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Recent Net Capital
Increases for FCMs

and IBs

BY PAUL B. UHLENHOP AND JOHN D.

l. Introduction

The Commodity Futures Trading Com-
mission (“CFTC”) adopted rules, effec-
tive March 31, 2010, which significantly
increase net capital requirements for both
futures commission merchants (“FCMs”)
and introducing brokers (“IBs”).> The
National Futures Association (“NFA”)
has also imposed parallel higher capi-
tal requirements for futures commission
merchants (“FCMs”) effective March 31,
2010.% In addition, the CFTC has also pro-
posed a comprehensive regulatory scheme
to implement the CFTC’s Reauthorization
Act of 2008* with respect to capital and
financial requirements for firms engaged in
retail foreign currency (“forex”) transac-
tions.

The CFTC Adopting Release, in general,
indicated that the basis for proposing the
increased financial requirements for FCMs
and IBs was due to the recent credit and
financial crisis, with the intent of providing
additional systemic protection in the event
of another general financial crisis or a large
firm financial failure.

In contrast, the CFTC’s proposed retail
forex capital and financial rules are fo-
cused primarily on customer protection.
The proposed retail forex rules, if adopted,
will not only require increased capital for
forex firms, but also will require custom-
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ers to deposit and maintain margin depos-
its substantially greater than is currently re-
quired. As discussed below, it appears likely
that these rules, if adopted, may drive the
retail forex business offshore.

Il. CFTC Amendments to its
Capital Rule 1.17

a. Overview

In May 2009, the CFTC proposed
changes to CFTC Rule 1.17.° Most of these
changes were adopted December 31, 2009,
with an effective date of March 31, 2010.¢
CFTC Rule 1.17 requires FCMs to have
adjusted net capital (“ANC”) equal to or
greater than various specified or calculat-
ed amounts. The adopted amendments of
Rule 1.17 for FCMs can be summarized as
follows:

1. The dollar
amount was raised from $250,000 to
$1,000,000.

CONTINUED ON PAGE 3
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2. The computation of the FCM margin-based
minimum ANC requirement was amended
to incorporate into the calculation customer
and non-customer positions in over-the-
counter (“OTC”) derivative instruments that
are submitted for clearing by the FCM to a
derivatives clearing organization (“DCO”)
or other clearing organization, all such de-
rivative instruments being defined as “cleared
OTC derivative positions.”

3. FCM proprietary cleared OTC derivative po-
sitions are to be subject to capital deduction
in the manner that is consistent with capital
deductions required by the CFTC’s regula-
tions for FCM proprietary positions in ex-
change traded futures contracts and options.

4. The applicable percentage of total margin-
based requirement for futures options and
cleared OTC derivative positions in customer
accounts remains at 8% and was increased
for non-customer accounts from 4% to 8%.
(The CFTC had proposed 10% for both cus-

tomer and non-customer accounts.)’

Last, but not least, the CFTC sought comments
on the advisability of increasing the minimum
ANC requirement for FCMs and IBs that are also
securities broker-dealers registered with the Secu-
rities Exchange Commission (“SEC”) by the dol-
lar amount of ANC requirement required by the
SEC Rule 15¢3-1(a).}

b. The Impact and Relationship of the
NFA's Minimum ANC Rule on FCMs

The CFTC’s capital rule 1.17(a)(1)(i) minimum
requirements do not have to be met by an FCM
that is also a member of a designated self-regula-
tory organization (“DSRO”) provided the FCM
conforms to such DSRO’s minimum financial
rules.’

The NFA’s financial requirements for FCMs,
found in Section 1 of the NFA manual, provide
similar but slightly different capital requirements
for FCM members. Effective March 31, 2010, the
NFA capital rule requires ANC as follows:

(a) Each NFA Member that is registered or re-
quired to be registered with the [CFTC] as a
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[FCM] must maintain [ANC] equal to or in
excess of the greatest of:

(i) $1,000,000;

(i) For Member FCMs with less than
$2,000,000 in Adjusted Net Capital,
$6,000 for each remote location operat-
ed (i.e., proprietary branch offices, main
office of each guaranteed IB and branch
offices of each guaranteed IB);

(iii) For Member FCMs with less than
$2,000,000 in Adjusted Net Capital,
$3,000 for each AP sponsored (including
APs sponsored by guaranteed IBs);

(iv) For securities brokers and dealers, the
amount of net capital specified in Rule
15¢3-1(a) of the Regulations of the Se-
curities and Exchange Commission (17
CFR 240.15¢3-1(a));

(v) Eight (8) percent of domestic and foreign
domiciled customer and non-customer
(excluding proprietary) risk maintenance
margin/performance bond requirements
for all domestic and foreign futures, op-
tions on futures contracts and cleared
over-the-counter derivatives excluding
the risk margin associated with naked
long option positions;'°

The CFTC’s and NFA’s ANC and other finan-
cial requirements for firms engaging in retail forex
are discussed at Section V.

c. Discussion of Proposed Changes

This section discusses the impact of various
changes adopted by the CFTC to ANC for FCMs.
Each of the individual changes outlined above are
discussed separately in this section II.C.

1. Minimum Dollar Amount
Requirement for ANC

The CFTC raised its minimum net capital re-
quirement from $250,000 to $1,000,000. Of
course, as the CFTC pointed out in its release, the
CFTC capital rules already required that an FCM
meet the greater of the ANC minimum under
CFTC rules or the ANC minimum requirement
of a registered futures association. Since the NFA
is the only registered futures association and the
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NFA’s minimum capital requirement for an FCM
was already $500,000, as a practical matter, the
requirement was only being raised from $500,000
to $1,000,000.!' The CFTC also commented that
the requirement of $250,000, adopted over a de-
cade earlier, was no longer consistent with the
regulatory objective of requiring registrants to
maintain a minimum base of liquid capital from
which to meet current capital obligations, most
particularly obligations to customers.

In both Adopting and Proposing Releases, the
CFTC noted that there has been a striking in-
crease over the past decade in customer funds de-
posited with FCMs.'? As of August 31, 1995, ap-
proximately $30 billion of segregated and secured
funds were held by 255 FCMs. As of December
31, 2009, the total amount of segregated and se-
cured funds had escalated to approximately $200
billion held by 134 FCMs. The greater concentra-
tion resulting from this increase in funds from $30
billion to $200 billion and the decrease in number
of firms holding such funds from 255 to 134 does
provide a reasonable argument for increasing the
minimum requirement. While the CFTC stated
that the number of FCMs that may have to add
capital as a result of the new $1,000,000 require-
ment is minimal, it did not address the issue that
FCMs must maintain substantially more net capi-
tal than the bare minimum requirement. Under
CFTC Rule 1.12% (the early warning rules), an
FCM would have to reduce its operations and
might well be liquidated if it just meets the dollar
amount of its minimum ANC. For many reasons,
including market volatility, potential failure of
counterparties and haircuts on proprietary posi-
tions, the required ANC can vary considerably
and quickly. For operating safety, virtually all
FCMs maintain substantially more ANC than the
minimum required. The CFTC does not address
whether it believes that the increase in capital re-
quirements will cause any FCMs to reassess the
appropriate size of such “cushion.” Although the
CFTC solicited comments with respect to the ef-
fective date of the changes, and several comments
did request additional time to implement the new
requirements, the CFTC only extended the effec-
tive date 90 days to March 31, 2010. As discussed
below, phasing in the proposed requirements over
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a period of at least six months would have pro-
vided FCMs wishing to add capital with a more
realistic time frame to seek additional capital.

2. Amendment to Add “Cleared

OTC Derivative” Positions to
Computation of FCMs Margin-Based
Minimum Adjusted Net Capital
Requirement for Customer and
Non-Customer Positions

The CFTC amended the computation of an
FCM’s margin-based minimum ANC require-
ment to incorporate customer and non-customer
positions in over-the-counter (“OTC”) derivative
instruments that are submitted for clearing to a
Derivative Clearing Organization (“DCO”) or
other clearing organization. Any such positions
were defined in the amended rule as “cleared OTC
derivative” positions. The CFTC’s risk-based
minimum ANC requires a percentage of the dol-
lar amount of performance bond for futures and
options on futures positions held by the FCM’s
customers and non-customers. As amended, the
performance bond requirement for “cleared OTC
derivative” positions will be included in the com-
putation of customer and non-customer positions,
in addition to the performance bond requirements
for futures and options on futures. The CFTC
notes that FCMs and DCOs have become signifi-
cant clearers of OTC derivative instruments and
that this is expected to increase significantly.

CFTC orders have authorized clearing FCMs to
commingle customer money, securities and other
property margining cleared OTC derivative posi-
tions with the money, securities and other prop-
erty deposited by customers to margin, futures
and options positions in segregated or secured
accounts. The CFTC correctly notes that the risk
exposure of clearing OTC derivative instruments
extends not only to the FCM but also to segre-
gated and secured funds of the FCM’s futures and
options customers. Where OTC customer funds
and securities are commingled with that of fu-
tures and options customers, the CFTC believes
it necessary to include “cleared OTC derivative”
positions in the definition of customer and non-
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customer accounts for purposes of computing the
risk-based capital requirement.'

For these reasons, the CFTC amended and
expanded the definition of “customer account,”
“non-customer account” and “proprietary ac-
count” to include “cleared OTC derivative”
positions. This was accomplished by amending
Rule 1.17(b)(7) (customer account), Rule 1.17(b)
(4) (non-customer account) and Rule 1.17(b)(3)
(proprietary account) to include “cleared OTC
derivative” positions. Rule 1.17(b)(9) was added
as a new definition of “over-the-counter cleared
derivative instrument.” The definition of “cus-
tomer” in Rule 1.17(b)(2) was also changed to
include “cleared OTC customers.” Rule 1.17(b)
(10) was added to define cleared OTC custom-
er to be any person, not a proprietary person
as defined under CFTC Rule 1.3(y) regulations,
for whom the FCM carries on its books one or
more accounts for cleared OTC derivative posi-
tions of such person. This applies to any OTC
derivative instrument cleared either in the United
States or abroad by any organization permit-
ted to clear such products under applicable law.
When the CFTC adopted the risk-based capital
requirements for customers and non-customers,
it included non-futures positions that were held
in customer segregated accounts and secured ac-
counts. The CFTC comments that this change
would also include credit default swaps if they are
submitted to clearing on any U.S. or foreign clear-
ing organization and carried on the books of an
FCM." Adding cleared OTC derivative positions
to the definition of customer and non-customer
for purposes of computation of the risk-based
calculation of ANC will undoubtedly result in
significant additional increases in capital required
for operations for any FCM engaged in this line
of business.

3. Proprietary Cleared OTC
Derivative Positions

The CFTC revised Rule 1.17(c)(5)(x) to require
FCMs to take proprietary capital deductions for
their proprietary “cleared OTC derivative” po-
sitions similar to the capital deductions that are
presently required for the proprietary futures and
options on futures.'® Under Rule 1.17(c)(5)(x), an
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FCM’s proprietary futures and granted options
positions in general require capital deduction
equal to 100% of the maintenance margin re-
quirement for positions that are cleared by clear-
ing organizations of which the FCM is a member
and 150% of the maintenance margin required
for proprietary positions that are cleared by clear-
ing organizations of which the FCM is not a
member. The CFTC noted that the change would
not apply to covered positions as defined in the
CFTC’s Rule 1.17(j).

The CFTC did not comment on the amount of
additional capital that FCMs will be required to
maintain as a result of the inclusion of cleared
OTC derivative proprietary positions. However,
it appears that it could be fairly significant, with
the potential to grow as more and more OTC de-
rivatives are cleared and fall within the definition
of cleared OTC derivative positions. For example,
it is likely that cleared swaps will be a huge mar-
ket. This would likely lead to any FCM engaged
in this line of business having to substantially in-
crease its capital.

4. Increase in Risk-Based Margin
Percentage for Non-Customers

The CFTC also increased the percentage of
risk-based non-customer margin that must be
maintained for ANC purposes. The amount for
“customer” positions which include futures, op-
tions on futures and now the “cleared OTC deriv-
atives,” will remain at 8%. However, the amount
for “non-customer” positions will increase from
4% to 8%. The CFTC had proposed raising the
percentage for both customer and non-customer
positions to 10%."” In the Adopting Release, the
CFTC stated that it received no comments sup-
porting an increase to 10% for customer and
non-customer positions and for that reason did
not increase the percentage to 10%.'8

The CFTC reversed its previous position that
non-customer positions in futures and options
did not present as much risk to an FCM as cus-
tomer positions because these non-customer posi-
tions were largely held by employees or officers
of FCMs. The CFTC stated: “In more recent
times the Commission has observed that the risk
associated with non-customer accounts may not
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necessarily be less than the risk associated with
customer accounts under conditions of financial
stress.”” The CFTC concluded that it is necessary
to increase the percentage for non-customer risk-
based margin from 4% to 8%.

In some cases, a clearing house imposes margin
or performance bond requirements only at the
clearing level, but does not prescribe minimum
requirements for customer and non-customer ac-
counts at the FCM level.* The CFTC amended
Rule 1.17(b)(8) to provide that the term “risk
margin” includes the level of maintenance margin
or performance bond required for customer or
non-customer positions at the clearing level even
if no customer margin or performance bond re-

quirement is imposed at the FCM level.

5. Impact on Capital Requirements
of FCMes.

Although the CFTC conceded that some FCMs
do not have the necessary capital to meet the
new requirements, the CFTC stated that an over-
whelming majority of FCMs already hold suf-
ficient capital to satisfy the new requirements.
However, as noted elsewhere, it is certainly pos-
sible that some FCMs may want to increase their
capital to provide an additional cushion to meet
future increased capital requirements caused by
unexpected operational and market changes.

6. Doubling the ANC By Separating the
SEC Net Capital Requirement

In the Proposing Release, the CFTC solicited
comments on the advisability of requiring FCMs
and IBs that are broker-dealers to maintain the
amount of net capital currently required under
CFTC Rule 1.17 separate and apart from the SEC
net capital requirement set out in Rule 15¢3-1.>!
This proposal was not adopted without comment
by the CFTC. Currently, an FCM that is a broker-
dealer must maintain the greater of the ANC re-
quirements of the CFTC or the SEC, but not both
the ANC required by the CFTC and the net capi-
tal required by the SEC. In the Proposing Release,
the CFTC noted that in the event of liquidation,
the ANC of a BD/FCM is available to satisfy any
unsecured claims, including unsecured claims of
both its futures and securities customers.”” The
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CFTC noted that having dual registrants meet
CFTC and SEC net capital requirements indepen-
dently would mean that substantially more equity
would be available to satisfy unsecured claims of
customers in a bankruptcy liquidation. It is true
that the proposal would have meant additional
capital at dual registrants and, of course, “more
is better” with respect to capital in bankruptcy
liquidation. However, the proposal would not
resolve the conflicts caused by the Bankruptcy
Code and its various conflicting definitions when
an FCM or IB that is also a broker-dealer is lig-
uidated. More importantly, the amount of capital
that would have to be raised by combined firms
under this proposal could have been high.

This proposal was interesting because there
are significant legal issues and problems under
the Bankruptcy Code?’ with respect to allocation
of assets of the bankrupt firm between securities
customers’ claims and futures customers’ claims
in connection with a liquidation of a combined
FCM broker-dealer or IB broker-dealer. The
Bankruptcy Code has one set of provisions for

”24 another

liquidation of a “commodity broker,
set of provisions for the liquidation of a registered
broker-dealer” and a third set of provisions for a
firm that is not a registered broker-dealer but falls
within the definition of “stockbroker.”?® When
a firm is (1) both a registered broker-dealer and
“commodity broker” (FCM or IB) or (2) a com-
modity broker and “Stockbroker” as defined by
the Bankruptcy Code,?” the Bankruptcy Code has
conflicting priority and liquidation provisions.
This creates a web of entanglement that can make
an orderly liquidation of a combined firm difficult
and uncertain. Ideally, Congress would amend
the Bankruptcy Code to provide a more rational
set of procedures and rules for dividing up in a
bankruptcy liquidation the assets and liabilities
of an FCM or IB that is also a registered BD. Of
course, in our current political environment, the
possibility of Congress being able to rationally
address the Bankruptcy Code with respect to fi-
nancial services firms seems virtually impossible.
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l1l. CFTC Proposed Adjusted Increase
in Net Capital for IBs

The CFTC also raised minimum dollar amount
of ANC of IBs from $30,000 to $45,000.2% This
change was non-controversial since it conforms
to the NFA’s rules, which IBs were already re-
quired to meet.

IV. NFA Rules Effective
March 31, 2010

A.The NFA Changes

On February 22, 2010, the NFA filed revisions
in the NFA capital rules for FCMs and requested
an effective date of March 31, 2010.% The rule
changes NFA’s ANC requirements as follows:

1. Increases the minimum dollar capital require-
ment from $500,000 to $1,000,000;

2. Increases the risk-based capital requirement
for non-customer accounts from 4% to 8%
of the total risk margin requirement for posi-
tions carried in non-customer accounts; and

3. Includes “cleared over-the-counter derivative
positions” in an FCM’s risk-based capital cal-
culations for both customer and non-custom-
er accounts.’

The requirement in (2) above applies to all do-
mestic and foreign futures and options on futures
contracts and “cleared over-the-counter deriva-
tives position” excluding the risk margin associ-
ated with naked long options positions.

B. Discussion of NFA Changes

The CFTC capital rule requires all FCMs to
meet the highest of various ANC computations,
one of which is the requirement that an FCM’s
ANC meet the required capital of any national fu-
tures association of which it is a member.*! Since
all FCMs and IBs are required to be members of
the NFA, the NFA capital and financial require-
ments apply to all FCMs and IBs and are auto-
matically incorporated into the CFTC’s Rule 1.17
capital standards. Here, the NFA’s revised capital
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rules track the CFTC’s changes so there is rela-
tively little impact from these changes.

V. Proposed Capital and Related
Requirements for Persons Engaging
in Retail Foreign Exchange
Transactions as an FCM or as a
Retail Foreign Exchange Dealer
(“RFED")

A. Overview

The CFTC has proposed a comprehensive
regulatory scheme to implement the CFTC Re-
authorization Act of 2008 with respect to retail
forex transactions.” The legislation amended the
Commodity Exchange Act (“CEA”) to extend the
CFTC’s jurisdiction to include

contracts of sale of a commodity for future
delivery (or an option on such a contract)
or an option (other than an option execut-
ed or traded on a national securities ex-

change) to certain leveraged or margined

contracts in foreign currencies that are of-
fered or entered into with retail customers

(emphasis added).®

Implementing this jurisdictional grant requires
rules addressing registration, disclosure, record-
keeping, financial reporting, minimum ANC,
deposits (in the nature of margin or performance
bonds), customer asset safekeeping and other op-
erational issue for firms engaged in retail forex
transactions.* The regulatory scheme is largely
set forth in proposed new Part 5 of the CFTC
rules and by conforming amendments to many
of the CFTC’s current regulations.”® Much of
proposed Part 5 is based upon and similar to the
CFTC’s existing regulations for futures and op-
tions on futures as well as the current rules of the
NFA that apply to retail forex transactions. The
full scope of the forex regulatory scheme is exten-
sive and beyond this article; instead, this section
will be limited to discussion of minimum ANC
requirements, customer security deposits, and ag-
gregate retail forex assets to be held in safekeep-
ing, which are as follows:
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(1) Rule 5.7, minimum ANC,

(2) Rule 5.8, a scheme to provide for the safe-
keeping of customer funds and securities, and

(3) Rule 5.9, a scheme for various customer de-
posits of securities or cash.

These rules will apply only to certain FCMs en-
gaged in retail foreign exchange and “RFEDs” as
defined.’® It should be noted that the NFA cur-
rently has a scheme dealing with minimum ANC;,
safekeeping and customer deposits for FCMs en-
gaged in forex activity. The NFA scheme for de-
posits is somewhat different than that proposed
by the CFTC. The CFTC’s proposed rules con-
cerning required ANC, customer asset safekeep-
ing and customer deposits of margin or perfor-
mance bond requirements in the retail forex area
and the comparable NFA current rules are sum-
marized in Sections V.B, V.C and V.D below and
are discussed in Section V.E below.

B. CFTC Rule 5.7: The Minimum
ANC for FCMs and RFEDs

1. CFTC's Proposing Release

Proposed Rule 5.7 provides that each FCM
offering retail forex transaction and each RFED
must maintain ANC equal to or in excess of the
greater of:

(1) $20,000,000;

(2) $20,000,000 plus 5% of the FCM or
RFED total retail obligation in excess of
$10,000,000; or

(3) the amount required by the CFTC’s mini-
mum capital requirements in Rule 1.17, akin
to margin or performance bond; or

(4) the amount of ANC required by the regula-
tion of any futures association, mainly the

NFA.

Proposed Rule 5.7 also provides that failure to
meet the capital requirements requires transfer or
refund of all assets associated with retail forex.
Proposed Rule 5.7 also details the computation
of assets or liabilities and requires such computa-
tions to be in accordance with the SEC’s capital
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rule 15¢3-1% unless specifically stated otherwise
by Rule 1.17. Proposed Rule 5.7 also details the
accounting treatment, including the methodolo-
gies for valuation and deduction for foreign cur-
rency, foreign currency options or other contracts
or transactions involving foreign currency. These
are beyond the scope of this article, but must be
referred to when computing ANC.

2.The NFA's Current Capital Rule

The NFA current net capital requirement for
member FCMs with an affiliate that engages in
forex transactions where the affiliate is autho-
rized to engage in those transactions solely by
virtue of its affiliation with the registered FCM
is $7,500,000. The alternative requirement for
FCMs that are counterparties to forex options
transactions is $5,000,000,® except a forex
dealer member must meet a higher requirement,
discussed below. In addition, in Section 1 of the
NFA’s financial requirements, subsection (d) pro-
vides as follows:

(d) No Member FCM may use forex customer
equity as capital or may record customer
equity as an asset without recording a cor-
responding liability. For purposes of this re-
quirement:

(i) Forex customer means any person who
is not an eligible contract participant, as
defined in Section 1a(12) of the Act, who
enters into forex transactions (as defined
in Bylaw 1507(b)) with the FCM or any
of its affiliates described in section 2(c)
(2)(B)(ii)(III); and

(1) Forex customer equity means money,
securities, and property received by the
FCM or any of its affiliates described
in section 2(c)(2)(B)(ii)(III) to margin,
guarantee, or secure forex transactions
between a forex customer and the FCM
or any of its affiliates described in section
2(c)(2)(B)(ii)(IT) or accruing to a forex
customer as a result of such transac-
tions.”

In addition to the NFA financial requirements
for FCM in Section 1, there is a separate rule
(Section 11, Forex Dealer Members Financial Re-
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quirements) that applies to forex dealer members.
The NFA requirements of Section 11 are similar
in many respects to the proposed CFTC require-
ments. Section 11 of the current NFA financial
requirements provides as follows with respect to
forex dealer members:

(a) Each Forex Dealer Member must maintain
“Adjusted Net Capital” (as defined in CFTC
Regulation 1.17) equal to or in excess of the
greatest of:

(i) ... $20,000,000 from May 16, 2009 for-
ward;

(ii) the amount required by subsection (a)
(i) above plus 5% of all liabilities owed
to customers (as customer is defined in
Compliance Rule 2-36(i)) exceeding
$10,000,000, except that any Forex
Dealer Member that wuses straight-
through-processing for all customer
transactions is not subject to this require-
ment; or

(iii) For FCMs, any other amount required
by Section 1 of these Financial Require-
ments.

(b) A Forex Dealer Member may not include as-
sets held by an affiliate (unless approved by
NFA) or an unregulated person* in its cur-
rent assets for purposes of determining its ad-
justed net capital under CFTC Rule 1.17. An
affiliate is any person that controls, is con-
trolled by, or is under common control with
the Forex Dealer Member.

(c) A Forex Dealer Member may not use an af-
filiate (unless approved by NFA) or an un-
regulated person, as defined in section (b), to
cover its currency positions for purposes of

CFTC Rule 1.17(c)(S).

C. CFTC Rule 5.8: Aggregate Retail
Forex Assets

1. CFTC's Proposed Rule

Proposed Rule 5.8 requires that an RFED or
FCM offering and engaging in retail forex, sep-
arate and apart from its adjusted net capital re-
quirement, must maintain funds or qualifying
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securities equal to or in excess of the total “re-
tail forex obligation” at one or more qualifying
institutions in the United States or money center
countries as defined in Rule 1.49 of the CFTC
rules.! “Retail forex obligation” is defined in
§1(d) of the proposed Rules and represents the
net obligation to all forex customers (excluding
deficit accounts).** For assets held in the United
States, qualifying institutions include a (1) bank
or trust company; (2) registered broker-dealer
and member of Financial Industry Regulatory
Authority (“FINRA”); (3) registered FCM and
member of the NFA. For assets held in a money
center country, as defined, a qualifying institution
is a bank or trust company that has regulatory
capital of at least $1 billion or another entity that
is equivalent to a broker-dealer or FCM provided
that entity maintains regulatory capital in excess
of $100,000,000. Further, the safekeeping agree-
ment entered into with the institution must be
approved by the firm’s designated self-regulatory
organization (“DSRO”). A RFED or FCM may
not include aggregate retail forex assets as cur-
rent assets or record any property from retail
forex customers as an asset without recording a
corresponding liability to them.

2.The NFA's Current Rule

Section 14 of the NFA Financial Requirements
entitled “Assets Concerning Liabilities to Retail
Forex Customers” provides a similar scheme for
protection of assets covering liabilities to retail
forex customers. This scheme essentially provides
for the setting aside of customer assets equal to
the net liquidating value of each forex account
that liquidates to a positive number. Assets must
be held in qualifying institutions which are virtu-
ally identical to those proposed in Rule 5.8, the
CFTC’s proposal for assets covering liabilities to
retail forex customers. The current NFA rule also
requires a qualifying custodian in a money cen-
ter country to enter into an agreement acceptable
to the NFA authorizing the institution to provide
information directly to NFA or the CFTC upon
request.
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D. CFTC Rule 5.9: Customer Security
Deposits

1.The CFTC's Rule

Rule 5.9 defines a scheme for customer “secu-
rity deposits” which are in the nature of a perfor-
mance bond or margin. An FCM that engages in
retail forex or an RFED must obtain from each
retail forex customer a minimum security deposit
of cash or securities (that qualify as permissible
under CFTC Rule 1.25% as a financial asset) for
each retail forex transaction equal to or greater
than:

1. 10% of the notional value;

2. for short options 10% of the notional value
plus the full premium charge;

3. for long options the full premium charge.

Under the proposed rule, if a forex customer’s de-
posit were to be less than the above values of the
customer’s positions, the customer must deposit
additional money or the positions must be liqui-
dated.

This rule, if adopted, would dramatically
change the retail forex business, as it would limit
leverage to 10:1, far less than the 100:1 leverage
that is the industry standard for the most liquid
currencies. As is further discussed below, the pro-
posed rule is controversial.

2.The NFA's Current Rule

The NFA currently has a conceptually similar
scheme for security deposits for forex transac-
tions with forex dealer members. However, the
security deposit amounts required under NFA
rules are markedly lower. Section 12 of the NFA
Financial Requirements rules provides for the
following scheme for security deposits by retail
forex customers:

(a) Each Forex Dealer Member shall collect and
maintain the following minimum security de-
posit for each forex transaction between the
Forex Dealer Member and a person that is
not an eligible contract participant as defined
in Section 1a(12) of the Act:
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(i) 1% of the notional value of transactions

in the British pound, the Swiss franc,
the Canadian dollar, the Japanese yen,
the Euro, the Australian dollar, the New
Zealand dollar, the Swedish krona, the
Norwegian krone, and the Danish kro-
ne;

(i1) 4% of the notional value of other trans-

actions;

(iii) for short options, the above amount plus
the premium received; and

(iv) for long options, the entire premium.

(b) The Executive Committee may temporarily
increase these requirements under extraordi-
nary market conditions.

(d) In addition to cash, a Forex Dealer Member
may accept those instruments described in
CFTC Rule 1.25 as collateral for customers’
security deposit obligations. The collateral
must be in the FDM’s possession and control
and is subject to the haircuts in CFTC Rule
1.17. (Emphasis added)

Further, the NFAs Executive Committee does
have the power to adjust relevant percentages de-
pending on the amount of risk. However, the in-
crease in percentages of security deposit proposed
by the CFTC would, if adopted, represent a dra-
matic change to the forex industry.

E. Discussion of Proposed Rules 5.7,
5.8and 5.9

These proposals for dealing with retail forex
transactions and customers will present a high
capital threshold for firms wishing to engage in
the retail forex business. Congress has imposed
upon the CFTC an obligation to increasingly reg-
ulate retail forex activities, including minimum
financial requirements, segregation and safekeep-
ing of customer assets and continuing mainte-
nance deposits for customers engaging in retail
forex. Many in the industry believe that these
regulations as proposed, particularly the high cus-
tomer security deposit requirement of Rule 5.9,



Futures & Derivatives Law Report

will dramatically reduce retail forex activities in
the United States.

The NFA submitted a well-reasoned comment
letter** to the CFTC that points out that retail
customer’s security deposits are calculated on a
different basis under the NFA’s Section 12. Un-
der the CFTC’s proposed Regulation 5.9, security
deposits are required on a fixed-percentage basis
of notional amount. The NFA urged the CFTC
to consider customer security deposits calculated
in a manner that is more related to risk rather
than to a fixed percentage of notional amount.
The NFA noted that the foreign currency mar-
ket is not static and urged the CFTC to reject a
one-size-fits-all approach to establishing security
deposit requirements. The NFA also pointed out
that the customer deposit percentage requirement
should be periodically reviewed and adjusted.

Further, proposed CFTC Rule 5.9 mandates
that the customer must maintain the required
amount of the security deposit at 10% or be sold
out. The NFA’s comment letter noted that most
forex firms have autoliquidation practices so
that as the account loses money the customer’s
positions will be closed out automatically before
losses exceed the customer’s initial investment. By
dramatically increasing the customer funds secur-
ing positions, the CFTC’s proposal could have the
unintended consequence of customers suffering
substantially greater losses before autoliquidation
occurs.

In response to the proposed 10:1 leverage limi-
tations, the CFTC received a substantial number
of comments. As a general rule, the comments
were strongly opposed to the 10:1 leverage limi-
tation. Many of the comments suggested that im-
posing such a limitation would cause forex busi-
ness to move overseas.*

It remains to be seen whether CFTC will ame-
liorate the high capital requirements and the high
static margin deposit requirements as a result of
comments received.

VIIl. Conclusion
The CFTC and NFA have significantly in-

crease minimum capital requirements for FCMs,
although there have been no major failures of
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FCMs and customer losses as a result of the fi-
nancial crisis.** While some increase in capital re-
quirements probably is warranted, the question is
whether the increased capital requirements could
contribute to additional consolidation, which
could create additional systemic risk due to in-
creased concentration. It is hoped that the CFTC
will carefully monitor the effect of the new capi-
tal requirements for FCMs, including the impact
on competition and concentration. If it leads to
additional concentration in the industry, that risk
must be weighed against the risk of failures of in-
dividual firms. This will not be an easy task.

The proposed retail forex rules are essentially
mandated by Congress. However, they will re-
quire, as explained above, substantial additional
capital. The proposed customer security deposit
requirement should be and could be ameliorated
by using a risk-based standard like the NFA’s with
appropriate authority by the CFTC to increase or
decrease the deposit amount required from time
to time. The auto-liquidation provision as sug-
gested by the NFA should be carefully considered.
These suggested changes should ameliorate the
impact on domestic retail FX firms and should
make it easier for retail customers to participate
in the market with adequate safeguards.
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