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The Securities and Exchange Commis-
sion (“SEC”) has allowed an agency rule
to expire that permitted, prior to its expira-
tion on July 31, 2016, registered broker-
dealers, including any broker-dealer that
is dually registered as a futures commis-
sion merchant (“FCM”), to engage in
certain foreign exchange transactions with
counterparties that are not eligible con-
tract participants (“ECPs”). The Com-
modity Exchange Act (“CEA”) now ef-
fectively prohibits registered broker-
dealers from entering into such
transactions with non-ECP counterparties
(each, a “retail customer”). As a result,
retail customers, including commodity
pools that do not meet the definition of

ECP, that wish to access the off-exchange
foreign currency markets for speculative
trading or hedging purposes may have to
enter into alternative arrangements. Nota-
bly, the rule’s expiration generally will not
prevent broker-dealers from transacting in
foreign currency for retail customers
where any such transaction is intended to
facilitate the purchase or sale of a security
denominated in a foreign currency.

1. “Retail” Foreign Exchange,
Dodd-Frank and ECPs

A. Over-The-Counter
Foreign Currency Markets

Regulators have from time to time ex-
pressed concern over speculative trading
by retail customers in the over-the-counter
(“OTC”) foreign currency markets, draw-
ing attention to certain fraud risks and
abusive sales practices.' For example, the
Commodity Futures Trading Commission
(“CFTC”) has highlighted certain im-
proper practices, such as solicitation
fraud, lack of transparency with respect to
pricing and the execution of transactions,
failure to respond to customer complaints,
and the targeting of elderly, low net worth
or unsophisticated individuals.? During
the 2000s, the CFTC also brought a num-
ber of enforcement actions against persons
offering to enter into OTC foreign cur-
rency transactions with retail customers.®
In line with these concerns, the Dodd-
Frank Wall Street Reform and Consumer
Protection Act of 2010 (“Dodd-Frank™)
amended the CEA generally to require that
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certain off-exchange transactions in foreign cur-
rency be effected only pursuant to the rules of a
federal regulatory agency, resulting in increased
regulatory oversight of these markets.* Prior
amendments to the CEA in 2000 and 2008, re-
spectively, had a similar effect.

B. Restriction on Foreign
Exchange Transactions with
Retail Customers

Section 742 of Dodd-Frank amended the CEA
to prohibit certain enumerated persons from
entering into certain off-exchange transactions in
foreign currency with retail customers,® other
than pursuant to a rule or regulation permitting
such transactions that has been promulgated by
the relevant federal regulatory agency.® The CEA,
as amended, further stipulates that any such rule
or regulation must set forth appropriate require-
ments with respect to, among other things, disclo-
sure, recordkeeping, capital, reporting and busi-
ness conduct in respect of the covered
transactions.” In addition, any such rule or regula-
tion must treat in a similar manner both the retail
foreign exchange transactions expressly de-
scribed in Section 2(c)(2)(B)(1)(I) of the CEA and
any agreements, contracts or transactions that are
“functionally or economically similar” to such
transactions. Following these amendments, the
CFTC,? the Federal Deposit Insurance Corpora-
tion,? the Board of Governors of the Federal
Reserve System,'® the Office of the Comptroller
of the Currency" and, as discussed below, the
SEC, each adopted a rule permitting certain
persons under their jurisdiction to engage in OTC
foreign currency transactions with retail

customers.

The list of persons enumerated in Section
2(c)(2)(B) of the CEA that generally may not of-

Futures and Derivatives Law Report

fer to enter into, or enter into, off-exchange
foreign currency transactions with retail custom-
ers, other than pursuant to an agency rule or
regulation, includes broker-dealers registered
with the SEC under Section 15(b) (except pursu-
ant to paragraph 11 thereof) or Section 15C of
the Securities Exchange Act of 1934 (the “Ex-
change Act”) and associated persons of such
broker-dealers, as well as certain other financial
intermediaries such as U.S. financial institutions,
FCMs and RFEDs (each such person, an “enu-
merated counterparty”)."?

C. Commodity Pools as ECPs
post-Dodd-Frank

As discussed above, as of July 31, 2016 the
CEA effectively prohibits broker-dealers from
entering into certain off-exchange foreign cur-
rency transactions with retail customers. In gen-
eral, broker-dealers must therefore determine
whether any customer being offered, or seeking
to enter into, a foreign exchange transaction
qualifies as an ECP for the purpose of such
transaction. ECP is defined in Section 1a(18) of
the CEA and includes, generally, certain regu-
lated entities such as financial institutions and in-
surance companies, operating companies that
have assets exceeding specified thresholds and
other “sophisticated” investors. A commodity
pool is generally an ECP under Section 1a(18)
provided it has more than $5 million in total as-
sets and is formed and operated by a person
subject to regulation under the CEA. However,
Dodd-Frank amended the definition of ECP
contained in the CEA to provide that, for the
purpose of certain sections of the CEA that apply
to OTC transactions in foreign currency, the defi-
nition of ECP does not include any commodity
pool in which any participant investor is not itself
an ECP."®
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Following amendments to the CEA as a result
of the enactment of the Commodity Futures
Modernization Act of 2000, a person that is not
an ECP generally may not enter into OTC foreign
exchange transactions unless its counterparty is
an enumerated counterparty.' After Dodd-Frank,
a commodity pool with one or more non-ECP
participants is no longer deemed to be an ECP
for the purpose of OTC foreign exchange transac-
tions, as noted above (and subject to the excep-
tion discussed below). Therefore, any such com-
modity pool generally cannot enter into OTC
foreign currency transactions unless, first, its
counterparty is an enumerated counterparty and,
second, such enumerated counterparty is permit-
ted to engage in OTC foreign exchange transac-
tions with retail customers pursuant to an agency
rule.'

In 2012, the CFTC promulgated Rule 1.3(m)
to effectuate the amendments to the CEA de-
scribed above and to carve out from the regula-
tory definition of ECP (solely with respect to
OTC foreign exchange transactions) any com-
modity pool that enters into such transactions if
any direct participant in such commodity pool is
not an ECP." In the case of a commodity pool
with participants that are themselves commodity
pools, however, the CFTC determined to interpret
the look-through provisions of CEA Section
1a(18) to avoid an “indefinite” look-through to
all direct and indirect participants at all levels of
the pool structure.'” Specifically, pursuant to Rule
1.3(m)(5)(ii), the status of the participants in any
commodity pool that invests in a transaction-
level commodity pool (i.e., the pool engaged in
OTC foreign currency transactions) (a “higher-
tier pool”) generally can be disregarded for the
purpose of determining whether all direct partici-
pants in the transaction-level commodity pool are
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ECPs. This limitation does not apply where ei-
ther the transaction-level pool or any higher-tier
pool (or any pool in which the transaction-level
pool is invested) is structured in a manner that
constitutes an attempt to evade the applicable
restrictions on participation by non-ECPs in off-
exchange transactions in foreign currency set
forth in Subtitle A of Title VII of Dodd-Frank.

Rule 1.3(m) also provides that a commodity
pool with one or more non-ECP participants may
be deemed to be an ECP for the purpose of engag-
ing in OTC foreign exchange transactions—
notwithstanding the general rule discussed
above—provided that such commodity pool
meets certain criteria set forth in the rule."® First,
the commodity pool must not be formed for the
purpose of evading the provisions of the CEA or
CFTC rules or regulations pertaining to “retail”
foreign exchange transactions. Second, the com-
modity pool must have total assets exceeding $10
million. Finally, the commodity pool must be
formed and operated by a registered CPO or a
person exempt from registration as a CPO under
CFTC Rule 4.13(a)(3). The CFTC incorporated
this exception to the look-through provisions of
CEA Section 1a(18) in part to relieve certain
CPOs that were deemed to be “sophisticated,
professional asset managers” from the “array of
additional compliance costs” and limited access
to swap dealer counterparties that may have
resulted from a strict implementation of the look-
through provisions of Section 1a(18)."

2. SEC Rule Permitting Broker-
Dealers to Enter into “Retail”
Foreign Exchange Transactions

A. Exchange Act Rule 15b12-1

In order to address the potential impact on
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broker-dealers of Dodd-Frank’s amendments to
the CEA (as discussed above), the SEC adopted
an interim rule in 2011 to permit broker-dealers
(including any broker-dealer dually registered as
an FCM) to enter into off-exchange transactions
in foreign currency with retail customers until
such time as the SEC could properly conduct an
assessment of broker-dealer practices in the
“retail” foreign exchange market.?® The SEC
subsequently adopted its interim rule as a final
rule—Rule 15b12-1—on July 11, 2013, but in-
cluded a sunset provision that would cause Rule
15b12-1 to expire and become no longer effec-
tive on July 31, 2016.*"

Under Rule 15b12-1, a broker-dealer could
engage in a “retail forex business” provided that
such broker-dealer complied with the Exchange
Act, the rules and regulations thereunder and the
rules of any self-regulatory organization (“SRO”)
of which the broker-dealer is a member. “Retail
forex business” was defined in the rule as engag-
ing in any “retail forex transactions” with the
intent to derive income from those transactions,
either directly or indirectly. “Retail forex trans-
action” was defined, in turn, as any account,
agreement, contract or transaction in foreign cur-
rency that is offered or entered into by a broker-
dealer with any person that is not an ECP and that
is (i) a contract of sale of a commodity for future
delivery or an option on such contract; (ii) an op-
tion that is not executed or traded on a national
securities exchange registered under Section 6(a)
of the Exchange Act; or (iii) offered or entered
into on a leveraged or margined basis.

Certain transactions were excluded from the
definition of “retail forex transaction.” Specifi-
cally, the rule excluded (i) spot transactions that
result in actual delivery within two days, (ii)
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forward contracts that create an enforceable
obligation to make or take delivery, provided that
each counterparty has the ability to deliver and
accept delivery in connection with its line of
business, and (iii) options that are executed or
traded on a registered exchange. Notably, how-
ever, the rule did not exclude so-called “rolling
spot” transactions from the definition of “retail
forex transaction.” Such transactions, which in
theory require actual delivery of the relevant cur-
rency within two days, but in practice permit the
customer to roll over the contract indefinitely and
avoid actual delivery until either the customer or
the offeror of the contract closes out its position,
were the subject of a well-known court case
involving the CFTC.?

B. Conversion Trades

The impetus for the adoption of Rule 15b12-1
was, in part, concern expressed by market partici-
pants that, as a result of the Dodd-Frank amend-
ments to the CEA, broker-dealers would no lon-
ger be able to enter into so-called conversion
trades on behalf of their retail customers.?® Con-
version trades involve the purchase (or sale) of a
foreign currency and are generally entered into to
facilitate an investor’s purchase (or sale) of a se-
curity that is listed for trading on a foreign
exchange and denominated in a foreign currency.
Because such trades do not have to be settled on
a T+2 basis, market participants were concerned
that they would fall within the scope of the CEA’s
prohibition with respect to OTC foreign exchange
transactions with retail customers.

When it adopted its interim rule in 2011, the
SEC provided some relief to broker-dealers from
the uncertainty surrounding conversion trades
entered into on behalf of retail customers, by ef-
fectively permitting such transactions under the
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framework of Rule 15b12-1. However, in 2012,
the CFTC issued an interpretation establishing,
in effect, that conversion trades are not “retail
forex transactions” and, therefore, are not cov-
ered by Section 2(c)(2)(E) of the CEA.** Accord-
ing to the CFTC’s interpretation, a conversion
trade is generally any agreement, contract or
transaction for the purchase or sale of an amount
of a foreign currency equal to the price of a
foreign security with respect to which (i) the se-
curity and the related currency transactions are
executed contemporaneously in order to effect
delivery by the relevant securities settlement
deadline and (ii) actual delivery of the foreign se-
curity and foreign currency occurs by such
deadline. As a result of the CFTC’s interpreta-
tion, the impact of the Dodd-Frank amendments
described herein on broker-dealers’ activities in
the foreign exchange markets was generally
reduced.

3. SEC Allows Rule 15b12-1 to

Expire

On May 26, 2016, the SEC published a notice
in the Federal Register that it had determined to
allow Rule 15b12-1 to expire and become no lon-
ger effective as of July 31, 2016.% As of that date,
broker-dealers may no longer engage in OTC
foreign exchange transactions with retail custom-
ers; this includes commodity pools that do not
meet the definition of ECP on account of the
participation, in any such commodity pool, of one
or more investors that are not themselves ECPs,
unless the exception under CFTC Rule 1.3(m),
discussed above, applies. However, broker-
dealers generally may continue to offer to enter
into, and enter into, transactions that are not
considered “retail” foreign exchange transactions
under the CEA (i.e., transactions that are not
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“retail forex transactions,” as defined in expired
Rule 15b12-1), regardless of whether any such
broker-dealer’s customer or counterparty is an
ECP.?® Notably, this means that broker-dealers
may continue to enter into conversion trades on
behalf of retail customers.

In its notice, the SEC did not elaborate on any
specific reasons for permitting Rule 15b12-1 to
expire. In its 2013 adopting release for the rule,
the SEC discussed the risks to retail customers of
trading in the foreign currency markets and the
potential for abusive practices, which would be
ameliorated in part through a complete prohibi-
tion with respect to broker-dealers.?” In the same
release, the SEC also conceded that OTC foreign
exchange transactions that are entered into for
hedging purposes or to gain direct exposure to
foreign currency markets “may be appropriate
for retail investors through broker-dealers with
the protections available to investors under exist-
ing [SEC] and SRO oversight.”?® Further, the
SEC acknowledged that certain inefficiencies
could result from the expiration of Rule 15b12-1,
including the potential costs that might be in-
curred by a retail customer in transferring its ac-
count to an FCM that is registered only with the
CFTC.® Notwithstanding any disadvantages that
may flow from the expiration of the rule, how-
ever, the SEC has made a determination that a
complete prohibition is appropriate at this time.
In light of that, retail customers that have not al-
ready found alternatives to utilizing a broker-
dealer for speculative trading or hedging in
foreign currency may need to enter into other ar-
rangements, such as electing to trade with a
registered FCM or RFED.
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