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Ms. Jean A, Webb 5
Secretary to the Commission e
Commodity Futures Trading Comumission CO M M E NT
1155 2157 Street NW

Washington DC 20581

Re: A New Regulatory Framework for Mulfilateral Trapsaction Execution
Facilities, Intermediaries, and Clearing Organizations; Exemption for
Bilateral Transactions, 65 Fed. Reg. 189863 65 Fed. Reg. 39008; 65 Fed. Reg.
39027; and 65 Fed. Reg. 39033 (June 22, 2000)

Dear Ms. Webb:

“The Futures Industry Association (“FIA™) is pleased to submit the following comments on the

Commodity Futures Trading Commission's (“Copmission’s”) proposed rules collectively
designated “A New Regulatory Framework for Multilateral Transaction Execution Facilities,
Intermediaries, and Clearing Organizations” and the Commission’s related proposed exemption
for bilateral transactions (collectively, the “regulatory reform proposal”). FIA is a principal
spokesman for the commodity futures and options industry. Our regular membership is
comprised of approximately 60 of the largest futures commission merchants (“FCMs”) in the
United States. Among our associate members ero representatives from virtually all other
segments of the fufures industry, both national and international. Reflecting the scope and
diversity of our membership, FIA estimates that our members effect more than 90 percent of all
customer transactions executed on US coniract markets.

FIA has divided its comments into three sections. The first section sets forth our views and
certain structural concerns with respect o the Commission's regulatory reform proposal in its
cntirety. The purpose of these comments is to strengthen certain aspects of the Commission’s
proposal to assure that the Commission’s regulatory goals are achieved. The second section
compares and contrasts the Commission’s proposal with those regulatory reform initiatives that
FlA has identified as most important to its rmembers. The third and final section comments on

certain specific provisions of the Commission’s proposal relating to intermediaries.
General Views and Concerns

FIA generally supports the Commission’s regulatory reform proposal. At the outset, FIA
wishes to congratulate the Commission for undertaking this initiative. The Commission’s
regulatory reform proposal is 2 revolutionary departure from the traditional approach fo regulation
of the futures industry. FIA generally endorses the Commission’s decision to replace the
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prescriptive regulations that currently restrict an exchange’s conduct with a set of core pri:_lciplcs
against which the exchange’s activities will be measured, The core principles for multilateral
transaction execution facilitics, “tailored to match the degree and manner of regulation to the

varying nature of the products traded thereon, and to the sophistication of the customer,”’ promise
to provide the derivatives markets with needed flexibility to respond to 2 rapidly evolving

marketplace.

' FIA also endorses the Commission’s decision to adopt a regulatory scheme for recognized
i clearing organizations based on core principles.  lmplementation of ths aspect of the
Commission’s proposal will implement two initiatives tbat FIA has endorsed previously: (1) the
formation and recognition of clearing organizations separate from the facilities on which
derivatives products arc fraded; and (2) the ability to provide clearing for over-the-countexr
! (“OTC”) derivatives products. In addition, FIA supports the Commission’s proposed
amendments fo the Part 35 rules exempting certain bilateral trangactions from the Commission’s

jurisdiction.

FIA does not intend to discuss the specific provisions of these portions of the Commission’s
proposal in detail. Rather, we will defer to those entities more directly affected.

The Commission should adopt core principles for intermediaries. FIA is disappointed that the
Commission has concluded that it will not adopt a comparable regulatory approach to the
intermediaries that act on behalf of customers that will trade on the several multilatoral transaction.
execution facilities that the Commission will recognize. We see no reason—and the Commission
has failed to explain—why the Commission cannot afford market intermediaries the same
flexibility that it is offering the markets themselves. As the Commission has recognized, the
derivatives markets are evolving at an increasingly rapid pace. None of us can predict what they
will look like only a few years from now. Tutermediaries, no less than the markets themselves,
must have the ability to respond to this changing environment without being subject to the delays

! inherent in the ralemaking process.

i Moreover, the Commission’s regulatory reform proposal promises both to bring legal certainty to
i the OTC markets and to facilitate the development of less-regulated principal-to-principal
I detivatives markets. FIA is concerned that the Commigsion’s decision to retain prescriptive

regulations for intermediaries will result in shifting an even greater share of the regulatory burden

and its attendant costs to intermediaries. This, in turn, may ceuse business to migrate from the
: organized exchanges to the OTC and principal-to-principal derivatives markets, where the cost of
! doing business will be less. As FIA has argued in other forums, the markets themselves, and not a
j particular regulatory regime, should determine the manner in which products are traded. The
: Commission’s actions unfairly tilt the competitive balance away from intermediary-based
markets.

! 65 Fed, Reg. 38986.
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FIA, therefore, urges the Commission to undertake an immediate examination of the Act and the
Commission’s tules to identify those provisions that impose prescriptive requiremepts on
intermediaries. Omce identified, the Comnission should exercise its authority under section 4(c)
of the Act to grant appropriate exemptions from these provisions and to adopt in their place a set
of core principles govemning intermediaries that reflects the overwhelmingly institutional nature of

derivatives market participants.

FIA has carefully considered and identified the following cote principles that we believe should
govern intermedjaries in the conduct of their business, without regard 10 the market on which a
transaction is cxccuted: (1) registration of intermediaries and their associated persons;z (2)
minimum financial requirements; (3) protection of custorner funds appropriate to the type of
customer; (4) prohibition agamst fraud and manipulation; (5) large trader reporting requirements;
and (6) recordkeeping.’ These core principles, combined with an effective self-regulatory
organization audit program to assure that intermediaries have developed and are enforcing
adequate interpal controls should achieve the Commission’s regulatory purpose. In this latter
regard, FIA would like to emphasize its belief that self-regulatory organization audit programs,
pot disciplinary actions or Commigsion enforcement proceedings, are the more appropriate
method of assuring compliance with core principles. An intermediary should be subject to an
enforcement proceeding only in the event of an egregious failure to comply with one or more core
principles.

The Commission must exercise particular care in implementing its regulatory reform
proposal. Notwithstanding our support for the Commission’s regulatory reform proposal, indeed
because we believe implementation of the proposal is essential if US derivatives markets are to
femain competitive, we are compelled to offer a few cautionary comments. The Commission’s
proposal vests substantial regulatory flexibility in the Commission as well as in the industry
participants it regulates. In this regard, therefore, the Commission must be careful that its
interpretative statements of acceptable business practices, intended to offer guidance to the
industry, do not become de fucto regulations, adopted without the procedural benefits and
protections of the Administrative Procedure Act (“APA”).

FIA’s concerns are founded at least in part on the history of the evolution of the interpretation of
Commission rule 30.7, the provisions relating to the foreign secured amount under the
Commission’s foreign futures and foreign options rules. As the Commission is aware, FIA has
worked with the staff for the past several years to correct what we believe had been an erroneous
interpretation of this rule, which was first published in a footnote in a Commission order in 1997,

2 The determination that 2 person is fit to be registered is subsumed within the registration process.

3 The Commission has indicated that intermediaries as well as the various execution facilities should be
required to maintain records “in a form and manuer scceptable to the Commission™ FIA suggests, in the
alternative, that the Commissiop describe the purposes that the recordkeeping requirements are meant 10 achieve
and permit intcrmediaries the flexibility w select the form and mantier in which these records are created and
maintained.
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o decade after the Commission prorulgated its foreign futures and foreign options rules. This
interpretation has imposed substantial financial burdens on USs FCMs that carry a significant

: qumber of foreign futures and foreign options customer accounts.

The Federal Register release proposing rules governing recognized clearing organizations xaises
she concem that interpretations of core principles could result in the same type of de facto
regulation. Appendix A to proposed Part 39 sets out in considerable detail the type of showing
that & recognized clearing organization applicant may wish to make to demonstrate that it would
comply with the core principles set forth in proposed rule 39,35 In the process, the Appendix
appears to impose requirements on clearing organizations to which they aze not subject now. For
example, the Appendix suggests that, in order o demonstrate that the applicant has the ability to
manage the tisks associated with carrying out the guaranice function of a clearing organization,
the applicant discuss “why particular margin levels would be appropriate for & contract cleared
and the clearing member clearing the ontract”! This statement implies that the Commission may
approve those levels. Yet, as the Commission is aware, the Act prohibits the Commission from

approving rules relating to margin except in specific, limited circumstances.

FIA understands that Appendix A to Part 19 is intended only to be illustrative of the types of
! matters an applicant may wish to address in its application and should not be viewed as a checklist
of issues that applicants are required to address. The Commission must remenber, however, that
this regulatory regime will be new for the staff as well as applicants. It would be only natural for
both parties to look to the Appendix as a standard that must be met. Therefore, the Commission
should cleardy and forcefully state the limited purpose of this and other appendices. It must be
clear that the interpretative statements are intended simply to provide guidance to the industry and
arc not safe harbors, which we fear would become de facto regulations. The Commission should
also confirm that an intermediary would not be decmed to have failed to comply with a core

principle simply because the intermediary is not acting in accordance with the terms of an

4 The Copmmission stated that FCMs have the duty t0 assure Ughat funds provided by US customexs for
foreign futures and options iransactions . . . will receive equivaleat protection at all intexmediaries and clearing
organizations.” To the extent that a foreign depository is unable to provide the written acknowledgment required
nder Commission rule 30.7(c), the Commission added, US FCMs must establish “mirror” accounts in the US in
order to meet their secured amount obliga ions. 62 Fed. Reg. 10445, fn 8 (March 7, 1997) [Sydney Futures
Bxchange]; 62 Fed. Reg. 10447, fu. 8 (March 7, 1997) {Securities and Funires Avthority); 62 Fed Reg. 10443,
fn. 7 (March 7, 1997) [Investment Management Repulatary Organization].

5 Although FIA and the stafl appear to have reached a rmutually accepiable resolution of this matter,
which we understand will be presented to the Commission for approval shortly, the experience highlights the
problems that can arisc when interpretations that have industry-wide significance are adopted without
appropriate participation of the affected parties.

: ¢ 65 Fed. Reg. 39027, 39031.
‘ 7 65 Fed. Reg. 39027, 39031.
! See sections 2(a)(1)(B)(vi), Sa(a)(12)(A), 8a(7) and 8a(9) of the Act.
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interpretative statement. Similarly, an intermediary’s failure to comply with-the terms of an
interpretative statement should not support an adverse inference in any litigation to which the

intermediary is a party.

FIA also recommends that the Commission identify in greatet detail the process by which it
intends to issue interpretations of acceptable buginess practices. We strongly encourage
Commission, in appropriate circurostances, to follow the notice and public comment procedures in
the APA. In this same vein, FIA urges the Comrission to establish a procedure, other than an
enforcernent proceeding, by which an intermediary (or execution facility) and the Commission
can resolve disagrecments concerning the implementation of core principles. We respectfully
suggest that the flexibility the Commission’s regulatory reform proposal promises will be
meaningless, if the only forum for resolving such a disagreement is an enforcement proceeding.
As discussed above, FIA believes that effective audit programs, not self-regulatory organization
disciplinary actions or Commission enforcement proceedings, are the more appropriate method of
assuring compliance with core principles.

The Commission should explain more fully the basis for certain decisions, The
Commission’s proposal raises 2 aumber of other issues, discussed below, that FIA encourages the
Commission to address in the Federal Register 1elease adopting final rules. By explaining in
greater detail at the outset the reasons why the Commission has taken certain positions, the
Commission may avoid inadvertently creating legal uncertainty or confusion at a later, and far
more inconvenient, date. '

FIA notes that the Commission has specifically provided that the provisions of sections 4b and 4o
of the Act and rule 33,10, the antifraud provisions of the Act and Commission regulations, 2pply
! to recoguized futurcs exchanges, derivatives trading facilities and recoguized clearing
| organizations. In these circumnstances, it is not clear why the Commission has also adopted
separate antifraud rules for each type of entity or what purpose these special antifraud provisions
CIve.

FIA also questions why an execution facility must be a designated contract market, subject to the
panoply of the existing provisions of the Act and regulations, for the purpose of trading stock
index products. Section 4{c} of the Act states only that the Commission cannot grant an
exemption from the provisions of section 2(a){(1)B). Section 4(c) does not prohibit the
Commission from granting a contract roarket {or an applicant for designation as a contract market)
in stock index products an exemption from the provisions of the Act goveming contract markets.
We sec no reason to maintain a separate category of trading facility solely for the purpose of

d FIA recoptizes that certain requests for inferpretative guidance will not have industry-wide application.
; Rather, they will be meaningful only to the person of persons requesting the guidsnce. In these circumstances,
'E procedures similar to a request for the adoption of a no-action position will be more appropriate. [n this
; connection, FIA tncourages the Commission to remove Commission rule 140.99, which was adopted in 1998 to
‘ establish pracedures for filing requests for exemptive, no-action and interpretative statements. We believe these
procedures have inhibited the inforpaal dialogue between the Commission staff and the indusoy that bencit

i EVEIYOne,
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trading contracts on stock indices. In this regard, we would support the approach adoptfx_l by the
House Committee on Agriculture and the Sepate Committee on Agriculture, Nutrition and
Forestry, which would effectively treat all contract markets as recognized futures exchanges.

Finally, although the Comumission has proposed that the same legal entity may act as both a
recognized futures exchange and 2 denivatives transaction facility, the activities of an exempl
multilateral transaction execution facility would be required to be conducted through a separate
legal entity. The Commission should explain why it has concluded that the activities of an
exempt facility must be conducted through a separatc entity. FIA is concemed that this
requirement may have collateral consequences that have not been jdentified. Moreover, we noie
that the products traded on all ihree cntities may be cleared through the same recognized clearing
organization. Therefore, there would appear fo be no reason why they could not be exceuted
through the same Icgal entity.

The Commission’s Proposal Compared with FIA’s Regulatory Reform Initiatives.

As the Commission is awars, in anticipation of both the Commission’s proposal and
reauthorization bills that are pending in both the House of Representatives and the Senate, FIA
has mede a pumber of recoramendations for legislative and regulatory reform. These
recommendations were designed to recognize the need to permit more consistency and efficiency
in the trading of cash market positions, OTC derivatives and exchange-traded derivatives for the
benefit of market participants and the markets themselves, Our comments now focus on the
manner in which the Commission’s proposal has addressed FIA’s recommendations.

FCMs should be permitted to act as dealers. FIA has encouraged the Commission to permit
FCMs to participate in exchange-traded derivatives markets as both a dealer and an agent, acting
for their own accounts as well as on behalf of institutional and other market participants. The
expansion info dealing activity in exchange-traded derivatives would bring these markets in line
with all other traded markets, These markeis, including the US securities markets, permit dealing
away from the exchange and the subsequent entry and clearing of those transactions onto the
exchange. Pemitting an FCM to deal as principal or agent divectly with its customers and then to
enter that executed transaction onto 2 regulated exchange, where it becomes a cleared contract
subject to exchange rules provides exchange markets with needed flexibility, liquidity and
efficiency. :

FIA is pleased that the Commission’s proposal would place ne restrictions on the ability of FCMs
to act as deslers on derivatives transaction facilities. However, FIA is concemed that, in
connection with dealer transactions, or block trades, on a recognized futures exchange, the
Commission has stated that the exchange must provide a mechanism for ensuring that the trade’s
price is “fair and reasomable” and require that the trade be reported for cleaxing “within a
reasonable period of time.”? As FIA has commented in connection with the block trading rules
that the Cantor Financial Futures Exchange, the Chicago Mercantile Exchange and BrokerTec

1 65 Fed. Reg. 38986, 39006
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Futures Exohange block trading rules, we are concemed that these standards are both vague and
unnecessary.

The prices of other trades in the same conmact as executed through a trading facility may not
necessarily be Tepresentative of the market for the larger orders that may be exccuted as block
trades. FIA believes that the parties to a Block trade should be free to negotiate and agree to eater
jnto the trade at any price. The Comumission should not be concerned that such an approach might
lead to fraud or market manipulation, gince the facility can establish other safepuards adequate to

prevent abuse,

FIA would glso be opposed to any requirement establishing 2 time by which a block trade must be
reported for clearing. It is clearly in the interest of the firm executing 2 block trade to present the
trade for cicaring as soon as reasonably practical. FIA is concemed, however, that a specific
timing requirement may be burdensome, especially during periods of highly active trading.
Further, 2 shoxt reporting requirement is not appropriate in a case in which 2 trader must work a
large order in several parts.

Clearing orgapizations should be authorized to clear multiple products. FIA has
recommended that the Commission take steps {0 authorize clearing organizations to clear multiple
products. The ability of a clearing orgapization to net obligations across markets potentially
offers a substantial benefit by permitting intermediaries to reduce systemic risk associated with
( holding positions in multiple clesring organizations. FIA mnotes that international clearmg
: organizations and intermediaries genperally are authorized to clear moultiple products in a single
account, and we belicve US clearing organizations should have the same ability.

In this regard, thercfore, FIA supports the Commission's decision to permit a single clearing
organization to clear products entered into on any trading facility subject to the Commission’s
oversight as well as exempt multilateral transaction execution facilitics.’? For the same reasons,
FIA generally supports the Commission’s proposal to penmit registered securities clearing
agencies and clearing entities subject to the jurisdiction of a federal bank regulatory authority to
cloar OTC bilateral transactions and transactions exccuted on an exempt facility.”? We
i understand, however, that the Board of Trade Cleating Corporation has argued this latter proposal
would place futures clearing organizations at a competitive disadvantage. We believe the
Clearing Corporation’s position has merit, and we encourage the Commission to work with the

Clearing Corporation to develop a mutually acceptable result.

FCMs should be authorized to carry multiple products in the customer segregated account.
Similarly, FIA has encouraged the Commission to modify its rules relating to the segregation of

i See, e.g, Letter to Jean A, Webb, Secretary to the Comumission, from Ronald H. Filler, President, Law
& Compliance Division, dated April 24, 2000.

i2 Proposed rule 39.2, 65 Fed. Reg. 35027, 39029.

1 168
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customer funds both to permit non-futures position margin and other security to be held in the
customer segregated account. Moreaver, institutional customers should have the ability to direct
an FCM to bold the customer’s futures margin and other securities outside of a segregated
account. FIA concurs with the Commission that the second proviso of section 4d4(2) of the Act
vests the Commission with sufficient authority to permit any BCM that wishes to camy @
customer’s cash, OTC derivatives, gecurities and firtures positions in a single account to maintain
that account as a customer segregated account under section 4d(2). Correspondingly, FIA
believes that the Comumission has regulatory authority, pursuant to section 4(c) or otherwise, to
adopt tules permitting the single account to be held outside of segregation. Allowing both of
these alternatives would maximize flexibility and serve market participants’ needs to operate
through a single account.

We recognize that the practical and regulatory issues that would arise under this proposal may be
complex, particularly if securities and futures positions are 1o be held in a single account.
However, we also note that the Commission and the Scourities and Exchange Commission
(“SEC™) have previously agreed on an approach by which professional traders have been
authorized to carry futures on stock indices and rolated options o stock indices in a single “cross-
margin” account. The cross-margin accounts authorized are limited both with respect to the
nature of the participants permitted to take advantage of them and the positions that could be
carried. Therefore, they do not constitute a perfect example of the structure that such accounts
conld take. However, they are an example of the ability of the Commission and the SEC to

resolve difficult 1ssues.

FIA further appreciates that, in comnection with the adoption of regulations to implement thig
recommendation, the Comsmission will be required to revise its regulations relating to commodity
broker liquidations to assure approptiate treatment of customer cash and OTC derivatives
positions, as well as securities, that the FCM may hold in a single account. FIA would be pleased
to work with the Commission on this issue following the close of the comment pertod.

FIA also epdorses the Commission’s proposed amendments fo rule 1.25, which will expand the
class of penmitted instruments in which FCMs may invest customer scgrepated funds. As the
Commission is aware, FIA’s Operations Division has worked closely with Commission staff on
this issue for some time. We believe that the proposed amendments strike an appropriate balance,
affording FCMs greater flexibility in investing segregated funds, while assuring preservation of
customer principal.

In analyzing the proposed rule, our members have identified a few aspects of the rule with respect
to which we tequest further clarification. In particular, subsection (b)(1)(B) states that the
securities listed in that subgection must have the highest short-term rating of an NRSRO or one of
the two highest long-term ratings of a NRSRO. FIA understands that the two highest long-term
ratings of a NRSRO are generally AAA and AA, We ask the Conymission to confirm that we are
correct in this understanding and that the sccurities falling within this clagsification would include
securities that are rated AAA and all variations of AA.
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We also ask the Commission to clarify its position in the event that a security has a split rating,
i.e., one NRSRO has rated 2 security AA, while another has assigned it a rating of A. In these
circumstances, it is not clear if the FCM should rely on the higher or lower rating. FIA has no
position on this issue. However, we would encourage the Commisgiop, in addressing this issue, to
consult first with the indusiry and the SBC. It is important that the Commission and the SEC are

of onc mind on this point.

Moreover, we ask the Commission to confirm that sec itjes that are the subject 10 repurchase
agreements arc oot required to be taken into account in calculating an FCM's agpregate
imvestment in any one igsuer. FIA understands that & firm generally does not identify the issuer of
the securitics that it wishes to purchase pursuant to a repurchase agrecinent. Rather, the firm
simply states that it wants o purchase o fixed dollar amount of securities with a particular rating,
e.g., $20 million corporate securities with a AA rating. FIA further understands that, because
thesc transactions are not collateralized until the end of the day, time is generally of the essence.
Therefore, it would be operationally burdensome for either party to jdentify by issuer those
securities that the FCM could purchase. An FCM and its counterparty could not casily reverse the
transaction, if the FCM were to receive securities that caused the FCM to exceed the
concenttation limit for a particular issuer. If the Commission nonetheless detcrmines that
securities that are purchased pursuant to a repurchase agreemont showld be taken into account in
calculating an FCM''s aggregate investment in any one issuer, FIA respectfully requests that the
Commission revise proposed rule 1.25 to afford an FCM sufficient time, i.e., no less than 24
hours, to reverse the wransaction.

Lastly we note that the Federal Reserve Bank of Chicago has recommended that, to the extent a
non-doltar denominated customer funds are deposited with an FCM or clearing organization, the
FCM or clearing organization should be permitted to use such foreign currency to purchase
foreign government securities denominated in such security. FIA concurs in this recommendation
and encourages the Commission to amend proposed rule 1.25 accordingly.

Consistent with FIA’s commenis above regarding the adoption of core principles for
intermediaries, FIA encourages the Commission, following a period of experience with the
revised rule, to consider whether the prescriptive provisions of the rule could be replaced with a
core principle and, perhaps, an interpretative statement of acceptable practices. In either event,
the Commission should review the list of permitted investments periodically, e.g. every six

months, to determmine whether the list should be amended in any way.

The capital vules should be amended fo permit FCMs to engage in a wider range of
activities. FIA supports the Commission’s decision to consider a risk-based capital rule for

FCMs. The existing minimum financial and related requirements constrain FCMs from
participating in the OTC derivatives markets in a meaningful way, as either dealer or agent.

i T this latter regard, FIA also requests that the Commissioa clarify that an FCM will have sufficient
time to adjust its holdings in the cvent the average time-to-mafurity of the portfolio inadvertently exceeds 24
months,

10/18
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Pending adoption of these rules, however, we believe the Commission should act promptly to
adopt the following amendments to its regulations:

First, the Commission should revise rule 1.17(c), defining the term “adjusted net capital,” to
recognize that futures contracts may reduce the risk of holding certain other futures contracts and
OTC derivatives products. Such futures contracts and derivatives products should be considered
“inventory,” which may be covered by a futures contract. This amendment will enhance the
efficiency of both the OTC and exchange markets.””

Second, the Commisgion should remove rule 1,19, which penerally prohibits an FCM from
assuming financial responsibility for OTC options except defined circumstances. Subject to
appropriate haircuts, FCMs should not be probibited from assuming responsibility for any oTC
commaodity option.

The reparations program should be eliminated and mandatory pinding arbitration should
be permitted, FIA is disappointed that +he Copmission has determined to retain its rules relating
to the use of pre-dispute arbitration agreements,’ Among other things, thesc rules provide that a
customer auay never waive the right to file a cormplaint under the Commission’s reparations
program, even if the customer signs a pre-disputo arbifration agreemext. As the Commission is
aware, FIA has previously recommended that Congress eliminate the reparations program
entirely. Reparations served a useful purpose during the eatly years of the Commission and
before the development of an effective arbitration prograci at the National Futures Association.
The need for and expense of a separate federal dispute resolution forum, which has no parallel in
the securities or banking laws, can no longer be justified. Alternative dispute resolution forums
provide fair and equitable hearings for customer disputes against Commission registrants. At the
very least, institutional customers and FCMs should have the ability to waive this requirement
contractually.

The Commission’s rules, which also provide that an FCM may not require a customer © sign a
pre-dispute arbitration agreement as & condition to opening an account with the FCM, mhibit the
ability of FCMs that are also broker-dealers to enter into a single agreement with their customers.
Provided a broker-dealer furnishes a customer with the uniform disclosure regarding pre-dispute
arbitration agreements adopted by the several securities self-regulatory organizations, the SEC
does not prohibit the use of mandatory pre-dispute arbitration agreements. .

FCMs want to know that, in the event a customer has a complaint against the firm, all of the
elements of the complaint will be heard in & single forum. Under the Commission’s arbitration

1 In this regard, FIA is pleased that that Copmission’s Division of Trading and Markets receatly sdopted
a no-action position granting significant relief to an FCM that manages the risk associated with its proprietary
trading in the Goldman Sachs Commaodity Index with offsetting positions in the futures contracts that comprise
the index. Interpretative Letter No. 00-79, dated June 30, 2000.

e Proposed nule 166.5(c), 65 Fed. Reg. 39008, 39026.
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rules, FCMs that axe also broker-dealers do not have this confidence. FIA believes that the
uniform pre-dispute arbitration agreement disclosure statement that all securities self-regulatory
organizations require broker-dealers to provide customers i3 effective in advising customers of the
rights they may be foregoing in agreeing to arbitration.  Therefore, we belicve that the
Commission’s rules should be further amended permit FCMs (o use the securities disclosure in
lieu of the Commission’s statement.

The definition of institutional customers should be expanded. FIA supporis the Commission’s
decision to use the definition of an ehigible swap participant as the basis for its definition of an
institutional customer. We suggest, however, that the Commission expand the definition to
include any person whose account is managed by a commodity trading advisor, registered
investment adviser, or a foreign person subject to comparable regulation in a foreign jurisdiction
that anages accounts in the aggregate amount of 325 million.!” Because an advisor is a
fiduciary to the customer, FIA believes it is more appropriate to look only (o the sophistication of
the advisor in determining whether a custorer should be considered an institutional customer.
The pet worth of the underlying customer or the aggregate value of the ipdividual customer’s
assets should be irrelevant.

The Commission has already included these customers in the class of customers that are permitied
to take advantage of the Commisgion’s recently adopted foreign order transmftal rules, 8
Moreover, both the Cantor Exchange and the Chicago Mercantile Exchange have included
customers whose accounts are managed by certait advisers in defining the class of customers that
may enter into block transactions. FIA recommends that the Coraruission adopt this amendment
with respect to the definition of institstional customer geerally.

FIA further notes that, in its consideration of the pending reauthorization legislation, the House
Committee on Banking and Financial Services adopted an amendment to the definition of an
“eligible contract participant” to include a natural person with total assets of §5 million, who
enters into a transaction in order to manage the risk associated with an asset or liability owned or
incurred or reasonably likely to be owned or incurred by such person. FIA believes that this
amendment has merit and encourages the Commiission to amend its definition of an institutional
customer to include such individuals.

The Commission should revise its procedures with respect to stock index contracts traded
on foreign markets. We understand that the Commission did not intend to address regulatory
issues related to foreign exchange transactions in this rulemaking. Nonetheless, the Commission
has previously indicated that ome purpose of its regulatory reform proposal is to eliminate

Y Requiring an advisor to have & mimimum amount of assets under management is a roeasure of the

expertise of the advisor and e level of confidence that 8 significant pumber of market participants have placed
in the advisor.

" 65 Fed. Reg, 47275 (August 2, 2000). This rule provides that the investment yanager poust have $50
rmillion under mansgement. Although FIA previovely endoreed this higher amount, we nOW believe that 325
million is more appropriate.
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requirements that impede the ability of US customers to engage in transactions on bona fide
exchange markets and the ability of US FCMs to compete in the international maxketplace.
Therefore, we believe this is an appropriate time to request the Commission once more to revise
its procedures relating to the offer and sale of stock index contracts traded on forcign exchanges.

As the Coramission is well aware, FIA does not believe that Congress ever intended to preclude 2
foreign futures exchange from offering futures on foreign stock indices or foreign govemment
debt instruments to US customers. Nor do we believe that Congress intended to require such
foreign exchanges to apply for and receive Commission approval before doing so. As clearly
reflected in the provisions of section 2(a)(1)(B), the sole regulatory purpose that Congress sought
to achieve was to protect the integrity of the underlying US securities markets by assuring that
trading in a particular stock index futures contract s not being used in the manipulation of the
price of any undexlying security {or] option on such security.”’ With respect to futures contracts
on foreign securities offered on 2 foreign exchange, we respectfully suggest that this
Jetermination appropriately resides with the regulatory authorities that oversee the markets on
which the relevant securities are traded, not with the Commission ot the SEC.

No public policy is served by excluding certain foreign contracts from trading by US customers,
especially institutions. This is particularly truc since these same cuslomers, including US pension
funds, can freely trade in the underlying foreign securities and in OTC derivatives instruments
that can be used as substitutes for these coptracts.?? For these same reasons, we can discern no US
regulatory purpose to be served by preventing US customers from using foreign futures on single
securities or narrow-based indices, provided that the US is not the primary trading market for such
securities.?) US customers who invest in the underlying forcign securities are deprived of 2
valuable hedging tool by being preciuded from trading foreign futures contracts on the same
securities.

FIA notes that, in connection with the Commission’s reauthorization, the House Committec on
Agriculture and the Scpate Commiitee on Agriculture, Nutrition and Forestry have approved
provisions in their respective bills that would recognize that the Commission should have no
authority to review or approve any futures contract (or option thereon) on a security listed for
trading on a foreign exchange, unless the US is the primary trading market for the underlying
gecuritics. FIA urges the Commission to adopt the approach these committees have endorsed
without delay.

v Section 2(a)(1)(B)(I)(LD)-

x In this regard, it should be noted that emerging counties, in patticular, may find it difficult to meet the
standards that the Comumission employs in approving the offer and sale of foreign stook index products. The
inability to hedge investments in the securities of cmerging country compauics inhibits the flow of US capital to
these countries.

@ Foreign exchanges, of course, should not be probibited from wading futures and options on futures
coptracts on securities and narrow-based indices for which the US is the primary trading market ot from offering
those products to US customers. In this regard, therefore, the Commission should adopt procedures to authorize
the offer and sale of such products in the US.
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Comments on Specific Provisions of the Commission’s Proposal Relating to Intermediaries.

Activities on exempt multilateral transaction execution facilities and derivatives transaction
facilities, In a footnote in the Federal Register release accompanying the proposed rules relating
to intermediaries, the Commigssion states that, except for the prohibitions against fraud and
manipulation, intermediaries would not be subject to regulation in copnection with transactions
offected on an exempt muitilateral transaction execution facility, Moreover, to the extent that a
derivatives transaction facility may permit trading only on a principal-to-principal basis,
intermediaries generally would not be subject to regulation with respect to transactions on those
markets as well. 2 FIA welcomes this statement of the Commission’s position. Nonetheless, we
are concermed that it may only be found in a footnote to the proposed rules, where it may be lost

over time. FIA respectfully requests the Commission to reconfion this position in the Federal
Register telease accompanying the final rules in this regard.

Simplified registration for broker-dealers and banks, The Commission has proposed to
amend rule 3.10 to permit a simplified registration procedure as an FCM or introducing broker for
registered broker-dealers or banks that wish to limit their activities to acting as intermediaries with

- respect to transactions on derivatives transaction facilities. FIA does not object to this proposed
rule. However, we belicve the Commission should make clear in the Federal Register release
accompanying the final rules in this regard that the simplified procedure is available to banks
only, and not to any affiliate of a bank. Moreover, once registered with the Comumission, such
broker-dealers and banks would be subject to the same rules and regulations that govem all FCMs
and introducing brokers.

The Commission also states that it will encourage the SEC to consider granting reciprocal
registration to FCMs for certain products. FIA would urge the Commission to go further and
undertale to work with the SEC to this end.

Definition of “prineipal.” FLA supports the revised definition of the term “principal” contained
in its proposcd amendment to rule 3.1(2)(1). FIA agrees that the current definition captures far

fo0 many individuals, imposing an unnecessary burden on apphcants and registrants.?

Change in control. FIA suggests that the provisions of rule 3.32 relating to change in control of
a registrant be further amended. Even as proposed to be amended, the rule is tremendously
difficult for rogistrants to meet, especially if the registrant is also registered as a broker-dealer or
is a part of 2 holding company structurs. In these circumstances, an FCM frequently is not aware

2 Footmote 1-3, 65 Fed. Reg. 39009.

2 FIA understapds that, in its comments, the National Futres Association has cncouraged the
Commission to streamline further the registration process by (1) permitting NFA. to register as an associated
person an individual who is currently a registered represeptative of a brokey-dealer without conducting 8 separaic
background examination and (2) eliminating the requirement that an applicant disclose his or her cmploymcat,
residential and educational background. FIA supports these recommendations.
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of changes requiring Commission notification. until just prior to or some time after the change
occurs. FIA suggests that the Commission adopt procedures similar to those in the securities
industry. Under these procedures, except in defined circumstances in which there is an effective
change in complete ownership of the Tegistrant, the registrant should be able to notify the
Commission promptly after the change oceurs, rather than prior to such change.

Ethics training, FIA supports the Commission’s proposal to remove the specific regulatory
requirements for ethics training. FIA agrecs with the Commission that each registrant should be
responsible for implementing an cthics training progtam that addresses the registrants business

activities.

Risk and other disclosure statements; arbitration. FIA generally supports the Commission’s
proposal to permit non-institutional customers to acknowledge receipt of the various disclosures
required by Commission rules with a single sig1:|za.'c|.1r‘.=,.24 However, FIA opposes the
Commission’s preliminary decision to continue fo requirc a separate signature if a customer
account agresment contains a pre-dispute arbitration provision. We see no reason why the
Commission should continue to require a separate signature in this one area. As noted above, the
SEC does, not prohibit the use of pre-disputc arbitration agreements and does not require a
separate signature. Rather, the several securities self-regulatory organizations have adopted a
uniform disclosure that immediately precedes the customer signature line.

Offsetting long and short positions, FIA supports the proposed amendments to Commission
rule 1.46 goveming the procedures by which a customer offsets long and short positions. We ask,
however, that the Commission confirm that the instructions the FCM receives from a customer
may be transmitted orally and do not have 1o be transmitted in writing.

Conclusion
FIA. appreciates the opportunity to submit these comments on the Comumission’s regulatory

reform proposal. If you have any questions regarding this letter, please contact Barbara
Wierzynski, F1IA’s General Counsel, or me at (202) 466-5460.

“ With respect to Commission rule 1.55(d)(1), FIA requests the Commission make clear that an FCM
may obtain an acknowledgment or receipt of the risk disclosure statement contemporaneously with opening an
account, not prior to opening the account.
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