Miscellaneous Current Compliance and Enforcement Issues for
CTAs and CPOs
By: Gary DeWaal, Christian B. Hennion and Paul C. Huddle*
This document was prepared for Managed Funds Association’s Compliance 2015 on May 5, 2015.
In 2012, the Commodity Futures Trading Commission (CFTC) issued final rules under the Dodd-Frank Wall Street Reform
and Consumer Protection Act (Dodd-Frank Act) imposing new registration requirements on commodity trading advisors
(CTAs) and commodity pool operators (CPOs). Since the enactment of the Dodd-Frank Act, the CFTC and designated
contract markets (exchanges) have consistently expressed a willingness to aggressively prosecute violations of their rules
and regulations, particularly those involving manipulation and market disruption, improperly executed exchange for related
position (EFRP) transactions and block trades and violations of speculative position limits.
This article navigates certain hot-button topics impacting CTAs and CPOs.

NFA Bylaw 1101
National Futures Association (NFA) Bylaw 1101 prohibits an NFA member from carrying an account, accepting an order or
handling a transaction in commodity futures contracts for, or on behalf of, any non-member of NFA that is required to be
registered with the CFTC as a futures commission merchant, introducing broker, CPO or CTA. 1
By its terms, NFA Bylaw 1101 imposes strict liability on any member conducting customer business with a non-member
that is required to be registered; however, NFA has relied on evidence that a member knew or should have known of the
violation when issuing complaints in Bylaw 1101 cases (including whether the member had adequate procedures to
prevent such violations). 2
Historically, the CFTC has considered a commodity pool’s general partner, manager or board of directors to be that pool’s
CPO. 3 This interpretation would require, absent a specific exemption from the CFTC, a fund manager to ensure that its
general partner, managing member or members of its board of directors are independently registered as CPOs. To avoid
this outcome, a number of would-be CPOs that delegated investment management authority over a commodity pool to
another affiliated CPO applied to the CFTC for no-action relief from CPO registration requirements. 4 The CFTC staff
generally granted such requests for no-action relief, provided that the CPO that delegated investment management
authority (delegating CPO) and the proposed delegation arrangement met certain criteria. This relief addressed concerns:
(1) where a fund manager operated multiple pools that were structured as limited partnerships with separate general
partners—each of which could otherwise be deemed a CPO and obligated to register as such; and (2) where a fund was
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structured as a corporation or similar legal entity with a board of directors—each of which could otherwise be deemed a
CPO and required to register as such.
In an August 2012 Frequently Asked Questions release, the CFTC reiterated these prior no-action positions. It did so by
providing general guidance that, if authorized under the laws of the jurisdiction where the CPO is organized and the CPO’s
organizational documents, a general partner, managing member or member of a board of directors could delegate its
rights and responsibilities as a CPO to certain other persons, provided that such other person was qualified to serve as a
CPO, was registered with the CFTC as a CPO and agreed to assume such rights and responsibilities. 5 Both the
delegating CPO and the CPO receiving delegation (designated CPO) would have to agree to joint and several liability for
CFTC regulatory violations in order to take advantage of the CFTC guidance. Moreover, CFTC staff took the position that
this guidance did not obviate the need for firms that intended to rely upon such relief to petition for their own no-action
letters.
In May 2014, the CFTC introduced a procedure for delegating CPOs to submit a simplified and standardized form for
relief. 6 However, this process was not self-executing and created an administrative burden on CPOs and the CFTC’s
Division of Swap Dealer and Intermediary Oversight (DSIO).
In response, in October 2014, DSIO provided self-executing relief from registration to would-be CPOs that delegate
investment management authority to another person registered as a CPO, provided that the delegating CPO:
(1) delegates all of its investment management authority to a designated CPO pursuant to a legally binding
document;
(2) refrains from participating in the solicitation of participants for, or managing any property of, the commodity
pool;
(3) is not subject to a statutory disqualification;
(4) where applicable, is able to identify a business purpose (other than avoiding registration requirements) that
explains why the designated CPO is a separate entity from the delegating CPO;
(5) ensures that the designated CPO maintains books and records related to the commodity pool in accordance
with CFTC regulations;
(6) controls, is controlled by or is under common control with the designated CPO if both the delegating CPO and
designated CPO are entities;
(7) enters into an agreement to be jointly and severally liable with the designated CPO, unless the delegating CPO
is an “unaffiliated board member” (as defined in the DSIO’s letter); and
(8) remains fully responsible as a board member under applicable law in cases where the delegating CPO is an
unaffiliated board member. 7
Due to these types of CPO delegation arrangements, NFA members conducting due diligence of a particular pool were not
always readily able to confirm through NFA’s Background Affiliation Status Information Center (BASIC) system that the
CPO of a particular pool was an NFA member or exempt from such requirement. To help members identify delegation
when conducting Bylaw 1101 due diligence, CPOs are now required to provide information in NFA’s EasyFile system
5
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when filing a pool’s annual financial statement that indicates whether the CPO has delegated investment management
authority of a particular commodity pool. 8 This information is publicly available in NFA’s BASIC system. An NFA member
generally will be deemed to have satisfied its Bylaw 1101 due diligence obligations if the pool in question is listed in NFA’s
BASIC system under the “Delegated Pools” heading.

Quarterly and Annual Reports
NFA Compliance Rule 2-46 requires CPOs to electronically file NFA Form PQR within 60 days after the end of each
calendar quarter and a year-end report within 90 days of the calendar year end. 9 CPOs also are required to file a copy of
the annual report they prepare for each pool they operate within 90 days of the pool’s fiscal year end. 10 CTAs are required
to file NFA Form PR within 45 days after the end of each calendar quarter and a year-end report within 45 days of the
calendar year end. 11 In an effort to streamline the filing process, NFA has made changes to Forms PQR and PR over the
past year. 12
Failure to file quarterly and annual reports in a timely manner may subject the member to disciplinary action. For example,
in December 2014, NFA fined Cambridge Strategy Asset Management Limited, a registered CPO and CTA member,
$30,000 for failing to timely file three PQRs, eight annual pool financial statements and three CTA PR reports. 13 In
addition, Roditi & Roditi LLC, a CPO member, agreed to pay a fine of $20,000 for failing to timely file with NFA five pool
quarterly reports and one annual report. 14

NFA Examination Priorities
NFA members are subject to periodic—and sometimes unannounced—on-site examinations. New CPO and CTA
registrants should expect the NFA to perform an initial on-site audit within the first two years following registration. 15 The
timing and frequency of subsequent exams depends on various risk factors, including customer complaints, assets under
management, prior examination findings, referrals from other regulatory agencies and regulatory and financial statements
filed with NFA. NFA’s general self-examination questionnaire and its supplemental material for CTAs and CPOs are useful
resources for preparing for an NFA audit. 16
In addition to requesting information and documents, NFA’s staff performs an on-site review of the firm’s business and
investment activities and its corresponding records, policies and procedures. Areas of focus for the on-site visit include
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registrations, promotional material, disclosure and performance reporting, account opening procedures, trading practices,
supervision, Bylaw 1101 due diligence, handling of pool funds and financial reporting.
Upon completion of an exam, NFA staff will issue a letter restating their findings—and in some cases, deficiencies—
identified during the examination. Any potential violations of NFA rules will be referred to NFA’s Business Conduct
Committee.
Recent NFA announcements suggest that future examinations will be rigorous, detailed and time-consuming. As a result
of an independent group’s analysis of NFA’s examinations of Peregrine Financial Group, Inc., NFA adopted
recommendations designed to enhance its surveillance of its members. 17 These recommendations included more testing
of members’ internal controls, the qualifications of outside auditors and the sources of firm capital contributions.
Furthermore, NFA staff headcount and operating resources have spiked in recent years; NFA expects this trend to
continue in 2015. 18

Disruptive Trading Practices
Section 747 of the Dodd-Frank Act amended section 4c(a) of the Commodity Exchange Act (CEA) to prohibit disruptive
trading practices, which includes any trading, practice or conduct that:
(1) violates bids or offers;
(2) demonstrates reckless disregard for the orderly execution of transactions during the closing period; or
(3) constitutes spoofing (i.e., bidding or offering with the intent to cancel the bid or offer before execution).
In 2013, the CFTC issued an interpretative guidance and policy statement regarding its disruptive trading practice
authority. 19 The CFTC has used this expanded authority to aggressively prosecute disruptive trading activity. 20 For
example, in Panther, the CFTC found that a trading firm and its principal designed an algorithm to place small orders on
one side of the market and large orders on the opposing side of the market to give the impression of market interest and
increase the likelihood that their small orders would be filled. The respondents settled the case for $2.8 million, including
$1.4 million in disgorgement and a civil monetary penalty of $1.4 million. The trading firm’s principal has been indicted on
criminal charges for manipulation and fraud. 21
More recently, in April 2015, the CFTC charged Navinder Singh Sarao (Sarao), a London-based trader, and his trading
company, Nav Sarao Futures Limited PLC, with engaging in spoofing and layering activity involving E-mini S&P 500
futures contracts for the purpose of disrupting the market in order to facilitate related trading that netted him profits in
excess of $40 million. 22 The alleged wrongful trading occurred between April 2010 and April 2015, and included trading
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activity that the CFTC claimed contributed to the May 2010 “Flash Crash.” Sarao also was accused of wire and
commodities fraud and manipulation in a criminal complaint in connection with the same activity. 23 The criminal action was
filed in the US District Court for the Northern District of Illinois by the US Department of Justice on February 11, 2015, and
also made public in April 2015.
The exchanges—and the CME Group exchanges in particular—have historically prosecuted disruptive trading practices as
violations of just and equitable principles of trade or similar high-level standards. 24 In Gola, a Chicago Board of Trade
(CBOT) Business Conduct Committee panel found that an employee of a CBOT-member firm engaged in a pattern of
entering large orders in multiple futures products without the intent to trade. Specifically, the employee placed a small
order to sell (buy) on the CME Globex electronic trading platform (Globex) and subsequently entered multiple large-lot buy
(sell) orders at or near the best bid (offer) on Globex to create the appearance of an imbalance in buy/sell pressure. When
the small order began trading, the employee canceled the large orders. The employee entered the large orders for the
purpose of inducing other market participants to trade against the small orders resting on the other side of the book. The
panel fined the employee $65,000 and suspended his trading privileges for 10 days.
In September 2014, the CME Group exchanges adopted a new rule and published supporting guidance prohibiting certain
disruptive trading practices. 25 Although the new rule provides a new explicit tool for prosecution, it primarily gives insight
into specific conduct that the exchange has always considered disruptive. The new rule also requires intent for all
violations. In January 2015, ICE Futures U.S. also issued a new rule and supporting guidance expressly prohibiting
disruptive trading practices. 26 In some cases, the express language of the new rule is narrower than the CME Group
exchanges’ rule; in others, the rule arguably captures more activity than would otherwise satisfy the express provisions of
its counterpart’s rule.
Regardless, with different tests and standards applied by different exchanges and regulators, market participants may
have a difficult time determining in advance whether certain trading activity is prohibited. Purposely placing and removing
bids or offers on one side of the market solely to move the market to effectuate an execution on the same or opposite side
is likely problematic under any test or standard.

Off-exchange Transactions: EFRPs and Block Trades
CFTC regulations require that all transactions in commodity futures contracts be executed openly and competitively in a
public auction market, unless the applicable exchange allows market participants to execute transactions noncompetitively in accordance with its rules. 27 EFRPs and block trades are exceptions to the requirement that all
transactions be executed openly and competitively. Failure to execute, document and report EFRPs and block trades
strictly in accordance with applicable exchange rules violates the competitive execution requirement set forth in the CFTC
regulations.
An EFRP transaction is a privately negotiated, off-exchange execution of an exchange futures or options contract and, on
the opposite side of the market, the simultaneous execution of an equivalent quantity of the cash product, by-product,
related product or over-the-counter derivative instrument corresponding to the asset underlying the exchange contract.
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Among other things, the exchanges require EFRPs to be executed between independent parties, reported within a
designated timeframe and documented consistent with commercial practice to support the actual transfer of exchange and
related positions. 28 Contingent EFRPs, including transitory EFRPs, are prohibited.
Regulatory scrutiny on EFRPs has resulted in an increase in surveillance requests and exchange disciplinary actions.29
For example, Deutsche Bank AG agreed to pay $650,000 to ICE Futures U.S. for failing to maintain confirmation
statements to support the physical legs of EFRP transactions involving foreign currency. 30
In addition, a CBOT Business Conduct Committee panel fined Lakeview Energy LLC $45,000 for engaging in multiple
EFRPs in which it appeared on both sides of the transactions for the purpose of moving positions between two of its
wholly owned subsidiaries. 31 These transactions were deemed to be improper wash trades. The panel also concluded that
the transactions were not bona fide EFRPs because they lacked sufficient documentation of either the physical legs of the
transactions or the corresponding cash positions.
Block trades are privately negotiated futures transactions that meet specified quantity thresholds and are permitted to be
executed away from the public auction market. Exchange rules on block trades address, among other things, eligible
parties to a block trade; minimum quantity thresholds; prohibitions on aggregating orders for multiple accounts, except by
CTAs, investment advisors or foreign persons performing a similar role; reporting obligations; and prohibitions on prehedging or anticipatory hedging or otherwise taking advantage of non-public information prior to the execution of a block
trade. 32
Recent disciplinary actions reinforce the importance of executing block trades in strict compliance with Exchange rules.
For example, in February 2014, an ICE Futures U.S. Business Conduct Committee panel found that Macquarie Bank
Limited and one of its employees entered an order to take advantage of information that the firm received during preexecution communications to a block trade in Sugar No. 11 futures and, in a separate incident, that Macquarie Bank
Limited and its affiliate, Macquarie Futures USA, LLC, failed to report a block trade within the requisite timeframe. 33 In
total, the panel fined the three respondents $490,000.
In addition, in April 2015, Jefferies LLC was the subject of four distinct disciplinary actions by the CME Group exchanges
related to alleged infractions involving block trades: (1) in all four actions, the firm was charged with failing to report block
trades within the requisite time frame; (2) in two actions, the firm was charged with misreporting either the execution time
or the transaction type of certain block trades; and (3) in one action, the firm was charged with aggregating block orders
on one side of a transaction for different beneficial owners. 34 Jefferies was fined a total of $75,000 for the four disciplinary
actions.
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Position Limits
The CFTC has proposed significant revisions to its rules and regulations on position limits. 35 While the date of adoption
and implementation of the new rules is uncertain, the CFTC recently expressed a desire to finalize the position limit
proposals by the end of 2015. 36 Notwithstanding the new proposals, the CFTC’s existing position limit regime governs
current trading activities.
Both the CFTC and exchanges have established limits on the speculative positions that may be owned or controlled by a
particular trader without a hedge or other exemption. 37 These limits are applied on a net long or net short basis to both
end-of-day and intraday positions; positions owned or controlled by a single trader or firm will generally be aggregated for
purposes of applying the limits. Violations of exchange position limits also constitute violations of CFTC requirements. 38
Position limits must be complied with at all times—both on an intraday and an end-of-day basis. 39
Positions held for bona fide hedging purposes, as defined by applicable law, rules or regulations, will not count toward the
trader’s speculative position; hedge exemptions may, however, be qualified, conditioned or otherwise limited. 40 An eligible
entity—for example, a CTA or CPO—may claim the independent account controller (IAC) exemption for purposes of
applying position limits. 41 Under such an exemption, an eligible entity that has authorized an IAC to trade client positions
on its behalf is not required to aggregate positions controlled by the IAC with its own, provided that the IAC: (1) meets
certain registration qualifications, such as being registered with the CFTC as a CTA; (2) acts independently of both its
clients and other IACs; and (3) is authorized by an eligible entity to control trading decisions on behalf of, but without the
day-to-day direction of, that entity. 42
In lieu of position limits, the exchanges may impose accountability levels for certain products that have large open interest,
high daily trading volumes or liquid cash markets. 43 Furthermore, the exchanges have consistently ordered disgorgement
penalties, in addition to fines, for violations of their position limit rules.
In a recent CFTC action, a father and son agreed to pay $525,000 for violating spot month speculative position limits in
Live Cattle futures. 44 The violative positions were maintained in two accounts for separate feeding operations that, when
aggregated, exceeded speculative position limits. Because the father and son directly or indirectly controlled the trading
activity in both accounts, the CFTC concluded that the positions for such accounts must be aggregated for purposes of
applying position limits.
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The exchanges also have reinforced position limits through disciplinary actions. For example, a New York Mercantile
Exchange Business Conduct Committee panel sanctioned an asset management firm $100,000 for two separate incidents
in which it: (1) maintained an intraday position in both Henry Hub Natural Gas Look-Alike Last Day Financial futures and
Henry Hub Natural Gas futures during the last three trading days of an expiring contract; and (2) exceeded the position
limits in Henry Hub Natural Gas Look-Alike Financial futures. 45 In addition, MBF Trading LLC was fined $25,000 and
ordered to disgorge $125,000 for maintaining intraday positions on two separate occasions in excess of the appropriate
exemption level in effect for such periods. 46

Conclusion
The CFTC, NFA and exchanges have continued to aggressively prosecute their rules and regulations. Importantly, market
participants—Exchange members and non-members alike—that trade on an exchange expressly consent to jurisdiction of
the Exchange and agree to be bound by, and to comply with, exchange rules. 47 To avoid regulatory exposure, CTAs and
CPOs should: (1) establish, maintain, review and enforce policies and procedures reasonably designed to achieve
compliance with the CEA, CFTC regulations and NFA and exchange rules; (2) modify such policies and procedures as
business, regulatory and legislative changes and events dictate; and (3) test the effectiveness of such procedures
periodically to ensure ongoing compliance.
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