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From: Nancy Paschen <NPaschen@NFA Futures.Org>

Sent: Monday, March 22, 2010 1:04 PM

To: secretary <secretary@CFTC.gov>; Penner, William <WPenner@CFTC.gov>
Subject: Comment Letter

Attach: 2010 0322.pdf

Good afternoon,

Attached is a Comment Letter regarding Regulation of Retail Forex.

Nancy Paschen



fMarch 22, 2010

Via E-mail; secretary@cftc.gov

Mr. David Stawick

Secratary

Commodity Futums Trading Commission
Three Lafayelle Centre

1155 21t Streel, NW

YWashington, DC 20581

Re:  Regulation of Retall Farex

Dear Mr. Stawick:

National Futures Association (“NFA") appreciates the opporiunity ta
comment on the Commission's proposed rules regarding the requlation of ofi-exchange
retal foreign surrency transactions {“forex"). NFA applauds the Commission foy
proposing these ruies, which will both provide important protections to retall customers
and b nf] greater regulatory certainty to the retall forex industry. Below NFA addresses
a few of the more important aspeacts of the Commission’s proposad rulemaking in areas
relating to security deposits, trading practices, and the mandated registration
requirsTnents

Secyrity Depositz

The Comimission proposes that retall foreign exchange dealers ('R H AR
and certain futures commission merchants "FOMs” acting as forex cmunterm 'i
collect and maintain security deposis muai o ten percent of the notional valus of gach
forex transaction with a ratail customer” As you are aware, NFA initiatly {iOp'EP*(.

k in proposing its security deposit level, the Commission notes NFA's currant
leverage imitations and that FINRA has proposed 1o limit the maximum leverage
fimitation on certain retail forex transactions offerad by broker-dealers o 4 1o 1. NFA
notes that FINRA may have a greater inferast in addressing the financial infegnty
protection objective solely through a securily deposit requ srement and, therefore, seta
higher percentage since FINRA broker-dealers engaging i retail forex are not subject
1o a 520 milion minimum net capital requirement. Moreover, NFA also notes that

b !NF‘A s percentage level may be higher since FINRA has not sought to address the
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Own security d{%posii“ mquimmmts for forex ransactions in 2003 when the Forex Dealer
KMember ("FDM" minimum net capital requirement was 3250000, NFA Finanaal
Requiremenis S&cixon 12 mandates that NFA's Forex Dealer Membero collect 1% of the
notional value of transactions in ten different major surrencias® and 4% of the notional
value of transactions in other currencies.

In adopting our reguirements, we were guided by two public policy
obiectives—the financial integrity of FDMs and the protsction of relail cusiomsrs who
engaqe in these principakto-principal transactions. Satisfaction of these two objeclives
led us o establish security deposit percentages that were approdimately iy Hne with the
than existing margin regquirements for exchange-traded forgign curency futures 3t the
Chicago Mercantile Exchange ("CME™). NFA's securnity deposit requirements, like the
SPAN margin levels zet by CME, recognize that currencies can have differing risk and
levels of volalility, Because of these factors, NFA established the security deposit
reguireameant for transactions in the major currencies at a lower percentags than
fransactions in more exolic currencies.

Qver the years, NFA has found that our secunty deposit requirements
have served cur two public policy objectives well. As to financial infegrity, NFA's
security deposit requirements help protect, in part, forex counterparties from absorbing
Insses of defaulting customers which, # aiqniﬁcmt oould affect the counterparnty's
capital and put the funds of other customers at risk. Although the prevention of
counterparty defaull is always of paramount concern, the lack of bankruptoy pratections
afforded to forex customer funds significantly hewghtens this concern.

customer protection objective separalely by adopting the extensive risk disclosures
requirements already in place by NFA and the new customer performance disclosures
proposed by the Commission.

Major currencies that gualify for the 19 security deposit are the British pound,
the Swiss frang, the Canadian dollar, the Japaness yen, the Buro, the Australian dolar,
the New Zealand dollar, the Swedish krona, the Norwegian krone, and the Danish
krong,
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To date, we are not awars of any siduations in which an FOM's capital has
been impaired dus to its failure to collect customey debits. Of course, we also recognize
that forsx counterpartias generally use reallime systems for coliscling securily deposiis
so that as a position moves against a customer the courterparly draws on rggerves
from the customear's account {o maintain the securnity deposit level of 19 ar 4%, as
zpplicable. Additionally, as the Commission recognizes, under current auto-lquidation
practices forex counterparties usually close out custamer positions before an geeount’s
loszes exceed s initial nvestment. These aulo-liquidation practices, implemented by
most firms, distinquish the retail OTC forex fram exchange traded futures. Our
experience indicates, however, that not ali FOMs have Implemented these dose-out
practives and. thereforg, a forex counterparty's financial protection remains an
appropriate public policy rationale for a security deposit requiremant.

As noted above, NFA’s second public policy obiective relates to customer
protection and sales practices. We agree with the Commission that at certain leverage
rating even minor fluctuations in volatile currency markets can result in customesrs
having their positions liquidated with significant trading losses resulting—much faster
than retail customers may realize. Of course, the Commission’s proposed Ruls 5180
refating to the quarerly disclosure of customer account performance also serves as a
too! to satisfy this customer protection objective, and ensures that retall customers have
a full underslanding of the attendant risks and leverage involved in these transactions
s¢ that they may make an informed decision. This is particularly important iy these
counterparty transactions where an RFED or FCM is on the opposie side of the
franzaction, which differs from an exchangs traded transaction in which an FUM acls
only as an intermadiary. NFA sncourages the Commission 1o consider the impact of
this disclosure, i adopted, in formulating s security deposi requirements.,

Although, for the reason explained below, NFA has ol changed the
percentages in our sseurity deposit requirements, we have amended Financial
Requirements Section 12 in an effort {o balster this second public palicy objective.
Specifically, in Fabruary 2000, NFA eliminated a prior exemplion for cartain highly
capitalized FDMs from collscting security deposits. At that time, eight of NFA's 21
FOMs had an exemption from codlecting minimum security deposits. Of these eight, one
offered leverage of 7001, four offered leverage of 40011, two offered leverage of 20011,
and one offered leverage of 501, One of the firms without the exemplion alsg offerad
leverage of 50:1. Based on our experience, a proportionately greater number of the
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firms that offered higher leverage had also been the subjects of NFA complainms, while
naither of the firms that offered 501 leverage had ever been the subject of an NFA or
CFTC enforcement action. These stalistics not only indicate thatl higher leverage ratios
carn lead to abuses but also indicate that FOMs can compele while offering leverage of
1001 or less. In gliminating this exemption, NFA was cagnizant of the importance of
Balancing customer protection with both domaestic and foreign competitive concerms.”
particularly when requiations in this area could easily drive U 8. customers overseas 1o
lzas regulated rading venues.

NF & acknowledges that the Commission in proposing 43 saourity deposit
reguiraments relied upon the same two public policy objectives as NFA. Therafore, we
enceurage the Commission 1o follow two basic guidelings in adopting final requirtements
it this area that we also found heneficial,

First, since the foreign currency market s not static, NFA recommaends
that the Commission reject 3 one-size-fits-all approach to establishing securnty deposit
reguirements. Based upon currenoy risk and volatility factors, NFA belisves that
security deposit requirements should recognize differences between certain cuirencies,
Therefore, NFA recommends that the Commission adopt an approach similar to NF&'s
current requirements that applies a different percentage o separate currency cateyornias
or groupings based on currency risk and valatiity factors.® We also bealieve that setling
a different percentage amount for each individual currency may be an altemative but s
obviously mare complicated to administer

NFA notes that g major LS. bank offers retail forex frading with security deposit
amourits ranging from 2% to 8% depending on the curency.

A
£

NFA notes that the Investment Industry Regulatory Organization of Canada
CHROC" takes a similar agproach in sefting forex marging. Speifically, the HRGC tal
margin requirement includes three components--a spol risk margin raquirament, a term
risk margin requirement, and a margin surcharge mechanism which adjusts the margin
rals for g specific currency if the volatility of the currency exceads g predetenmined
histaric volatility threshold, Current margin rates are EUR/USD: 3% UBD/CAD: 3%
USD/GPD: 2.4%; USDAIRPY: 3%, and CADYSGD: 10%.

4
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Second, whoaver sets the security deposit percentage levals—the GFTC
or an SRO-—should recognize that the requirements must be flexible, and continually
evaluated and adjusted, f necessary. For example, pursuant to NFA Financial
Reguirements Seclion 12, NFA's Exscutive Commities has the authority 1o adjust NFA's
security deposit requiremants undsr extracrdinary market conditions. Even absent
exiracrdinary market condttions, however, NFA beleves that secunty deposi
reguiraments should be periadically reviewsd and adjusted, if necessary.

To that end, NFA reguiarly compares ouwr securnily deposi percentages o
tha CME's margin requirements, and we review our reguirements in light of the
prevaling practices in the forex market, As NFA noted in our February 23, 2008
submission letter to the CFTC regarding the amendments 1o Financial Reguiremeanis
Section 12's security deposit requiremaents, CME margins are higher than thay were at
the time Section 12 was adopted. Specifically, as of December 24, 2008, margins for
the major currencles averaged 5.68% and ranged from 3.5% 1o 8.2%. Marging for the
other currencies averaged 8.1% and ranged from 3.2% o 12 5%, A more recent
analysis shows that margins for the major currencies averaged 3.4% and ranged from
£.3% 10 5.4%. Margins for the other currencies averaged §.7% and ranged from 3.0%
to 8.1%." Given the 2008 data, NFA recognized in early 2009 that NFA Financial
Requirements Section 12's security deposi percentages could be adjusted upward bud
we resisted prapesing these changes pending the Commission's propasad securily
deposit ruies,

NFA appreciates the Commission's efforts in balancing varous compeling
inferests and regulatory objectives in establishing security deposi reguirements. NFA
ancourages the Cammission 1o recognize the different market risks and volatility posed
by diffgrent currencies and adop! requirements reflective of those differences as
exchanges routinely do in establishing ther margin levels. Additionaily, regardiess of
wha sets the securnity deposi requirements and the percentage amount{s), NFA urges
the Commission o endorse or adopt some mechanism 1o allow for periodic review and
adjustment of the requirements f nacessary.

An analysis of listed currency contracts on NASDAL OMX, formerly the
Philadeiphia Board of Trade, reveals an averags margin of 1.3%, ranging from 89% to
1.47%, for major currencies and a margin of 6.27% for the Mexican Paso,

5
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Trading Practices

The Commission's proposed Rule § 18H{3) requires ‘:hat if a forex
cowﬁug::arty provides a new bid price that s higher or Eewer it must aise provite a new
ask price that is squally higher or lower. NFA fully supports this proposed rule but urges
the Cornmission ta clanfy the proposal o ensure that alt requole praclices are objactive

and evenhanded and that a counderparty that requates customers must do so
*@wfdt%a of the direction in which the market has moved and have in place
symmetrical tolerance threshoids for requoting. Additionally, NFA recommends that the
Cormmission also require counderparties to disciose to customers how orders that reach
the platfarm al a price no longer availlable are handied. Al this time, NFA also
angourages the Commission 1o carefully consider any comments it might receive from
forex counterparties regarding the proposed rading practices reguiremants (¢ ensure
that they are appropnately crafted to meet both regqulatory objectives and forex business
practices.

Regisiration

For many years, NFA advocated that persons introducing forex accounts,
managing forex gecounts, or operating pools trading forex should have to register with
the Commission, Requiring forex intermediaries to registar with the Commission a3
infraducing brokers {"B8"), commodity trading advisors {”QT;‘X "y, of commodily ;):::soi
operators {("CPOs™), as applicable, is an extremely important customer protectic
E@atum MNFA also believes that the following technical amez diments will prov :de geea?er
siarity in the forex regisiration arsa.

The Commission's proposed rules provide that either an RFED oran FCM
that is primarily and substantially engaged i traditional fulures activity may act as
forex counterparly. The proposal reguires any iB introducing retail forex accounts o an
RFED or FOM that is primardly and substantially engaged iy raditional fulures activity o
be guaranteed by that RFED or FCM. NFA bei;eveo that the Commission intends to
require a forex 1B guaranised by an RFED to open and carry customer accounts
exclusively with that RFED. As drafted, the proposed rules dao not maks this clear, NFA
recognizes that in August 2007 the Commission's Division of Cizaring and intermediary
Qversight issusd an advisory thal, amuong other things, indicated that Rule 1.57
gncompasses forex ransactions, but at that ime the RFED counterparty category had
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not been oreated and, therefore, the advisory only refers to guarantor FCMs. Morsover,
Commission Rule 1.57{a)(1) would appear to impose this exclusivity requirement on [Bs
as {0 FOM guarantors, but not RFEDs. NFA recommends that Rule 1.57 be amendead
to reference both FCMs and RFEDs, or allernatively a new rude adopied to provide the
required clarity.

NF A also believes that there are addi’ziom {issues relating o an RF"”{"}‘S
guarantee of forex 1B3s that require more clarity. Pursuant io the proposed rules, if a firm
engages in retail forex and conducts a minimal amount of on- &xchdnqe business t‘aa* I8
not enough o meet the "primarily and substantially engaged” criteria, it must alao be
registered as an FOM 1o engage in on-exchange futures. Further, an BFED is
prohibited from antering into a guarantee agreement with an IB that conducts on-
sxchange futures business because an RFED alone cannot engags in sxchange-tradad
futures business. Therefore, as written, the proposal creates some uncertainty
regarding who an RFED that is also registered as an FCM ("RFED/FCM"} may
quarartes. For example, if an {B only conducts on-exchangs futures activities, may an
REEDIFCM guarantee the 1B pursuant to its FCM registration? Additionally faniBisa
“dual-purpose 1B that conducts both forex and on-exchange fulures busingss may the
REFEDFCM guarantee the IB? Finally, f an iB only conducts on-exchange futures
business as an 1B bul is aiso registered as a CPOD or UTA for purposes of managing
furex accounts or operating forex pools, may an RFED/FCOM guaranies the IB? NFA
believes that RFED/FCMs should be permitted to guarantaee iBs under the thres
circumatances described and reguests that the Cormmission's final niles address thes
registration permutations ~

Lastly, NFA strangly encourages the Commission o provide firms with
adequate time 1o register or comply once its rules hecome final and effective. Time will
be neeessary for not only new entrants but also current registrants if the Commission's
rules are adopted as proposed. For example. NFA currently has QW 100 mdependent
infroducing brokers ("IBI") Members that engage in retall forex activities. Many of these

NFA recognizes that the Commission's final rules could perniit guarantesed and
non-guaranteed 18s o inimduce forex accounts, possibly satisfying its cuslomer
profection objectives by requiring non-guaraniesd forex iBs o maintain a hi gher wp Hat
requirement than independent 85 dealing in exchange-traded products. Even in such a
vase, these questions must be addressed with regard o guarantesd iBs.
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firms are also engaged in Exchange -traded futures activities. As noted abaove, the
Commission's proposed rules require any 1B thal intreduces retail forex accounts 1o an
REFED or FCM that is primarily and substantially engaged iy exchange-traded futures
activity to be guaranteed by that RFED or FOM. Therefore, NFA's cwrent 1Bls may
have to significantly alter their business. For exampie, if an 1Bl currently introduces its
retall forex accounts to an RFED or FCM-oniy firm that is primarnily and substantially
gngaged in exchange-traded fultres aclivity, thun the 1Bl must—{1} bacome a
gusranteed 1B of that RFED or FOM; {2} cease engagmg it retall forex aclivities and
remain independent; or (3} find ancther RFED or FCM-only firm that will guarantes it

Lonclusion

NFA commends the Commission and its staff for putting Torth propused
redad forex r‘?qusrerr‘erts that will provﬁw greater protection to forex customers and
regulatory cerfainty {0 firms engaging in retall forex transactions. As always, NFA
stands ready i{) assist the Commission in this endeavor. If you have any guastions
conceming this leller, please do not hesitate to contact me at (318 7811413 o
tsesdon@@nia futires org.

~Respacifully submitted,

W Gexton
[enior Vac:e:-: Pragident angd
General Counsel

ooy William Penner fwpenner@olic, aovs
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