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Commodity Futures Modernization Act of 2000

An Initial Overview


On Friday, December 15, Congress passed the Commodity Futures Modernization Act of 2000, HR 5660.  The legislation, which had appeared to be dead for the congressional session, was attached to the bill making final appropriations for the current fiscal year.  The bill will become effective on the date President Clinton signs it.  The bill is as complex as the products and markets its provisions address.  Reflecting the increasing integration of the US financial markets, the bill amends not only the Commodity Exchange Act, but the various federal securities laws, the Gramm-Leach-Bliley Act, the Federal Deposit Insurance Corporation Act and the Bankruptcy Code.  Amendments to the Internal Revenue Code, which had been incorporated in earlier versions of the bill, were included in separate legislation, HR 5662, that also includes a number of unrelated tax changes.

The purpose of HR 5660 is to reform the regulation of derivatives products and markets in the US in order to assure that the US is able to remain competitive in the international financial marketplace.  Perhaps most significant, the legislation removes the current prohibition on futures and options on futures contracts that has been in place since 1982.  The bill also provides US futures exchanges and other trading facilities considerable flexibility in the manner in which products are traded, including granting certain exclusions and exemptions from the Commodity Exchange Act (CEA) for transactions effected by or on behalf of a defined class of institutional participants, establishes a regulatory structure for derivatives clearing organizations, and assures legal certainty for over the counter derivatives products.

The summary of the principal provisions of HR 5660 that follows is necessarily general.  However, the bill is anything but simple.  Its provisions require careful analysis.

Security Futures

Recognizing that they have essential elements of both securities under the federal securities laws and futures contracts under the CEA, “security futures” will be subject to the joint regulation of the Commodity Futures Trading Commission (CFTC) and the Securities and Exchange Commission (SEC).  Security futures are defined as futures or options on futures on a single security (other than an exempt security) or a narrow-based index of securities.  To be offered in the US, the underlying security of a single security futures product must be registered with the SEC.
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A narrow-based index is an index that: (a) is comprised of nine or fewer securities; (b) in which a component security compromises more than 30 percent of its weighting; (c) in which the five highest weighted component securities in the aggregate comprise more than 60 percent of the index’s weighting; or (d) in which the lowest weighted component securities comprising, in the aggregate, 25 percent of the index’s weighting have an aggregate dollar value of average daily trading volume of less than $50 million (or in the case of an index with 15 or more component securities, $30 million).  The purpose of this definition is to assure SEC jurisdiction over those index contracts that could serve as a surrogate for trading one or more the individual securities that comprise the index.

In contrast to current law, the SEC will no longer have any regulatory interest in broad-based index contracts.  These contracts will now be subject to the exclusive jurisdiction of the CFTC.  A US contract market or derivatives transaction execution facility will be able to list broad-based stock index contracts for trading upon filing a written notice with the CFTC certifying that the contract is cash-settled, is not readily susceptible to manipulation and is a broad-based index.  A broad-based index is generally defined as an index: (a) comprised of more than nine securities; (b) no component security comprises more than 30 percent of the index’s weighting; and (c) each component security is (i) registered pursuant to section 12 of the Securities Exchange Act of 1934, (ii) one of 750 securities with the largest market capitalization, and (iii) one of 675 securities with the largest dollar value of average daily trading volume.  All stock index contracts traded on US futures exchanges on the effective date of the Act are grandfathered.  Foreign stock index contracts authorized to be offered in the US on that date are grandfathered for a period of 18 months, pending adoption of rules to be jointly established by the SEC and CFTC.

Any facility on which security futures are listed for trading must be registered with the SEC as a national securities exchange or a national securities association and with the CFTC as either a contract market or a derivatives transaction execution facility, discussed below.  The bill establishes a notice registration procedure pursuant to which a national securities exchange will be registered with the CFTC upon filing a written notice with the CFTC and a contract market or derivatives transaction facility will be registered with the SEC upon filing a written notice with the SEC.

Clearing organizations that clear security futures products must establish procedures for linked and coordinated clearing of these products.  However, this requirement is deferred until the later of (a) 180 days after the end of the first full calendar month period in which the average aggregate comparable share volume for all security futures products based on single equity securities traded on all national securities exchanges, any national securities association, and all other persons equals or exceeds 10 percent of the average aggregate comparable share volume of options on single equity securities traded on all national securities exchanges and any national securities association, or (b) 2 years after the date on which trading in any security futures product commences under this title.

HR 5660 further provides that transactions in security futures must be effected through persons that are registered both with the SEC as broker-dealers and with the CFTC as futures commission merchants (FCMs).  As with trading facilities, the bill provides for registration of FCMs as broker-dealers upon written notice to the SEC and registration of broker-dealers as FCMs upon written notice to the CFTC.  To assure appropriate regulatory oversight of FCMs that are “notice registrants” with the SEC, the National Futures Association (NFA) will become a limited-purpose national securities association.  The legislation contemplates that FCMs and their associated persons that otherwise are not required to be registered with the SEC will not be subject to significant additional requirements.  For example, associated persons will not be required to take the Series 7 examination for general securities representatives.  (Similarly, registered representatives will not be required to take the Series 3 examination.)  Nonetheless, NFA will be required to adopt and enforce “suitability rules comparable to those of a national securities association.”

Security futures products are “securities” under the Securities Investor Protection Act.  Therefore, customer funds held for the purpose of trading in security futures products generally will receive the protection of SIPC insurance.  However, if the FCM/broker-dealer carrying the customer account otherwise is not required to be registered with the SEC, the funds held by that FCM will be subject only to the segregation requirements of the CEA and will not receive SIPC insurance.

The bill contains a number of provisions designed to assure that security futures products do not have a competitive advantage over security options.  As such, security futures products will be treated differently from all other futures contracts.  For example, margin requirements for securities futures must be consistent with the margin requirements for comparable options contracts traded on any national securities exchange.  Specifically, initial and maintenance margin levels for a security futures product may not be “lower than the lowest level of margin, exclusive of premium, required for any comparable option contract traded on any exchange.”  Moreover, security futures products will be subject to a federal assessment fee, initially set at $.02 per round turn.  Beginning on October 1, 2006, the assessment fee will be reduced to $.0075 per round turn.

Perhaps most important, the tax treatment of profits and losses on security futures products will be different for customers.  Consistent with the tax treatment for security options, the 60-40 capital gains treatment will be available only to dealers and market makers.  For all other market participants, profits and losses on security futures products will have the same character as the underlying security would have in the hands of the taxpayer.

It should be noted that state securities laws are preempted with respect to security futures products.  Therefore, FCMs that otherwise are not required to be registered as broker-dealers and their associated persons will not be required to be registered as broker-dealers and registered representatives in the states in which they are conducting business.

In order to afford the SEC and CFTC, as well as the securities and futures industries, sufficient time to adopt rules and make other changes necessary to implement this regulatory regime, HR 5660 provides that security futures products cannot be offered on US trading facilities until the later of one year from the effective date of the legislation or the date on which NFA is registered as a limited purpose national securities association.  Principal-to principal transactions effected between eligible contract participants, discussed below, may not be effected until the later of eight months from the effective date of the legislation or the date on which NFA is registered as a limited purpose national securities association.  Options on security futures products cannot be offered for a period of three years from the effective date of the legislation.  In contrast to these timetables, however, eligible contract participants may continue to enter into equity swap transactions without interruption.

Foreign Security Futures

As originally proposed by the SEC and the CFTC, the provisions establishing a regulatory scheme for security futures products related solely to security futures based on US-registered securities and traded only on US facilities.  Through FIA’s efforts, a number of provisions were added to HR 5660 for the purpose of assuring that US customers would have access to foreign security futures products and broad-based index contracts through US FCMs.  In this regard, the CFTC and the SEC are required to adopt regulations defining a broad-based security index for foreign markets within one year from the effective date of the legislation.  In addition, the agencies are instructed, to “the extent necessary or appropriate in the public interest, to promote fair competition, and consistent with promotion of market efficiency, innovation, and expansion of investment opportunities, the protection of investors, and the maintenance of fair and orderly markets,” to adopt regulations to permit the offer and sale of security futures products that are traded on a foreign exchange.  Recognizing that few foreign securities markets are as large and as liquid as the US markets, the bill further instructs the agencies to take into account “the nature and size of the markets that the securities underlying the security futures product reflects.”  Although the legislation does not establish a specific timeframe by which these rules must be adopted, SEC staff has indicated that they should be in place at approximately the same time that US trading facilities are permitted to offer security futures products for trading.

The legislation also extends relief the CFTC previously had granted to FCMs and confirms that US FCMs may carry security futures products traded on a foreign exchange for customers located outside of the US, even if the products have not been approved for trading in the US.  As important, the bill provides that US eligible contract participants may make unsolicited purchases and sales of foreign security products to the same extent that they may purchase or sell the underlying security.  The only condition is that “any underlying security for such security futures products is traded principally on, by, or through any exchange or market located outside the United States.”  The term “principally” is not defined.

Eligible Contract Participants

As noted earlier, the legislation grants a number of exclusions and exemptions from the CEA for transactions effected by or on behalf eligible contract participants.  The definition of eligible contract participants is based on the definition of “eligible swap participants” set forth in the CFTC’s Part 35 rules.  This class includes otherwise regulated entities such as financial institutions, insurance companies, registered investment companies, commodity pools with assets in excess of $5 million, certain employee benefit plans, certain governmental entities, broker-dealers (and foreign persons performing a similar function subject to foreign regulation), investment bank holding companies, and FCMs (and foreign persons performing a similar function subject to foreign regulation).  Also included are corporations and individuals with total assets exceeding $10 million.  Individuals who enter into a transaction “in order to manage the risk associated with an asset owned or liability incurred, or reasonably likely to be owned or incurred” are required to have only $5 million in assets.  Finally, the class includes investment advisers subject to regulation under the Investment Advisers Act, commodity trading advisors subject to regulation under the CEA, foreign persons performing a similar function and subject to foreign regulation, and other registered entities acting as an investment manager or fiduciary for another eligible contract participant.

Within the class of eligible contract participants is a group identified as “eligible commercial participants.”  This smaller group includes financial institutions, insurance companies, corporations with assets exceeding $10 million, US governmental entities, broker-dealers and FCMs that: (a) have a demonstrable ability, directly or through separate contractual arrangements, to make or take delivery of the underlying commodity; (b) incurs risk, in addition to price risk, related to the commodity; or (c) is a dealer that regularly provides risk management or hedging services to, or engages in market-making activities with, any such entities.  Also included are eligible contract participants with total assets of $100 million that regularly enter into agreements to purchase or sell the commodity or derivative transactions in the commodity, as well as certain collective investment vehicles whose participants are qualified eligible participants under CFTC rule 4.7, accredited investors with total assets of $2 million and certain qualified investors under the Investment Company Act.  The investment vehicle must have, or be one of a group of vehicles under common control or management that have, in the aggregate, $1 billion in assets.  Excluded from the group of eligible commercial participants are individuals, state and local governmental entities.

Excluded and Exempt Commodities

The bill also distinguishes among different types of commodities—excluded commodities, exempt commodities and agricultural commodities.  Excluded commodities are interest rates, exchange rates, certain indices, including security indices, and measures that are not within the control of any party to the relevant transaction, not based in substantial part on a narrow group of commodities or are based on commodities that have no cash market.  Exempt commodities are all commodities except excluded commodities and agricultural commodities.

Exclusions from the CEA

The bill clarifies the so-called Treasury Amendment, confirming the CFTC’s limited jurisdiction over the offer and sale of Treasury Amendment products.  Under new section 2(c) of the CEA, the CFTC has jurisdiction only over (a) the offer and sale of Treasury Amendment products that are traded on an organized exchange and (b) the over the counter offer and sale of foreign currency products to retail customers, i.e., persons that are not within the class of eligible contract participants, by counterparties that are not otherwise regulated.  Regulated counterparties include financial institutions, insurance companies, financial holding companies, investment bank holding companies, broker dealers, FCMs and each of their affiliates.  The CFTC has retained limited antifraud and antimanipulation authority over FCMs and their unregulated affiliates engaged in this activity.

Also excluded from the CEA and CFTC’s jurisdiction are bilateral transactions in excluded commodities in which the parties are eligible contract participants.  Although the bill further provides that such an excluded transaction under may not be traded or executed on a trading facility, HR 5660 makes an exception for excluded transactions executed on an electronic trading facility, i.e., a trading facility that operates by means of an electronic or telecommunications network and maintains an automated audit trail of bids, offers and the matching of orders or the execution of transactions on the facility.  Again, the transaction must be a principal-to-principal transaction between eligible contract participants.

Finally, the legislation excludes swaps and hybrid instruments from the provisions of the CEA and the jurisdiction of the CFTC.  To be certain that there could be no misunderstanding of congressional intent, the bill has two separate titles designed to assure legal certainty for swap transactions and to preclude the CFTC from asserting jurisdiction over swaps and other “identified banking products.”  In an extension of the current regulatory exemptions for these products, HR 5660 recognizes that they may be cleared through a regulated clearing organization, including clearing agencies subject to the jurisdiction of the SEC or the federal banking agencies.

Commercial Exemption

Principal-to-principal transactions in exempt commodities between eligible contract participants are generally exempt from the provisions of the CEA, except the provisions relating to recognized clearing organizations and the antifraud and antimanipulation provisions.  In general, bilateral transactions in exempt commodities may not take advantage of the exclusions provided by these provisions of the bill unless they are not traded or executed on a trading facility.  However, transactions entered into between eligible commercial participants may be executed on an electronic trading facility, while taking advantage of the relief.  Among other requirements, the facility must file notice with the CFTC of its intent to operate, identify the commodities traded, make certain certifications concerning the principals operating the facility, provide the CFTC access to the facility’s trading protocols or agree to provide certain records to the CFTC upon special call.

Market Reform

The legislation implements those provisions of the regulatory reform proposal the CFTC first announced last winter and promulgated as final in November.  The rules were to become effective on February 12, 2001.  The CFTC intends to withdraw these rules and revise them to conform to the legislation.

The differences between the provisions of HR 5660 and the CFTC’s proposal are subtle, but nonetheless important.  For example, the CFTC continued to distinguish between designated contract markets, on which only stock index contracts would be traded, and recognized futures exchanges (RFEs), on which all other commodity futures and options on futures contracts could be traded.  The legislation, on the other hand, does not establish RFE markets separate from designated contract markets.  Instead, the bill treats all contract markets as if they were RFEs.  That is, all contract markets will be governed by the set of core principals that the CFTC identified for RFEs.

The bill also authorizes less-regulated derivatives transaction execution facilities (DTFs).  Products that may be traded on DTFs are limited to those with respect to which: (a) the underlying commodity has a nearly inexhaustible supply; (b) the underlying commodity has a deliverable supply that is sufficiently large that the contract is highly susceptible to the threat of manipulation; (c) the underlying commodity has no cash market; (d) the contract is a securities futures product and the facility is registered as a national securities exchange; (e) the CFTC has determined that the contract is highly unlikely to be susceptible to the threat of manipulation; or (f) the underlying commodity is not an agricultural commodity.  Trading on DTFs is limited to eligible contract participants and, at the election of the facility, retail customers trading through an FCM that has net capital of at least $20 million.

The bill authorizes DTFs to permit broker-dealers and banks to act as intermediaries in transactions executed on the facility.  However, such entities may not hold customer funds for more than one business day, unless they are registered with the CFTC as FCMs.

Moreover, the legislation requires the CFTC to adopt regulations that will permit an eligible contract participant to elect to have its funds held in an account that is not subject to the segregation requirements of the CEA and CFTC regulations.  The CFTC must adopt these rules within 180 days of the effective date of the bill.

Finally, the legislation authorizes exempt boards of trade to register with the CFTC.  Transactions on exempt boards of trade may be effected only between eligible contract participants.  Retail participants are not permitted under any circumstances.  Products that may be traded on exempt boards of trade are limited to those with respect to which: (a) the underlying commodity has a nearly inexhaustible supply; (b) the underlying commodity has a deliverable supply that is sufficiently large that the contract is highly susceptible to the threat of manipulation; and (c) the underlying commodity has no cash market.  In contrast to DTFs, no contracts involving securities, including exempt securities, may be traded on an exempt board of trade.

The CFTC will have exclusive jurisdiction over any transactions effected on an exempt board of trade that registers with it.  In this regard, if it finds that the exempt board of trade is a “significant source of price discovery for transactions in the cash market for the commodity underlying any contract,” the CFTC is authorized to require an exempt board of trade to disseminate daily trading volume, opening and closing price ranges, open interest, and other trading data as appropriate to the market.  Exempt boards of trade that register with the CFTC are subject to the antifraud and anti-manipulation provisions of the CEA.

Perhaps the most significant difference between the provisions of the CFTC’s regulatory reform proposal and the legislation is the manner in which it treats products traded on DTFs and exempt boards of trade.  In promulgating its rules, the CFTC specifically stated that it would not make any finding that products traded on a DTF or an exempt facility are futures contracts subject to its jurisdiction.  (The CFTC emphasized, however, that it would not “entertain applications for recognition from markets or facilities offering transactions that are clearly outside of its jurisdiction.”)  In contrast, the legislation effectively provides that all products traded on designated contract markets, DTFs and exempt markets for which notice is filed with the CFTC are contracts for the offer and sale of a commodity for future delivery.  On the other hand, if a product is traded pursuant to one of the exclusions or exemptions created in the CEA, no presumption is made that the product is subject to the CEA or that the CFTC has jurisdiction over any such product.

Derivatives Clearing Organizations

As with the CFTC’s regulatory reform proposal, HR 5660 provides for the registration of derivatives clearing organizations, governed by a set of core principles.  The bill further recognizes that clearing agencies regulated by the SEC, banking regulatory agencies and foreign financial regulatory authorities may clear over-the-counter derivatives instruments.  The legislation alss confirms that a derivatives clearing organization does not include an entity, facility, system, or organization solely because it arranges or provides for (i) settlement, netting, or novation of obligations resulting from agreements, contracts, or transactions, on a bilateral basis and without a central counterparty; (ii) settlement or netting of cash payments through an interbank payment system; or (iii) settlement, netting, or novation of obligations resulting from a sale of a commodity in a transaction in the spot market for the commodity.

Core Principles for Intermediaries

At FIA’s urging, the bill contains a provision requiring the CFTC to conduct a study of the CEA and the CFTC’s regulations governing the conduct of intermediaries subject to its jurisdiction.  The study must identify: (a) the core principles and interpretations of acceptable business practices that the Commission has adopted or intends to adopt to replace the provisions of the Act and the Commission’s rules and regulations thereunder; (b) the rules and regulations that the Commission has determined must be retained and the reasons therefor; (c) the extent to which the Commission believes it can effect the changes identified in paragraph (a) through its exemptive authority under section 4(c) of this Act; and (d) the regulatory functions the Commission currently performs that can be delegated to a registered futures association and the regulatory functions that the Commission has determined must be retained and the reasons therefor.  The CFTC is required to complete the study and file a report with the appropriate committees on Congress within one year of the effective date of the bill.


December 19, 2000

Prepared for the Futures Industry Association by

Kevin M. Foley
Quincy Law Group
Chicago IL
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