
NATIONAL FUTU RES ASSOCIATION

200 w. MAotsoN st . cHtcAGo tL . 6o606-3aa7 . (312) 781-.t300

SepEen cer 2I . 1995

Ms . .tean A. Webb
Secre t ari at
CommodiE.y Futures Trading Commj-ssion
Three Lafayette Centre
115 5 21st Street, N.W.
Washington, D. C. 20581

Re: National Futures AssociaEion: Resubmission of Proposed
Amendments t.o NFA Cornpliance Rule 2-29 and the Proposed
Adopt.ion of Its Int.erpret.ive Not.ice Concerning H)G)o -
t.hetical Trading Resul-t.s; and Withdrawaf of Submission
of Proposed Interpretive Not.ice to RuIe 2-13 Concerning
Presentation of Past Performance Informat.ion

Dear Ms. Webb:

By fetE.ers dated March 1,5, L994, September 1, 1994 and
March 15, 1995, National Futures Association ( "NFAI ) submitted to
t.he Commodity Futures Trading Commission ("Commission" or 'CFTCn)for it.s review and approval proposed amendments to NFA Compliance
Rule 2-29. NFA hereby subst.itut.es lhe text of the previously
submitt.ed proposals with the text set forth herein.

fn addition, by letter daced SepEember l-, 1994, NFA
submitted Eo Ehe Commission for iEs review and approval Ehe
proposed adoption of an Interpretive Notice to NFA Compliance
Rule 2-29 refating to che use of promoEional material- containing
hypothecical performance resul-ts. NFA hereby substitutes the
text of the previously submj-lted proposal with Ehe revised texE.
set forth herein. The proposal contained herein was approved by
NFA's Board of Directors (trBoard") on August L7, L995.

Furthermore, by l-etcer dated March 15, 1994. NFA
submit.ted to the Commission for its review and approval , among
other things, the proposed adop!ion of an InterpreEive Notice to
NFA Compliance Rule 2-13 Concerning Ehe Presentation of Past
Performance Information. As mosE of t.he recommendations set
forth in that InE.erpretj-ve Not.ice have been incorporated in the
Commission's recenc amendments to its Part 4 disclosure ru1es.
NFA hereby withdraws itss submission of the proposed InterpreEive
Notice to Rule 2-13. However, sections of that Interpretive
Notice dealing with pro forma and extracted results have been
incorporaE.ed j-nto Che proposed InEerpret.ive Notj-ce concerning
hypothetical resul-ts contained herein.
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NFA respectfully requesEs Commission review and
approval- of the following proposed amendmenEs Eo NFA Compliance
Rufe 2-29 and it.s proposed Interpretive Notice.

TITE PROPOSED AUENDMENTS

A. Proposed Amendmencs to NFA Compliance RuIe 2-29 (addit ions
are underecored and deletione are bracketed). The foJ.lowing
text replacea the propoeed text Eubmitled on March 15, 1994,
SeDteE )er l, 1-994 and March 15, 1995.

COMPI,IA}ICE RIII,ES

***

Part 2 -- RIILES GOVERNING THE BUSIIIESS CON'DUCT OF MEMBERS
REGISTERED WITII THE COMMISSION

!arl*

Rule 2-29. COMMIINICATIONS WITII THE PITBLIC AND PROMOTIONAL,
MATERIAI., .

*t*

(b) content of Promotional Material .

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

a'l\ ie I ilrclrr fn Acaoi rra t-lra nrrl-'-i i a. ar

(2) contaj.ns any matserial mj-sstsatement of fact or
which the Member or Associate knows omits a fact
if the omission makes the promotionaf material
misleading,'or

(?) mcnfions t-he nossihi l itv of nrnfi I rlnless accom-
panied by an equally prominent statement of the
risk of loss; or

[(4) includes a measurement or descripEion of or makes
any reference to hypothetical resul-!s which coul-d
have been achj-eved had a particular trading system
been employed in the past unless accompanied by
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the statement prescribed in CFTC Rul-e
orl

I f si 1 f 4l inr.lrrAac rnr.' raforon^a F^ ./-f-rrr'l n-ofL \v, r --r--a-t_ f PqDLprofits wiE.houE. mentioning that past
not necessari-Iv indicative of future

f (5)l (5) inc]udes any specifi-c numericaf or statistical-
information about t.he past performance of any
actual accounts (including rate of return) unless
such informaEion is and can be demonstrated to NFA
to be representative of the actual performance for
the same ti.me period of aL1 reasonably comparable
accounts and, in the case of rate of return fig-
ures, unless such figures are calculated in a
manner consi-stent v/it.h chat recruired under cFTc
Rule 4.2r(a) (4) (ii) (F) .

(c) Hvpothetical Regulte.

{1 ) Li'1r Mahl-\ar ^1. lca.\-i.t-a L'h^ rrcac rr1.^'n.\r- i nnrl mrf a-
rial which includes a measurement or descript.ion
of or makes anv reference to hvoothetical- perfor-
mance resul-ts which coul-d have been achieved had a
particular tradinq svstem of the Member or Asso-
..i ,al- a haan cmnl nrrad i n f he n:<i. mrlqf i nr-l rrdc i n
the promocionaL materiaf the followinq disclaimer
prescribed bv NFA's Board of Directors:

HYPOTHETICAI PERFORMANCE RESUI.,,TS HAVE MANY
INHERENT LIMITATIONS, SOME OF WHICH ARE DES-
CRIBED BELOW. NO REPRESENTATTON IS BETNG
MADE THAT ANY ACCOUNT WIIJIJ OR IS LIKELY TO
ACHIEVE PROFITS OR LOSSES STMII-AR TO THOSE
SHOWN. IN FACT, THERE ARE FREOUENTLY SHARP
DI FFERENCES BETI'IEEN HYPOTHETI CAI.I PERFORMANCE
RESULTS AND THE ACTUAL RESULTS SUBSEOUENTI,Y
ACHIEVED BY ANY PART I CU]-,AR TRAD ING PROGRAM.

ONE OF THE LIMITATIONS OF HYPOTHETICA]-, PER-
FORMANCE RESi'LTS IS THAT THEY ARE GENERAIJLY
PREPARED W]TH THE BENEFIT OF HINDSIGHT. IN
ADDITION, HYPOTHETTCAL TRADING DOES NOT
INVOI,VE FINANCIAL RTSK, AND NO HYPOTHETICAI-I
TRADTNG RECORD CAN COMPLETEIJY ACCOUNT FOR THE
IMPACT OF FINANCIAL RISK IN ACTUAI, TRADTNG.

-3-

qanl- aml-\ar 
"1 

lqqC

4.41 (b) (1) ;

results are
racr r I te. nr
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FOR EXA]VIPLE, THE ABILITY TO WI TI.ISTAND LOSSES
OR TO ADHERE TO A PART I CULAR TRADING PROGRAM
IN SPITE OF TRAD ING LOSSES ARE MATERIAL
POINTS WHICH CAN A],SO ADVERSELY AFFECT ACTUAI
TRAD ING RESULTS. THERE ARE NUMEROUS OTHER
FACTORS RELATED TO THE MARKETS ]N GENERAL OR
TO THE IMPLEMENTATION OF ANY SPECTFIC TRAD ING
PROGRAM WHICH CANNOT BE FULLY ACCOUNTED FOR
IN THE PREPARATION OF HYPOTHETICAL PERFOR-
MANCE RESULTS AND AI,L OF WHICH CAN ADVERSEIJY
AFFECT ACTUAI TRADING RESUIJTS.

If a Member or Associate has either less than one
vear experience in directinq customer accounts or
l-radinrr nranri at-.rr1r r-^^rrnFa t-hah l-ha di cnl limar
must also contain the foLl-owinq statement:

(THE MEMBER) HAS HAD LITTLE OR NO EXPERIENCE
IN TRAD ING ACTUAIJ ACCOUNTS FOR ITSELF OR FOR
CUSTOMERS. BECAUSE THERE ARE NO ACTUAI., TRAD-
ING RESULTS TO COMPARE TO THE HYPOTHETICA],
PERFORMANCE RESULTS. CUSTOMERS SHOUIJD BE
PART I CU]-,ARLY WARY OF PLACING UNDUE RELIANCE
ON THESE HYPOTHETICAL PERFORMANCE RESUIJTS.

(2\ Anv Member or Associat.e who uses promotional- mate-
rial which includes a measurement or description
^f 

nr m:Lac :nrr ra€oran^a i-^ Lrh^l-haF i 
^r] 

na*f nr-

mance resul-ts which coul-d have been achieved had aparticular t.radinq system of t.he Member or Asso-
ciate been emploved in t.he pa6t must j.nclude in
the promotional- material comparable information
reqardinq :

(i) pasE performance results of all customer
accounts direcEed bv the Member pursuant Co a
power of at.tornev over at least E.he last five

^\rar il.ra art- i ra narf nrnarrna hi cr-nrrr
i f 'l aee f hrn f i rra rra.:rc. :rA

(ii) if the Member has less than one vear exDeri-
ence in directinq cusEomer accounts, past
nctfarmanr-c rFerrlfc nf hie nrnnriefrrlr i-rirl-
inq over at' l-east the last five vears or over
the entire performance history if less E.han
five vears.

-4-
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(3) Anv Member or Associate utilizinq promotional
material- containincr hvpotheticaf performance
results must adhere Eo aII t.he requiremenE.s con-
tained in t.he Board's Interpretive Notice relatinq

tradinq results shal1 not applv to promot.ionaL
material- dj-rected exclusivelv to persons who meet
the standards of a "Oualified El-iqible Partici-
pant" under CFTC Rule 4.7.

I (c) I (d) stateeenta of Opinion.

***

t(d)l (e) writsten super,risory Procedureg.

***

t (e) I (f) Recordkeeping.

**:h

t (f) I (q) Filing with NFA.

***

t(g) I (h) Definition.
***
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Propoaed Adoption of an Interpretiwe Notice to NFA Courpli -
ance RuIe 2-29 Relating to the Use of Pronotj.onal Mat,erial
Containing Hypothetical Performance ReBuItE. The following
text, replacee the propoaed text submitted on Septenber L,
1994.

NFA COMPLIANCE RI'LE 2 -29

INTERPRETIVE NOTICE RELATING TO THE
USE OF PROMOTIONAI., MATERTAI, CONTAINING

IIYPOTHETICAIJ PERFORIIIANCE RESI'ITS

Or/Fr r. hF lra:rc i-ha rrco aF hrmaf hor- i ar'l norfnrm:n^-
resulE.s has repeatedly produced highly misleading promo-
tional- material . By Eheir very nature, such performance
results have certain limiE.aEions. For example. hypotheEj-caf
performance results do not represent actual Lrading and are
generally designed with the benefiL of hindsight which may
under- or over-compensate for lhe impact of certain market
factors, including lack of liquidity and price slippage.
Furthermore, since hypothetical trading does not invofve
financial risk. no hypothetical performance resulEs can
compl-ecel-y account for the impact of certain factors asso-
ciated wit.h rj-sk, including the abilitsy of the customer or
the advisor to withstand l-osses or to adhere to a particular
E.rading program in t.he face of Erading losses. Despit.e
these limitaE.ions, there have been numerous instances in
which Members in one form or anot.her have at.tempced to
induce customers to place undue reliance on hypoEheticaL
results. NFA's Business Conduct Committee has not hesitated
to issue charges against Members engaging in such practices
and wil-1 continue to pay close at.tention Eo advertisj-ng
material-s which display hypotheEical result.s.

The use of hypotheEical results has been the subject. of
regulatory scrutiny before. In 1981, the Commodity Futures
Trading Commj-ssion ("CFTC" or "commission") considered a
t.otal- ban on the use of such results. Ultimately, Ehe
Commission determined t.o require CPOS and CTAS displaying
hypothetical resufts to display the discl-aimer set forth in
CFTC Regul-ation 4.41. The Commission not.ed aC the time Ehat
it. might well impose sterner measures if the disclaimer
proved inef fectj,ve at. preventing abuses. NFA subsequently
required al-1 NFA Members and Assocj-ates t.o display Regula-
tion 4.41's discl-aimer in any promotional material- which
cont.ains such resul-ts.



NFI)

Ms. Jean A. Webb September 2L ]-995

In NFA's experience, however, the use of Ehe mandated
discLaimer has not prevented recurring abuses in t.he presen-
t.ation of hypothetical results. fn some insEances Members
have touted dramatic h!'potheticaf profits wichout reveal j.ng
E.hat their actuaL performance is much worse. This situation
has been addressed by an amendment to NFA Conpl-iance Rule 2-
29 (c) (21 which requires Members advertising hypothetical
results to disc]ose their actual resul-ts as well. fn other
cases Members have effectively diminj-shed the impact of Ehe
discl-aimer by grossly over- emphasi z ing the significance of
very dramatic hypothetical profics. For example, some
Members have uEilized promotional- material which presenE
hlpot.hetical rates of return in large, bold face print while
the disclaimer can be read only with a magnifying g1ass. In
other adverti,sing pieces the disclaimer is so far removed
from the touted hypothetical- prof it.s that customers may
never find it. There have also been instances in whi-ch
Members or Associat.es have aEtempt,ed to disguise hypotheti-
cal performance resul-ts as acEual performance results.

Due to these problems, NFA's Board of Directors
recent.ly reviewed whether NFA Members and AsgociaEes shoul-d
be permit.ted to utilize hypothetical performance resul-ts in
promoEional materj-al . During Ehis review, Ehe Board con-
sidered a complete ban on the presentation of lhese resuLts
in promotional maEerial due t.o its potencially abusive and
misleading nature. However, in considering such a ban, the
Board also recognized E.hats t.he presenEat.ion of hypoEheEical
performance resufts in promotional mat.erial may have sone
limited utilicy in cerE.ain circumstances, for example, where
a CTA has developed a new trading program for which there
are no actual trading results. As a result, the Board
decided to continue to al-Iow Members and Associates to
utilize promoEional mat.erial containing h14>othetical perfor-
mance results under very stringent restrj-ctsions. Hypothell-
cal resul-ts will- noE. be allowed, however, for any trading
program for which the Member has three monEhs of act.ual
trading results. Any Member or Associate utilizing promo-
tional material- which includes hypothetical- resul-ts shal1,
aL a minimum, adhere to the following requirements.

First., any Member or Associate utilizing promot.ional
material which presents hypotheticaf performance resulEs
must provide to customers the disclaimer contained in NFA
Compliance Rule 2-29(c) (1). The Board has expanded the

-7 -
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required disclaimer to provide a more Ehorough discussion of
the limitations of hypotheticaf results and of the dangers
in placing reliance upon them. To prevent the over-emphasis
of hypothetical performance results, the disclaimer must. be
displayed as promj-nently as the hypothetical- results t.hem-
selves. Generally, this would require that the discl-aimer
be printed in a t14>e size at leasE as large as that used for
the hypoE,heti.cal results. Similarly, to avoid circumstances
where h14>ot.het ical- performance results are presented in one
se.fi.n of the nromotionaf material with the disclaimer
buried in anocher, the discl-aimer musL now immediately
precede or fol-Iow the performance results. Whenever the
Member or Associate has less than twelve months of act.ual-
results, the discl-aimer must immedi.ately precede the hypo-
Ehetical performance results. Furt.hermore, if t.he promo-
tional material contains several pages of hypothetical
performance results, Ehen the Member or Associa!.e may need
to incl-ude this disclaimer more Ehan once in the material .

Second, any Member or Associahe utilizing promotional
mat.eri.al which presents hypothetical performance resulEs
must also describe in lhe promotional material all of the
material assumptions lhat r^rere made in preparing t.he hypo-
thetical resul-ts. At. a minimum, the descriptj-on of material
assumptions must cover points such as initial investment
amount, reinvestment or distributj-on of profits, commission
charges, management and incentive fees, and the method used
to determine purchase or sale prices for each trade. Mem-
bers must al-so make al-I material, disclosures necessary Lo
place the hypot.hetical results in their proper conEex!,
wtrich in soma instances may go well beyond Lhe prescribed
disclaimer. Furthermore, Members and Associates must calcu-
late hypothetical performance results in a manner conslstents
wiE.h t.hat requi.red under the CFTC's Part 4 Regulatsions.

Third, when any Member or Associate ut.ilizes promo-
tional material which contains both hypothetical- and actual
performance results, then t.he accual resul-Cs musE be pre-
sented with at least the same oroainence devoted to the
hypothetical resulEs. Both tha hypotheEj-cal and actual-
performance results must be appropriately identified, separ-
ately formatted. discussed in an equally balanced manner and
calculated pursuan! to the same rate of return method.
Furthermore, the promotional- material must not' contain any
statement which places undue emphasis on t.he hypothetical

-8-
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performance results. for example, by discount.ing or down-
playing the significance of any actual performance result.s.

'fhF nrasahj-:f inn of hrrn.)t-hcri r':al nefformance reSUl_t.S in
promotional materiaf is, of course, subject Eo al-l other NFA
Requj-rements. Pursuant to NFA Compliance Rule 2-29(b) (1)
and (2), the u1Ei.mate test of any promotional material is
whether the overall impact of the material is misleading or
likely Eo deceive the public. Afthough NFA has issued this
InCerpret.ive Notice, lhe Board recognizes Chat it cannot
describe every manner in which promot.ional material- contain-
ing hypothetical performance results may be misleading. The
fact that an NFA Member or Associate has printed the dj-s-
claimer required pursuant to NFA Compliance Rule 2-29 and
that E.he promotional material is in facial compliance with
this Interpretive Notice does not ensure that materia] is
not misl-eading.

Promotional- materiaL which contains hlpothetical- per-
formance resul!'s will continue to be carefuLly scruEinized
by NFA staff. Pursuanc to NFA Compliance Rule 2-29(e) ,
Members and Associates presenling hypothetical resuLts in
their promoti-ona] material musts be able to demonstrate Eo
NFA's satisfaction the validity of the presentation of the
resulCs. The greater the emphasis on dramatic hypothetical
profits, E.he greater the Member's burden in dernonstrating
t.he validity of t.he presentat.ion.

The use of pro forma and extracted resul-Es are two
other areas in which a hindsight analysis can ]ead Eo mis-
leading promotional malerial . The Board of Directors
believes that the use of pgg forma performance hist.ories can
present useful informat.ion to customers, particularl-y trhen
used t'o show how the past performance of a given Member or
AssociaLe would have been affected by the commission or fee
sEructure which applies to the futures or options contracts,
commodiE.y pool, or trading program Ehe Member or Associate
is offering, recommending, or providing informaEion on.
Therefore, a Mernber or Associate may use pre forma resul-ts
t.o adjust for differences in commissions and fees as long as
the pre fggqq results are noL caLcufated in a misl-eading
manner, Members and Agsociates may not, however, use pIg
forma results which reflect. a hindsight analysis. For
example, CPOS may not use pgg forma resul-t.s to show what
resulls a multj--advisor pool could have achieved in the past
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if Ehe pool-'s assets had been al-located among particul-ar
CTAg in a certain proportion.

-

i{indqicrhr analrr-i a m-r, -l^^ -1 -,, - nrri ir-\ iha ^a.a-srrer),-rD r"qy ar-\J Ptay a vq! u arr urru yts
sentation of "ext.racted performancerr in which a Member or
Assocj-ate selects one component of iEs overall past E.rading
resul-ts to highlight Eo cuscomers. In order Co prevent Ehe
misleading use of such results, t.he use of extracted per-
formance is permj-tted only when a CPO's or CTA's previous
disclosure documents designated t.he perceneage of assets
which would be committ.ed toward that particular component of
the overal-I trading program. For example, if t.he previous
discl-osure document stated Ehat 25? of a fund's assets would
be dedicated to trading financial futures contracts. and if
252 of the fund's assets were in fact dedicated t.o trading
financial fueures contracts, the CPO would be allowed to
present the extracted performance of its financial fucures
Erading based on net. asset val-ues equal to 252 of the fund's
Eotal net asseE vafue. Performance may also be extracted
from a managed account program run by an FCM or IB j.f these
same requi-rements are me!. In ot.her words. the FCM or IB
must have prevj-ously prepared and distributed to all cus-
tomers participating in the trading program a written report
or similar document which desj-gnatsed the percentage of
assets which woul-d be committed loward that parcicular
component of the overaf] trading program. OraI represen-
tati,ons, or written document.s whi-ch were noE distribuEed to
Che cust.omers, are not. sufficient. Furthermore, any promo-
tional- material referring to extracted results must clearly
fabel- those resul-ts as such and must discl-ose in an equally
prominent fashion the overal-L actual trading results from
which the extracted results were drawn.

EXPIJA}IATION OT AMENDME}iTTS

A. Explanation of, Propoeed Amendnents to NFA Conpliance RuIe
2-29

By leteers dated March 15, 1994, September 1, 1994 and
March 15, 1995, NFA submitted for the Commissi-on's review and
approval proposed amendments to NFA Compliance Rule 2-29 concern-
ing hypothecical trading resul-ts i.n promoEional material . The
proposed amendments to Compliance Rule 2-29 have not changedai,'-a M.?-h 1c 1oatr, and Ehey are incLuded here solely for ease
of reference in Che Commission's review of the proposed interpre-

- 10 -
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tive notice to Chat rul"e. An explanation of the proposed amend-
ments to Compfiance RuIe 2-29 can be found in the March 15, 1994,
Sept.ernlcer 1, f994 and March :.5, Lg95 submissions.

Explanation of Proposed Inlerpretive Notice to NFA Compli-
ance Rule 2-29 Relating to the Use of Promotional Material
Containinq Hrrcothetical Perfornance ResultE

By letter dat.ed September 1, 1994, NFA submj-tted for
the Commj-ssion's review and approval t.he proposed adoption of an
Interprecive Notice to NFA Rul-e 2-29. Since that time, Commis-
sion staff had asked NFA to consj.der amending t,he proposed
Interpretive Notice !o provide thaE Members could not present
hypothetical trading resul-ts for any program for which they have
actuaf resul-ts. The Interpretive Notice as proposed herein
provides for this,

Furthermore, in its March l-5, 1994 l-etter to the
Commissj-on NFA submitt.ed a proposed InEerpretive Notice to NFA
Compliance Rul-e 2-13 Concerning Presentation of Pasts Performance
InformaLion. Most of the proposals made in that submission have
been incorporated in the CFTC's recent. amendmenEs Eo its Part 4
Rules, and, therefore. NFA hereby wit.hdraws thaE submission. The
treatment of p-Eo. forma and extracted performance results, how-
ever/ was not incfuded in the Part 4 Rule amendments. As these
issues closely ref at.e to the use of hlpothetical performance
results, NFA wishes to address these issues in the proposed
Interpretive Notice conEained herein.

The use of pro. forma performance histories can present.
useful- information to customers, particularly when used to show
how the past performance of a given NFA Member or Associate would
have been affected by the fee struct.ure of the current of ferj-ng.
In other instances. however, the use of pro forma resul-ts carry
some of t.he same l-imitations as hl4)othetical resufts. For
example, some CPOs have used "pro forma" results to show what
result.s a muft.i-advisor pool could have achieved in Che past. if
the pool's assets had been al-located among certain CTAs in a
certain proportion. This use of plg. forma results reflectss the
same sort of hindsight analysi.s chat hypothetj-cal result.s do and
invites the same sort of abuse. The Board woul-d, therefore, not
al-low this parti-cu1ar use of p49 forma results.

Hindsight analysis may also play a parL in the presen-
tation of "extracted performance', in which a Member sefectss one
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component of iLs overall- past trading resulEs to highlighE. to
cusEomers. In the Board's view, this use of extracted perfor-
mance shoul-d be permiEt.ed only when Ehe Member had previously
designated the percencage of assets whieh would be committed
t.oward EhaL particufar component of the overall Erading program.

NFA respecEfully requests EhaE Ehe Commission review
and approve the proposals contained j-n this submission and
requests that Ehey be declared effective upon Commission
apcroval .

General counsel

cc: Chairman Mary L. Schapiro
Commissioner Barbara Pedersen Holum
Commissioner Joseph P. Dj-al
Commissioner John E. Tu11. .Tr.
Andrea M. Corcoran, Esq.
Geoffrey Aronow, Esq.
Alan L. Seifert, Esq.
Susan c, Ervin, Esq.
Lawrence B. Patent, Esq.
Davi-d Van Wagner, E6q,

ckn ( sub\0 81795 . h}'I')



U.S. COMMODITY FUTURES TRADING COMMISSION
Thres Latay€ne C€ntre

1155 21sl Street, NW Washington, DC 20581
Telephone: (202) 418-5000
Facsimil€: (202J 41 8-552'l

n6^arhar 'l t lOoc

Mr. Daniel- J. Roth
General Counsel-
NaE.ional- Fut.ures Associ.ation
200 West Madison Street
Chicago, Illinois 60505

Re: The National- Fut.ures Association's Proposed
Amendnent Eo Compliance Rule 2-29 alld
Proposed InterpreEive NoEice E.o Compliance
Rul-e 2-29- -HypotheEical Trading Results in
PromoE.ionaI MaE.erial-s

Dear Mr. Roth:

By let.E.ers daEed March L5, L994, Ehrough SepEercer 21 , L995,
Ehe National FuEures Associat.ion ) submitEed co the
Comrnission for its approval , pursuanE Eo SecEion 17(j) of Ehe
ComnodiEy Exchange AcE ("Act."), a proposed amendmen! and
int.erpreEive notice ro Compl iance Rule 2-29. The proposed
amendment and port j-ons of the proposed inEerpreEj.ve notj-ce would
place certain restrictions on Ehe use of h)T)oEhetical trading
result.s in promoEional maEerials.

Please be advised Ehat. on this daEe Ehe Conmi-ssion has
decermined Eo approve, pursuant. to Section I7 (j) of the Act., Ehe
proposed amendment Eo Compliance Rule 2-29 an.d Ehe provisions of
the proposed interpreE.ive noEice to compliance Rule 2-29 whj-cn'
pert.ain to hypothet.ical trading results. As per Ehe agreement of
the NFA, E.he comrnission wilL conlinue co consider the remaining
provisions of the proposed interpretive noEice Eo Compliance RuIe
2-29 (i.e., Ehe last two paragraphs of t.he noE.ice) and Eheir
requirements for pro forma and exEracted Erading resulEs.

Under recent ]y - amended Colrmission Regulation 4,41-, persons
who present conrnodiEy interesE hypothe!ical Erading results in
Eheir promotional maEerial must incLude in such maE.eriaLs eiEher
t.he disclaimer specified in Cosunission Regul-ation 4.4I(b) (1) (i)
or a disclaimer which compli.es wit.h rules promul-gat.ed by a
registered fuE.ures association pursuanE Eo Section 17(j) of Ehe

^^^^-r'r--1-- "FA should inform iEs members Ehat while newl.luuururrlYry, rr
NFA Cornpliance Rul-e 2-29 (c) (4) would not require memlcers Eo
provide qualified eligible parcicipancs ("QEPS'.) with any
discl-aimer under Rul-e 2-29, members would be required to provide
QEPS with a discLaimer pursuanc Eo Comnission Regul-aEion
4.41 (b) (1) (i).

GENERAT c0utsEu!![!!g



Mr. Dani.el J. Roth
Page 2

AlEhough E.he Cornmission's recenE revisions E.o its ParE 4
Regulations do not prohibic the use of hypof.heE.ical E.rading
resulEs in promocionaL materials, Ehe Conrnission has concinuing
concerns as ro Ehe potential misleading naEure of such resulE.s.
Accordingly, NFA should repoft to Ehe Conunission witshj-n one year
on whether iEs parE.ial prohibiEion and iEs new discfaimer and
disclosure of actual trading perfonnance requirement.s are
sufficient. safeguards agaj-nsE. the abuse of hlpoEheEical trading
resu1t.s. Based upon Ehese fuEure experiences, tshe Commission
could determine to prohibit or further rest.rain E.he use of such
resu1t.s. fn such case, NFA would be required t'o make responsive
changes Eo Compliance Rul-e 2-29 and iEs accompanying interpret.ive

The
.: !- 

--1^-

mac erial s
NFA's new

Comnission further reminds t.he NFA that. it. should review
pracEice audiE procedures wiEh respecE to promotional
to ensure thaE Ehey adequaEely monilor compl-iance wiEh
h]'pochet ical E.radj.ng resulEs requirement.s .

S incerely,

,-{ ,A / 
^,4^'t2J,-"!- /+ (^)eJto-

1 Jean A. Webbvsecretary of lhe Conrnission



December 21 | f995

CFTC Approves Amendment to RuIe 2-29 and
Interpretive NoEice Relating t.o Hypothetical Trading Resul-ts

A l-etter from the CFTC was recei-ved informing NFA that Ehe
Commj-ssion on December 12, f995 approved NFA's proposed amendnent
to Compliance Rul"e 2-29 arld the adoption of an interpretsive
notice Eo the rule, both relating to t.he use of promotional
material containing hypothetical trading resul-ts. The rule
amendment and the interpretive notice become effecEive on Febru-
arY lt 1996.

Note: In it.s submissj-on of the interpretive notice, NFA also
proposed restrictions on the use of pro forma and extracted
trading resufts. Those proposals are sti11 under review by the
CFTC and are not part of che inEerpretive notice which becomes
effective on Februarv L.
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May 28, 19 95

Ms. Jean A. Webb
-qF.'rFl-.ri.f
Commodity Futures Tradi.ng Commission
Three Lafayette Cent.re
1155 21st Streec, N.W.
Wasbington, D.C. 20581

Re: Nat.ional Futures Associa!ion: proposed DeleE.ion of NFA
Compliance RuIe 2-19 and proposed Amendments t'o NFA
Compliance Rules 2-8(b) and 2-29 rcl and the
Interpretive Notice Relating to the Use of promotional
Mat.erial Containing Hypothetical performance Results

Dear Ms. Webb:

Pursuan! to SecEion L7(j) of the Commodit.y Exchange
Act, as amended, Nat.iona] Futures Associatj_on (uNFAu ) hereby
submits to Ehe Commodity Futures Trading Commission ("Commiision"
or (CFTCI) proposed deletion of NFA Compliance Rule 2-19 and
proposed amendments to NFA Compliance Ru1es 2-8(b) and 2-29 (ct
and the Interpretive Notice Relating to the Use of promoEional
Material Containing Hypot.hetical performance Resulls. Theproposals contained herein were approved by NFA, s Board ofDirectors on May ]-5t 1996. NFA respect.fully requests Commission
review and approval of the proposals.

PROPOSED A!{EIIDMEIi|:TS

Propoaed De1et,ior of NFA CoapLiance Rule 2-19 Ia Itg
Eat,lretv (deletione are bracketed) :

COMPIIIA}ICE RTIIJES

***

Part 2 -- RIT.ES GOVERNING THE BUSINESS CONDIICT
OF MEIIBERS REGTSTERED
WITIT TEE COMMISSION

A.
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Parts 2 --

IRULE 2.19. OPTTON DISCLOSURE ATiID OTHER REQUIREUEIITS.

Each Member FCM or fB which engages in the offeror sale of commodiEy opt.ions traded on or subject t.o
E.he rules of a conEract market sha11 give immldiate
written notification to the Member, e pSnO of anv disci-plinary action taken against the Fcl*l, IB or anv of its
Associates by the Commission or by any other s;If-regulatory organizaEion. I

B.

Ylay 28, L996

COMPI.IAIICE RI'I.,ES

*il*

RI'IJES G|OVERNING TIIE BSSTNESS COIIDUCT
OF UEUBERS REGISTERED
WITE TITE COMUISSION

RIII.,E 2-8. DTSCRETIONARY ACCOUIITS.

(b) Review of Discrelionary Trades.

lEach commodily fucures trade i.nitiated bv a Member or
Associate thereof pursuanE. Eo Che exercis6 ofdiscretion must be identif ied as di.screcionary.l
Except where soecificallv identified as an order for

name Ehe account is carried, exercises t.radinq
have bgen made pursuant t.o such tradinq atchoritv or
contrrol . Each Member init.iating such irades (oEher
tl'an a Member who employs only one individual havingdiscretionary authority j.f that individual is also lheonly principal who supervises futures activity) muse
adopt. and enforce written procedures:

Propoe€d Auendrnent to liIFA Compliaace Rule 2-g(b) (additioas
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COIIPL IA}ICE RI'IJES

Part 2 -- RI'I.,ES GOVERNING TIIE BUSINESS COIIDUCT
OF !,TEMBERS REGISTERED
WITH :rEE COUMISSION

RI'LE 2 .2 9 . COMIII]NICATIONS WIrE TBE PIIBLTC A}ID PROUOTTONAIJ
MATERTAI,

Which ensure thats a partner, officer, direccor,
branch office manager or supervisory employee of
t.he Member (other t.han any individual who
exercises discretion in trading the account)regularly reviews discretionary trading activity;
and

Which reguire such partner, officer, director,
branch office manager or supervisory employee to
make a written record thaE. such review procedures
were performed.

Fropoeed ADendDeBts to NFA Corapl J. anc e RuLe 2-29(c) and iteInterpretiwe Notice Relating to the Uee of pro[otioaal
I{aterLal Contaiaing Eypotbetl,cal perf or:uaace Resul ts(additiong are undergcored and deletione are bracketed) r

-3 -

(1)

(c) It4rolhet,ical Resulta

(1) Any Member or Associale who uses pronotionaL mat.erial
which includes a meaguremenE or dEscription of or makes
any reference to hlG)othetical_ performance results which
could have been achieved had a particular tradingf
systen of t.he Member or Associate been employed in Ehe
past musE include in Ehe promotional material the
following disclaimer prescribed by NFA, s Board of
Directors:
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HYPOTHETICAL PERFORMANCE RESULTS HAVE MANY
INHERENT LIMITATIONS, SOME OF WI{ICH ARE DESCRIBED
BELOW. NO REPRESEMTATION IS BEING MADE TI{AT A}IY
ACCOI]NT WILIJ OR IS IJIKEIJY TO ACHIEVE PROFITS OR
LOSSES SIMII,AR TO THOSE SI{OWN. IN FACT, THERE ARE
FREQUENTLY SHARP DIFFERENCES BETWEEN ITYPOTHETICAL
PERFORMANCE RESULTS AND TI{E ACTUAL RESULTS SUBSE-
QUENTLY ACHIEVED BY ANY PARTTCULAR TRADING PRO-
GRAM.

ONE OF THE LIMITATIONS OF HYPOTHETICAI., PERFORMANCE
RESULTS IS THAT THEY ARE GENERALLY PREPARED WITI{
THE BENEFIT OF HINDSIGI{T. IN ADDITION. HYPOTHET-
I CAL TRADING DOES NOT INVOIJVE F INANCIAI, RISK, AND
NO HYPOTHETICAL TRADING RECORD CAN COMPLETELY
ACCOUNT FOR THE IMPACT OF FINANCTAI RISK IN ACTUA].,
TRADING. FOR EXAMPLE, THE ABITITY TO I{ITHSTAND
LOSSES OR TO ADI{ERE TO A PARTICUITAR TRADING PRO-
GRAM IN SPITE OF TRAD ING LOSSES ARE MATERIAL
POINTS WHICH CAN ALSO ADVERSELY AFFECT ACTUAL
TRADING RESUI.JTS. THERE ARE NIJMEROUS OTHER FACTORS
RELATED TO THE MARKETS IN GENER,AL OR TO THE IMPLE-
MENTATTON OF ANY SPECIFIC TRADING PROGRAM WHI CI{
CANNOT BE FIJLIJY ACCOUM|ED FOR IN THE PREPARATION
OF HYPOTHETICAI PERFORMANCE RESTILTS AND AIL OF
WHICH CAN ADVERSEI.,Y AFFECT ACTUAL TRADING RESULTS.

If a Member or Assoeiate has eit.her less lhan one year
experience in direcEing customer accounEs or tradiigproprietary accounEs, then E.he disclaimer must also
cont.ain the following scaEemenE.:

(THE MEMBER) HAS HAD I-,ITTLE OR NO EXPERIENCE IN
TRADING ACTUA]., ACCOIINTS FOR ITSEI,F OR FOR CUS-
TOMERS. BECAUSE THERE ARE NO ACTUAI., TRADING RE-
SUI-,TS TO COMPARE TO THE HYPOTHETICAL PERFORMANCE
RESULTS , CUSTOMERS SIIOUI-,D BE PARTICTII,ARIJY WARY OF
PLACING UNDI'E RELIANCE ON THESE I{YPOTHETTCAIJ PER-
FOR}.4ANCE RESULTS .

-4-
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May 28, 1995

11rc1ydg in Ehe ergm winq
disclai_mer ofesqribed bv NFA, s Board of oire&oE
iEstead of _ the disclaimer prescribed bv SeiE ionlc ) ( t )
.tf l-hi q Frr'lc.

THIS COMPOSITE PERFORMANCE RECORD IS HYPOTHETICAIJ
AND THESE TRADING ADVISORS I{AVE NOT TRADED TO-
GETHER IN THE MANNER SHOWN IN THE COMPOSITE.
IIYPOTHETICA], PERFORMANCE RESULTS TIAVE MANY INHER-
ENT I-,IMITATIONS, SOME OF WHICH ARE DESCRIBED BE-
LOW. NO REPRESENTATION IS BEING MADE THAT ANY
MUI,TI -ADVISOR MANAGED ACCOUNT OR POOL WILL OR IS
LIKELY TO ACHIEVE A COMPOSITE PERFORMANCE RECORD
STMII.,AR TO TI]AT SHOWN. IN FACT. THERE ARE FRE-
OUENTLY SHARP DIFFERENCES BETWEEN A HYPOTHET] CAI.I
COMPOSITE PERFORMANCE RECORD AND THE ACTUAL RECORD
SUBSEOUENTIJY ACI{IEVED.

ONE OF THE LTMITATIONS OF A HYPOTHETICAIJ COMPOSTTE
PERFORMANCE RECORD IS THAT DECIS ONS RELATING TO
THE SEI,ECTION OF TRADING ADVISORS AND THE ALIJOCA-
TION OF ASSETS AMONG THOSE ADVISORS WERE MADE WITH
THE BENEFIT OF HINDS]GI]T BASED UPON THE HISTORICAI
RATES OF RETIJRN OF THE SELECTED TRADING ADVISORS.
THEREFORE, COMPOSITE PERFORMANCE RECORDS INVARI -
ABI,Y SHOW POSITIVE RATES OF RETURN. ANOTHER IN-
HERENT LIMITATION ON TI{ESE RESULTS IS THAT THE
ALI,OCATION DEC]SIONS REFLECTED IN THE PERFORMANCE
RECORD WERE NOT MADE UNDER ACTUAIJ MARKET CONDT -
TIONS AND. THEREFORE, CANNOT COMPLETELY ACCOI]NT
FOR THE IMPACT OF FINANCIAL RISK IN ACTUA], TRJAD -ING. FURTHERMORE, THE COMPOSITE PERFORMANCE
RECORD MAY BE DISTORTED BECAUSE THE ALI.,OCATTON OF
ASSETS CI]ANGES FROM TIME TO TIME AND THESE ADJUST.
MENTS ARE NOT REFLECTED IN THE COMPOSTTE.

If a Mgglber 9r Associate has less than one vear experi-
ence allocatinq asset,s amonq particular tradinq advi-
Fors. Ehen lhe disclaimer must also contain lhe follow-
i n.r cl--f anaFt- .

(THE MEMBER) HAg }IAD LTTTLE OR NO EXPERTENCE ALLO.
CATING ASSETS AMONG PART ICUI.AR TRADING ADVISORS.
BECAUSE THERE ARE NO ACTUAIJ AIJLOCATTONS TO COMPARE
TO THE PERFORMANCE RESULTS FROM THE HYPOTHETICAT
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Any Men oer or Associate who uses promotional material
which includes a meagurement or descript.ion of or makes
any reference to hypothet ical performance results which
could have been achieved had a particul_ar t.rading
system of the Member or Associate been employed in t.hepast must. include in the promotional maCeiial com-parable informat.ion regarding:
(i) past performance results of aI1 customer accountsdirected by the Member purauant to a power of

attorney over at' least the l-ast five years or over
E.he entire performance hist.ory if 1ess chan five
years ,.

(ii) if the Member has less Ehan one year experience indirecting customer accounts, past. perforrnance
result.s of his propri.etary trading over at. least
Ehe l,ast five years or over the entire performance
history if less than five years.

Any Member or Associate utilizing promot ional material
containj-ng hypothetical performance results mus! adhere
t.o all t.he requirements contained in the Board,s Inter-pretlve NoEice relating tso Ehj_s issue. [See InEerpre-rive Notice ac tl 9025.1

These restricEions on the use of hypothelical tradingresults sha1l not apply to promofional material direct-
ed excl.usively to persons r,rho meet the standards of a
"Qualified Eligible participant't under CFTC Regulation
4.7 .

-6-
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OF PLACING UNDUE RELIANCE ON TI{ESE RESULTS.
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NFA COUPLI.}IICE RUI.E 2-29

rIITERPRETTVE NOTICE RET..ATIIIG TO TEE
USE OF PROMOTIONAI, UATERIAIJ COITTATNING

ITYPOIEETIC.E,IJ PERFORI'IAI{CE RESI'I/TS

- Over the years the use of hypothetical performance
results has repeaEedly produced highly misJ.eading- promotj.onalmateria]. By their very nature, such perfornance iesults havecerlain Limitations. For example, hypothetical performance
results do not represen! actual trading and are generally de_
signed r.rith the benefit of hindsight which .ay utder- or over-
compensate for the impact of cert.ain markeE factors, includingIack of- Iiguidity -and price sJ_ippage. Furthermore, sj.nce hypo-theEical trading does not involve financial risk, no hypothiEicalperformance results can completely account for the impilt ofcertain faclors associated with risk, including the abj.licy of
tshe customer or the advisor to withstand lossei or to adhe?e Eo aparticular trading program in the face of Erading losses.
Despite the6e limit.at.ions. there have been numerous instances rn
whj.ch Members in one form or another have attempt.ed Eo induce
customers to place undue reliance on hlryoEhet,ical resuIt.s. NFA,sBusiness conduct Committee has not hesitated t'o is6ue charqesagainst Members engaging in such pract.ices and wi1l conE.in;e Eopay close attsention !o advertising rnat.erj-aIs which display h1ryo -Ehetical results.

The use of hypothecical results hag been tshe €ubiect ofreguLatory scrutiny before. fn 19A1, lhe CommodiEy Futurei
Trading Commission (uCFTCu or "Commiesion") considered, a total
ban on tshe use of such resul"Es. U1t.imately, the Commission
det.ermined to require CpOs and CTAg displaying hypot.hetical
resu1ts to display Ehe disclaimer set. forth in CFiC Reoulacion4.47. The Commission noted at the !j.me thaE it might. iell irnpose
sEerner measures if the disclaimer proved ineffectlve aE prevent-
ing abuses. NFA subseguenE.ly required aL1 NFA Members and
Associates to 9isplay Regulation 4.4!,s disclaimer in any promo-
Eional material vrhich contains such results

fn NFA,s experience, however, Ehe use of the mandateddisclaimer has noE plevented recurring abuses in t.he presentaelon
of hypothetical results. fn sone instances Members hlve touted
dramatic hypothetical profiEs without reveal-ing chat their aclual-performance is much worse. This situation has been addressed bv
an amendment to NFA Compliance Rule 2-29(c) (2) vrhich reouires
Members adverEising hypoEhetical resulls to disclose the-ir actual

May 28, 19 95
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resuLts as weLl. In other cases Members have effectively dimin-ished the impact of the disclaimer by grossly over- emphailzingthe significance of very dramat.ic hypotheticil prof it.i. For
example, some Members have utilized promotional mat,erial wlrich
presenE- hypothetical rates of return in large, bold face print
while the disclaimer can be read only with i rnagnifying g1ass.
In ocher advertising pieces the disclaimer is so fai removed fromthe t.outed hlpothetical profits that cuslomers may never find it..
There have also been inst.ances in which Members oi Associates
have aE.tempted t.o disguise h14>othetical performance results agactual performance results.

Due to these problems, NFA,s Board of Directors recenE_Iy reviewed whether NFA Members and Associat.es should be Dermit-
E.ed to ytiJ.ize hypotheE.ical performance results in promotional
material . During this review, t.he Board considered a complete
ban on the presentalion of these results in promotional rnlterial
due to its potentially abusive and misleading nature. However,in considering such a ban, the Board also recognj.zed Ehat thepresent.ation of hypothetical performance results in promocional
material may hawe some Ij-mited utility in certain ciieumstances,
for example, where a I CTA] Member has developed a new trading
program for which there are no actual trading results. As aresult, t.he Board decided to continue to a1low Members and
Associates to utilize promotional material containing hypotheti-
cal. performance resulE.s under very stringent restriction!.
HypoEhetical results will not be allowed, however, for any
trading program for which the Member has three months of actual
t.rading results. Any Member or Associate utilizing promotional
maceriaL which incl-udes hypotheEical results sha1I, at a minimum,
adhere to the following requirements.

First, any Member or Associate utilizing promot.ional
materj-al which presenE.s h)?othetical performance ielu1ts rnustprovide to customers the disclaimer contained in NFA Compliance
Rule 2-29(c) (1). The Board has expanded t.he reguired dilclaimer
to provide a more tshorough discussion of the limitations of
hypotheEical results and of the dangers in placing reliance upon
t.hem_. To prevenc lhe over-emphasis of hlryotheticil performance
results, t.he disclaimer musc be displayed as prominent.ly as thehypolhetical results themsel-ves. GeneraLly, this would- requirethat the disclaimer be printed in a type size at leaac as iarge
as that used for the hypot.hetical resuLts. Similarlv, to avoid
circumstances where hypoEhetical performance. regults are pre-
sented in one section of t.he promotional maEerial with the
disclaimer buried in another, the discLaimer must now immediaEelv

-8-
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precede or follow the performance results. Whenever the Memberor Associatse has less than t$relve months of actual results, thedisclaimer must immediately precede the hypothelica] performance
resul-ts. Furthermore, if the promotional material conCains
several pages of hypotheE.ical performance results, then the
Member or Associate may need Eo incLude this disclaimer more than
once in the material .

Second, any Member or Associate utilizing promot.ionaL
material which presents hypotshet.ical performance resulEs muscalso describe in Ehe promoliona1 material- all of the mat.erial
assumptions that were made in preparing Ehe hypothetical results.At a minimum, the description of material assumptions must. coverpoint.s such as initlal invest.men! amount, reinvestment or diEtri-bution of profits, commission chargee, management and incentj.vefees, and Ehe rnethod used to determine purchase [orl and saleprices for each trade. Members nust algo rnake all material
disclosures necessary to place the hl4)othetical results in lheirproper context, which in some instances nay go well beyond theprescribed disclaimer. Furthermore. Members and Associat.es must
calcuLate hypolhetical performance result.s in a manner consistenth'ith that required under the CFTC,s part 4 Regulations.

Third, when any Member or Associate utilizes promo-
tional mat,erial which contsains both hypoEhetical and aclual
performance results, then the actual resu]ts must be presented
with at least. the same prominence d.evoted Eo the hypotheticalresults. Both t.he hypothetical and actual performlnce results
must be appropriat,ely identified, separately formatted. discuesedin an equally balanced manner and calculated pursuant Eo Lhe samerate of reLurn method. Furt.hermore, the prombtional material
must not. conEain any statement which places undue emphasis on t.he
hl4rothecical performance results, for example, by diicounting or
downplaying the significance of any actual performance results.

-9-
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lHindsighE analysis may
tation of rrextlacted perf ormance rt I

resulEs subseouently obtained bv t'he Mernloer or AssociaEtit
be disclosed in Ehe promotional material .

The presenEation of hypot.hetical performance results inpromotional maleriaL ie, of course, subject to aIl other NFA
Requirements. Pursuant go NFA Compliance Rule 2-29(b) (1) and(2), Ehe ul!.imate test of any promotional rnaterial is whether theowerall impact. of the material is misl-eading or 1ike1y to deceive
the public. AlEhough NFA has issued chis Interpretive Notice,
Ehe Board recognizes that it canno! describe every manner in
which promotional malerial containing hypotheticai performance
result.s may be misleading. The fact that an NFA Member or
Associate has prj.nted the disclaimer required pursuant to NFA
Conrpliance RuIe 2-29 and that the promotional malerial is infacial compliance with this Interpretive Notice does not ensure
that material is not. mj.sleading.

Promotional mat'erial whj.ch contains hypothetsical per-
formance resuLEs wj.1l- continue to be carefully scrutinized Ly NFA
st.aff . Pursuant to NFA Compliance Rule 2-29(e) , Members and
Asgociales presenEingt hypothetical results in their promolional
material must be able t.o demonstrate to NFA,s satisfecEion t.hevalidity of the present.at.ion of the resulEs. The great.er t.he
emphasis on dramaEic hypothetical profits. the greater the
Member's burden in demonstrat.ing the validity of the presenla-
C r-on .

May 28, 1995

also play a part. in the presen-
Addressi.nq a different. con-
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"exEracted performance" in which a Member or Associate selecte
one component of j_!s overall past. Erading results to highlight tocustomers. In order to prevent the misleading use of such -resulls, the use of extracled perfonnance is permi.tEed only whena CPO's or CTA's previous disclosure documenls designated Lhepercentage of assets which would be committed Coward E.haL part,ic-ular component.. of Ehe overall trading program. For exampli, ifthe previous disclosure documen! stated E.haE 25t of a fui-rd, s
asaets would be dedicated t.o trading financiar futures contraccs,
and if 252 of the fund,s assets were in facE dedicated to tradinqfinancial futures contracts, the CpO would be allowed to present
t.he extracted performance of its financial futures tradin-q based
on net asset. values equal to 258 of the fund, s total net. iseetvalue. Performance may also be extracted from a managed accounE
program run by an FCM or IB if these same requirements are mets.In other words, Ehe FCM or IB must have previously prepared anddistributed Eo all cust.omers participating in the- trading program
a writt.en report or similar document. which desi.gnated chE per-
centage of assets which would be commiEted toward that. parLicular
component. of the overall Erading program. Oral represeirtat,ione,
or lrritten documents which were not distribut.ed to the cust,omers,
are not sufficient. Furthermore, any promotj.onal material
referring to extrac!.ed results must clearly 1abeI those resultsas such and must. disclose in an equally prominent fashion the
overal-1 actual trading results frorn which the extracted results
were dtawn.

[The use of pro. forma and exlracted results are t,wo
ocher areas in which a hindsight analysis can lead to misleadingpromotional material .l Lastlv. the Board of Direct.ors believestha! the use of.pro forma performance hist.ories can present
useful informat.ion t.o customers, particularly when uled to show
how Ehe pas! performance of a given Member or Associate would
have been affected by the commission or fee structure whichapplies to the futures or opt.ions contracts, conmodity pool , ortrading program the Member or Associace is offering, ie-ornmend-ing, or providing information on. Therefore, a Member or Associ-ate may use pro forma regults Eo adjusl for difterences in
commissions and fees as long as the pro forma results are notscalculated in a misLeading manner. [Members and Associales mavnot, however, use pro forma reaults which reflect a hindsiqhtanalysis. For example, CPO6 may not use pro forma resulE.s to
show what. results a multi-advieor pool could have achieved in thepast if Che pool, s assets had been allocat.ed among particular
CTAg in a certain proportion.l

May 28, 1996
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fn February 199G. Che CFTC delet.ed CFTC Regulat.ion
33.4(b) (5) . Under the regrulation, self-regulatory oiganizatl_ons
had to require each member Fctrt Eo give notice to its desi.gnatedself-regulatory organization of any disciplinary action tiken
against. Ehe FCl"l or any of its associated persona by the Commia-sion or by another self-regulatory organilation. WFA Compliance
Rul-e 2-l-9 was adopEed Eo comply with the requirement.s of Lhe
regulat j.on. With the deletj.on of CFTC Regulation 33,4(b) (6), NFA
Compliance Rule 2-19 is unnecessary and NFA propoees Ehat it be
deleted.

-L2-

EXPIANATION OF PROPOSAI.S

of, Propoaed ADeadneats to NFA

tt4.ay 28 , :-996

A.
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NFA CornpLiance Rul-e 2-8 contains requirements for
Members or Associates exercising discret,ion over a customer, s
commodity futures accounE. fn partj-cular, NFA Compliance RuIe2-8(a) stat.es, in pertinent part, Ehat each Member must maincain
records which clearly ident.ify each account over which lhe Memberor iEs Associate has discret.ionary auEhority. Addit.ionally, NFA
Compliance Rule 2-8(b) states, in perCinene part, that each
commodity futures trAde initsiated by a Member or Associate
pursuant to an exercise of discretion must be identified asdiscretionary.

The proposed amendment to Rule 2-S (b) t.akes a morepresumptive posit.ion by providing that a1I trades initiated by a
Member or Associate in a discretionarv account wiII be
conclusively presumed to be discretioiary unless olherwise
indicated .

C. E:q)laaetion of Proposed .BeeadDenta to NFA CoDpli,nce Rule
2-29 and It6 Xtrterpretive Notice Relaliag to the Uae of,
ProDotional Material ContainLDg Hypothetical perf ornance
ResuI ts

By let.ter dated SepEember 21, 1995, NFA submicted for
Commiseion review the Int.erpretive Notice Relating to the Use of

Explanatloa
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PromoEionaL Material Containing Hypothet.ical performance Results(''fnterpretive Notice") . The Commission subsequently approved
t.he major portion of the Interprelive Not.ice but set asibe forfurther consideration the proposed last' two paragraphs of theInterpretive Notice dealing with resE.rict.ions on the uee of pro
forma and extracted trading results. The proposal set' forthherein contains amendments to the portion of ttre InEerpreti.ve
Notice that was approved by fhe Commission and it also revises
and resubmits the last !r^ro paragraphs dealing wilh restriccionE
on the use of pro forma and extracted t.radj.ng resuIt,s.

As originally proposed, the Interpretive Noticepermi!.ted the use of pro forma results to adjust for commissions
and fees as long as the results are not cal-culated in a
misleading manner. i{owever, the Interpret.ive Notice prohibitsed
the use of results, oflen referred to as pro forma, which reflecta hindsight analysis, including the use of resulEs showing what amulti-advisor account or pool could have achieved in the paEt if
assets had been allocat.ed among particular t'radi,ng adviso-rs incertain proport ions.

Several NFA Members expressed concern thats thefnterpretive NoEice may be too restrictive. Specifical1y, these
Members quesEioned whether it was inconsistent t.o permj.t the useof hypot.hetical resulEs while, at the same rime, piohibiting t.he
use of composite performance t.ables which show the results Imulti-advisor account or pool could have achj.eved in the past ifassets had been aLlocated among certain trading advisors. Uponreconsideration of the iasue, the Board decided tha! theserecords, although oflen referred t.o as pro forma resulls, arereally h14>othetical in nature. The Board therefore determined to
al-low a Member to use these composit.e performance records subjectto the same limitations relating to t.he use of h14>otheticalresults.

The proposed amendment to NFA Compliance Rule
2-29 (c) adopts a separale disclaimer, and the proposed amendmentto Ehe currenE Interprecive Notice makes cl_ear that the stringentrestrictions applicable to hypot.hetical results in general alioapply to the use of hypot.hetical compos5.te performance resulEs.
The Board determined E,hat. the proposed amendrnents address allregul-atory concerns and, at t.he same time, satisfv lhe concernsraised by several NFA Members.

- 13 -
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NFA respectfully requeata that the Cormrieeion review
and approve the propoeala contained in t.his eubmiesion and
requeats that they be declared effective upon Commission
approval .

cc : Acting Ctrairman 'John E. Tull , ilr.
Commiesioner Barbara pedersen Holum
Commisaioner iloseph p. Dial
Andrea M. Corcoran, Eeg.
Geoffrey Aronow, EBq.
AIan L. Seifert, Eag.
Sugan C. Ervin, Eaq.
IJawrence B. Palent, Eaq.
David Van Wagmer, Eaq.

D|tn. : ck! ( !ub\ 051696 l



U.S. COMMODITY FUTURES TRADING COMMISSION
Three Latayetle Cenlre

1155 21si Stresl, NW, Washington, DC 20581
Telephone: (202) 418.5000
Facsimils: (2o2) 41s-5s21

August 29, 1996

Mr. Danie1 J. Rot.h
General Counsel
NaEional Futsures Association
200 WesC Madison Street
Chicago, Illinois 50505

Dear Mr. Roch:

By let.t.er dat.ed May 2 8 ,
NationaL Futures Association
approval , pursuant to sect.ion
("Acc"), the above - referenced
delet ion .

Re: National Futures Associalion's Proposed
Amendmentss to Compliance Rules 2-8(b) and 2-
29 (c) ; Proposed AmendmenE.s to Interprecive
Notsice Relating Eo tshe Use of Promot.ional
Material Containing Hypot.hetical Perfonnance
ResulE.si and, Proposed Deletion of Compliance
Rule 2-19

1996, and receiwed May 31, 1996, tshe
submit.t.ed Eo the Conunlssion for its

17 (j) of the ComnodiEy Exchange AcE
proposed rule amendmenEs and rule

P1ease be advised !hat. on Ehis dat.e the Comnission has
determined to approve E.he above- referenced proposed rufe
amendnent.s and rul-e deletion pursuant tso Section 17(j) of the

S incerely,

Vo-t"- il tL,Lf/r
ddan A. Webb
SecreE.arv of the Conrnission

;,_, rr:-31996 ;
li
1 .:---l i
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N/I\ NATONAL FUTURES ASSOCTATTON
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February 7,1997

Ms. Andrea M. Corcoran
Director
Division of Trading and Markets
Commodity Futures Trading Commission
Three Lafayette Centre
1 1 55 21 st 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;

o 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;

o 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. In addition, many Member firms continue to submit their
promotional material to NFA, either as part of NFA'S voluntary pre-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 reoort 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 Interpretive 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. ln conjunction 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

'r'&-

DJR:ckm(kriAhypoth)


