











difference because dually registered firms must already
comply with both sets of rules.

D. Margining of Security Futures Products

1. The CFMA Requirement in General

The CFMA-provided that the Federal Reserve Board
(“FRB”) has authority to promulgate rules regarding margin
for security futures products® but may delegate such
authority to the CFTC and SEC which, under such delega-
tion, will jointly prescribe rules pursuant to the mandate set
forth in the CFMA. After a significant jurisdictional
struggle, the SEC and CFTC developed joint rules for
margining security futures products. The development of
margin rules was a struggle in part because the CFMA
provided that the rules meet several specific seemingly
inconsistent criteria including the following requirements:

i. the margin requirements for a security future
product be consistent with the margin requirements
for comparable option contracts traded on any
exchange registered pursuant to section 6(a) of this
title; and

il. initial and maintenance margin levels for a security’
future product not be lower than the lowest level of
margin, exclusive of premium, required for any
comparable option contract traded on any ex-
change registered pursuant to section 6(a) of this
title, other than an option on a security future;

except...

d. to ensure that the margin requirements
(other than levels of margin), including the
type, form, and use of collateral for
security futures products, are and remain
consistent with the requirements estab-
lished by the Board, pursuant to subpara-

.graphs (A) and (B) of paragraph (1)
(emphasis added).?! _

The CFTC and the SEC first proposed joint rules® that
met with considerable opposition, particularly from the
futures industry, because the rules required all transactions
to be carried in a Regulation T account. This would have
made it difficult, if not impossible, for FCMs to carry
security futures accounts because futures margining is
significantly different than the concepts underlying Regula-
tion T. Further, software and other systems of the futures
industry would have required significant modification to
carry such accounts. The comments also raised a number of
questions concerning calculation of equity, portfolio
margining, offsets, time for margin calls, types of accept-
able collateral and importantly futures long option value in
futures accounts carrying security futures. There was also
considerable objection to minimum and initial margin levels
for carrying long or short security futures positions at 20%

of the current market value of such position subject to
certain lower margin for certain offset positions. This level
appeared to have been mandated by Congress because of
the requirement that the margin requirements for security
futures be comparable to securities option contracts traded
on securities exchanges. Since a futures good faith deposit

_ is different than securities collateral margin, the Congres-

sional mandate placed the SEC and the CFTC in a difficult
position because the option margin at 20% would not be
comparable to 20% margin on a futures position. In the
final rules,*® the SEC and the CFTC devised a regulatory
scheme that continued the proposed 20% margin require-
ments but provided other relief for futures firms.

The final rules do provide that security futures held in a
securities account are subject to Regulation T and security
futures held in a futures account are not. However, security -
futures held in a futures account must comply with certain
aspects of Regulation T concerning account administration,
type, form, certain types of collateral, calculation of equity,
withdrawals from accounts and treatment of undermargined
accounts. The final rules permit security futures intermedi-
aries to include in futures accounts the net value of long
options and open trade equity for purposes of computing
the equity in the account. In addition, in determining
whether margin requirements are met, the final rules permit
security futures intermediaries to compute equity in
accordance with applicable SRO authority rules subject to
consistency with Regulation T. While the final rules have (:
additional margin offsets, security futures have no value for -
margin purposes. Various changes were made with respect
to collateral so that money market funds and certain other
collateral would be permitted but not letters of credit.
Importantly from a margin standpoint, accounts of the same
type (i.e., all futures accounts or alternatively all securities
accounts) may be consolidated for determining required
margin for security futures. The margin rules have in-
creased margin requiremeats for futures day traders.
Accounts need not be liquidated for failure to timely
deposit margin unless the account is in deficit. The time for
collection for margin varies by the firm’s examining
authority. The changes permitted futures firms to compute
and carry security futures in futures accounts with the
current futures account software and other systems with
some modifications. This avoided putting futures intermedi-
aries at significant disadvantage in having to reprogram all
of their systems to comply with Regulation T.

In summary, a number of compromises were made
from the originally proposed margin rules which are largely
workable and should not present significant burden. The
biggest problem, however, is the 20% margin, while in line
with equity and index options, is significantly higher than
the margin required for sirailar types of futures products,
such as futures on broad indices. The rules provide that &
portfolio margining may be used for customers provided the
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CFTC and SEC agree on a joint portfolio margining

" system. No such agreement has been reached and it appears

that any such agreement is several years away. The final
adopting release stated that the agencies were going to
continue to attempt to develop a portfolio margining system
to allow portfolio margining for customers using security
futures products. This would be an obviously important
step. However, the SEC’s reluctance to adopt the futures
risk margining system has been a barrier to adopting lower
margin for portfolios that are in effect hedged. It remains to
be seen whether the 20% margin requirement, which is
substantially higher than normal for futures, will limit the
growth of security futures. Philip McBride Johnson,
chairman of the CFTC at the time that the Shad-Johnson
Accord was originally devised, has indicated his belief that
the high margin level effectively “kneecaps” security
futures.’* It also may have a negative impact on the ability
of the United States exchanges to trade security futures
since security futures margin on foreign exchanges is
significantly less. Furthermore, foreign exchanges already
use a customer portfolio risk margining system. Hopefully,
the SEC and the CFTC will agree on a customer portfolio
risk margining system similar to the current system used
globally in the futures industry so that security futures will
not be hampered by excess margining.

E. Maintenance Margin Requirements of Self-
Regulatory Organizations

The SROs’ maintenance requirements follow the SEC
and CFTC rules and provide exemptions for market partici-
pants such as market makers.

F. Reporting and Recordkeeping Requirements

BDs and FCMs are required to report through their
SRO to the SEC or the CFTC with annual audited
financials and interim financial reports.”® The SEC has
exempted FCMs and IBs notice registered as BDs from
filing such reports with the SEC and the CFTC has likewise
exempted BDs notice registered as FCM or IB from filing
financial reports with the CFTC.*® The CFMA did create a
level playing field in risk assessment report filings by '
exempting notice registered BDs from the SEC risk assess-
ment reporting regime and notice registered FCMs or IBs
from the CFTC risk assessment regime.’’

The SEC and the CFTC quite sensibly provided that,
with respect to certain recordkeeping and books and records
rules, the SEC rules would apply to security futures carried
in securities accounts and the CFTC rules would apply to
security futures carried in futures accounts. However, either
regulatory agency has access to records with respect to
security futures.® Further, the early warning notice require-
ment of SEC Rule 17a-11 has been amended so as to not be
applicable to FCMs that are notice registered IBs and
similar provisions under the CFTC reguiations are not

applicable to notice registered FCMs or IBs.* These rules
seem to be quite sensible and remove regulatory burdens. In
this case, the dual regulatory scheme seems to be sound.

G. Confirmations

The SEC amended Rule 10b-10 to clarify the necessary
disclosures on confirmations of transactions for notice
registered and full BDs effecting transactions in security
futures products. The amendments also provide that BDs
effecting transactions in security futures products-in futures
accounts do not.have to disclose all of the information
ordinarily required, but are required to disclose specific
information and notify customers that certain additional
information will be available on written request.** The new
rule also exempts BDs from effecting transactions in
security futures products in a futures account under the
disclosure requirements of Section 11(d)(2) of the 34 Act.®!
This confirmation scheme follows the SEC’s rules but in a
number of respects permits security futures transactions in
futures accounts to use a futures style confirmation but
provide additional information at the customer’s request.
This compromise permitted the futures industry to avoid a
significant amount of costly reprogramming.

V. Miscellaneous Trading Rules

The uptick rule applicable generally to short sales of
equity securities does not apply to transactions in security
futures.®? Likewise, ownership of security futures does not
equate to ownership of the underlying security for purposes
of SEC Rule 10a-1 or 10a-2. The rules with respect to
borrowing stock will not be applicable at the time of selling
a security future but may become important in the event of
delivery of the underlying security.

» Block trade execution is subject to complex rules by the
two exchanges that are currently trading security
futures. The NFA also issued interpretive guidance on
block orders.®® Some exchanges for physical (“EFPs”)
are also permitted under the rules of both of the
exchanges, but transitory EFPs are not permitted.

« If trading of a security underlying security futures or
securities representing more than 50% of a narrow
based stock index is halted, trading in the security
futures product also must be halted.

» The CFTC has amended its Form 102 to provide for
large trader reporting in established reporting levels for
individual security futures contracts. Furthermore, the
CFTC and the exchanges have adopted position limit
rules for security futures.

» The trading rules and interpretations issued by the
SEC, CFTC, NASD, NFA and the applicable exchanges
seem to be very workable and should avoid most
duplication and inefficiency inherent in the dual
regulatory scheme.
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V1. SEC Interpretive Release with Respect to the
Impact of Security Futures on Various Provisions
of the Securities Laws
Because security futures are deemed to be securities,

numerous provisions under the 33 Act, the 34 Act and other

provisions of the federal securities laws apply or may apply
to them. To deal with this, the SEC issued an interpretive
release® which provides guidance in the following areas:

1. SECRule 144;

2. Disclosure requirements and short swing profit recov-
ery under 34 Act Section 16;

3. Beneficial owner disclosure requirements under 34 Act
Regulation 13D with respect to filing notice of owner-
ship and certain other provisions;

Duty of best execution;

Short sale regulation, 34 Act Rules 10a-1 and 10b-3;
Short tender rule, 34 Act Rule 14e-4;

Purchases outside of a tender offer, 34 Act Rule 14e-5;

Regulation M regarding anti-manipulation rules

involving distributions of securities;

9. Eligible OTC derivative instruments, 34 Act Rule
3b-13;

10. Conflicts associated with proprietary trading and
trading for discretionary accounts by exchange mem-
bers, 34 Act, §11(a);

11. Extension of credits, 34 Act, §11(d) and 34 Act Rule

10b-16 with respect to interest disclosure; and

© N o v oA

12. Ancillary securities activities by notice registered BDs.

In large part, these interpretations are sensible. In
certain cases where security options or other derivatives are
not treated as a purchase or sale of security under the
securities laws, there is like treatment accorded to security
futures. The one area where the SEC failed to provide
adequate guidance is ancillary securities activities by notice
registered BDs. The SEC is taking a very strict view that
any securities activities by a notice registered BD other than
as specifically permitted for security futures would require
registration absent some other exemption.®* As discussed
above, this strict position means that notice registered BDs
are prohibited from any securities activity for customers
even when incidental to security futures.

VII. Foreign Security Futures

The CFMA contains several provisions concerning
foreign security futures traded on foreign exchanges. The
CFMAS appears to provide a prohibition on effecting
transactions in security futures products that are not listed
on a United States exchange or contract market. Further, the
CFMA includes a prohibition against any person “offering
or executing, confirming or conducting business anywhere

in the United States™ for the purposes of dealing in security
futures products unless the transaction is effected on a
contract market or a national securities exchange.” How- -
ever, both of these provisions contain parallel provisions
providing that “to the extent necessary and appropriate in

~ the public interest...” the CFTC and the SEC shall jointly

provide regulations permitting the offer and sale to United
States persons of foreign securities products traded on non-
United States markets.® Furthermore, United States
“eligible contract participants” and FCMs are extended
relief by the CFMA which provides that nothing in the
CFMA “is intended to prohibit such a person from purchas-
ing on an unsolicited basis security futures products listed
on a foreign exchange to the same extent such United States
person may purchase the underlying securities provided that
the underlying securities are traded primarily on a non-
United States market.”®® Notwithstanding this apparent

relief mandated by Congress, the SEC’s Division of Market

Regulation has interpreted the CFMA to mean that no
United States person may trade security futures products
listed on a foreign market nor may United States intermedi-
aries effect transactions even for non-United States persons
until joint rules are promulgated permitting the offer and
sale of foreign securities to United States persons. However,
by no-action letter, United States BDs and FCMs may clear
and carry, but not execute, foreign security positions for
non-United States persons.”™ It is hard to conceive an
appropriate regulatory purpose behind the SEC’s action
other than its general dislike of futures products. The SEC
is apparently arguing that there is an ambiguity in the
CFMA and that it will not take any action until Congress
clarifies the supposed ambiguity. One wonders what

regulatory purpose is served. : ~

VIIl. Conclusion

The staffs of the SEC, CFTC, NASD, NFA and the
Securities Industry Association and Futures Industry
Association special joint committee labored mightily under
an enormous time pressure to develop a regulatory scheme
which would be rational and follow the Congressional
mandate of dual registration yet not be overly cumbersome
or inefficient. By and large, the scheme that emerged is
rational and relatively efficient considering the inherent
problems of dual regulation. An alternative would have
been to keep the separation between futures and securities,
allowing each regulatory scheme to operate independently
of the other, but require each of the regulatory schemes to
conform to certain broad principles set forth by Congress in
legislation. This possible choice was rejected by Congress
even though the regulatory goals and concepts of the
securities industry and the futures industry are essentially
the same.

There were of course some failures. As noted above,
the margin for security futures products does not include
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' _portfolio margining although it is hoped that it may be

available in the not too distant future, particularly in view of

the 20% margin requirement. The current margin levels
affect the viability of security futures because it makes the
product more expensive then other futures. It will probably
also have a negative effect internationally where portfolio
margining and lower margins are available for similar
products being traded in European markets. However, there
were numerous successes dealing with margin, which was
one of the tougher areas, including use of options values
and other changes that were made through the final rules.

The current limitations imposed on FCMs and IBs that
are noticed registered BDs preventing them from executing
orders or taking delivery for securities underlying security
futures or other activity incidental to security futures
transactions makes it almost mandatory that an FCM
become a fully registered BD if it is to handle security
futures for customers. In addition, full BD.registration
permits a BD/FCM to offer combined account statements
and a variety of other services to customers. It is the
author’s experience upon being consulted by a number of
futures firms about notice registration that all but one
elected to become fully registered BDs rather than notice
registered BDs. It may be that, after a few years, there will
be few, if any, notice registered BDs.

The disclosure document is certainly not a mode! of
conciseness and although supposedly written in plain
English, it is hard to believe that many customers will in
fact carefully read such a lengthy document.

The SEC’s position regarding foreign futures seems to
be a bit of jurisdictional bias which has certainly hurt large
and medium United States firms with branch offices and
affiliates in Europe. It is hoped that the SEC will reconsider
its position for a variety of reasons including the proposed
retaliatory counterattack of the European Union on United
States securities and futures products in Europe.

Without the dual regulatory schemes, the legislation
would probably never have passed Congress. In that sense,
the dual regulatory scheme, even with its inefficiencies,
was probably necessary for trading of security futures to
begin in the United States. Another great success of the
legislation was the necessary interaction between the
securities regulators and the futures regulators. There were
many tough issues that needed to be hammered out. Each of
the regulatory systems have their own regulatory and
Jjurisdictional bias which had to be put aside. The staffs of
the SEC, CFTC, NASD, and NFA worked very hard and
diligently and by and large attempted in good faith to put
aside regulatory and jurisdictional bias and to reach com-
mon ground. In some cases, this took some time and very
hard negotiations. However, this has provided one truly
positive fringe benefit: the education of the securities
regulators about the futures industry and vice versa. This
interaction should prove invaluable to both agencies. In

addition, as with any new product, no matter how carefully
crafted initially, rules will need to be changed with experi-
ence and because of market changes. JJj '
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l. etter from the Editors: (oninucd from page 2)

* Do the Section 2 exclusions for hybrid instruments and
swap transactions have a retroactive effect for pre-
CFMA transactions, i.e., did the exclusions clarify and
render legal certainty to the status of pre-CFMA
transactions?

+ Section 9(a)(2) makes it a criminal felony to manipu-
late the price of any commodity in interstate commerce,
or for future delivery on or subject to the rules of any
registered entity. Is Section 9(a)(2) exclusively enforce-
able by a Department of Justice criminal prosecution or
is it also a civil prohibition administratively enforceable
by the CFTC? If it is enforceable by the CFTC, then
what is the necessity for Sections 6(c) and 6(d) to
specify that the CFTC may commence a civil enforce-
ment action against any person who engages in a
manipulation or “otherwise is violating or has violated
the Act”?

» Does the Section 4c(a) wash trading prohibition apply
to post-CFMA transactions that qualify as excluded
swap transactions under Section 2(g) of the CEA,
regardless of whether they are cash-settled or physi-
cally-settled?

* May a credit default swap transaction documented on
an ISDA Master Agreement be characterized as a

O

securities-based swap agreement, a non-securities
based swap agreement, or a securities option that is
excluded from the definition of a swap agreemént,
depending on the nature of the credit event or the type
of payment indexation?

May foreign currency and government security prod-
ucts that are excluded from the coverage of the CEA
under Sections 2(c), 2(f) or 2(g) be traded on exempt
boards of trade under Section 5d of the CEA?

Why does almost every drafter of a swap master
agreement schedule that contains an eligible contract
participant representation incorrectly cite the statutory
reference as Section 1(a)(12) instead of Section 1a(12)?

Next month the Report will have a number of articles

concerning recent changes to the world of swaps documen-
tation. Also in May, the Futures Industry Association’s Law

& Compliance Division will hold its annual meeting in’
Baltimore, promising interesting programs, crabs and

comedy (at an evening event at a Baltimore comedy club,

not necessarily at the program). We congratulate the FIA on
putting together this yearly event that is a vital continuing
education venue for the futures and derivatives compliance

and legal community. i (
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