

8, An omnibue account of anolher FCM,

C. An account where the i1ndividual holding Power of
Attorney (POA) is a memhber of the customer's family.
Examine documentation on fFile to insure that the firm
18 adhering to procedures described.

3. For accounts selected, insure that written approval by the
appropriate level of authority was given prior to trading.

4, Select a sample of office orders and review for the follow-
ing:
A. The order ticket is specifically identified as a

discretionary order.

B. lThe order has been approved, initialed and dated by the
appropriate level of authority.

5. Determine whether any options discretionary accounts have
been terminated,



NATIONAL FUITURES ASSOCIAIIQON
IN-THE«MONEY OPIIONS

Hember Firm Audibt Date

AUDIV OBJECIIVES

1o determine whether the procedures for notifying customers of
in-the-money options are adequate and adhered to.

AUDIT PROCEDURES

1.

2,

Prepare a description of the firm's procedures ta notify
customers of the i1n-the-money options.

Review firm's records for months to determine if any
in-the-money options have expired.

A. Review firm's notification to customer.
B. Determine if a pattern exists.
Select in-the-money options for delivery

months and review the last 20 days of trading for Lhe
following:

A. Did the firm notify the customer of Lhe option in-the-
money position?

a. By what means?
b. When in the option life?
c. How often?
B. Review firm's procedures for consistency between

customers?

cC. Determine if any of the options were allowed to expire
by the customer,



Firm

NATIONAL FUTURES ASSOCILIA!ION
GPTIONS SALES PRACIICES

Audit Date

AUDIT OBJECTIVES

1'

fo insure that fraudulent, misleading or unreaaonably
high-pressure sales communications are not being utilized by
the firm to induce sales.

lo insure that proper superviseion ia heing conducted by the
Firm over its sales personnel and over each option -
customer's account.

fo monitor the sales activities of Lhe firm with respect to
deep-out-of~the money options.

AUDIT PROCEDURES

1.

19,

Determine who within the firm is responsible for:

a) Supervision over the option customer's accounts

b) Supervision over the salespersons

c) Iraining of the salespersons

d) Supervision over the preparation and/or dissemination
of sales promotional malerial

e) Supervieion over branch office or agent aclivities

Determine and review with appropriate personnel identified
in #1 sbove, the firm's policies and procedures concerning
sales practices and the supervision of same, as well as Lhe
supervision or oversight procedures for option customers'
accounts,

Obtain and review all written pracedures and policies Lhe
firm utilizes to supervise option customer accounts.

Ascertain and document other procedures (non-written) the
firm utilizes to supervise option customer accounts.

Determine if the procedures and policies of the firm appear
adequate 1in terms of their scope and frequency of review.

Obtain and review all written procedures and policies the
firm utilizes to Lrain and supervise salespersons.

Ascertain and document other procedures {(non-written) the
firm utilizes to train and supervise salespersoans,

Determine if the procedures and policies of the firm appear
adequate 1in terms of their scope and frequency of review.

Obtain and review copies of all promotional materials
utilized by the subject firm. lnsure that these materials
were filed wibth NFA.

Determine 1f written sales scriplts are utilized and obtain
copies of all such sales aids utilized by the firm.



11.

12,

13.

14.

15,

Review options customer complaint fFiles far potential
fraudulent or high-pressure sales tactics,

To the extent feasihle, monitor sales calls tao determine if
high presssure telephone aolicitetions are being mads,

Determine if firm has taken any disciplinary actions against
violators of the firm's procedures reqgarding sales prac-
tices.

Review the firm's supervisory procedures reqgarding branch
of fices/agents and determine whelher such procedurea appesar
adequate in scope and frequency of review,

Review the firm's procedures and policies reqgarding the
offer and sale of deep-out-of-the-money options.

A) Review day trade listings, open position listings, or
other sources available to determine 1F:

1} an unreasonable amount of deep-aut-of-the-money
options have been sald;

2} particular salespersons have large(r) amounts of
deep-out-of-Lhe-money options sales.

B) Ascertain that praper risk disclosure and sales
solicitation takes place 1n sales of deep-out-of-
the-money options.



NATIONAL FUTURLS ASSOCIATION
EXERCISE AND ASSIGNMENT

Member fFirm Audit DNDate

AUDIT OBJECIIVES

To determine whether the firm's written procedures are in
compliance with NFA rules,

To insure that the firm's written procedures are being

Prepare a procedures analysis

Review firm's written procedures for compliance with NfA

1.
2'

adhered to.
AUDIT PROCEDURES
1.
2.

rules.
3.

Select exercise notices that have been assigned for
options and review for the following:

A, Are notices assigned in accordance with NFA
rules,

B. Apply firms procedure to test their system.

C. Determine that customers are notified of exercise
assignments.

1) Review firm's records for evidence of noltifica-
tion.
2) Determine if customers are notified prior to next

day's trading.

3) Confirm customer notification if deemed neces-
sary.
4) Determine firm's course of action if customer

cannot be reached.



NATIONAL FUTURES ASSOCIATION
OPTIONS BRANCH OFFICE AUDII

Firm Name Audit Date

AUDIT PROCEDURES

1. On 8 sample basis visit branch offices of an NFA
member FCM. Include in the selection process a review aof the
option custamer complminta, qenqraphic location, and
discussion with Lhe Audil Supervisor or Manager.

2, Prepare procedures analysis in the following areas:

A, Order handling

B. Customer accounts and complaints
C. Discretionary accounts
D. Sales practices
3. In each of the areas cited above, apply the necessary audit

steps as indicated in the given audit proqrams.



NATIONAL FUIURES ASSOCIATION
CUSTOMER ACCOUNIS/CUSTOMER CODMPLAINIS

Member Firm Audit Date

AUDIT OBJECTIVE

1.

2.

To determine that adequate documentation exists for customer
accounts

To insure that the firm has a system of handling option
customer complaints, including definable policies and
procedures to resolve such complaints.

1o determine whether the firm is implementing such a system
of handling options customer complaints so as to caomply with
NFA rules,

AUDIT PROCEDURES

CUSIOMER ACCOUNTS:

Prepare an option customer account procedure analysis,

Determine whether firm is applying procedures discussed in
the analysis by examining customer files.

Verify that the option customer received the risk disclosure
statement and that the acknowledaement was on file prior to
trading.

CUSTOMER COMPLAINTS:

1-

2.

Determine who within the firm is responasible for investi-
gating options customer complaints.

Determine who will be responsible for responding to or
resolving options customer complaints.

Review with the appropriate personnel i1dentified in 1 & 2
above the firm's policies and procedures concerning the
handling of options customer complaints,

Reconcile any complaints or compliance i1inquiries received by
NFA to those on file within the Firm. Determine whether the
firm has had any contact with the complainant and how each
matter was resolved.

Determine if the firm 1s retaining all written options
customer complainta and 1f the firm 18 making and retaining
records of all oral options customer complaints,

Determine if the firm 18 makﬂnq and vetaining a recard ofs

a. Ihe date each options customer complaint was recelved
b. The associated person who serviced the account

c. A general description of the pature of the complaint
d. What, 1if any, action was taken by Lhe subject firm in

regard ta the complaint,

Obtain a listing of unresolved options customar complaintsa
thal would result i1in an adjustment to the cuslomer i1n excess
of $1,000. Review approximate dollar value in dispute and
determine the potential impact on capital.



10)

11)

12)

Determine that the firm has transmitted Lo NFA copies of all
options customer complaints that would resullt in an adjust -
ment to the customer's account of more than $1,000, as well
as copies of the dispositions of each such option complaint,

Determine if there 18 any pending litigation resulting from
options customer complaints.

a) Federal or State courts
b) CFIC Reparations
c) Arbitration Proceedinqs

Review options customer complaints for any trends, repeti-
tive complaints, or numerous complaints against particular
salespersons, and note any findings in this area.

Determine whether the firm 18 acting upon complaints and
resolving such matters within a reasonable amount of time.

Determine what, 1f any, desciplinary action(s) have been
taken by the firm against any employee, associate, agent,
etc. which was the result of am option customers complaint
or litigation resulting from such a complaint. Insure that
proper notification was given to NFA
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CATOLITY FUTURES TRADING COM-ISSION

Registered Futures Associations; Exchange-Traded Camodity Options;
Notice of Cormission Approval of Rules

AGENCY: Camodity Futures Trading Camission

ACTION: Fotice of Approval of Registered Futures Association Rules
SMARY The Camission is publishing this Notice in order to inform the
public that the Camission has approved rules of the National Futures Associ-
ation ("NFA"} a registered futures association, by which NFA will requlate
the purchase and sale of exchange~traded commodity option contracts by its
rmembers. Under Cammission regulations governing the purchase and sale of
exchange-traded commodity options, only a Futures Commission Merchant ("FCM")
which is a member of the particular exchange on which the option it is
purchasing or selling is traded may solicit or accept option orders, unless
the F(M is a member of a futures association registered by the Coamission
which has adopted rules approved by the Canmission and which has determined
to provide for regulation of the carodity option related activity of its
mebers in a manner equivalert to that required of contract markets under
Carission regulations. Camission approval of NFA's campliance rules
governing options trarsactions of NTA members will thus allow WFA mebers
woich are not members of & cortract rarket to solicit ard acoept crders Tor
the purchase and sale of excharge-traded comodity options, or to supervise
persong so engaged.

EXTECTIVE DATE: [insert date of pablication)

FOR FURTHER INFORMATION CONTA(T:

Karen Matteson, Attorney Advisor, Division of Trading and Markets, Correiity
Futures Trading Camission, 2033 K Street, N.W., Washington, D.C. 20581,

Telephone: (202) 254-8955,



SUPPLEMFNTARY INFORMATION:

Carrmission regulation 33.3(b} (1) prohibits any person from soliciting
Or accepting orders for the purchase or sale of any coamodity option, or
Supervising any person so engaged, unless the person is registered as an FCM
urder the Commodity Exchange Act ("Act") and is either a menber of the
contract market upon which the option is traded or a menber of a futures
association registered by the Camission pursuant to section 17 of the Act
which has adopted rules which the Camission has approved pursuant to
section 17(j) of the Act, and which has determined to provide for the regqula-
tion of comodity option related activity of its members in a manner eguiva-~
lent to that required of contract markets under Carmission requlations.

KFA has submitted, and the Commission has approved, pursuant to
section 17(j) of the Act, NFA Carpliance Rules 2-15 through 2-21, which
provide for NFA's regulation of its FOM members engaged in the transactions
involving exchange-traded camodity options. Rules 2-15 through 2-20 set
forth requirements governing sales practices of FMs transacting options
business, and conform to the requirements imposed upon contract markets

.
pPrsuant to Part 33 of the Carission's regulations%/ as set forth in the

table below

Caricssion

Reculetion Requiranent NEA Rule

33.4(a)(2) Full payment of 2~17
pressiuns

33.4(b) (2) Devep—out—of-the- 2-15(c)
mor2y opticns

33.4(b) (3) Exercise notification 2-15{b}

to grantor




Camission

Reculation Requirement NFA Rule

23.4(b) (4) Custamer camplaints; 2-18
records

33.4(b} (5) FM supervisory proce- 2-15{a)
dures

33.4(b} (6) Notice of disciplinary 2~19(a)
actions

33.4(b) (7} Enforcement of disclo- 2-19(b)
sure requirements

33.4(b) (8) Submission of pramotional 2-19{c)
material

33.4(b) (9) Discreticnary accounts 2-20

33.4(¢b) (1) Sales communications 2-16

In addition, WA submitted, and the Cormission approved, amendments to
NFA Conpliance Rule 2-2 which the Comission had stated were necessary prior
to its granting authority to NFA to exercise any of the Cammission's registra-
tion functions or to regulate participants in any exchange-traded camodity
options program?-/ These amendrments will eliminate the words "willful®™ and
"material” from Rule 2-2, which governs fraudulent transactions, where
including these tenrs in the rule results in creation of a standard which
renders it rore difficult to establish violations of the NFA rule than the
corresponding sectian of the Act. As the Comission noted in its Order, a
"willful" stzndard has been interpreted to include cases in which the person
charged with a violatian intentionally conmitted the act conmstituting the

violation, whether or not the perscn knew he or she was vieolating the Act,
r t

2/ Order Granting Pegistration and Approving Rules of NFA at 64 (September
22, 1881). These rule changes were necessary in order for NFA to be in
capliance with 17 C.F.R. §170.1, which requires that a registcred
futures associaticn ensure that its merbers adhere to regulatory require-
ments at least as stringent as those irposed by the Camission.



a Cammission regulation, or an NFA rule. The Commission understands that NFA
will interpret the "willful" standard of 2-2(c) in this nﬁnne_r::;—/

Finally, NFA has submitted two Delegation Plans under 17 C.F.R.
§1.52(c) pursuant to which NFA will perform financial and sales practice
audits of NFA members dealing in exchange-traded camodity options which are
not resbers of any contract marketi/ The Camissian has therefore concluded
that NFA has determined to provide for the regulation of the camodity optian
related activities of its members in a ranner equivalent to that required of
contract markets by Cormission regulations. Thus, those FQOMs which are
members of NFA are now authorized under the Cammission's options pilot
program to solicit or accept options orders, or Ssupervise persons so engaged,

pursuant to 17 C.F.R. §33.3(b) (1) (i) (B).

Issued in Washington, D.C. on March 21, 1983, by the Commission.

s A \j}i /u

Jane K. Stuckey
qecr““ry of the Cammission

3/ Id. at 63 n. 183.

4/ Th=se Plans have been published for commnt by the Corission. 48 Fed.
Reg. 9682 (March 8, 1983). The Plans will ensure that all FCMs will be
&uxiited for ca-.pliamce with Cormission, contract market, and NFA require-
rments governing exchange-traded opticns by either a contract market or

—
YFA.
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N FH NATIONAL FUTURES ASSOCIATION
200 W. MADISON ST » CHICAGO, IL » 60606 » (312) 726-0070

February 3, 1983

Mr. Theodore W. Urban

Deputy Director

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

Washington, D.C. 20581

Dear Ted:

In connection with the CFTC's review of the proposed
NFA option rules and audit procedures adopted pursuant to Part
33 of the CFTC Rules and contained in our letter of December 6,
1982, vyou raised several questions. This letter 1s intended to
set forth NFA staff's respaonse to those questions in order to
facilitate their resolution.

First, you raised the question whether NFA 1s capable
of enforcing its option rules and conducting sales practice
audits of those FCMs for which NFA's auditing responsibilities
will not be delegated to another self-requlatory organization. As
we pointed out 1n the submission of December 6, 1982, NFA has
assembled an experienced and capable staff (see attached biogra-
phies). We have drawn experienced talent from the futures and
securities exchanges, the futures industry, the private account-
ing sector and the CFTC. Six staff members hold CPA certificates
and many more are currently completing the requirements for
certification. NFA currently has a Compliance Department staff
of 35 and we expect that staffing level to increase by at least
50% during the next several months., We are at present conducting
audits and financial surveillance of futures commission merchants
that are not members of any contract market and commodity pool
operators. In developing the audit programs in these areas and
the option sales practice programs, we have utilized and drawn
from the programs of the Commission and various commodity
exchanges., In addition, we have utilized the broad experience
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of NFA's staff to expand upon those programs. Consequently, we
strongly believe that NFA has the necessary manpower, expertise
and programs to provide effective regulation in the area of
exchange-traded option activities in addition to the areas where
we have already assumed responsibility.

Your second comment concerned whether NFA currently has
a program for the regulation of sales practices of NFA Members in
their general futures business parallel to the options program
contained in our December 6, 1982 submission. We believe that
the specific reason for adoption of the proposed option rules
does not apply in the general futures sales practice area and
that NFA's current rules, as approved by the CFTC, provide an
adequate framework for the establishment of appropriate standards
parallel to those contained in the option rules.

Many of the specific requirements and proscriptions
contained in NFA's proposed option rules are included because
they are required under the special regqulatory scheme set forth
in Part 33 of the CFTC's Rules. It is clear that the CFTC's
specifiec regulatory responsibilities in the option field are
treated separately, under Section 4c of the Act, from its other
duties. Pursuant to Section 4c, the CFTC carefully constructed
special pilot program rules which differ substantially from the
general rules governing futures transactions both in the require-
ments placed upon FCMs and in the duties imposed upon self-
regulatory organizations. In response NFA assembled a requlatory
program in the option area which corresponds to the specific
requlatory scheme established by the CFTC. We do not, however,
believe that it is necessary or appropriate for NFA to expand the
scope of those rules beyond the specific purposes for which they
were required.

Under CFTC Rule 170.5 NFA is required to establish a
customer protection program. As the CFTC recognized in the Order
Granting Registration and Approving Rules dated September 22,
1981 ("Registration Order"): "In response to these requirements,
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the NFA has adopted a package of compliance rules which establish
standards for the business conduct of its members and will form
the basis of the NFA's substantive regulation of its members."
Registration Order at 61. These rules include the following:

Compliance Rule 2-2 which prohibits fraud, bucket shop
activities, the making of false reports or false
records, dissemination of false information affecting
commodity prices, engaging in manipulative activities,
trading for a person under a CFTC trading ban and the
embezzlement or conversion of customer funds;

Compliance Rule 2-3 which prohibits sharing 1n cus-
tomers' profits or losses without written authority;

Compliance Rule 2-6 which prohibits dealing with a
suspended Member:

Compliance Rule 2-8 which requlates the handling of
discretionary accounts;

Compliance Rule 2-9 which affirmatively requires each
Member to diiigently supervise its employees and agents;

Compliance Rule 2-10 which requires maintenance of
adequate books and records;

NFA Finangial Requirements which set forth rules
designed to ensure the financial responsibility of FCM
Members and to protect customer fundsj; and

Compliance Rule 2-4 which generally requires NFA
Members to "observe high standards of commercial honor
and just and equitable principles of trade.”

In addition to the foregoing rules, all of which were
part of NFA's Bylaws when NFA was registered, NFA has adopted and
obtained CFTC approval of Compliance Rule 2-13 which makes it a
violation of an NFA requirement for any NFA Member to violate any
of CFTC Rules 4.16 through 4.41. Those rules, pertaining to CPOs
and CTAs, deal extensively with sales practice and customer
protection issues.
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These rules, taken together, provide a complete
regulatory framework within which the NFA Compliance Director may
investigate and the Regiconal Business Conduct Committees may
consider and prescribe discipline for any improper conduct of
any NFA Member or Associate which is connected in any way to its
relationship with or treatment of customers. For example,
fraudulent or high pressure sales communications may be investi-
gated and punished under Compliance Rules 2-2, 2-4, and 2-9;
failure to have adequate procedures to supervise associated
persons in the handling of accounts may be investigated and
punished under Compliance Rule 2.9: deceptive representations
concerning performance in an FCM trading program may be investi-
gated and punished under Compliance Rules 2-2, 2-4 and 2-9 with
reference to the standards set forth in CFTC Rule 4.41 which has
been "incorporated"” by NFA: and any violation of CFTC Rules 4.16
through 4.41 may be investigated and punished by NFA under
Compliance Rule 2-13,

In addition to the regulatory framework supplied by
NFA's existing rules, NfFA's compliance audit programs have been
designed to facilitate regulation of the general sales practices
of NFA Members in a manner which is substantially equivalent to
the program under NFA's proposed option rules.

Specifically, FCMs are audited in a number of areas
relating to customer protection and sales practices. Included
in these areas are the following:

Discretionary Accounts, Accounts are tested to
determine whether the Member is complying with NFA's
discretionary account rules and to determine whether
there is evidence of excessive trading in the accounts.

Customer Accounts. Account opening forms are
examlined to ensure that proper documentation 1is
obtained from customers {e.g. disclosure statement
acknowledgments).

Customer Complaints. A review is conducted to
evaluate a firm's handling of customer complaints.
This program will enable NFA to determine whether a
firm is following proper supervision and internal
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control procedures and will aid in identifying
particular types of improper conduct such as use of
fraudulent or high pressure sales communications,

Customer Orders. An analysis of a firm's customer
order flow system is conducted to determine whether all
CFTC and NfFA requirements are met and to evaluate the
integrity of the order flow system.

Margins. Although NFA plays no role in establishing
the Jevel of margins, a review and analysis of a firm's
margin procedures is performed to determine that the
applicable minimums are maintained for the ultimate
benefit and prcotection of customers.

In addition, NFA has developed compliance audit
programs for CPO and CTA Members which are designed to closely
examine sales practices and promote customer protection.

Nowhere in the Act (including Section 17(p}}, 1in CFTC
Rules or in the Registration Order is there any requirement that
NFA by rule prescribe the conduct of its Members to any specific
level of detail. NFA 1s only required to have rules which enable
it to police the sales practices and business ethics of its
Members. As the CFTC has previously found, NFA's existing rules
gsatisfy the pertinent existing requirements. That those rules
may lack the detail of the proposed option rtules is not due to
any deficiency in existing NFA rules. Rather it is due to the
fact that the option rules were drafted 1n the context of special
requirements.

As a self-regulatory organization NFA must ground its
rulemaking either on the specific requirements of the Act or CFTC
Rules or on the judgment of the Board of Directors as to the
nature of just and equitable conduct. Although the Board may
prescribe certain general rules outside of a specific factual
context, as a general proposition detailed standards of conduct
must evolve under NFA rules (and may, thereafter, be codified in
those rules) as specific cases are decided by the Members' peers
in the futures industry. This approach makes sense because the
concept of self-regulation requires that detailed standards
reflect informed judgment concerning business ethics -- a
judgment which cannot properly be made in a factual vacuum.
Furthermore, detailed rtules which are not either required or
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based on actual regulatory experience may be subject to the
criticism that they are arbitrary and competitively oppressive to
some NFA Members.

In any event the question whether NFA must adopt
additional rules in order to be required to "establish minimum
standards governing the sales practices of its members and
persons associated therewith . . ." is not strictly relevant to,
and need not be decided in connection with the CFTC's consider-
ation of NFA's proposed options regulatory program. New Section
17(p) of the Act regquires this issue to be finally resolved
within ninety days of the date of enactment of the Futures
Trading Act of 1982. It will be time enough for the CFTC and NFA
to come to an understanding on this issue in connection with the
satisfaction of the duties imposed on NFA and the CFTC under new
Section 17(p).

Your third point dealt with the concerns expressed 1in
the Registration Order about NFA Compliance Rule 2-2. In order
te allay those concerns NFA staff will recommend to the Board at
its meeting on fFebruary 17, 1983 that Compliance Rule 2-2 be
amended by deleting the word "willfully" both times which 1t
appears in subsection {a) and by deleting the word "materially"
each time it appears in subsections {e¢) and {(d). We believe that
such amendments wil}l satisfy the requirement under CFTC Rule
170.1 that NFA "require its members to adhere to regulatory
requirements governing their business practices at least as
stringent as those imposed by the Commission.”

We do not believe that the word "willfuliy" should be
deleted from subsections {¢) or {(d) of Compliance Rule 2-2 in
order to meet the reguirement of CFTC Rule 170.1 The Regis-
tration Order at 64 cites a "variance" from Section 5(c) of the
Act as the reason for believing that the willfullness standard
should be eliminated from subsection (c). However, neither
subsection {c) nor subsection {(d} is or could be intended te be
an NFA requirement "at least as stringent" as Section 5(c) of the
Act. That section is directed toward contract markels and NFA's
Articles of Incorporation, as approved by the CFTC, prohibit NFA
from prescribing any rule which purports to govern "[t]lhe
content, interpretation, administration or enforcement of any
rule...of a contract market.” Instead, subsection {(c) of
Compliance Rule 2-2 1s intended to be the NFA analogue of Section
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4b(B) and subsection (d) is intended to be the analogue to the
relevant provisions of Section 9(b) of the Act. The willfullness
standard is appropriate since both Section 4b{B) and Section 9{b)
of the Act include a standard of willfullness anaslogous to that
contained 1n subsections {(c) and (d).

We hope that the foregoing adequately addresses your
concerns 1in reviewing NfA's proposed options regulataory program.
If you have any questions or comments please do not hesitate to

call.
Very truly yours,
Qﬁé
Joseph H. Harrisaon, Jr.
General Counsel
JHH:cv

Enclosure
cc: Andrea M. Corcoran



UNITED STATES OF AMERICA
COMMODITY FUTURES TRADING COMMISSION

2033 K Street, N.W.
Washington, D.C. 20581

March 21, 1983

Mr. Joseph H. Harrison, Jr.
General Counsel and Secretary
National Futures Association
200 West Madison Street
Chicago, Illinocis 60606

Re: NFA Campliance Rules 2-15 through 2-21 and Amendments
to Campliance Rule 2-2

Dear Mr. Harrison:

By letters dated December 6, 1982 and March 9, 1983, NFA sulmitted the
above rules and amendments for Cammission approval pursuant to section 17(3j)
of the Act. The Camuission approved the new rules and amendments on March
21, 1983 and also determined that they may be placed into effect immediately.

The Cammission also approved publication of the enclosed Federal
Register release, which notifies the public that nonexchange member FOMs who
are NFA members may now sclicit and accept options orders under 17 C.F.R.
§33.3(b} (1) (1) (B).

Very truly yours,

Jane K. Stuckey ;

Secretarv of the Camission

Enclosure





