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DEPARTMENT OF AGRICULTURE
Federal Crop Insurance Corporation
7 CFR Part 425

Peanut Crop Insurance Regulations

AGENCY: Federal Crop Insurance
Corporation, USDA.

ACTION: Corrections to final regulations.

SUMMARY: This document contains
corrections to the final regulations
which were published Wednesday,
November 4, 1992, (FR 52583).

EFFECTIVE DATE: December 2, 1992,

FOR FURTHER INFORMATION CONTACT: Mari
Dunleavy, Acting Director, Regulato

and Procedural Development, Federa
Crop Insurance Corporation, U.S.
Department of Agriculture, Washington,
DC 20250, telephone (202) 254-8314.

SUPPLEMENTARY INFORMATION: As
published, the final regulations contain
errors which may prove to be
misieading and are in need of
clarification.

Correction of Publication:

Accordingly, the publication on
November 4, 1992 of the final
regulations at 57 FR 52583 is corrected
as follows:

§425.7 [Corrected]

Paragraph 9(f)(2)(i), of the first
column on page 52588, “‘segregation I
and segregation II” is corrected to read
“Seg Il and Seg I1”, In the same
paragraph, the word “to” which appears
immediately after “quality” is removed.

In the second column of page 52588,
17.c.(1), the word “Community” is
corrected to read “Commodity”, and in
17.n the reference to “section 8" is
corrected to read “section 9",

Done in Washington, DC on November 25,
1992,

David L. Bracht,

Associate Manager, Federal Crop Insurance
Corporation.

[FR Doc. 82-29170 Filed 12-1-92; 8:45 am)
BILLING CODE 3410-08-M

FEDERAL RESERVE SYSTEM

12 CFR Part 203
[Docket No. R-0771; Regutation C]

Home Mortgage Disclosure; Final
Regulatory Amendments

AGENCY: Board of Governors of the
Federal Reserve System.
ACTION: Final rule.

SUMMARY: The Board is publishing a
final rule amending Regulation C, which
implements the Home Mortgage
Disclosure Act. The Federal Deposit
Insurance Corporation Improvement Act
of 1991 authorized the Boerd, in
consultation with the De ent of
Housing and Urban Development, to
develop a new exemption standard for
nondepository mortgage lenders that is
comparable to the exemption for
depesitory institutions. Under the
standard that has been adopted by the
Board, a nondepository mortgage lender
with an office in a metropolitan area is
covered if it meets either an asset-size
test or a lending activity test.

A nondepository mortgage lender
continues to be covered if its assets
exceed $10 million. Regardless of asset
size, however; under the final rule a
nondepository mortgage lender is also
covered if it originated 100 or more
home purchase loans (which includes
refinancings of home purchase loans) in
the preceding calendar year. This dual
standard maintains coverage for all
nondepository mortgage lenders that
currently report under HMDA and
extends coverage to firms that are sctive
mortgage lenders despite their smaller
asset size,

The Board also has revised the
instructions for reporting loan
applications received through a loan
broker or correspondent to conform the
rule for reporting loan approvals to the
existing rule for reporting loan denials.
This revision applies to all lenders
covered by HMDA, not only
nondepository mortgage lenders.
EFFECTIVE DATE: January 1, 1993.

FOR FURTHER INFORMATION CONTACT: Jane
Jensen Gell or W. Kurt Schumacher,
Staff Attorneys, or John C. Wood, Senior
Attorney, Division of Consumer and
Community Affairs, Board of Governors
of the Federal Reserve System,
Washington, DC 20551, at (202) 452—
2412 or (202) 452-3667. For the hearing
impaired only, contact Dorothea
Thompsen, Telecommunications Device
for the Deaf (TDD), at (202) 452-3544.
SUPPLEMENTARY INFORMATION:

(1) Background

Exemption for Small Nondepository
Mortgage Lenders

The Home Mortgage Disclosure Act
(HMDA) requires lenders that have over
$10 million in assets and have offices in
metropolitan areas to disclose their
housing-related lending activity each
year. Amendments to HMDA in 1989
extended its scope to cover independent
mortgage lenders—nondepository
lenders that are unaffiliated with
depository institutions or holding
companies. Under Regulation C,
nondepository mortgage lenders have
been subject to the act if the volume of
their home purchase loan originations
equals or exceeds 10 percent of their
total loan origination volume in dollers.
As a result, HMDA covers many
nondepository mortgage lenders that
make loans in metropolitan areas, but
only if their assets exceed $10 million.

Most nondepository mortgage lenders
originate loans and then sell them
within a short time, and their asset
levels often can be relatively low (well
under $10 million). Because the 1989
amendments failed to cover as many of
these lenders as Congress had intended,
Congress amended HMDA again in
1991. The Federal Deposit Insurance
Corporation Improvement Act of 1991
authorized the Board, in consultation
with the Department of Housing and
Urban Development, to establish a new
small institution exemption standard for
nondepository mortgage lenders in
order to exempt those lenders that are
“‘comparable within their respective
industries” to depository institutions
that are currently exempt.

In August 1982 the Board published
& proposal that included an explicit
measure of lending activity together
with the existing asset-size test (57 FR
36024, August 12, 1992). The Board
received about 40 comment letters on its
proposal. After review of these
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comments and upon further analysis,
the Board has adopted a final rule.

The Board's proposal noted that
nondepository mortgage lenders
specialize in home loans, unlike most
small depository instructions, which
engage primarily in other types of retail
lending. The data reported by
depository institutions currently
covered by HMDA indicate that smail
savings and loan associations (the
depository institutions most like
nondepository mortgage lenders in the
type of lending they do) extended an
average of 40 home loans in 1991.
Because nondepository mortgage
lenders focus on home purchase loans,
howevaer, the Board believes it is
appropriate to base the exclusion for
small nondepository institutions on a
higher threshold of loan activity than
the average loan volume for small
depository institutions.

n its proposal the Board solicited
comment on whether 100 home
purchasse loans is the appropriate level
for the small-institution exemption
applicable to nondepository mortgage
lenders. Most commenters addressing
this issue agreed with the proposed
level, although a few believed that the
exemption standard should be based on
a smaller number of transactions to
expand the act’s coverage. Several
commenters suggested that the
transactions comprising the volume test
also should be widened to include home
improvement loans, refinancings of both
home purchase and home improvement
loans, and even applications for these
types of loans.

n response to the comments and
upon further analysis, the Board has
determined that 100 loans is appropriate
as the threshold for coverage of
nondepository mortgage lenders, but the
Board has broadened the standard by
specifying that refinancings of home
purchase loans are to be counted in
determining whether a lender meets the
loan volume test. The Board considered
but decided against expanding the
threshold to include home improvement
loans and applications. The Board
believes that keeping the focus on home
purchase loans (including refinancings)
for determining initial coverageis more
consistent with other provisions of the
act and regulation. For instance, besides
having assets of more than $10 million
and having offices in metropolitan
areas, a depository institution must have
originated at least one first-lien, home
purchase loan in the preceding calendar
year to be covered by HMDA. Similarly,
a nondepository institution’s
originations of home purchase loans
must amount to 10 percent or more of
its total loan originations, in dollars,

before the institution becomes subject to
HMDA.

Under the final rule, for-profit
nondepository mortgage lenders are
covered regardless of lending volume if
their assets (including those of any
parent company) exceeded $10 million
at the end of the previous calendar year.
In addition, firms that have assets of $10
million or less are covered if they
originated 100 or more home purchase
loans (including refinancings of such
loans) in the previous calendar year.
This dual standard maintains coverage
for all nondepository mortgage lenders
that currently report under HMDA and
extends coverage to firms that are active
mortgage lenders despite their smaller
asset size. The Board believes that this
dual standard establishes a small-
institution exemption for nondepository
mortgage lenders comparable to the
current exemption for depository
institutions.

Applications Received Through Loan
Brokers or Correspondents

Since 1990 the instructions to the
HMDA Loan/Application Register
(HMDA-LAR) have required that
covered lenders report as loan
originations only those loans that
actually closed in the lender’s name.
But for applications received through
loan brokers or correspondents,
institutions reported data for all
applications they denied, whether or
not the loans would have closed in their
name. If a loan closed in the name ofa
loan broker or correspondent and was
immediately purchased by the
institution, the institution reported the
transaction as a loan purchase—even if
it had made the initial credit decision
approving the loan application prior to
closing.

In August the Board proposed to
conform the rule for reporting loan
approvals to the rule for reporting loan
denials. That is, a lender that
preapproved a loan which then closed
in another’s name, and acquired the
loan at or after closing, would report the
loan as a loan origination rather than as
a loan purchase. Most commenters
agreed with the Board's position that
this change would more accurately
reflect an institution’s overall credit
decisions.

Under the final version of the revised
instructions, if an institution receives an
application through a loan broker or
correspondent, approves it, and then by
pre-arrangement with the broker or
correspondent acquires the loan at
closing or thereafter, that institution
will report the loan as an origination,
whether or not the loan closed in that
institution’s name. This change affects

all lenders covered by HMDA, not just
nondepository mortgage lenders.

As has been the case since 1990,
lenders will report denials of
applications (and other actions taken
besides originations, such as
applications withdrawn) even if the
same applications are denied by other
institutions to which they are referred
by a loan broker or correspondent.

Institutions that purchase a loan from
another entity will continue to report
the loan as a loan purchase, as long as
they did not approve the corresponding
application prior to loan origination. If
an institution approves an application
for a loan, but does not acquire the
resulting loan (because it is sold to
another lender, for example), the
institution will report the loan as
“approved but not accepted.”

(2) Revisions

This section describes the changes
that have been made to the regulatory
provisions and the instructions.

Section 203.2 Definitions

(g) Home Purchase Loan

The Board had proposed, for purposes
of defining coverage of lenders, to
exclude refinancings from the definition
of a home purchase loan. Some
commenters noted that nondepository
institutions might originate a significant
number of home purchase refinancings
yet could end up not being covered
under the Board's proposed 100 home
purchase loan test. Based on the
comments and upon further analysis,
the Board has adopted a rule that
includes refinancings of home purchase
loans in defining the threshold.
Consequently, the Board did not adopt
the proposed change to paragraph
203.2(g).

Section 203.3 Exempt Institutions

(a) Exemption Based on Location, Asset
Size, or Number of Home Purchase
Loans

The Board is adopting in final form its
proposal that the exemption standard
for nondepository mortgage lending
institutions be based on asset size and
number of home purchase loan
originations. As discussed above, the
Board has established 100 loans as the
threshold for the coverage of
nondepository mortgage lenders.
However, the Board has broadened this
standard by specifying that refinancings
of home purcgz.;se loans are to be
counted in determining whether a
lender meets the loan volume test.

Thus, under the final rule a
nondepository mortgage lender, like a
depository institution, is covered if its
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assets exceeded $10 million at the end
of the previous calendar year.
Additionally, regardless of asset size, 8
nondepository morigage lender is also
covered if it originated 100 or more
home purchase loans (which includes
refinancings of home purchase loans) in
the prior calendar year.

To better differentiate between the
exemption criteria that apply to
depository institutions and those that
apply to nondepository mortgage
lenders, § 203.3(a) sets forth the criteria
for exemption in separate
subparagraphs.

Appendix A to Part 203—Form and
Instructions for Completion of HMDA
Loan/Application Register

L. Who Must File a Report

The Board is amending Appendix A—
Form and Instructions for Completion of
HMDA Loan/Application Register—to
reflect the new exemption standard for
nondepository mortgage lenders. The
criteria for these institutions are set
forth in a separate paragraph to clearly
distinguish this standard from the
exemption criteria for depesitory
institutions.

1V. Types of Loans and Applications
Covered and Excluded by HMDA

The Board has revised the
instructions in paragraph IV.A.3 and has
added a new paragraph as IV.A.4 to
reflect the requirements for reporting
loan applications that are received
through a loan broker or correspondent.
As discussed above, the Board has
conformed the rule for reporting loan
approvals to the rule for reporting
applications that did not result in
originations—for example, loan denials
and applications withdrawn. New
language in paragraph IV.A 4 clarifies
that a loan origination is only reported
once

V. Instructions for Completion of Loan/
Application Register

Several commenters pointed out that
under the previous rule, the category of
the action taken was actually
“application approved but not accepted
by applicant” (emphasis added).
Aecordingly, the Board has revised this
category—found in paragraph V.B.1. of
the instructions—to read “application
approved but not accepted." It has also
revised the explanation in paragraph
V.B.2.a. to make clear that this code
applies when either the applicant or the
broker or correspondent does not
respond to a lender’s deadline regarding
an approved application.

Loan/Application Register Code Sheet

The Board has revised the Loan/
Application Register Cade Shest to
reflect the change to the category of the
action taken code “application
approved but not accepted” discussed
above. A copy of the revised Code Shest
accompanies this final rule.

(3) Regulatory Flexibility Analysis

The Board's Division of Research and
Statistics has prepared a Regulatory
Flexibility Analysis of the revisions to
Regulation C. A copy may be obtained
from Publications Services, Board of
Governors of the Federal Reserve
System, Washington, DC 20551, at (202)
452-3245.

List of Subjects in 12 CFR Part 203

Banks, banking, Federal Reserve
System, Mortgages, Reporting and
recordkeeping requirements.

For the reasons set forth in this final
rule and pursuant te the Board's
authority under section 305(a) of the
Home Mortgage Disclosure Act (12
U.S.C. 2804(a)), the Board amends
Regulation C, Home Mortgage
Disclosure (12 CFR part 203) as set forth
below.

PART 203—HOME MORTGAGE
DISCLOSURE

1. The authority citation for part 203
continues to read as follows:

Authority: 12 U.S.C. 2801-2810

2. Section 203.3 is amended by
revising paragraph (a) and by revising
paragraph (c)(1) to read as follows:

§203.3 Exempt Institutions.

(a) Exemption based on location, esset
size, or number of home purchase loens.
(1) A bank, savings association, or credit
union is exempt from the requirements
of this part for a given calendar year if
on the preceding December 31:

(i) The institution had neither a home
office nor a branch office in an MSA; or

(ii) The institution's total assets were
$10 million or less.

(2) A for-profit morigage lending
institution (other than a bank, savings
association, or credit union) is exempt
from the requirements of this part for a
given calendar year if:

(i) The institution had neither a home
office nor a branch office in an MSA on
the preceding December 31; or

(i1) The institution's total assets
combined with those of any parent
corporation were $10 million or less on
the preceding December 31, and the
institution originated fewer than 100
home purchase loans in the preceding
calend;.:r year.

. - » - -

(c) Loss of exemption. (1) An
institution losing an exemption that was
based on the criteria set forth in
paragraph (a) of this section shall
comply with this part beginning with
the calendar year following the year in
which it lost its exemption.

3. Appendix A to part 203 is amended
by revising paragraphs LA. through 1.D.,
by revising paragraph IV.A.3, by
redesignating paragraph IV.A 4 as
IV.A.5 and republishing it, by adding a
new paragraph IV.A.4, and by revising
paragraphs V.B.1. and V.B.2.a. to read as
follows:

Appendix A to Part 203—Form and
Instructions for Completion of HMDA
Loan/Application Register

I. Who Must File a Report
A. Depository Institutions

Subject to the exception discussed below
banks, savings associations, end credit
unions must complete a register listing data
about loan applications received, loans
originated, and loans purchased if on the
preceding December 31 an institution:

1. Had assets of more than $10 million, and

2. Had a home or a branch office in a
“metropolitan statistical area” or a “primary
metropolitan statistical area” (both are
referred to in these instructions by tha term
“MSA™).

Example: If on December 31 you had a
home or a branch office in an MSA and your
assets exceeded $10 million, you must
complete a register that lists the home
purchase and home improvement loans that
you originate or purchase (and also lists
applications that did not result inan
origination) beginning January 1,

B. Depository Institutions—Exception

You need not complete a register—even if
you meet the tests for asset size and
lacation—if your institution is a bank,
savings association, or credit union that
made no first-lien home purchase loans
(including refinancings) on one-to-four-
family dwellings in the preceding calendar
year. This exception does not epply in the
case of nnr‘edv,;msxtr)ry institutions
C. Other Lending Institutions

Subject to the exception discussed below
for-profit mortgage lending institutions (other
than banks, savings associ credit
unions) must complete a register li g data
about loan applications received, loans
originated, and loans purchased if the
institution had a home or branch office in ar
MSA on the preceding December 31, and

1. Had assets of more than $10 million
(based on the combined assets of the
institution and any parent corporation) on
the preceding December 31, or

2. Originated 100 or more home purchase
loans {including refinancings of such loans)
during the preceding calendar year,
regardless of asset size.
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D. Other Lending Institutions—Exception

You need not complete a register—even if
you meet the tests for location and asset size
or number of home purchase loans—if your
institution is a for-profit mortgage lender
(other than a bank, savings association, or
credit union) and home purchase loans that
you originated in the preceding calendar year
(including refinancings) came to less than 10
percant of your total loan origination volume,
measured in dollars.

IV. Types of Loans and Applications Covered
and Excluded by HMDA

A. Types of Loans and Applications to be
Reported

» - * - -

3. In the case of brokered loan applications
or applications forwarded to you through a
correspondent, report as originations loans
that you approved and subsequently acquired
according to a pre-closing arrangement
(whether or not they closed in your
institution's name). Additionally, report the
data for all applications that did not result in
originations—for example, applications that
your institution denied or that the applicant
withdrew during the calendar year covered
by the report (whether or not they would

have closed in your institution’s name). For
all of these loans and applications, report the
race or national origin, sex, and income
information, unless your institution is a
bank, savings association, or credit union
with assets of $30 million or less on the
preceding December 31.

4. Originations are to be reported only
once. If you are the loan broker or
correspondent, do not report as originations
loans that you forwarded to another lender
for approval prior to closing, and that were
approved and subsequently acquired by that
lender (whether or not they closed in your
name).

5. Report applications that were received
in the pravious calendar year but were acted
upon during the calendar year covered by the
current register.

- =~ L - »

V. Instructions for Completion of Loan/
Application Register

B. Action Taken

1. Type of action. Indicate the type of
action taken on the application or loan by
using one of the following codes. Do not
report any loan application still pending at
the end of the calendar year; you will report

that application on your register for the year
in which final action is taken,
1—Loan originated
2—Application approved but not accepted
3—Application denied
4—Application withdrawn
5—File closed for incompleteness
6—Loan purchased by your institution

2. Explanation of codes. a. Use code 2
when an application is approved but the
applicant {or a loan broker or correspondant)
fails to respond to your notification of
approval or your commitment letter within
the specified time.

- - - . -

Appendix A [Amended]

4. The Loan/Application Register
Code Sheet that appears at the end of
appendix A is revised to read as follows:

BILUING CODE 8210-01-M
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By order of the Board of Governors of the
Federal Reserve System, November 24, 1992.

William W. Wiles,

Secretary of the Board.

[FR Doc. 92-29088 Filed 12-1-92; 8:45 am]
BILLING CODE 6210-01-M

RESOLUTION TRUST CORPORATION
Office of Inspector General
12 CFR Part 1680

Privacy Act Regulations

AGENCY: Resolution Trust Corporation.
ACTION: Final rule.

SUMMARY: The Resolution Trust
Corporation (RTC or Corporation) Office
of Inspector General (OIG) is adopting a
final rule for the processing of requests
for access to or amendment of records
pursuant to the Privacy Act of 1974, 5
U.S.C. 552a (Privacy Act). Also, RTC
OIG is exempting a system of records
from certain provisions of the Privacy
Act to the extent the system contains
investigatory material pertaining to the
enforcement of criminal laws or
compiled for law enforcement purposes.
EFFECTIVE DATES: This final rule is
effective December 2, 1992.

FOR FURTHER INFORMATION CONTACT:
David W. Kuhnsman, Senior Assistant
Counsel to the Inspector General, at
703-908-7812.

SUPPLEMENTARY INFORMATION:

Discussion of Final Rule

A. Background

This rule sets forth the procedures to
be used in requesting records from RTC
OIG, the procedures for contesting the
content of records, and the
identification of systems of records that
are exempt from the access, amendment,
and disclosure accounting provisions of
the Privacy Act. Also, a Privacy Act
system of records has been established.
The system, entitled Office of Inspector
General Investigative Files, contains
investigatory material compiled for law
enforcement purposes and investigatory
material compiled for the purpose of
determining suitability, eligibility, or
qualifications for Federal civilian
employment, Federal contracts, or
access to classified information. This
system of records was published in the
Federal Register on August 19, 1992 (57
FR 37581). A separate regulation
implements the Privacy Act for non-OIG
RTC systems of records.

The interim rulemaking with request
for comments was published in the
Federal Register on August 19, 1992 (57
FR 37400). No comments were received.

B. Requests for Information in Records

The rule provides that all written
requests for records under the control of
the Inspector General of RTC should be
sent to the OIG in Rosslyn, Va. It further
permits individuals to appear in person
at OIG Headquarters, in Rosslyn, VA, to
inspect non-exempt records pertaining
to themselves which are covered by the
Privacy Act. Requests for records must
reasonably describe the record desired.
The rule also provides for adequate
identification to be submitted for both
written and oral requests.

C. Initial and Final Decisions

The rule delegates to the Assistant
Inspectors General and Regional
Inspectors General for Audit, if the
inquiry involves an audit issued in the
Region, authority to make initial
determinations concerning requests for
access to or amendment of records. It
should be noted that at the present time
there are no audit systems of records
subject to the Privacy Act, but
regulatory provision is being made
should the need for such a system arise
in the future. The concurrence of the
Secretary is required for initial
determinations concerning requests for
access to or amendment of records
involving Corporation documents not
developed by OIG but which are
contained in OIG files. Final decisions
on an appeal of an initial denial of
access or a determination not to amend
will be made by the Inspector General
or Deputy Inspector General for records
under the centrol of the OIG with the
concurrence of the General Counsel
with respect to Corporation documents
not developed by OIG.

D. Exemption From Disclosure

RTC OIG is exempting the new OIG
Investigative Files system of records
from specified provisions of the Privacy
Act. Subsection (j)(2) of the Privacy Act
provides that an agency may promulgate
rules to exempt any system of records
within the agency from any part of
section 552a except subsections (b), (€)
(1) and (2), (e){4) (A) through (F), (e) (6),
(7), (9), (10), and (11), and (i), provided
that the system of records is maintained
by “the agency or component thereof
which performs as its principal function
any activity pertaining to enforcement
of criminal laws™ and includes: “(A)
Information compiled for the purpose of
identifying individual criminal
offenders and alleged offenders and
consisting only of identifying data and
notations of arrests, the nature and
disposition of criminal charges,
sentencing, confinement, release and
parole and probation status; (B)

information compiled for the purpose of
a criminal investigation, including
reports of informants and investigators
and associated with an identifiable
individual; or (C) reports identifiable to
an individual compiled at any stage of
the process of enforcement of the
criminal laws from arrest or indictment
through release from supervision.”
Section 552a(k) of the Privacy Act
provides that an agency may promulgate
rules to exempt any system of records
within the agency from sections 552a
(€)(3), (d), (e)(1), (e)(4) (G) through (I),
and (f) of the Act, pursuant to 5 U.S.C.
552a(k)(2). if the system of records is
“investigatory material compiled for law
enforcement pumoses other than
material within the scope of subsection
(j)(2)," and also, pursuant to 5 U.S.C.
552a(k)(5), if the system of records
consists of “‘investigatory material
compiled solely for the purpose of
determining suitability, eligibility, or
qualifications for Federal civilian
employment, * * * Federal contracts,
or access to classified information.”

If a system of records is not exempted
from these sections, the Privacy Act
generally requires the agency to: Make
an aceounting of disclosures to the
individual named in the record at their
request; permit individuals access to
their records; permit individuals to
request amendment to their records;
maintain only necessary or relevant
information in its system of records;
publish certain information in the
Federal Register; and promulgate rules
that establish precedures for notice and
disclosure of records. The exemptions
that may be asserted with respect to
investigatory systems of records permit
an agency to protect information when
disclosure would interfere with the
conduct of the agency'’s investigations.

Exemptions under subsections 552a
(j)(2), (k)(2) and (k)(5) are necessary to
maintain the integrity and
confidentiality of the investigative files.
Disclosure of information in these
investigatory files or disclosure of the
identity of confidential sources would
seriously undermine the effectiveness of
the Inspector General's investigations
and put confidential sources at risk.
Knowledge of such investigations also
could enable suspects to take action to
prevent detection of criminal activities,
conceal or destroy evidence, or escape
prosecution. Disclosure of this
information could lead to intimidation
of, or harm to, informants, witnesses,
investigative personnel and their
families. The imposition of certain
restrictions on the manner in which
information is collected, verified or
retained could significantly impede the
effectiveness of OIG investigations and
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could preclude the apprehension and
successful prosecution of persons
engaéed in fraud or criminal activity.

IG Investigative Files will contain
information of the type described in the
(j)(2), (k)(2), and (k)(5) exemptions of the
Privacy Act. The Inspector General Act,
as amended, 5 U.S.C. App. 3, authorizes
OIG to canduct investigations to detect
fraud and abuse in the programs and
operations of the Corporation and to
assist in the prosecution of participants
in such fraud or abuse. OIG will
maintain information in this system of
records pursuant to its law enforcement
and criminal investigative functions,
including background employment,
personnel and contractor investigative
material which may be necessary for
OIG to maintain in order to carry out
these functions. Further, the (j)(2),
(k)(2), and (k)(5) exemptions will be
narrowly applied.

E. Fees

The rule provides that copies of
records will be provided at $.20 per
page. It also provides that fees may be
waived if the total cost of comﬁylying
with the request for records is less than
$25.00.

Regulatory Flexibility Act

The undersigned hereby certifies that
the final regulations are not expected to
have a significant economic impact on
a substantial number of small entities

within the meaning of the Regulatory
Flexibility Act (5 U.S.C. 601 et seq.).

List of Subjects in 12 CFR Part 1680

Privacy Act.

For the reasons set out in the
preamble, the Resolution Trust
Corporation hereby amends part 1680 to
title 12, chapter XVI of the Code of
Federal Regulations to read as follows:

PART 1680—[AMENDED]

Subpart A—Freedom of Information
Act Regulations

1. The authority citation for part 1680,
subpart A, continues to read as follows:

Authority: 5 U.S.C. 552, 5 U.S.C. App.; 12
U.S.C. 1441(a)(b).

§§1680.1-1680.17 [Redesignated as
subpart A

2. The existing §§ 1680.1 through
1680.17 are redesignated as subpart A
with the heading of subpart A added as
set forth above.

3. Subpart B is added as follows:

Subpart B—Privacy Act Regulations

Sec.
1680.21 Purpose and scope.
1680.22 Definitions.

Sec.

1680.23 Procedures for requests pertaining
to individual records in a system of
records.

1680.24 Times, places and requirements for
identification of individuals making
requests.

1680.25 Disclosures of requested
information to individuals.

1680.26 Special procedures for medical
records,

1680.27 Requests for amendment of records.

1680.28 Agency reviews of requests for
amendment of records.

1680.29 Appeals of adverse initial agency
determinations of access or amendment
of records and Statements of
Disagreement.

1680.30 Preservation of records.

1680.31 Disclosures of a record to & person
other than the individual to whom the
record pertains.

1680.32 Fees.

1680.33 Penalties.

1680.34 Exemptions.

Subpart B—Privacy Act Regulations

Authority: 5 U.S.C. 552a, 5 U.S.C. App., 12
U.S.C. 1441a(b).

§1680.21 Purpose and scope.

This regulation sets forth the basic
policies of the Resolution Trust
Corporation (RTC) that implement the
provisions of the Privacy Act of 1974 (5
U.S.C. 552a) regarding the protection of
the privacy of individuals on whom the
Corporation’s Office of Inspector
General (OIG) maintains information
which is retrieved by reference to an
individual’s name or an identifying
particular assigned to the individual.
This regulation also sets forth the
procedures by which an individual may
seek access under the Privacy Act to
records pertaining to him/her, may
request correction or amendment of
such records, or may seek an accounting
of disclosures of such records
maintained by the Office of Inspector
General.

§1680.22 Definitions.

For the purposes of this part:

(a) Corporation means the Resolution
Trust Corporation.

(b) Individual means a natural person
who is either a citizen of the United
States of America or an alien lawfully
admitted for permanent residence.

(c) Maintain includes maintain,
collect, use, disseminate, or control.

(d) Record means any item, collection
or grouping of information about an
individual that is maintained by the
Office of Inspector General and contains
his/her name, or the identi?ing
number, symbol, or other identifying
particular assigned to the individual.

{e) System of records means a group
of any records under tRe control of the

Office of Inspector General from which
information is retrieved by the name of
the individual or some identifying
number, symbol or other identifying
particular assigned to the individual.

(f) Designated system of records
means a system of records which has
been listed and summarized in the
Federal Register pursuant to the
requirements of 5 U.S.C. 552a(e).

(g) Routine use means, with respect to
disclosure of a record, the use of such
record for a purpose which is
compatible with the purpose for which
it was created.

(h) Amend and amendment mean any
correction, addition to or deletion from
a record.

(i) System manager means the agency
official responsible for a designated
system of records, as denominated in
the Federal Register publication of
“'Systems of Records Maintained by the
Resolution Trust Corporation.”

(j) Inspector General means the
Inspector General or Deputy Inspector
General of the Resolution Trust
Corporation,

(k) Assistant Inspector General means
the Assistant Inspector General for
Audit, Assistant Inspector General for
Investigation, Assistant Inspector
General for Policy, Planning and
Resources, or Assistant Inspector
General for Oversight and Quality
Assurance.

§1680.23 Procedures for requests
pertaining to individual records in a system
of records.

Written requests by individuals for
access to records pertaining to them and
maintained within an Office of
Inspector General’s designated system of
records should be signed by the
requester and submitted in writing to
the Office of Inspector General,
Resolution Trust Corporation,
International Place, 1735 North Lynn
Street, Rosslyn, VA 22209. Each such
request should contain a reasonable
description of the record(s) sought, the
system or systems in which such record
may be contained, and any additional
identifying information, as specified in
the Corporation’s Federal Register
“Notice of Systems of Records” for that
particular system, copies of which are
available upon request from the Office
of Inspector General and the FOIA/PA
Branch, Office of the Secretary.

§1680.24 Times, places and requirements
for Identification of individuals making
requests,

(a) Individuals may request access to
records pertaining to themselves by
submitting a written request by mail as
provided in § 1680.23 of this subpart.
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Before information is given or access to
records is granted, the Office of
Inspector General may require
reasonable identification of the person
making the request to ensure that
information is given and records are
disclosed only to the proper individual.

(b) Individuals submitting written
requests seeking access to or
amendment of records pertaining to
themselves shall include copies of
reasonable identification which contain
the signatures of the individuals such as
driver’s licenses, employment
identification cards or passports. The
identification shall bear the individual’s
current residence or business address.
Except for records that must be publicly
disclosed pursuant to the Freedom of
Information Act (5 U.S.C. 552), where
the Office of Inspector General
determines it to be necessary for the
individual’s protection, a certification of
a duly commissioned notary public, of
any state or territory, attesting to the
requesting individual’s identity may be
required before a written request
seeking access to or amendment of a
record will be honored.

(c) Nothing In this section shall
preclude the Office of Inspector General
from requiring such other proof of
identity as it deems satisfactory in the
circumstances of a particular request for
Office of Inspector General investigative
files,

§1680.25 Disclosures of requested
Information to individuals.

(a) Except to the extent that records
pertaining to an individual:

(1) Are exempt from disclosure under
§ 1680.33 of this subpart, or

(2) Were compiled in reasonable
anticipation of a civil action or
proceeding,

The Office of Inspector General will
make such records available upon
request for purposes of inspection and
copying by the individual (after proper
identity verification as provided in
§ 1680.24) and, upon the individual’s
request and written authorization, by
another person of the individual's own
choosing.

(b) The Assistant Inspector General or
Regional Inspector General for Audit,
where a request involves an audit issued
in the region, for those systems of
records under the control of the Office
of Inspector General, will notify, in
writing, the individual making a
request, within ten business days
following receipt of the request, whether
any specified, designated system of
records maintained by the Office of
Inspector General contains a record
pertaining to the individual. Where
such e record does exist, the Assistant

Inspector General or if appropriate,
Regional Inspector General for Audit,
for those systems of records under the
control of the Office of Inspector
General, will inform the individual of
the decision whether to grant or deny,
in whole or in part, the request for
access. The release of any Corporation
documents not developed by OIG which
are contained in OIG files requires the
concurrence of the Secretary of the
Corporation (or designee). In the event
existing records are determined not to
be disclosable, the notification will
inform the individual of the reason(s)
for which disclosure will not be made
and will provide a description of the
individual's right to appeal the denial,
as more fully set forth in § 1680.28 of
this subpart.

(c) Individuals will be granted access
to records disclosable under this part
1680, subpart B as soon as is
practicable. The Assistant Inspector
General, or Regional Inspector General
for Audit, if appropriate, for those
systems of records under the control of
the Office of Inspector General, will give
written notification of a reasonable
period within which individuals may
inspect disclosable records pertaining to
themselves at the headquarters of the
Office of Inspector General, if
appropriate, or the Region in which an
audit was issued, during normal
business hours. Alternatively,
individuals granted access to records
under this subpart may request that
copies of such records be forwarded to
them. Fees for copying such records will
be assessed as provided in § 1680.31 of
this subpart.

§1680.26 Special procedures for medical
records.

Maedical records shall be disclosed on
request to individuals to whom they
pertain, except, if in the judgment of the
Corporation or the Office of Inspector
General, depending on the manner by
which the record was generated, the
transmission of the medical information
directly to the requesting individual
could have an adverse affect upon such
individual. In the event medical
information is withheld from the
requesting individual because of any
possible adverse affect such information
may have upon the individual, the
Corporation or the Office of Inspector
General shall transmit such information
to a licensed medical doctor named by
the requesting individual.

§1680.27 Requests for amendment of
records.

The Office of Inspector General will

maintain all records it uses in making
any determinatiorrabout any individual

with such accuracy, relevance,
timeliness, and completeness as is
reasonably necessary to assure fairness
to the individual in the determination.
An individual may request that the
Inspector General amend any portion of
a record pertaining to that individual
which the Office of Inspector General
maintains in a designated system of
records. Such a request should be
submitted in writing to the Office of
Inspector General, Resolution Trust
Corporation, International Place, 1735
North Lynn Street, Rosslyn, VA, 22209,
and should contain the individual's
reason for requesting the amendment
and a description of the record
(including the name of the appropriate
designated system and category t.gereoﬂ
sufficient to enable the Inspector
General to identify the particular record
or portion thereof with respect to which
amendment is sought. If an individual
has a copy of the record he/she wishes
to have amended, it should be attached
to the request for amendment and the
specific portion of the record sought to
be amended should be clearly
identified. The individual making the

uest may be required to provide the
information specified in § 1680.24 of
this subpart to permit verification of the
identity of the individual making the
request for amendment.

§1680.28 Agency reviews of requests for
amendment of records.

(a) Requests by individuals for the
amendment of records will be
acknowledged by the Assistant
Inspector General or Regional Inspector
General for Audit, if appropriate, within
ten business days following receipt of
such requests. Promptly thereafter, the
Assistant Inspector General or Regional
Inspector General for Audit for records
contained within a system of records
under the control of the Office of
Inspector General, will notify the
individual of the decision to grant or
deny the request to amend. The
amendment of any Corporation
documents not developed by OIG which
are contained in OIG Files requires the
concurrence of the Secretary of the
Corporation (or designee). If the request
to amend is granted, in whole or in part
the Assistant Inspector General or
Regional Inspector General for Audit
will effect the appropriate amendment

(b) If the Assistant Inspector General
or Regional Inspector General for Audit
for records contained within a system of
records under the control of the Office
of Inspector General, denies a request to
amend a record, the notification of such
denial shall contain the reason(s) for the
denial and a description of the
individual’s right to appeal the denial as
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more fully set forth in § 1680.29 of this
subpart.

§1680.29 Appeals of adverse initial
agency determinations of access or
amendment of records and Statements of
Disagreement.

(a) For records contained within a
system of records under the control of
the Office of Inspector General, the
initial denial of an individual’s request
for access to or amendment of a record
pertaining to him/her may be appealed
in writing to the Inspector General,
International Place, 1735 North Lynn
Street, Rosslyn, VA, 22209, within 30
business days following receipt of
notification of the denial. Such appeals
should contain all the information
specified for requests for access in
§ 1680.23 of this subpart or for initial
requests to amend in § 1680.27 of this
subpart, as well as any other additional
information the individual deems
relevant for the consideration by the
Inspector General of the appeal. Both
the envelope and the appeal letter
should have written on them *Privacy
Act Appeal.” The appeal letter should
also enclose a copy of the initial denial
letter.

(b) The Inspector General will
normally make a final determination
with respect to an appeal made under
this subpart within 30 business days
following receipt of the appeal. The
coneurrence of the General Counsel of
the Corporation (or designee) is required
for Corporation documents not
developed by OIG which are contained
in OIG files. The Inspector General may
extend the 30-day time period for good
cause. When such an extension is
required, the individual making the
appeal will be notified of the reason for
the extension and the expected date
upon which a final decision will be
given.

(c) If the Inspector General affirms the
initial denial of a request for access or
to amend, he or she will inform the
individual affected by the decision, the
reason(s) therefor, and the right of
judicial review of the decision. With
respect to a decision to sustain the
initial refusal to amend a record the
Inspector General will also inform the
individual of the right to submit a
"“Statement of Disagreement” under
paragraph (d) of this section.

{d) Upon receipt of a determination to
affirm the initial denial of a request to
amend records, the individual may
submit to the inspector General a
concise statement (“‘Statement of
Disagreement”) setting forth his or her
reasons for disagreeing with the
Inspector General’s determinaticn not to
amend. Such a “Statement of

Disagreement” will be attached to the
record which was the subject of the
request to amend. The Inspector General
may, if deemed appropriate, prepare a
concise statement (“Statement of
Explanation”) of the reason(s) why the
requested amendment or correction was
not made. Any Inspector General
“Statement of Explanation™ will be
included in the system of records in the
same manner as the ““Statement of
Disagreement.” A copy of the
“*Statement of Explanation” and of the
notation of the dispute as marked on the
original record will be provided to the
individual who requested correction or
amendment of the record.

(e) When a record has been amended
or corrected or when a "'Statement of
Disagreement™ has been filed, the
Inspector General will advise all prior
recipients of the affected record whose
identities may be determined pursuant
to the disclosure accountings required
by the Privacy Act (5 U.S.C. 552a(c)), or
any other accounting previously made,
of the amendment or correction or the
filing of the “Statement of
Disagreement."” Any disclosure of
disputed information occurring after a
“"Statement of Disagreement’” has been
filed will clearly identify the specific
information disputed and be
accompanied by a copy of the
““Statement of Disagreement’” and a copy
of the “Statement of Explanation,” if
any, as set forth in paragraph (d) of this
section.

§1680.30 Preservation of records.

The Inspector General will preserve
all correspondence relating to the
written requests it receives under this
subpart and all records processed
pursuant to such requests, in
accordance with the records retention
provisions of General Records Schedule
14, Informational Services Records, or
General Records Schedule 22 for Office
of Inspector General records. Under no
circumstances will records be destroyed
while they are subject to a pending
request for access, amendment, appeal,
or lawsuit pursuant to the Privacy Act.

§1680.31 Disclosures of a record to a
person other than the Individual to whom
the record pertains.

(a) Except as provided in paragraph
(b) of this section, the Inspector General
will not disclose any record contained
in a designated system of records to any
person or agency except without the
prior written consent of the individual
to whom the record pertains.

(b) The restrictions on disclosure in
paragraph (a) of this section do not
apply to any disclosures:

(1) To those officers and employees of
the Corporation who have a need for the
record in the performance of their
duties;

(2) Required under the Freedom of
Information Act (5 U.S.C. 552);

(3) For a routine use listed with
respect to a designated system of
records;

(4) To the Bureau of the Census for
purposes of planning or carrying out a
census or survey or related activity
pursuant to the provisions of Title 13 of
the United States Code;

{5) To a recipient who has provided
the Corporation with advance adequate
written assurance that the record will be
used solely as a statistical research or
reporting record, and the record is to be
transferred in a form that is not
individually identifiable;

(6) To the National Archives and
Records Administration as a record
which has sufficient historical or other
value to warrant its continued
preservation by the United States
Government, or for evaluation by the
Archivist of the United States (or
designes) to determine whether the
record has such value;

(7) To another agency or to an
instrumentality of any governmental
jurisdiction within or under the control
of the United States for a civil or
criminal law enforcement activity if the
activity is authorized by law, and if the
head of the agency or instrumentality
has made a written request to the
Corporation specifying the particular
portion desired and the law
enforcement activity for which the
record is sought;

(8) To a person pursuant to a showing
of compelling circumstances affecting
the health or safety of an individual if,
upon such disclosure, notification is
transmitted to the last known address of
the individual to whom the record
pertains;

(9) To either House of Congress, or, to
the extent of matter within its
jurisdiction, any committee or
subcommittee thereof, any joint
committee of Congress or subcommittee
of any such joint committee;

(10) To the Comptroller General, or
any of his/her authorized
representatives, in the course of the
performance of the duties of the General
Accounting Office;

(11) Pursuant to the order of a court
of competent jurisdiction; or

(12) To a consumer reporting agency
in accordance with 31 U.S.C. 3711(f).

(¢) Any *'Statement of Disagreement"’
with the Inspector General's
determination not to amend a record,
filed with the Inspector General by an
individual pursuant to § 1680.29(d) of
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this subpart, will be included in the
disclosure of the record under authority
of paragraph (b) of this section. The
Inspector General may, in his or her
discretion, also include a copy of the
Inspector General's "*Statement of
Explanation.”

d) The Inspector General, with
respect to each system of records under
his or her control shall:

(1) Except for disclosures made under
paragraphs (b)(1) or (b)(2) of this
section, keep an accurate accounting
of—

(i) The date, nature, and purpose of
each disclosure of a record to any
person or to another agency made under
paragraph (b) of this section; and

(ii) The name and address of the
person or agency to whom the
disclosure is made;

(2) Retain the accounting made under

aragraph (d)(1) of this section for at
east five years or the life of the record,
whichever is longer, after the disclosure
for which the accounting is made.

(3) Except for disclosures made under
paragraph (b)(7) of this section, make
the accounting made under paragraph
(d)(1) of this subsection available to the
individual named in the record at his/
her request; and

(4) Inform any person or other agency
about any correction or Statement of
Dispute made by the agency in
accordance with paragraph (b) of this
section of any record that has been
disclosed to the person or agency if an
accounting of the disclosure was made.

§1680.32 Fees.

The Inspector General, upon a request
for records disclosable pursuant to the
Privacy Act of 1974 (5 U.S.C. 552a),
shall charge a fee of $.20 per page for
duplicating, except as follows:

(a) If the Inspector General determines
that he or she can grant access to a
record only by providing a copy of the
record, no fee will be charged for
providing the first copy of the record or
any portion thereof;

{b) Whenever the aggregate fees
computed under this section do not
exceed $25.00 for any one request, the
fee will be deemed waived by the
Inspector General.

§1680.33 Penalties.

Subsection (i)(3) of the Privacy Act of
1974 (5 U.S.C. 552a(i)(3)) imposes
criminal penalties for obtaining
Inspector General or Corporation
records on individuals under false
pretenses. The subsection provides as
follows: ““Any person who knowingly
and willfully requests or obtains any
record concerning an individual from an
agency under false pretenses shall be

guilty of a misdemeanor and fined not
more than $5,000."

§1680.34 Exemptions.

These provisions authorize the
Inspector General to exempt certain OIG
Privacy Act systems of records from
portions of the requirements of this
regulation. For those OIG systems of
records that are determined to be
exempt, the system notice shall describe
the exemption and the reasons. The
Inspector General has determined that
the following systems of records are
exempt to the extent provided
hereinafter.

(a) Office of Inspector General
Investigative Files—(1) Sections of the
Act from which exempted. (i) The Office
of Inspector General Investigative Files
system of records is exempt from all
sections of the Privacy Act (5 U.S.C.
552a) except the following: (b) Relating
to conditions of disclosure; (¢) (1) and
(2) relating to keeping and maintaining
a disclosure accounting; (e)(4) (A)
through (F) relating to publishing a
system notice setting forth name,
location, categories of individuals and
records, routine uses, and policies
regarding storage, retrievability, access
controls, retention and disposal of the
records; (e) (6), (7), (9), (10), and (11)
relating to dissemination and
maintenance of records, and (i) relating
to criminal Penalties. This system of
records is also exempt from 12 CFR
1680.23 through 1680.28 and 1680.31(d)
(3) and (4). This exemption applies to
those records and information contained
in the system of records pertaining to
the enforcement of criminal laws. .

(ii) To the extent that there may exist
within this system of records
investigative files compiled for law
enforcement purposes, other than
material within the scope of subsection
(j)(2) of the Privacy Act, the Inspector
General Investigative Case Files system
of records is exempt from the following
sections of the Privacy Act (5 U.S.C.
552(a)): (c)(3) relating to access to the
disclosure accounting, (d) relating to
access to records, (e)(1) relating to the
type of information maintained in the
records; (e)(4) (G), (H), and (I) relating to
publishing the system notice
information as to agency procedures for
access and amendment and information
as to the categories of sources or
records, and (f) relating to developing
agency rules for gaining access and
making corrections. This system of
records is also exempt from 12 CFR
1680.23 through 1680.28 and
1680.31(d)(3).

(2) Reason for exemptions. (i) The
Office of Inspector General is an office
of RTC a component of which performs,

as its principal function, activity
pertaining to the enforcement of
criminal laws, within the meaning of 5
U.S.C. 552a(j)(2). This exemption
applies only to those records and
information contained in the system of
records pertaining to criminal
investigations. This system of records is
exempt for one or more of the following
reasons:

(A) To prevent interference with law
enforcement proceedings.

(B) To avoid unwarranted invasion of
personal privacy, by disclosure of
information about third parties,
including other subjects of
investigation, investigators, and
witnesses.

(C) To protect the identity of Federal
employees who furnish a complaint or
information to OIG, consistent with
section 7(b) of the Inspector General Act
of 1978, as amended, 5 U.S.C. App. 3.

(D) To protect the confidentiality of
non-Federal employee sources of
information.

(E) To assure access to sources of
confidential information, including
those contained in Federal, State, and
local criminal law enforcement
information systems.

(F) To prevent disclosure of law
enforcement techniques and grocedures.
(G) To avoid endangering the life or
physical safety of confidential sources

and law enforcement personnel.

(ii) Investigative records within this
system of records which are compiled
for law enforcement purposes, other
than material within the scope of
subsection (j)(2), are exempt under the
provisions of 5 U.S.C. 552a(k)(2);
Provided, however, That if any
individual is denied any right, privilege,
or benefit that they would otherwise be
entitled by Federal law, or for which
they would otherwise be eligible, as a
result of the maintenance of such
material, such material shall be
provided to such individual except to
the extent that the disclosure of such
material would reveal the identity of a
source who furnished information to the
Government under an express promise
that the identity of the source would be
held in confidencs, or, prior to January
1, 1975, under an implied promise that
the identity of the source would be held
in confidence. This system of records is
exempt for one or more of the following
reasons:

(A) To prevent interference with law
enforcement proceedings.

(B) To protect investigatory material
compiled for law enforcement purposes

(C) To avoid unwarranted invasion of

~ personal privacy, by disclosure of
information about third parties,
including other subjects of
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investigation, law enforcement
personnel, and sources of information.

(D) To fulfill commitments made to
protect the confidentiality of sources.

(E) To protect the identity of Federal
employees who furnish a complaint or
information to OIG, consistent with
section 7(b) of the Inspector General Act
of 1978, as amended, 5 U.S.C. App. 3.

(F) To assure access to sources of
confidential information, including
those contained in Federal, State, and
local criminal law enforcement systems.

(G) To prevent disclosure of law
enforcement techniques and procedures.

(H) To avoid endangering the life or
physical safety of confidential sources
and law enforcement personnel.

(iii) Records within this system of
records comprised of investigatory
material compiled solely for the purpose
of determining suitability or eligibility
for Federal civilian employment,
Federal contractors, or access to
classified information, are exempt under
the provisions of 5 U.S.C. 552a(k)(5), but
only to the extent that disclosure would
reveal the identity of a source who
furnished information to the
Government under an express promise
that the identity of the source would be
held in confidences, or, prior to January
1, 1975, under an implied promise that
the identity of the source would be held
in confidence. This system of records is
exempt for one or more of the following
reasons:

(A) To fulfill commitments made to
protect the confidentiality of sources,

(B) To assure access to sources of
confidential information, including
those contained in Federal, State, and
local criminal law enforcement
information systems.

Issued at Washington, DC, this 23rd of
November 1992.

Office of Inspector General.

joha J. Adair,

Inspector General, Resolution Trust
Corporation.

[FR Doc. 92-29254 Filed 12-1-92; 8:45 am]
BILLING CODE 6714-01-M

SECURITIES AND EXCHANGE
COMMISSION

17 CFR Part 240
[Release No. 34-31511; Flle No. S7-28-89]
RIN 3235-AD79

Net Capital Rule

AGENCY: Securities and Exchange
Commission.

ACTION: Final rule amendments.

SUMMARY: The Securities and Exchange
Commission is amending its net cepital

rule under the Securities Exchange Act.
The amendments will raise the absolute
minimum net capital required of certain
registered broker-dealers. Broker-dealers
that hold customer funds or securities
will be required to maintain at least
$250,000 in net capital. Those firms that
clear customer transactions but do not
hold customer funds or securities
beyond the settlement of the transaction
will be subject to a $100,000 minimum
net capital requirement. Broker-dealers
that introduce customer accounts to
other broker-dealers will be required to
maintain $50,000 or $5,000 in minimum
net capital, depending on whether or
not they receive securities. Broker-
dealers that make markets in certain
securities will be required to maintain
greater net capital in proportion to the
number of securities in which they
make markets. The maximum on this
additional market maker minimum net
capital requirement will be raised from
$100,000 to $1,000,000. The minimum
net capital requirement for certain
mutual fund broker-dealers will be
increased to $25,000. The increases to
the minimum capital levels will be
implemented over a period of eighteen
months. Additionally, the two methods
of computing deductions for equity
securities positions (or “haircuts”) will
be standardized. Finally, certain
changes will be made to the
computation of aggregate indebtednaess.
EFFECTIVE DATES: For the amendments
relating to equity securities haircuts
(paragraph (c)(2)(vi)(J)), charges to
aggregate indebtedness (paragraph
(c)(1)}, and the capital requirements for
market makers (paragraph (a)(4), except
as to that provision raising the ultimate
market maker capital requirement to
$1,000,000, which shall become
effective on June 30, 1993), the effective
date shall be January 1, 1993. For the
amendments relating to minimum net
capital requirements contained in
parag:sh (a}, see the temporary phase-
ins ule set forth in Appendix E to
Rule 15¢3-1.
FOR FURTHER INFORMATION CONTACT:
Michael A. Macchiaroli, (202) 272~
2904, Michael P. Jamroz, (202) 272~
2372 or Roger G. Coffin, (202) 272-7375,
Division of Market Regulation, 450 Fifth
Street, NW., Washington, DC 20549.
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SUPPLEMENTARY INFORMATION:
L. Introduction

A. The Commission’s Proposal

On September 15, 1989, the
Commission issued a release requesting
comment on proposed increases to the
minimum net capital requirements
applicable to broker-dealers.? The
Commission was concerned that the
minimum net capital requirements,
which in some cases dated back to 1972,
were no longer adequate.

In that release, the Commission
proposed increases in the minimum
capital requirements for registered
broker-dealers, based on the nature of
the business of the firm, and the extent
to which a broker-dealer has contact
with customer funds or securities.
Briefly, under the proposal, firms that
carry customer accounts would be
required to maintain at least $250,000 in
net capital. Broker-dealers that ciear
customer accounts in accordance with
Securities Exchange Act Rule 15¢3—
3(k)(2)(i) (and therefore, although they
may receive funds or securities, they
may not hold them beyond the
settlement of a transaction) would be
required to maintain at least $100,000 in
net capital. Firms that introduce
customer accounts to other broker-
dealers would be required to maintain a

! Securities Exchange Act Release No. 27249
(September 15, 1983), 54 FR 40395 (October 2,
1989). All comments are availabls in File No. $7-
28-89 at the Commission’s Public Reference Room,
450 Fifth Street, NW., Washington, DC 20549,
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minimum net capital of $100,000 or
$50,000, depending upon whether the
firm routinely or occasionally receives
customer funds or securities. Under the
proposal, broker-dealers that never
receive customer funds or securities
would be allowed to maintain minimum
net capital of §5,000.

The minimum net capital required to
be maintained by firms that make
markets in securities also would be
raised under the proposed amendments.
. Under the net capital rule, a market
maker is required to maintain the
greater of the base minimum net capital
requirements referred to above or an
amount of net capital determined by the
number of securities in which the firms
makes markets. The net capital rule
currently draws a distinction in this

regard based on the price of the security.

Securities priced $5 and below require
capital of $500 each, while securities
priced above $5 require capital of
$2,500 each. Under the proposal, the
amount to be maintained for securities
priced under $5 per share would be
raised to $1,000 per security. The
ceiling on this net capital requirement
would have been raised to $1,000,000,
from the present $100,000.

The proposed amendments also
included provisions that would
standardize the deductions under the
rule for proprietary positions in equity
securities. Currently, the applicable
deduction (or "haircut”’) depends on the
method the broker-dealer elects to
compute its net capital requirement.
Broker-dealers calculating their net
capital under the basic method incur a
different haircut charge than those
computing haircuts on the alternative
method, which generally results in
lower haircut charges than the basic
method.

Further, broker-dealers computing net
capital under the basic method would
realize reductions in aggregate
indebtedness charges for liabilities
associated with mutual fund and
securities lending transactions. Finally,
the Commission proposed that, for the
purpose of calculating haircuts, stripped
debt instruments be accorded the same
treatment, for haircut purposes, as
equity securities. The Commission’s
proposal will be discussed in greater
detail in the appropriate sections of this
release.

The Commission believes that the
concerns articulated in the proposing
release are valid, and is therefore
adopting most of the proposed
amendments. Certain changes to the
original rule amendments have been
made however, and these changes will
necessitate the proposal of additional
amendments to the net capital rule.

Therefore, the Commission is issuing
two releases that relate to the minimum
net capital standards applicable to
broker-dealers. This release discusses
the proposals that are being adopted by
the Commission. In a separate release,
the Commission is proposing for
comment further amendments to the
minimum net capital standards.

B. Brief Summary of Comments

The Commission received almost 275
letters in response to the proposed rule
changes. Approximately 200 of the
commentators objected generally to the
proposed increases in minimum net
capital requirements. Most of the
commentators writing in protest against
the increases objected to the proposed
increases to the net capital requirements
for introducing and mutual fund broker-
dealers. Primarily, these firms feared
that an increase in minimum net capital
requirements would restrict entry into
the securities business and force
existing entities to close. A frequently
voiced complaint was that the proposal
discriminated against smaller firms in
favor of larger enterprises without
sufficient justification.

Self-regulatory organizations and
other groups including the New York
Stock Exchange (“NYSE"), the
Securities Industry Association (“'SIA"),
the American Bar Association, the
Chicago Bar Association, the
Philadelphia Stock Exchange (‘'Phlx"),
and the Midwest Stock Exchange
generally supported the proposal. These
commentators acknowledged the need
to increase minimum net capital
requirements and concurred with the
general concerns set forth in the release
proposing the amendments for
comment. In particular, the National
Association of Securities Dealers, Inc.
(“NASD”) expressed support for raising
minimum net capital levels generally
and made specific recommendations
regarding the appropriate levels for
introducing firms. The NASD's
recommendation has, in large part,
served as the framework for the
requirements for introducing firms set
forth in the releases being issued today.

Comments with respect to the
increased net capital requirements for
firms that carry and clear customer
accoynts were split; a number of
commentators objected to the potential
anti-competitive effects of the increases.
However, others recognized the risks
created by firms that hold customer
funds and securities and acknowledged
the need for regulatory action.

The Commission received mixed
comments with respect to its proposal to
increase the minimum capital
requirements of firms that make markets

in over-the-counter securities. The
NASD and the SIA supported the
proposal; a number of broker-dealers
criticized it, claiming that &n increase in
capital requirements would drive some
market makers away from the over-the-
counter securities market, reducing
liquidity.

irms that commented on the
proposed new haircuts for zero-coupon
and stripped securities opposed the
measure on the ground that the
proposed haircut was not reflective of
the risks or volatility associated with
stripped debt securities. In this regard,
the Public Securities Association
(“PSA") provided data on the volatility
of stripped securities to be used in
determining haircuts for these
instruments. The proposals to
standardize haircuts and alter the
computation of aggregate indebtedness
were generally supported by the
commentators.

C. The Net Capital Rule

The Commission's net capital rule
requires that every registered broker-
dealer maintain a certain specified
minimum level of net capital.? Rule
15c3-1 requires registered broker-
dealers to maintain sufficient liquid
assets to enable those firms that fall
below the minimum net capital
requirements to liquidate in an orderly
fashion without the need for a formal
proceeding.® The rule prescribes
required minimum levels based upon
both the method the firm adopts in
computing its net capital and the type
of securities business it conducts. A
firm engaging in a general securities
business (which would include the
ability to clear and carry customer
accounts) calculating its net capital
under the basic (or aggregate
indebtedness method) must maintain a
minimum net capital level of the greater
of $25,000 or 6% percent of its
liabilities (with certain exclusions). If
the firm chooses the alternative method
of computing its net capital (presently
found in paragraph (f) of the rule), it
must maintain net capital equal to the
greater of $100,000 or 2 percent of its
customer-related receivables.

The current rule prescribes different
minimum levels of net capital for firms
based on categories of business activity.
These levels were designed to address

3 Generally, net capital, as defined by Rule 15¢3-
1, is a broker-dealer's net worth plus liabilities
subordinated in accordance with Appendix D of the
rule, minus assets “not readily convertible into
cash" and certain percentages, or haircuts, of &
firm's securities and commodities positions.

3 Self-liquidation of a securities firm in or
approaching financial difficulty is specifically
contemplated by section 5(a)(2) of the Securities
Investor Protection Act of 1970 (“SIPA").
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the risks perceived in the different types
of businesses engaged in by broker-
dealers. For example, if a broker-dealer
carries no customer accounts and limits
its business to certain specified
activities, it needs to maintain only
$5,000 in net capital, rather than the
$25,000 that would otherwise be
requirad under the basic method of
computing net capital.* One of the
specified activities permitted is the
introducing, on a fully disclosed basis,
of customer accounts to another broker-
dealer that clears and carries the
accounts.

II. Rule Amendments—Minimum Net
Capital Requirements

The following section of this release
addresses, in greater detail, the
Commission’s amendments to the net
capital rule concerning minimum net
capital requirements.

A. Clearing Firms

(i) The Commission’s Proposal and the
Need for Increases

The Commission's proposal would
raise the minimum net capital
requirements of firms that clear
customer accounts and hold customer
funds and securities from $25,000 (or
$100,000 for firms on the alternative
method) to $250,000. Because of the
reduced risk, clearing firms that receive
customer funds and securities but do
not maintain custody of such assets
beyond the settlement of a transaction
(and are therefore exempt from the
customer protection rule by virtue of
paragraph (k)(2)(i)) would have a
minimum net capital requirement of
only $100,000.3

The Commission believes it is
appropriate to require the highest
minimum level of net capital for broker-
dealers that are entrusted with the
money and securities of customers, who
are, in most instances, incapable of *
assessing the financial condition of
custodian firms. The required minimum
net capital level for custodian firms
should not be such that the slightest
financial adversity will cause the
collapse of the broker-dealer, an event
that may cause delays and possible
losses to customers and the Securities
Investor Protection Corporation
(*SIPC") fund.

4 See Securities Exchange Act Rule 15¢3-1(a)(2);
17 CFR 240.15¢3-1(a)(2).

® Under paragraph (k)(2)(i) of Rule 15¢3-3, a
alor

broker-d that does not carry margin accounts,
promptly transmits all customer funds and
securities to a carrying firm and effectuates all
financial transactions with customers through &
specially designated bank account is exempt from
the possession and contro! and Reserve Formula
requirements of the customer protection rule.

Several liquidations supervised by the
NASD illustrate the potential dangers
more dramatically. One firm held $70
million of customer securities, although
it maintained only $61,000 of net
capital. Another held $8 million of
customer securities against only $42,000
in net capital. In both instances, the
NASD became aware of financial
difficulties in time to have the firms
transfer the customer accounts to other
broker-dealers, thereby avoiding SIPC
lic‘\)xidations.

uring a self-liquidation, the
expenses of a firm continue while its
revenues drop significantly, often to
zero. For example, employees of the
firm being liquidated are retained in
order to perform the services associated
with transferring customer accounts to
other firms. The salaries of these
employees, along with the costs
associated with maintaining the
premises of the firm and transferring
securities are borne out of the remaining
capital of the firm. A self-liquidation
can take from three weeks to several
months, depending on the condition of
the records of the broker-dealer and
whaether other broker-dealers willing to
take the customer accounts can be
readily located.

Self-liquidation costs incurred by the
self-regulatory authorities are difficult to
measure, because a large portion of the
expenses are for non-incremental
employee salaries, although for broker-
dealers located outside the commuting
distance of an NASD regional office,
there could be substantial employee per
diem and travel expenses. The staff of
the NASD has advised the Commission
that, on average, even the smallest self-
liquidation requires two to three NASD
employess on premises for a minimum
of two weeks. By contrast, a recent large
liquidation required approximately 25
NASD employees on premises for
almost ten weeks.

Above the beyond accounting for
costs, the Commission notes that
customers of a firm undergoing a SIPC
liquidation are usually unable to access
their accounts during the liquidation.
Aside from possible financial harm to
customers, the delay in a liquidation
causes considerable customer anxiety.
Although every attempt is made to
transfer the accounts of the insolvent
broker-dealer to a healthy firm as
quickly as possible, or to disburse the
assets of the accounts directly to
customers, delays can occur for many
different reasons. A supervised self-
liquidation can avoid the delays that
might arise in the context of a court-
imgosed liquidation.

While requiring additional amounts of
capital will not prevent firms from

failing, the additional capital serves as
a fund from which the expenses
associated with a liquidation can be
paid. Morseover, the greater sum will act
as a more reliable cushion against the
use of SIPC money to liquidate a failed
broker-dealer. In most instances, a
$250,000 minimum net capital
requirement should prove to be a
sufficient cushion for a reasonably
conducted self-liquidation before a
broker-dealer’s insolvency. The self-
regulatory organizations will be less
hesitant to intervene and supervise a
self-liquidation if there are thereby
fewer questions concerning the liquidity
of the firm's assets or if there is less of
a threat by outside creditors to move
against the broker-dealer. This is the
most desirable situation for the
customers of a firm that is no longer
viable.

Other organizations have expressed
concern about the minimum levels of
net capital. The Commodity Futures
Trading Commission (“CFTC") recently
approved amendments to National
Futures Association (“NFA") rules that
increased the minimum net capital
requirements of futures commission
merchants from $50,000 to $250,000.%
The Options Clearing Corporation
requires its new members to maintain
$1 million in net capital and other
members to maintain $750,000 in net
capital.” The National Securities
Clearing Corporation requires its
member broker-dealers to maintain
$50,000 in excess net capital over that
required by Rule 15¢3-1.8

(ii) Industry Response

Generally, the self-regulatory
organizations, SIPC, and the SIA
expressed approval of the higher
requirements. Both the NYSE and the
NASD specifically endorsed the
proposal for clearing and carrying firms.
However, approximately twenty-five
broker-dealers expressed their
opposition to the proposed $250,000
requirement. Many of these firms are
small to mid-size regional firms that
carry customer accounts and clear their
own securities transactions but do not
clear the accounts of other broker-

® See National Futures Association Amendments
to NFA Financial Requirements Sections 1 and 6.
January 25, 1990, (Nat’l Fut. Ass'n Man. (P-H)
$17011 and 7041, NFA Financial Requirements
sections 1 and 8. The NFA is a self regulatory
organization composed of futures commission
merchants, commodity pool operators, commodity
exchanges, banks and other organizations that is
responsible for regulating the financial
responsibility of its members.

” See Options Clearing Corp. Guide (CCH) Rules
301(a) and 302(a).

*®Sea Nat'l Sec. Clearing Corp. Rules Addendum
BYlB.la v
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dealers. Primarily, these firms feared
that the proposal weuld drive them out
of the securities business and therefore
reduce competition, It should be noted
however, that even among this group of
firms that objected to the propased
minimum, almost one-half stated that
some increase in minimum net capital
requirements is warranted. One firm
candidly acknowledged that the current
minimum of $25,000 is far below what
is needed to operate a securities
business.

Other small broker-dealers opposed
the increase and disagreed with the
contention that clearing firms could
avoid the increased costs associated
with ebtzining the capital necessary to
comply with the amendments by opting
to become introducing broker-dealers.®

(iii) Impact of Increased Requirements

It is clear that the recommended
amendments will require some firms to
raise additional capital. The firms that
will need extra capital to comply ars,
the Commission believes, eurrently
opersting a securities business with an
inappropriately, and in some instances
dangerously, low level of net capital.
While the Commission agrees with
those commentators who point out that
regional clearing firms provide
important services o investors, the
Commission also believes that
undercapitalized firms endanger
investors and undermine the consumer
confidence upon which all firms rely.
Investors who choose to leave their
funds and securities with a regional self-
clearing firm will be better served if that
firm maintains an amount of net capital
sufficient to ensure its continuity and
stability in the industry.

 Several commentators ebjected to the
Commission’s chasacterization of the risks created
by clearing firms. These firms argued that the
Comumnission should draw distinctions based on the
manner in which clearing firms hold their customer
securities in order fo allow firms that held customer
securities in nun-negotiable form to oparate under
reduced minimum. Presumably, this means that the
broker-deaier would have no powars of attornaey.
The Commission does not belteve that developing
a mimmum requirement containing such a
distinction wouild be a practical sohation. It would
be virtually inpossible to examins for compliance
with this type of a requirement. If a clearing firm
is hulding bundreds of customer securities,
examiners would have to inspect for powers of
attorney for sach customer. Furthermore, the P
essantial risks inherent in allowing firms with Jittle
capital to hold sacurities would still be present
under such a scheme, If it means thet the broker
doaler would hald powers of attornev, the practical
effact of this arrangement diminishes the
distinction that the commentators would draw in
the way socurities are hald at the firmy: I the event
of a SIPC liguidation, these securities are treated as
part of the fungible bulk that is shared by all
customers in a pro rata form (See SiPA Section 8,
although SIPC would make every effort to returm
specific securities to customers.

In any event, the Commission's
analysis of cost of capital data and the
present net capital of clearing firms
tends to refute the arguments of the
commentators. Based on data received
from the NASD reflecting finencial
information for firms designated to the
NASD for examination ("NASD Data"),
the approximate effoct the increesed
requirements will have on the
marketplace was calculated.>® Of the
458 NASD firms that clear customer
accounts or hold customer property, 349
had net capital inr excess of $250,000.
These firms had a total combined
revenue of $9.7 billion that represented
99 percent of the total revenue
generated by all NASD clearing firms
during the past year. Put another way,
the rule amendments will affect 109
firms whose combined revenues of $105
million represent about 1 percent of the
total $9.8 billion of clearing firm
revanues. The Commission believes that
this data demonstrates that the
amendments will have a minimal effect
on competition among clearing firms
because, for the most part, investors
already deal with well capitalized
entities when making investment
decisions.

The Commission recognizes that a
precise estimate of the costs the
recommended amendments would
impose on clearing firms is difficult, if
not impossible to calculate, especially
considering the so-called “opportunity
costs' involved in tying up additional
resources in minimum net capital.
Nonetheless, rough estimates based on
the relative cost of capital demonstrate
that the effect of the amendments
should not be unduly harsh.

Typically, broker-daalers are
organized &s corporations er
partnerships. In either instance, the
individual orindividuals who establish
the firm can deposit into the entity
money either as equity capital or
subordinated debt that has been
borrowed personally. These depaosits are
deemed tabe the net capital of the
broker-dealer, so lang as the broker-
dealer incurs no liability on the
personal loan.

Once in the entity, the net capital of
the broker-dealer may be invested in
high-grade commercial paper, bank
certificates of deposit or short-ferm
government securities, all of which, as
money market instruments, receive little
or no haircut under the net capital rule.
The Commission estimates the
difference between the lending rate and
the rate a broker-dealer could earn on

19 None of the firms designated (o the NYSE
appeer to have a problems meeting the new
minimum requiremaents.

the above-mentioned instruments to be
approximately three to four percent
annually before taxes. Based on the
NASD data, the analysis shows that 109
clearing firms would need, on average,
an additional $120,520 sach to comply
with the $250,000 requirement. Using a
four percent spread to determine the
cost of eapital, it would cost each of the
109 clearing firms on average
approximately $4,821 per year o
comply with the new requirement. This
is a small insurance premium to pay to
protect the investing public and the
SIPC fund.

Rather than raise additional capital,
many of the self-clearing firms that
would be unable to meet the $250,000
net capital requirement would have
another option available. These firms
could lower their minimum required
capital by conducting business in
accordance with paragraph (k}(2){i) nf
Rule 15¢3-3, or by introducing their
customer accounts to a clearing firm. All
but 41 of the 109 NASD clearing firms
that would not meet the $250,000
requirement would meet the $100,000
minimum capital requirement
applicable to (k)(2){i) firms. All but 12
of these firms would be abla to meet the
$50,000 requirement applicable to
introducing firms.

With respect to those firms that
receive funds and securities, but do naot
hold them pursuant te paragraph
(k)(2)(i) of Rule 15¢3-3, the NASD data
indicales that, at the end of 1991, 62 out
of the 242 firms that conduct a general
securities business and operate under
that exemption would be unable to meet
the $100,000 standard. Those firms
would need a total of $2.7 million, or an
average of $43,000 per firm, {o meet the
new requirements. Further, in 1991,
NASD firms conducting business under
the paragraph (k)(2)(i] exemption
produced revenues of $3.1 billion. The
82 firms that would not be able ta meet
the new $100,000 standard had $24
million of revenues or .75 perecent of the
total amount. Thus, it does not appear
that the $100,000 standard will have a
significant impact en competition
among this class of clearing firms.

Several commentators disputed the
Commission’s cost of capital estimates
Others argued that a four percent spread
was too low. The Commission
recognizes that broker-dealers may incur
economic costs other than the estimated
faur percent cost of capital. For
example, if a principal of a broker-
dealer borrows funds personally, he or
she will likely be required to pledge
personal assets as collateral for the loan
Additionally, there may be other
inestimable oppertunity costs asscciated
with raising and using additional capite!
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to comply with the amendments.
However, even if the estimated cost of
capital were eight percent, the average
cost of capital for the 109 clearing firms
that need to acquire extra capital would
only be $9,6842 per year, before taxes. It
does not appear that these costs will be
prohibitive, given the added protection
the rule amendments will provide.

As a concession to those firms
required to meet the higher minimum
requirements, the Commission’s
proposal would have relaxed the haircut
charge associated with securities
underwritings, known as the
“contractual commitment haircut”, The
contractual commitment haircut applies
to firm commitment underwritings and
requires a charge on each net long
securities position contemplated by any
open contractual commitment in the
broker-dealer’s proprietary account.
Currently, firms are required to take a 30
percent haircut (minus unrealized
profits) on their open contractual
commitments in equities. The size of
this contractual commitment haircut
can discourage smaller firms from
panicigating in securities offerings,
since the haircut could threaten their
net capital compliance.

Because small broker-dealers play an
important role in the local capital
formation process, the Commission
believes that those firms meeting the
higher minimum capital requirement
should be permitted to enter into small
firm commitment underwritings
without incurring a significant
contractual commitment charge.
Therefore, under the rule amendments,
broker-dealers that meet the $250,000
minimum will not be required to charge
its capitel for any contractual
commitment haircut to the extent that
the haircut would not exceed $150,000.
For instance, if a broker-dealer
participates in an underwriting in
which it has a firm commitment to
purchase securities, and the appropriate
contractual commitment deduction
would be $150,000 or less, the broker-
dealer would incur no haircut.
Commitments resulting in potential
charges in excess of $150,000 would
result in deductions on the amount in
excess of $150,000. This will benefit
smaller broker-dealers that wish to
engage in underwritings but were
previously subject to the full amount of
the contractual commitment charge.

In order to clarify the application of
the $250,000 minimum net capital
standard, the amendments contain the
following definitions. A broker-dealer
shall not be deemed to receive funds
from customers if it receives checks,
drafts, or other evidences of
indebtedness made payable to an entity

other than itself (such as another broker-
dealer, escrow agent, etc.) and the
receiving broker-dealer promptly
forwards such funds to the other broker-
dealer or escrow agent.?* With regard to
securities, a broker-dealer shall be
deemed to hold securities if it does not
promptly forward such securities
received by the firm to a clearing firm,
escrow agent or other appropriate entity.

Finally, firms that choose not to meet
the new levels, or are unable to do so,
will not, as some commentators suggest,
be forced to close their doors.
Specifically, the lower net capital
requirement afforded broker-dealers that
operate under the (k)(2)(i) exemption
from Rule 15¢3-3 will provide many
firms that currently hold the assets of
their customers an alternative to the
higher minimum for clearing and
carrying firms, Moreover, they may elect
to remain in the securities business with
an even lower amount of capital and
introduce their accounts to another firm.

The Commission believes that the
combined effect of the variety of options
contained in the recommended
amendments will allow each firm to
select an appropriate amount of net
capital and tailor its business activities
accordingly to meet the requirement it
chooses. Thus, firms will not be drawn
out of the industry, and the impact on
competition will be minimal. For these
and the reasons stated above, the
Commission is adopting the
amendments regarding clearing and
carrying firm net capital requirements as
proposed.

B. Dealers, Market Makers and Trading
Firms

The Commission’s proposal would
have raised the minimum net capital
requirement applicable to dealers,
market makers and trading firms to
$100,000 (although market makers are
subject to additional net capital
requirements discussed below).

(i) Dealers

The types of broker-dealers that fall
under the dealer category take risks that
far outweigh their present minimum net
capital requirements. A minimum net
capital level of only $25,000 is an
extremely thin cushion against the risks
in a dealer’s business, because of the
potential for severe market volatility.
Additionally, the proliferation of
complex securities, including interest-
only and principal-only mortgage-
backed securities and various option

! The term “promptly forward" is defined in the
net capital rule to mean when “such transmission
or delivery is made no later than noon of the next
business day after the receipt of such funds or
securities.” Rule 15¢3-1(c)(9).

products have added elements of risk
not envisioned when the current
minimum standards were adopted.
There were no substantial adverse
comments to the dealer proposals.
Accordingly, the Commission believes
firms that fall into this category should
have a minimum net capital
requirement of at least $100,000 and is
adopting the amendments.

For the purposes of determining
whaether a person is subject to the higher
net capital requirements applicable to
dealers, the term “dealer” for that
purpose would include those persons
that endorse or write over-the-counter
options, and any broker-dealer that
effects more than ten transactions in any
one year for its own investment account,
but would exclude firms that
underwrite securities on a best efforts or
all or none basis, those that engage in
certain kinds of riskless principal
trading, and certain firms engaged in the
sale of redesmable shares of registered
investment companies.

(ii) Over-the-Counter Market Makers

In addition to raising the base
minimum requirements for market
makers, the proposed amendments
would raise the additional market maker
capital requirement. Currently,
securities priced $5 and below require
net capital of $500 each, while
securities priced above $5 require net
capital of $2,500 each. Under the
proposal, the amount to be maintained
for securities priced under $5 per share
would be raised from $500 to $1,000 per
security. The ceiling on this additional
net capital requirement would be raised
to $1,000,000, from the present
$100,000. No change to the existing
capital requirement of $2,500 per share
for securities priced over $5 was
proposed. The Commission is adopting
these amendments as proposed.*?

Market maker capital requirements
have been a cause for considerable
concern since at least the market break
of 1987. In its Market Break Report, the
Division of Market Regulation (the
“Division”’) stated that there should be
a review of the minimum amount of
capital necessary to qualify as an over-
the-counter market maker. The Division
noted that the review should include an
analysis of the amount of capital
necessary for each security, as well as
the appropriateness of the capital
ceiling of $100,000. The Division's
concern was precipitated by the
cessation of business by 12 over-the-

'2 Separately, the Commission is proposing for
comment an amendment that would require market
makers to maintain capital of $2,500 per share,
regardless of the price of the security.
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counter market makers immediately
following the October 1987 market
break. In some cases, the prices of the
securities in which they made a market
fell dramatically. Customer obligations,
which in some cases were secured by
the securities, became uncollectible.
The Division pointed out that ather
broker-deelers and customers are also
exposed to potential market losses when
a significant market maker in a
particular security fails. Other, less
significant market makers may
withdraw from the system or may
restrict their purchases, often resulting
in a free-fall in the prices of the
securities.!?

The NASD reacted promptly to the
1987 market break by approving
amendments to its Small Order
Execution System (‘“SOES"'), which
required not only mandatory
participation in the SOES for all market
makers in certain securities, but also
maximum SOES order size limits based
on the market characteristics of the
securities.’ Under mandatory SOES
participation, market makers are
required to accept small orders received
through the SOES system. Because the
financial requirements resulting from
the mandatory SOES obligations require
higher capital levels of market makers,
the NASD's Quality of Markets
Committee recommended that the
Commission substantially increase
capital requirements for market
makers.’s ’

Despite these recommendations, a
number of commentators opposed the
Commission's proposal, arguing that
increases would discourage firms from
making markets, resulting in reduced
liquidity, particularly in lower priced
stocks. The Commission believes this
concern is mainly unfounded. Market
makers play an integral role in the
securities markets and the Commission
believes it is essential for these firms te
maintain sufficient capital te discharge
their market making activities without
disruptions that can interrupt the
liquidity in a particular security. Market
makers that maintain the bare minimum
amount of net capital are, however,
frequently unable to assume even the
smallest positions in the stocks in
which they make markets. Indeed, the
Commission believes it is those firms

'3 See the October 1987 Market Break, a Report
by the Division of Market Regulation of the U.S.
Securities and Exchange Commission, February
1988, (the “Market Break Report™) pp. 5-11, 12 and
15.

¥4 See File No, SR-NASD-88-1, Securities
Exchange Act Release No. 25791 (June 9, 1988).

15 Sea Repart of the Special Committee of the
Regulatory Raview Task Force on the Quality of
Markets, NASD publication, 1888, p. 15.

that maintain the bare minimum
amount of capital that pese a threat to
liquidity. To the extent such a firm’s
capital falls below the minimum, the
firm is compelled to withdraw as &
market maker in some of its market
making securities, which could impair
the market. This has been a particular
problem in the marketplace for those
securities priced under $5 per share,
where the failure of market making
firms has resulted in the virtual
elimination of & public market for many
of the securities in which they made
markets, When a broker-dealer holds
itself out as making a market in a
particular security, it should maintain
sufficient capital to stand behind that
commitment. That commitment is no
less important in the market for
securities priced below $5 per share.
on these reasons, the NYSE, the
NASD and the SIA supported the
proposal. In fact, the SIA stated that the
did not go far enough.
Specifically, the SIA argued that it is
inappropriate to distinguish between
securities priced above $5 per share
from those that are priced below $5 per
share in determining capital
requirements. The Commission
preliminarily agrees with the
recommendation of the SIA and believes
that a further amendment to the net
rule is warranted.
herefore, the Commission, in a
separate release, is proposing for
comment an ent that would
raise the requirement to $2,500 per
security, regardless of the price of the
security.

C. Introducing Firms

(i) Introduction

An introducing broker-dealer is one
that has a confractual arrangement with
another firm, known as the carrying or
clearing firm, under which the carrying
firm agrees to perform certain services
for the introducing firm. Usually, the
introducing firm submits its customer
accounts and customer orders to the
carrying firm, which executes the orders
and carries the account. The carrying
firm’s duties include the proper
disposition of the customer funds and
securities after trade date, the custody of
customer securities and funds, and the
recordkeeping associated with carrying
customer accounts.?®

Y A fully disclosed introducing arrangemant
should be distinguished from an emnibus clearing
arrangement where the clearing firm matntains one
account for all the ‘customer transactions of the
introducing firm. In an omnibus reletionship, the
clearing firm does not kmow the identity of the
customers of the introducing firm. ln a fully-
disclosed clearing arrangement, the clearing firm
knows the names, addresses, securities positions

The practices regarding the handing
of customer funds and securities vary
among different introducing and
clearing dealers. In many cases, the
customer gives funds and securities
directly to the introducing firm, which
in turn is obligated to forward them to
the clearing firm. In other cases, the
customer sends funds and securities
directly to the clearing firm.??

The receipt of customer funds or
securities by inadequately capitalized
introducing firms is a major concern of
both the Commission and SIPC.
Recognizing this concern, the proposing
release would have created three tiers of
introducing firm minimum net capital
requirements, based on the frequency
with which the introducing firm
handles customer property. Firms that
routinely handle customer funds or
securities would have been required to
maintain $100,000 in net capital.
Brokers that occasionally handle funds
and securities would have been required
to maintain $50,000 in minimum net
capital. Firms that never receive funds
or securities would remain in a $5,000
category.

The Commission has decided to take
a two-step approach to the minimum
net capital requirements applicable to
introducing firms. First, the
Commission is abandoning the three-tier
distinction that was based on the
occasional versus routine receipt of
securities in favor of a two-tier system
which would have a $50,000 minimum
for firms that receive any securities, and
a $5,000 minimum for those that do not.
The second phase of the Commission’s
action with respect to introducing firms
will be the additional proposal of an
amendment raising the $5,000
minimum to $25,000. Discussed more
fully below are the specifics of the
Commission’s action and the reasons for
the increases.

and other relevant data as 1o each customer. For the
purpases of the net capital ruie, broker-dealers that
introduce accounts on an omnibus basis are
considersd clearing firms.

17 Under paragraph (a)(2) of the net capital rule,
introducing firms are prohibited from holding funds
or securities for customers. They are required lo
promptly forward all funds and securities they
receive to their carrying firm. In addition to these
requirements, in order to fake advantage of the
$5,000 minimam, fully disclosed introducing firms
must have a clearing agreement that states that for
purposes of SIPA and the financial respensibility
rules, the introduced customer accounts are the
responsibility of the carrying firm. See Letter from
Richard G. Ketchum, Director, Division of Markat
Regulation of David Marcus, New York Stock
Exchange, January 14, 1985, (“Ketchum Letter”).
Despite this requirement, SIPC exposure can result
from the failure of an introducing firm in

P jon of property.
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(ii) Need For Increases

The net capital rule requires
introducing brokers to promptly forward
all customer funds and securities tothe
clearing broker-dealer. Even when this
requirement is complied with, as the
commentators pointed cut, many
customers make checks payable or
endorse securities directly to the
intreducing firm. SIPC has expressed its
concern to the Commission regarding
"* = = situations where the SIPC
member involved in the customer
protaction proceeding is a broker-dealer
exempt from the provisions of SEC Rule
15¢3-3, and subject to less than the full
net capital requirements of SEC Rule
15¢3-1." SIPC reported in August 1991,
that since January 1986, twenty
introducing firms have become the
subject of SIPC proceedings. In those
proceedings, SIPC has peid $8,226,330
to satisfy customer claims and
$3,405,385 for administrative expenses.
SIPC has also informed the Commission
that in one of these customer protection
proceedings the trustee has received and
is reviewing:claims for customer
protection of approximately $6 million.

Although the .grms that are the
subjects.of these proceedings were
prohibited from helding customer
property, they were nevertheless ina
position where they were able to obtain
access to customer assets through a
variety of schemes. Some of the SIPC
proceedings involved firmsthat
obtained customers’ funds by soliciting
these funds directly from the customers
for investment in a “certificate of
deposit” or other instruments issued by
the broker-dealer. Some SIPC
proceedings involve introducing firms
that misappropriated funds by
instructing clearing firms to place
customer funds into.accounts controlled
by ths introducing firm. Other cases
involve introducing firms that failed to
transmit customer monies entrusted for
investment; in these cases, introducing
firms converted the customer funds by
forging the endorsement on the checks
given to them by customers.

In one case, for example, principals of
a firm converted $4.3 million of checks
written by at least 129 customers made
payable to the firm. Those funds were
entrusted to the firm for purchase of
certificates of deposit and mutual funds.
Instead of investing them as instructed
by the customer, the principals of the
firm diverted the funds for their
personal use. Although the firm
misappropriated $4.3 million of
customer property, SIPC reimbursed
customers for only $2.9 million. For the
most part, most of the shortfall was due

to claims that exceeded the limitations
on SIPC advances.?®

Two recent Commission procesdings
further illustrate the Commission's
concerns. In the first, the broker
misappropriated over $1.1 million of
customer funds that were intended to be
invested in securities. In the second, a
particularly egregious case, a broker-
dealer in Florida solicited money from
investors by advertising, among other
places, in local church flyers. Customers
alleged they were purchasing
certificates of deposit from the broker-
dealer te be held by the broker-dealer.
However, the owner of the broker dealer
convarted the funds, and after his
scheme was discovered, committed
suicide. It appears that the amount of
stolen funds could reach $4 million.
The case is further complicated by the
fact that SIPC may not reimburse the
customers on the grounds that the
investments in-question may be
characterized as a loan to'the 'broker-
dealer.

Investors who give fumds and
securities to broker-dealers do so with
some degree of assurance that their
property iis safe when entrusted with an
entity registered with and regulated by
the Commission. However, many
investors are not able to ascertain the
difference between a registered broker-
dealer that is well capitalized and one
that is not, and under what
circumstances SIPC coverage is
provided.

A second element of concern for the
customers of introducing firms involves
the customer's relationship with the
clearing firm. Customers can ‘be
stranded if the introducing firm fails or
closes temporarily due to-acapital
violation. Generally, the clearing firm
will not accept orders directly from the
customers because the clearing firm will
consider the customers as those of the
introducing firm. As a result, customers
may be unable to liquidate their
securities positions or open new
positions until their accounts are
transferred to another broker-dealer.
Although higher minimums will not
eliminate this risk, the increased
standards will increase the likelihood
that the firm can quickly find a
purchaser for its assets and avoid an
NASD supervised self-liquidation.

Aside 'from the impact on 'customers,
there is arisk of sudden losses to

18 Under section 9 of SIPA, when the amount of
customer property present in a failed firm is
insufficient to/meet the claims of customers, SIPC
must. make advances to customers to cover the
shortfall in sach customer's.claim. Those advances
are limited to.a total of $500,000-of cash and
securities per customer, with-a $100,000 limitation
on claims for cash.

clearing firms when introducing firms
fail. For example, during periods of
market decline, customer accounts may
become unsecured due to sharp drops in
the value of securities in margin
accounts or because of changes in the
value of customer short option
positions. If'a customer fails to meet
margin calls made by the clearing firm
or fails to pay the settlement amount for
securities it has purchased, the
introducing firm, because most clearing
arrangements ‘place liability on the
intreducing firm for deficits in
introduced accounts, will bear the loss
from the default. If the introducing firm
does not have adequate resources to pay
the clearing firm, the clearing firm
incurs the loss.1?

Two examples are illustrative. During
the October 1987 ‘market break, Haas
Securities Corporation, a fully disclosed
introducing broker-dealer and a market
maker in eleven securities, ceased
operations. As a result of unsecured
customer accounts introduced by Haas,
its clearing firm incurred a reduction in
its net capital between $15 and $20
million.?°'More recently, an introducing
broker was involved in a manipulation
scheme wherein three registered
representatives at the introducing firm
attempted 'to corner the market ina
particular security by placing large
amounts of unauthorized purchases of
the security in a number of customer
accounts. As a result of the
manipulation, the security rose in value,
but trading in the security was
suspended after the scheme was
discovered and never resumed. The
security served as margin for debits
owned by customers of the registered
representatives and became worthless
when trading was suspended. As a
result of this occurrence, the clearing
firm incurred losses in excess of $20
million. The introducing firm could not
cover losses of this magnitude. At the
time of the manipulation, the clearing
firm was owned ﬁy another broker-
dealer. Mainly as a result of the losses
incurred through the manipulation, the
clearing firm was acquired by another
broker-dealer and then eventually

*°In imposing sanctions on an introducing firm
for Tailing to disclose to its carrying firm material
facts as to the creditworthiness of one of its
customaers, the Commission recognized the
potential credit exposure of clearing firms and
stated: "It is truethat [the introducing firm] had a
contractual obligation to indemnify [the clearing
broker] for losses. However, considering [the
introducing firm's) small net capital * * * there
was a substantial likelihood that the clearing
brokers would themselves have to bear all or part
of any potential losses.” In re Boylan, Securities
Exchange Act Ralease No. 18378 at 45 n:33 (January
14, 1082).

0 See Market Break Reportat pg. 5-11.
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liquidated. Before the liquidation, the
clearing firm cleared for 154 introducing
brokers.

Indeed, many clearing firms require
introducing firms to maintain net
capital in excess of that required by the
net capital rule (in addition to a clearing
deposit) before they will transact
business with an introducing firm. One
firm will not clear for an introducing
broker-dealer unless the firm has at least
$150,000 in net capital. However,
because industry practice is not
uniform, weaknesses tend to develop.
Assuming that risk-conscious clearing
firms require their introducing firms to
maintain the greatest amount of capital,
the Commission is concerned that
clearing firms that are not as sensitive
to risk will tend to have a higher
concentration of poorly capitalized
introducing firms. The failure of one
large introducing firm could weaken
such a clearing firm, with a ripple effect
that could expose other firms that clear
through the same broker-dealer. If such
a firm fails, not only will customers of
that firm suffer, but a large number of
market makers in lower priced
. securities might fail with it, resulting in
significantly reduced liquidity in the
markets for their securities.

(iii) Interpretation of Introducing
Accounts on a Fully Disclosed Basis

There is a general misunderstanding
among customers of securities firms as
to the relationship between a clearing
firm and an introducing firm and the
responsibilities of each firm as to the
customers’ assets. Even in instances
where those responsibilities are clearly
outlined, customers are generally unable
to distinguish an introducing firm from
a full service broker-dealer that is
authorized to maintain custody of their
investment property. Customers are
often not aware that their funds and
securities are located at the clearing firm
(rather than at the introducing firm).
When an introducing firm fails,
Commission staff members frequently
receive inquiries from the introducing
firm’s customers regarding the
whereabouts of their funds and
securities.

The Division has interpreted the net
capital rule and Rule 15¢3-3 to require
that, for the purposes of the
Commission's financial responsibility
rules and SIPC, the introducing firm's
customers should be treated as
customers of the clearing firm.?* The
Division has also interpreted revised
-paragraphs (a)(2)(i) and (a)(2)(iv) of the
net capital rule to require an
introducing firm, in order to fall under

21 See Ketchum Letter, supra note 17.

the terms of paragraph (a)(2)(iv), to have
in place a clearing agreement with a
registered broker-dealer that states, for
the purposes of SIPA and the
Commission’s financial responsibility
rules, customers are customers of the
clearing, and not the introducing, firm.
Furthermore, the clearing firm must
issue account statements directly to
customers. Each statement must contain
the name and telephone number of a
responsible individual at the clearing
firm whom a customer can contact with
inquiries regarding the customer’s
account. Finally, the account statement
must disclose that customer funds or
securities are located at the clearing
broker-dealer, and not the introducing
firm,

An introducing firm without such an
arrangement will not be considered, for
the purposes of the Commission’s
financial responsibility rules, to be a
firm that “introduce(s] transactions and
accounts of customers to another
registered broker or dealer that carries
such accounts on a fully disclosed
basis.” Absent such an arrangement, the
introducing firm would be required to
comply with the greater minimum net
capital requirements required of a
clearing firm.??

(iv) Industry Response and Commission
Action

When the amendments were
proposed, the Commission was sensitive
to the potential impact of the increases.
Accordingly, the Commission solicited
comments from the introducing firm
community on their potential impact.

Approximately 100 small broker-
dealers objected to the proposals,
arguing that the increases would either
eliminate smaller firms, or prevent
small broker-dealers from entering the
industry. Other commentators objected
to the size of the increases or the
asserted lack of any need for them. As
an alternative, a number of firms
suggested that the Commission could
accomplish its regulatory goals more
fairly by drafting a net capital rule that
would call for incremental increases for
different types of business activity. For
example, if a firm transacted a margin
business, its minimum net capital
requirement would increase by a pre-
established factor. However, this
approach would require the net capital
rule to make dozens of distinctions that
would further complicate the regulatory
process. It is important for the net

33 Additionally, in order 1o lake advantage of the
revised $5,000 minimum nel capital requirement,
introducing firms will be required 1o notify their
customers that the firm is prohibited from receiving
funds (other than checks made out to third parties)
or securities.

capital rule to be based on readily
identifiable minimum classification
requirements. Therefore this suggestion
does not provide a workable alternative
to the base requirement approach
currently in place.

It appears that the primary objection
to the proposed increases concerned the
costs associated with raising additional
capital and the impact on competition
in the industry. To assess the cost of the
proposed rules, using the NASD Data,
the Division examined the capitalization
of the industry to determine how many
firms would need to raise additional
funds. The Division also estimated the
approximate costs of raising the
additional capital.

The NASD Data does not distinguish
between introducing brokers that
receive funds and securities and those
that do not. The assumption was made
that all firms receive customer property
to assess the maximum impact of the
recommended amendments. Under this
assumption, the calculations
demonstrate that 919 introducing
brokers (out of 2,301) would need total
additional capital of $25 million to
comply with the new $50,000 standard,
or an average of $27,180 per firm. Based
on an eight percent spread of cost of
capital,?3 the néw standards would cost
each broker an average of approximately
$2,174 per year. The Commission
believes this is a slight insurance
premium in light of the benefits that
would be derived from the increase.

To assess the impact of the proposal
on the industry, introducing firm
revenue data was examined. Out of a
total $4.96 billion in annual revenues
generated by NASD member introducing
firms, only $304 million is accounted
for by firms with less than $50,000 in
net capital. In other words, the
amendments would at most affect the
919 firms that account for 6.1 percent of
the total introducing firm revenues.

Thus, the data suggests the impact of
the increases will not be dramatic.
Notwithstanding, the Commission
believes certain refinements to the
original proposal are warranted. For
example, a number of commentators,
including the NASD, objected to the
Commission’s classification of
minimum net capital levels based on the
distinction between occasional and
routine receipt of customer funds and
securities.?* The NASD suggested a
reconsideration of the $100,000 category
which would apply to those introducing

43 For a discussion of the cost of capital, see
section 2(B) (iif) supra.

#4The NASD, the self-regulatory organization
charged with overseeing the bulk of introducing
firms, generally endorsed the new requirements.
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firms that Toutinely receive customer
funds or securities. Such introducing
brokers would have the same capital
requirement as broker-dealers that
receive fundsand securities pursuant to
the prowisionsof paragraph(k)(2)(i) of
Rule 15c3-3. As'theINASD pointed-out,
introducing firms.could, without
changing thsir capital requirement, clear
accounts under'the (k)(2)(i) method. To
prevent this, the INASD recommended
the establishment of two classifications
of introducing firms: A $50,000
minimum for firms that receive
securities.and 2.$25,000 minimum level
for those that.do not.

The Commission believes that the
NASD's approach represents a
reasonable.compromise between the
Commissien's and the commentators’
concern regardingthe impact of the
amendments:on introducing firms.
Accordingly, the thres tier approach
that would distinguish between
occasional and routine receipt of funds
and securities is not being.adopted and
will be supplanted by the approach
recommended by:the NASD.

Therefore, the Commission is
adopting the proposal that would
increase the:minimum net capital
requirement of introducing firms that
receive.securities to.$50,000. The
‘Commission is.alsoadopting,.ona
temporary basis, the propesed $5,000
minimum requirement. Under the
approach.adopted by the Commission,
an introducing broker-dealer that
receivescustomer.checks made payable
to itself would be subject to a $250,000
minimum net.capital requirement. An
introducing broker-dealer that receives
securities as well as.customer:checks
made payable to.its clearing firm or
other appropriate third party (e.g.,
escrow.agent) that .lt-promgtely forwards
to such third party would be subject to
a minimum net capital requirement of
$50,000..An introducing broker-dealer
that receives no sacurities and only
receives customer checks made payable
to.appropriate third parties would be
subject to. $5,000 minimum net capital
requirement.?s

n a separate release, the Commission
is proposing for comment the additional
amendment that would raise the net
capital requirements.of this second tier
of introducing firms to $25,000. The
Commission considers the increased

2% ]t should be noted that the $5.000 standard
adopted today differs from the previous $5,000
requirement. Under the new rule, introducing firms
will'be prohibited from. ing customer
sacurities and funds (other than checks payable to
third parties). it will be necessary for these firms to
develop procetiurestodinsure that they domot
receive customer securities or checks mats payable
to themsalves.

requirements to be more reasonably
related to the level of capital needed to
maintain successfully a securities
business.

In addition to raising the base
minimum capital requirements, the
Commission’s original proposal would
have required an introducing firm to
maintain additional net«capital equal to
one quarter of one percent of the
customer debit balances introduced to
its clearing firm. This requirement was
designed to further address the situation
where clearing firms have their capital
endangered by the failure or financial
difficulty of an intreducing firm. The
commentators, including the NASD,
gginted out that the reguirement would

difficult to calculate, and therefore
difficult to enfarce. Mareover, it would
add vary litfle to the.capital
requirements ofimost intreducing firms.
Based on these comments, the
Commission has decided not to adopt
this proposal.

The ‘final component of the original
proposal with regard to introducin
firms was an amendment that would
allow firms to participate in
underwritings in which-other members
of the dealer,group have firm
commitments (an activity not allowed
the current $5,000 broker-dealer) so long
as the introducing firm is not the
statutory underwriter, but a marketing
agent with no commitment to purchase
any of the sacurities. The rule
amendments make it clear that this isa
dealer activity (that would ordinarily
subject the firm to a minimum
requirement of $100,000), but permit
introducing firms that maintain
minimum net capital of at least $50,000
to engage in this activity.

In conclusion, the Commission
believes it is appropriate to raise the
minimum net capitdl requirements for
introducing firms in the amounts
indicated. The Commission believes the
increases are justified because of the
large amounts of customer assets
handled by introducing firms, and the
impact such firms’ failures can have on
customers and the SIPC fund.
Permitting undercapitalized introducing
firms to handle, even for a short period
of time, the assets of investors has
proven to'bea latory problem that
the Commission believes will be
alleviated'by requiring a greater cushion
of net capital to insulate customers from
loss. Findlly, the'Commission notes that
it is taking'today's action at the request
of the NASD, which is the primary
supervisory entity for the majority of the
firms affected by the increases, and
SIPC, which serves as the investor’s last
rasart for recovery in broker-dealer
failures.

D. Other Broker-Dealers

This section of the release will
address the minimum net capital
treatment foriall other categories of
broker-dealers not specifically referred
to dbove.

(i) Mutual Fund Firms

Under the Commission's proposal, the
minimum net ‘capital requirement
applicdble to ‘broker-dealers that limit
their-activities'to transactions in shares
of registered ‘investment companies, and
wl:ivgx receive customer funds or
securities, would increase from $2,500
to $25/000. For those mmutusl fund firms
that-do not handle any customer funds
or securities, and ‘are not direct wire
order firms, a $5,000 minimum was
proposed. The Commission is adopting
these amendments.

The firms that commented on the
increase from the current $2,500
minimum to $25,000 were generally
opposed to it. These firms feared that
increasing minimum capital

uirements would eliminate firms and
stifle competition in the mutual fund
industry. However, the Commission
considers a capital requirement of

-$2,500 to be far too small for a firm that

handles funds and securities. Moreover,
the NASD Data does not indicate that
the proposed increases would have.a
dramatic effect on competition. The
Division has calculated that of a totel
409 NASD mutual fund firms, 195 firms
would require-a totel.of $3 million oran
average of $15,325 each to meet the
$25,000 level. These firms generated
revenues-of §15.6 million, which
represented-only 1.2 percent of the total
$1.31 billien in revenues produced by
all NASD member mutual fund firms
during the last year.

(ii) Best Efforts Underwriters

Under the current rule, firms that
participate, as a broker ordealer, in
un ings-on a ‘‘best efforts’ basis
and that promptly forward all-.customer
funds and securitiesto an issuer or an
independent escrow agent designated
for the underwriting are required to
maintain minimum met capital of anly
$5,000. In effect, these firms are treated
as introducing firms. Currently, broker-
dealers that sell direct participation
programs in real estate syndications also
many avail themsslves of this standard,
so long as any funds or securities are
promptly forwarded to an issuer-or
escrow agent. The original proposal did
naot propose an increase in minimum
ca&ital requirements for these firms;
rather it added a gmvision which

prohibited these firms frem receiving

-
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any customer funds or securities, This
aspect of the proposal is being adopted.

(iii) Miscellaneous Brokers

The original release did not propose
any increases applicable to the residual
category of broker dealers that would
include broker-dealers that are
tangentially related to the securities
business, such as firms that act as
finders for potential merger and
acquisition opportunities on behalf of
their clients. Such firms do not take
customer orders, hold customer funds or
securities or execute customer trades,
yet must register as broker-dealers with
the Commission because they accept
compensation based upon a percentage
of securities transactions. Firms with
this low required minimum will be
those that cannot be classified in any of
the categories enumerated above. This
category also would include floor
brokers on the national securities
exchanges.

(iv) Further Proposals

As to each of the categories of firms
described in paragraphs (i) through (iii)
above, in a separate release, the
Commission is proposing for comment
an increase in the minimum net capital
requirements to $10,000.

E. Phase-In Schedule

Because of the burden that the
amendment may have on the industry,
the proposal contained a provision that
would have staggered the increases over
a period of four years. Some
commentators suggested that the phase-
in schedule was unnecessery. Others
suggested that the time period should be
reduced, although others recommended
an increase in time. The Commission
has decided to adopt a modified phase-
in period of one year, commencing six
months from the effective date. The
Commission considers this to be a fair
period of time within which additional
capital could be acquired, particularly
since the proposal has been outstanding
since 1989. The timing of the increases
is summarized below:

i. Firms That Carry Customer Accounts
(Aggregate Indebtedness Standard)
a. Current Rule: $25,000
b. By 6/30/93: $100,000
c. By 12/31/93: $175,000
d. By 6/30/94: $250,000
il. Firms That Elect The Alternative Standard
a. Current Rule: $100,000
b. By 6/30/93: $150,000
c. By 12/31/93: $200,000
d. By 6/30/94: $250,000
iii. Clearing Firms That Do Not Generally
Maintain Custody of Customer Funds or
Securities
a. Current Rule: $25,000
b. By 6/31/93: §50,000

c. By 12/31/93: $75,000
d. By 6/30/94: $100,000
iv. Mutual Fund Dealers That Receive
Customer Funds
a. Current Rule: $2,500
b. By 6/30/93: $10,000
c. By 12/31/93: $17,500
d. By 6/30/94: $25,000
s. Mutual Fund Dealers That Do Not Receive
Customer Funds
a. Current Rule: $2,500
b. By 6/30/93: $3,300
c. By 12/31/93: $4,100
d. By 6/30/94: $5,000
vi. Introducing Firms That Receive Customer
Securities
a. Current Rule: $5,000
b. By 6/30/93: $20,000
c. By 12/31/93: 835,000
d. By 6/30/94: $50,000

The Commission's original proposal,
in addition to addressing the minimum
net capital standards discussed above,
also contained proposed rule
amendments with respect to equity
haircuts and certain aggregate
indebtedness charges. The following
sections of this release will address
these topics.

1. Election of the Alternative Standard

The Commission proposed to make
the alternative available only to firms
that clear and carry customer
transactions. That would have altered
the present rule which allows trading
firms and introducing firms to elect the
alternative method of calculating net
capital. After careful consideration, the
Commission has determined to make
the alternative standard available to all
firms.

The Commission believes the
amendment that would have prevented
the election of the alternative standard
by firms that do not carry customer
accounts is not appropriate for several
reasons. First, a firm could easily render
the prohibition ineffective by accepting
one customer account. Secondly, under
the amendments as adopted, a firm must
maintain at least $250,000 in order to
compute under the alternative.?® The
Commission believes that the $250,000
capital requirement will provide
sufficient cushion to compensate for the
additional capital that would have been
required for those firms under the
aggregate indebtedness standard.
Indeed, a firm will have to have more
than approximately $3.8 million in
aggregate indebtedness before its net
capital requirement would exceed the
$250,000 minimum. Finally, the
Commission's concern with respect to

#¢The rule amendments also require a broker-
dealer {o notify its designated examining suthority
of its election to select the alternative standard; the
rule previously required the broker-dealer to notify
the appropriate Regional Office of the Commission.

leverage that can be attained by trading
firms was addressed by the
Commission's recent adoption of a new
early warning level under paragraph (e)
of the net capital rule based on 25
percent of haircuts. That early warning
level change will address some of the
Commission’s concerns and constrain
firms with large trading positions from
removing capital from the broker-dealer
in the event of financial distress.

IV. Equity Securities Haircuts

A. General

The net capital rule provides two
separate methods for calculating
haircuts related to a broker-dealer's
equity securities positions. The method
used by a broker-dealer depends on the
election the broker-dealer makes with
respect to its net capital requirement. A
firm calculating its net capital
requirement under the basic method
incurs a haircut equal to 30 percent of
the market value of the greater of its
long or short positions, plus 15 percent
of the lesser positions, but only to the
extent that those positions exceed 25
percent of the market value of the
greater of the long or short positions. In
effect, the first 25 percent of the lesser
position incurs no haircut.??

Under the current rule, a broker-
dealer electing the alternative method of
computing net capital incurs a 15
percent haircut on its long equity
securities positions. That haircut is
increased by 30 percent of the broker-
dealer's short equity positions, but only
to the extent those short positions
exceed 25 percent of the long
positions.?®

The basis for the distinction between
long and short positions is, for haircut
purposes, no longer valid. The
distinctions based upon the method
chosen are, the Commission believes,
even less significant when the increases
to the minimum requirements are taken
into account. The premise underlying
the alternative method of calculating
haircuts was that long positions have to
be financed by an outside entity that
will demand more margin than the 15
percent haircut. Short positions, by
contrast, are self-financing.

Broker-dealers are not necessarily
constrained by the ability to finance
their long positions by a bank or another
broker-dealer. For example, broker-
dealers are able to receive cash
collateral in excess of the market value

37 FPor example: Position: Long, $1,000,000; Short,
§500,000. Haircut: Long, $300,000; Short, $37,500
(15% of $250,000); Total, $337,500.

3 For example: Position: Long, $1,000,000; Short,
$500,000. Haircut: Long, $150,000; Short, $75,500
(30% of $250,000); Total, $225,000.
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of the long position by lending the
security to another broker-dealer.
Moreover, except for situations such as
tender offers, the long position would
seem to be no less volatile or damaging
to the broker-dealer than the short
position.

One commentator expressed the view
that, given the volatility of the equity
markets, all haircuts should remain at
30 percent. However, the Commission
believes that a 15 percent haircut
provides an adequate safeguard and is
adopting the proposal. Thus, under the
amended rule, all broker-dealers will
incur a deduction of 15 percent on the
market value of the greater of the long
or short equity position, and a
deduction of 15 percent on the market
value of the lesser position, but only to
the extent this lesser position exceeds
25 percent of the greater position.2?

In addition to standardizing the
deduction for equity securities positions
under the net capital rule, the proposal
would have required broker-dealers to
apply the equity securities haircut (15
percent), rather than the lower,
government securities haircut (6
percent), to their positions in interest
and principal only instruments. In
responsa to this proposal, the Public
Securities Association submitted data
suggesting that a lower haircut should
be applied. The Commission is not
adopting this amendment, and will
await a further recommendation by the
Commission staff in this regard.

B. Undue Concentration Charge

Paragraphs (c)(2)(vi)(M) and (f(iii)
currently include extra deductions for
securities positions that are large
relative to a firm's net capital. These
“undue concentration charges’’
currently vary slightly depending on the
firm’s election of either the basic or
alternative method. The Commission's
proposal would eliminate this
difference, and standardize the
deduction, so that all concentration
charges would be calculated according
to the method previously set forth in
paragraph (f) of the rule. There were no
comments on this aspect of the
proposal; therefore, the Commission is
adopting this amendment as
proposed.3°

*%As pro d. this lowered haircut would have
been available to firms only when they crossed the
$100,000 net capital threshoid. However, the NASD
suggested that this would be difficult to monitor.
Based on this recommendation the Commission is
not adopting this amendment. The contractual
commitment haircut will remain at 30 percent for
initial public offerings. Similarly, the haircut
assessed for recelvables arising in conjunction with
subordinated loans will remain at 30 percent.

9 A broker-dealer is also required to deduct the
portion of a long equity securities position that it

C. Contractual Commitments

The Commission’s proposal, although
it would standardize equity securities
haircuts at 15 percent, would have
nonetheless required a 30 percent
charge for the contractual commitment
haircut in certain securities. The
Commission is adopting this
amendment as proposed. Therefore, the
contractual commitment haircut
applicable to equity securities shall
remain at 30 percent unless the class
and issue of the securities are listed on
a national securities exchange or are
designated as NASDAQ National Market
System Securities.

V. Aggregate Indebtedness

The aggregate indebtedness test has
been included in the net capital rule
since its adoption in 1942. The term
aggragate indebtedness includes all of
the liabilities and/or obligations (actual
or otherwise) of a broker-dealer. The test
applies to broker-dealers computing net
capital under the basic method and
limits the leverage that they are able to
attain. The rule however, specifically
excludes from aggregate indebtedness
certain prescribed liabilities. In the two
classes of liabilities described below,
the Commission believes the 6%
percent aggregate indebtedness charge is
not appropriate, particularly in light of
the increases in the minimum
requirements. Therefore, the
Commission's proposal would have
reduced the 6% percent charge to one
percent in the two areas discussed
below. Both of these amendments are
being adopted as proposed.

A. Mutual Fund Payables

Currently, the net capital rule requires
a broker-dealer that owes money to a
mutual fund in connection with a
purchase of shares of that fund to
include that amount in aggregate
indebtedness even if offset by a
receivable from another broker-dealer
related to that transaction.?!

Currently, the net capital rule requires
a charge of 624 percent on these mutual
fund payables. The Commission's

holds that is large in relation to the trading volume
for that security. This is generally referred to as the
“blockage test”.

3! This payable arises out of a purchase of shares
by the broker-dealer diractly from the fund for
another broker-dealer (presumably for the other
broker-dealer’s customer). The first broker-dealer
owes monay to the fund secured by the investment
company shares. The second broker-dealer owes
money to the first broker-dealer. The debt on the
first broker-dealer’s books is offset by a receivable
from the second broker-dealer, classified generally
as a fail to deliver. That receivable is also secured
by the mutual fund shares, since delivery of the
shares will not occur until payment of the
obligation by the second broker-dealer.

proposal would lower this deduction to
one percent of the liability amount
when an offset from the mutual fund
exists. Other than the request for
clarification discussed in the following
paragraph, the Commission received no
comments on this amendment, and is
adopting it as proposed.

A number of commentators wrote to
the Commission requesting clarification
in the method of computation.
Specifically, the commentators
questioned why the proposed rule
amendment contained an 85 percent
aggregate indebtedness exclusion when
the narrative description of the rule
change in the proposing release
described a one percent aggregate
indebtedness charge. The answer is that
6%/ percent of .15 (remaining after .85
is deducted from one) gives the same
result as one percent of one. The
method chosen for reducing the charge
was designed for consistency with the
present status of the rule.

B. Stock Loan Payables

A stock loan payable is a liability
arising from the receipt of cash
collateral from a person who borrows
securities from the broker-dealer. The
payable is considered aggregate
indebtedness even if the securities that
were loaned were borrowed from
another broker-dealer.?2 The current
rule requires a 6% percent charge on
these items. As with mutual fund
receivables, the Commission’s proposal
would reduce this charge to one
percent.

Given the matched nature of these
related payables and receivables, the
Commission does not believe that the
risk merits a charge of 62/ percent on
the dollar amount of the liability;
therefore, the Commission is adopting
the amendment as proposed.

VI. Technical Amendments

Because of the amendments to the
minimum net capital requirements and
equity securities haircuts, the
Commission is merging paragraph (f)
into paragraph (a) of the rule. As a
result, the rule amendments include
several technical changes to the rule.

32 When one broker-dealer lends securities to
another broker-dealer, the lending broker-dealer
generally receives cash collateral in excess of the
value of the securities lent. For financial statement
purposes, the lending broker-dealer accounts for the
cash collateral as a liability, since that broker-dealer
must repay the funds to the borrowing broker-dealer
upon return of the securities.

Much of the stock lent by broker-dealers to other
broker-dealers is borrowed from a third broker-
dealer or other person. If a broker-dealer borrows
stock through a stock loan transaction collateralized
by cash, the borrowing broker-dealer accounts for
the collateral in its financial statements as a
receivable from the lending person
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For example, all references to paragraph
(f) are deleted and new references to
appropriate rule sections are
substituted. Other examples inciude the
amendments to the concentration
charges under paragraph {(c){2){vi){(M)
and the contractual commitment charge
under paragraph {€){2){viii). The
amendments also delete a provision
from paragraph (c)(2){ix) of Rule 15¢3-
1 that expired on January 1, 1983,

VII. Summary of Final Regulatory
Fiexibility Analysis

The Commission has prepared a Final
Regulatory Flexibility Analysis
(**Analvsis') in accordance with 5
U.S.C. 603 regardis ig the amendments.
The Analysis notes that the ohiective of
the amendments is to further the
purposes of the various financial
responsibility rules that provide
safeguards with Téspes 1 to the financial
responsibility and related practices of
brokers-dealsrs. The Analysis states that
the Commission did not receive any
comments concerning the Initial
Re;‘a.nm"» Flexibility Analysis. A copy
of the Analysis may be obtained by
('nmacfmg Roger G. Coffin, Division of
Market Regulation, Securities and
Exchange Commissian, Washington, DC
20548, (202) 272-7375.

VIII. Statutory Analysis

Pursuant to the Securities Exchange
Act of 1934 and particularly sections
15(c)(3), 17 and 23 thereof, 15 U.S.C.
780(c)(3), 78q and 78w, the Commission
is adopting amendments to § 240.15¢3—
1 of title 17 of the Code of Federal
Regulations in the manner set forth
below.

IX. List of Subjects in 17 CFR Part 240

Reporting and recordkeeping
requirements, Securities.

X. Text of the Amendments

In accordance with the foregoing, title
17, chapter I, part 240 of the Code of
Federal Regulations is amended as
follows:

PART 240—GENERAL RULES AND
REGULATIONS, SECURITIES
EXCHANGE ACT OF 1934

1. The authority citation for part 240
continues to read as follows:

Aulhon'ty. 15 U.8.C. 77¢, 774, 77g, 77},
77s, 77008, 77888, 77mmn, 778ss, 7718, 78c,
78d, 78i, 78j, 781, 78m, 78n, 780, 78p, 78s,
78w, 78x, 781)(d), 79q, 791, 80a-20, 80a-23,
80a-29, 80a-37, 80b-3, 80h—4, and 80b-11,
unless otherwise noted.

2. Section 240.15¢3-1 is amended by
removing paragraph (f}, removing the
word “and” from paragraph (c){1){xii),

removing and reserving paragraphs
(a)(3), (a}(5) and (c)(2)}(vi)(}), adding
paragraphs (c)(1){xiv) and (c}(1){xv} and
revising paragraphs (a) introductory
text, (a)(1). (a)(2), (a}(4), (a)(6)(i),
(a)(7)(i), (2)(9), (c)(1)(xiii), (c)2)(iC)(1),
(e)(2)(iv}(B), (cK2)(iv](F}{(3)(1)(B) and
(), (€)(2}(vi] introductory text,
(c)E2)(vi)(A)S5), (c)(2)Evil(]] and (M],
(e)2)(viii), (e)(2)(ix], (c)(2)(x}(A)(2)
through (5), (c}{9], and (c)(10) to read as
follows:

§240.15¢c3-1. Net capital requirements for
brokers or dealers.

(a} Every broker or dealer shall at all
times have and maintain net capital no
less than the greater of the highest
minimum requirement applicable to its
ratio requirement under paragraph fa)(1)
of this section, or to any of its activities
under paragraph (a}{2) of this section.
Each broker or dealer also shall comply
with the supplemental requirements of
paragraphs (a){4) and (2)(8) of this
section, to the extent either paragraph is
applicable to its activities. In addition,
a broker or dealer shall maintain net
capital of not less than its own net
capital requirement plus the sum of
each broker’s or dealer’s subsidiary or
affiliate minimum net capital
requirements, which is consolidated
pursuant to Appendix C, § 240.15c3-1c.

Ratio Requirements

Aggregate Indebtedness Stondard

(1)fi) No broker or dealer, other than
one that elects the provisions of
paragraph (a)(1)(ii) of this section, shall
permit its aggregate indebtedness to all
other persons to exceed 1500 percent of
its net capital (or 800 percent of its net
capital for 12 months after commeneing
business as a broker or dealer).

Alternative Standard

(ii) A broker or dealer may elect not
to be subject to the Aggregate
Indebtedness Standard of paragraph
(a)(1)i) of this section. That broker or
dealer shall not permit its net capital to
be less than the greater of $250,000 or
2 percent of aggregate debit items
computed in accordance with the
Formula for Determination of Reserve
Requirements for Brokers and Dealers
(Exhibit A to Rule 15¢3-3, § 240.15¢3-
3a). Such broker or dealer shall notify
its Examining Authority, in writing, of
its election to operate under this
paragraph (2)(1){ii). Once a broker or
dealer has notified its Examining
Authority, it shall continue to operate
under this paragraph unless a changs is
approved upon application to the
Commission. A broker ar dealer that
elects this standard and is not exempt
from Rule 15¢3-3 shalk:

(A) Make the computation required hy
§ 240.15¢3-3(e] and set forth 1n Exhibit
A, §240.15¢3-3a, on a weekly basis and,
in lieu of the 1 percent reduction of
certain debit items required by Note E
(3} in the computation of its Exhibit A
requirement, reduce aggregate debit
items in such computation by ‘iPs reent

(B) Include in Items 7 and 8 of Exhibnt
A, §240.15¢3-3a, the market value of
items specified therein more than 7
business days eld;

(C) Exchide credit balances in
accounts representing amounts payable
for securities not yet received from the
issuer or its agent which securities are
specified in paragraphs (c)(2}{vi) (A) and
(E) of this section and any related debit
items from the Exhibit A requirement
for 3 business days; and

(D) Deduct from net worth in
computing net capital 1 percent of the
contract value of all failed to deliver
contracts or securities borrowed that
ware allocated to failed to receive
contracts of the same issue and which
thereby were excluded from Items 11 or
12 of Exhibit A, § 240.15¢3-3a.

Futures Commission Merchants

(iii) No broker or dealer registered as
a futures commission merchant shall
permit its net eapital to be less than the
greater of its requirement under
paragraph (a)(1) (i) or (ii) of this section,
or 4 percent of the funds required to be
segregated pursuant to the Commodity
Exchange Act and the regulations
thereunder (less the market value of
commodity options purchased by option
customers on or subject to the rules of
a contract market, each such deduction
not to exceed the amount of funds in the
customer’s account).

Minimum Requirements

See Appendix E (§ 240.15¢3-1E) for
temporary minimum requirements.

Brokers or Dealers That Carry Customer
Accounts

(2)(i) A broker or dealer (other than
one described in paragraphs (a)(2}(ii) or
{a)(8) of this section) shall maintain net
capital of not less than $250,000 if it
carries customer or broker or dealer
accounts and receives or holds funds or
securities for those persons, A broker or
dealer shall be deemed to receive funds,
or ta carry customer or broker or dealer
accounts and to recetve funds from
those persons if, in connection with its
activities as a broker or dealer, it
receives checks, drafts, or other
svidences of indebtedness made payable
to itself or persons other than the
requisite registered broker or dealer
carrying the account of a customer,
escrow agent, issuer, underwriter,
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sponsor, or other distributor of
securities. A broker or dealer shall be
deemed to hold securities for, or to carry
customer or broker or dealer accounts,
and hold securities of, those persons if
it does not promptly forward or
promptly deliver all of the securities of
customers or of other brokers or dealers
received by the firm in connection with
its activities as a broker or dealer. A
broker or dealer, without complying
with this paragraph (a)(2)(i), may
receive securities only if its activities
conform with the provisions of
paragraphs (a}(2) (iv) or (v) of this
section, and may receive funds only in
connection with the activities described
in paragraph (a)(2)(v) of this section.

(ii) A broker or dealer that is exempt
from the provisions of § 240.15¢3-3
pursuant to paragraph (k)(2)(i) thereof
shall maintain net capital of not less
than $100,000.

Dealers

(iii) A dealer shall maintain net
capital of not less than $100,000. For the
purposas of this section, the term
“dealer” includes:

(A) Any broker or dealer that endorses
or writes options otherwise than on a
registerad national securities exchange
or a facility of a registered national
sacurities association; and

(B) Any broker or dealer that effects
more than ten transactions in any one
calendar year for its own investment
account. This section shall not apply to
those persons engaging in activities
described in paragraphs (a}(2)(v}),
(a)(2)(vi) or {a)(8) of this section, or to
those persons whose underwriting
activities are limited solely to acting as
underwriters in best efforts or all or
none underwritings in conformity with
paragraph (b)(2) of § 240.15c2-4, so long
as those persons engage in no other
dealer activities.

Brokers or Dealers That Introduce
Customer Accounts And Receive
Securities

(iv) A broker or dealer shall maintain
net capital of not less than $50,000 if it
introducss transactions and accounts of
customers or other brokers or dealers to
another registered broker or dealer that
carries such accounts on a fully
disclosed basis, and if the broker or
dealer receives but does not hold
customer or other broker or dealer
securities. A broker or dealer operating
under this paragraph (a)(2)(iv) of this
section may participate in a firm
commitment underwriting without
being subject to the provisions of
paragraph (a)(2)(iii) of this section, but
may not enter into a commitment for the

purchase of shares related to that
underwriting.

Brokers or Dealers Engaged in the Sale
of Redeemable Shares of Registered
Investment Companies and Certain
Other Share Accounts

(v) A broker or dealer shall maintain
net capital of not less than $25,000 if it
acts as a broker or dealer with respact
to the purchase, sale and redemption of
redeemable shares of registered
investment companies or of interests or
participations in an insurance company
separate account directly from or to the
issuer on other than a subscription way
basis. A broker or dealer operating
under this section may sell securities for
the account of a customer to obtain
funds for the immediate reinvestment in
redeemable securities of registered
investment companies. A broker or
dealer operating under this paragraph
(a)(2)(v) must promptly transmit all
funds and promptly deliver all
securities received in connection with
its activities as a broker or dealer, and
may not otherwise hold funds or
securities for, or owe money or
securities to, customers.

Other Brokers or Dealers

(vi) A broker or dealer that does not
receive, directly or indirectly, or hold
funds or securities for, or owe funds or
securities to, customers and does not
carry accounts of, or for, customers and
does not engage in any of the activities
described in paragraphs (a)(2) (i)
through (v) of this section shall
maintain net capital of not less than
$5,000. A broker or dealer operating
under this paragraph may engage in the
following dealer activities without being
subject to the requirements of paragraph
(a)(2)(iii) of this section:

(A) In the case of a buy order, prior
to executing such customer's order, it
purchases as principal the same number
of shares or purchases shares to
accumulate the number of shares
necessary to complete the order, which
shall be cleared through another
registered broker or dealer or

B) In the case of a sell order, prior to
executing such customer's order, it sells
as principal the same number of shares
or a portion thereof, which shall be
cleared through another registered
broker or dealer.

(3) [Reserved).

Capital Requirements for Market Makers

(4) A broker or dealer engaged in
activities as a market maker as defined
in paragraph (c)(8) of this section shall
maintain net capital in an amount not
less than $2,500 for each security in
which it makes & market (unless a

security in which it makes a market has
a market value of $5 or less, in which
event the amount of net capital shall be
not less than $1,000 for each such
security) based on the average number
of such marksts made by such broker or
dealer during the 30 days immediately
preceding the computation date. Under
no circumstances shall it have net
capital less than that required by the
provisions of paragraph (a) of this
section, or be required to maintain net
capital of more than $1,000,000 unless
required by paragraph (a) of this section.
?5] [Reserved].

Market Makers, Specialists and Certain
Other Dealers

(6)(i) A dealer who meets the
conditions of paragraph (a)(6](ii) of this
section may elect to operate under this
paragraph (a)(6) and thereby not apply.
except to the extent required by this
paragraph (a)(6), the provisions of
paragraphs (c)(2)(vi) or Appendix A
(§ 240.15¢c3~1a) of this section to market
maker and specialist transactions and,
in lieu thereof, apply thereto the
provisions of paragraph (a)(6)(iii) of this
section.

- - - - -

Self-Clearing Options Specialists

(7)(i) A dealer who meets the
conditions of paragraph (a)(7)(ii) of this
section may elect to operate under this
paragraph (a)(7) and thereby not apply.
except to the extent required by this
paragraph (a)(7), the provisions of
paragraphs (c)(2)(vi), (c)(2)(x), and
(c)(2)(x1) of this section or Appendix A
(§240.15¢3-1a) to this section and, in
lieu thereof, apply the provisions of
paragraph (a)(7)(iii) of this section.

»

Certain Additional Capital
Requirements for Brokers or Dealers
Engaging in Reverse Repurchase
Agreements

(9) A breker or dealer shall maintain
net capital in addition to the amounts
required under paragraph (a) of this
section in an amount equal to 10
percent of:

(i) The excess of the market value of
United States Treasury Bills, Bonds and
Notes subject to reverse repurchase
agreements with any one party over 105
percent of the contract prices (including
accrued interest) for reverse repurchase
agreements with that party;

(ii) The excess of the market value of
securities issued or guaranteed as to
principal or interest by an agency of the
United States or mortgage related
securities as defined in section 3(a)(41)
of the Act subject to reverse repurchase
agreements with any one party over 110
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percent of the contract prices (including
accrued interest) for reverse repu
agreements with that y; and

(iii) The excess of the market value of
other securities subject to reverse
repurchase agreements with any one
party over 120 percent of the contract
prices (including accrued interest) for
reverse repurchase agreements with that
party.

(C). . =
(])- LI

Exclusions From Aggregate
Indebtedness

(xiii) Deferred tax liabilities;

(xiv) Eighty-five percent of amounts
payable to a registered investment
company related to fail to deliver
receivables of the same quantity arising
out of purchases of shares of those
registered investment companies; and

xv) Eighty-five percent of amounts
payable against securities loaned for
which the broker or dealer has
receivables related to securities of the
same class and issue and quantity that
are lmcurities borrowed by the broker or
dealer.

Net Capital

(1) The aggregate amount resulting
from applying to the amount of the
deductions computed in accordance
with paragraph (c)(2)(vi) of this section
and Appendices A and B, § 240.15¢c3-1a
and 240.15c3-1b, the appropriate
Federal and State tax rate(s) applicable
to any unrealized gain on the asset on
which the deduction was computed;

(p)(a) =t *

Certain Unsecured and Partly Secured
Receivables

(B) All unsecured advances and loans;

deficits in customers’ and non-
customers' unsecured and partly
secured notes; deficits in special
omnibus accounts maintained in
compliance with the requirements of 12
CFR 220.10 of Regulation T under the
Securities Exchange Act of 1934, or
similar accounts carried on behalf of
another broker or dealer, after
application of calls for margin, marks to
the market or other required deposits
that are outstanding 5 business days or
less; deficits in customers’ and non-
customers’ unsecured and partly
secured accounts after application of
calls for margin, marks to the market or
other required deposits that are
outstanding 5 business days or less,
except deficits in cash accounts as

defined in 12 CFR 220.8 of Regulation

T under the Securities Exchange Act of
1934 for which not more than one
extension respecting a specified
securities transaction has been
requested and granted, and deducting
for securities carried in any of such
accounts the ntages specified in
paragraph (c)(2){vi) of this section or
Appendix A (§ 240.15c3-1a); the market
value of stock loaned in excess of the
value of any collateral received therefor;
receivables arising out of free shipments
of securities (other than mutual fund
redemptions) in excess of $5,000 per
shipment and all free shipments (other
than mutual fund redemptions)
outstanding more than 7 business days,
and mutual fund redemptions
outstanding more than 16 business days;
any collateral deficiencies in secured
demand notes as defined in Appendix D
(§ 240.15¢3—-1d);

(F) R

(3)(A) * * *

(B) The excess of the aggregate
repurchase agreement deficits with any
one party over 25 percent of the broker
or dealer’s net capital before the
application of paragraph (c)(2)(vi) of this
section (less any deduction taken with
respect to repurchase agreements with
that party under pa h
(c)(2)(iv)(F)3}(i)(A) of this section) or, if
greater;

(C) The excess of the aggregate
repurchase agreement deficits over 300
percent of the broker’s or dealer’s net
capital before the application of
paragraph (c)(2)(vi] of this section.

Securities Hairculs

(vi} Deducting the percentages
specified in paragraphs (c}(2)(vi) (A)
through (M) of this section (or the
deductions prescribed for securities
positions set forth in Appendix A
(§ 240.15¢c3-1a} of the market value of
all securities, money market
instruments or options in the
proprietary or other accounts of the
broker or dealer.

PAE ) AT L o

(5) In the case of a Government
securities dealer that reparts to the
Federal Reserve System, that transacts
business directly with the Federal
Reserve System, and that maintains at
all times a minimum net capital of at
least $50,000,000, before application of
the deductions provided for in
paragraph (c}{2}{vi) of this section, the
deduction for a security issued or
guaranteed as to principal or interest by
the United States or any agency thereof
shall be 75 percent of the deduction

otherwise computed under paragraph
(c)(2)(vi)A) of this section.

(1) [Reserved).
All Other Securities

(J) In the case of all securities or
evidences of indebtedness, except those
described in Appendix A, § 240.15¢3—
1a, which are not included in any of the
percentage categories enumerated in
paragraphs (c)(2)(vi) (A) through (H) of
this section or paragraph (c}{2){vi)(K)(ii)
of this section, the deduction shall be 15
percent of the market value of the
greater of the long or short positions and
to the extent the market value of the
lesser of the long or short positions
exceeds 25 percent of the market value
of the greater of the long or short
positions, the percentage deduction on
such excess shall be 15 percent of the
market value of such excess. No
deduction need be made in the case of:

(1) A security that is convertible into
or exchangeable for another security
within a period of 90 days, subject to no
conditions other than the payment of
money, and the other securities into
which such security is convertible or for
which it is exchangeable, are short in
the accounts of such broker or dealer; or

(2) A security that has been called for
redemption and that is redeemable
within 90 days,

Undue €Concentration

(M)(1) In the case of money market
instruments, or securities of a single
class or series of an issuer, including
any option written, endorsed or held to
purchase or sell securities of such a
single class or series of an issuer (other
than “exempted securities” and
redeemable securities of an investment
company registered pursuant to the
Investment Company Act of 1940), and
securities underwritten (in which case
the deduction provided for herein shall
be applied after 11 business days),
which are long or short in the
proprietary or other accounts of & broker
or dealer, including securities that are
collateral to secured demand notes
defined in Appendix D, § 240.15¢3-1d,
and that have a market value of more
than 10 percent of the “‘net capital” of
a broker or dealer before the application
of paragraph {c)(2){vi) of this section or
Appendix A, §240.15c3-1a, there shall
be an additional deduction from net
worth and/or the Collateral Value for
securities collateralizing a secured
demand note defined in Appendix D,

§ 240.15c3-1d, equal to 50 percent of
the percentage deduction otherwise
provided by this paragraph {c){2}{vi) of
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this section or Appendix A, § 240.15¢3—
1a, on that portian of the securities
position in excess of 10 percent of the
“net capital” of the broker or dealer
before the application of paragraph
(c)(2)(vi) of this section and Appendix
A, § 240.15¢c3-1a. In tha case of
securities described in paragraph
(c)2)(vi)(]), the additional deduction
required by this paragraph (c)(2)}{vi}(M)
shall be 15 percent.

(2) This paragraph (c)(2){vi}(M) shall
apply notwithstanding any long or short
position exemption provided for in
paragraph (e){2)(vi)(]) of this section
(except for long er short pesition
exemptions arising out of the first
proviso to paragraph (c)(2)(vi)(])) and
the deduction on any such exempted
position shall be 15 percent of that
portion of the securities position in
excess of 10 percent of the broker or
dealer's net capital before the
application of paragraph (c)(2)(vi) of this
section and Appendix A, § 240.15¢3-1a.

(3) This paragraph (c)(2)(vi)(M) shall
be applied to an issue of equity
securities only on the market value of
such securities in excess of $10,000 or
the market value of 500 shares,
whichever is greater, or $25,000 in the
case of a debt security.

(4) This paragraph (c}{2)(vi{M) will
be applied to an issue of municipal
securities having the same security
provisions, date of issue, interest rate,
day, month and year of maturity only if
such securities have a market value in
excess of $500,000 in bonds ($5,000,000
in notes) or 10 percent of tentative net
capital, whichever is greater, and are
held in position longer than 20 business
days from the date the securities are
received by the syndicate manager from
the issuer.

(5) Any specialist that is subject toa
deduction required by this paragraph
(€)(2)(vi)(M), respecting its specialty
stock, that can demonstrate to the
satisfaction of the Examining Authority
for such broker or dealer that there is
sufficient liquidity for such specialist's
specialty stack and that such deduction
need not be applied in the public
interest for the protection of investors,
may upon a proper showing to such
Examining Authority have such undue
concentration deduction appropriately
decreased, but in no case shall the
deduction prescribed in paragraph
(e)(2)(vi)(}) of this section above be
reduced. Each such Examining
Authority shall make and preserve for a
period of not less than 3 years a record
of each application granted nt to
this paragraph (c)(2)(vi)(M}(5), which
shall contain a summary of the

justification for the granting of the
application.

- - » - -

Open Contractual Commitments

{viii) Deducting, in the case of a
broker or dealer that has open
contractual commitments (other than
those option positions subject to
Appendix A, § 240.15¢3—1a), the
respective deductions as specified in
paragraph (c)(2)(vi) of this section or
Appendix B, § 240.15c3—-1b, from the
value (which shall be the market value
whenever there is a market) of each net
long and each net short position
contemplated by any open contiactual
commitment in the proprietary or other
accounts of the broker or dealer.

(A) The deduction for contractual
commitments in those securities that are
treated in paragraph (cl2}vi}]) of this
section shall be 30 percent unless the
class and issue of the securities subject
to the open contractual commitment
deduction are listed for trading on a
national securities exchange or are
designated as NASDAQ National Market
System Securities. *

(B) A broker or dealer that maintains
in excess of $250,000 of net capital may
add back to net worth up ta $150,000 of
any deduction computed under this
para h (e)(2)fviii)(B).

(C?r'lgge deduction with respect ta any
single commitment shall be reduced by
the unrealized profit in such
commitment, in an amount not greater
than the deduction provided for by this
paragraph (or increased by the
unrealized loss), in such commitment,
and in no event shall an unrealized
profit on any closed transactions operate
to increase net capital.

(ix) Deducting the contract value
of each failed to deliver contract that is
outstanding five business days or longer
(21 business days er longer in the case
of municipal securities) the percentages
of the market value of the underlying
security that would be required by
application of the deduction required by
paragraph (c)(2)(vi) of this section. Such
deduction, however, shall be increased
by any excess of the contract price of the
failed to deliver contract over the
market value of the underlying security
or reduced by any excess of the market
value of the underlying security over the
contract value of the failed to deliver
contract, but not to exceed the amount
of such deduction. The designated
examining authority for the broker or
dealer may, upon application of the
broker or dealer, extend for a period up
to 5 business days, any period herein
specified when it is satisfied that the
extension is warranted. The designated
examining authority upon expiration of

the extension may extend for one
additional period of up to 5 business
days, any period herein specified when
it is satisfied that the extension is
warranted.

(x)(A) * = *

(2) In the case of a bona fide hedged
position as defined in this paragraph
(c)(2)(x)(C) involving a long pesition in
a security, other than an option, and a
short pesition in a call option, the
deduction shall be 15 percent (or such
other percentage required by paragraphs
(c)(2)(vi) (A) through (K) of this section)
of the market value of the long position
reduced by any excess of the market
value of the long position over the
exercise value of the short option
position. In no event shall such
reduction operate to increase net
capital.

(3) In the case of a bona fide hedged
position as defined in this paragraph
(e}2)(x)(C) involving a short position in
a security, other than an option, and a
long position in a call option, the
deduction shall be the lesser of 15
percent of the market value of the short
position or the amount by which the
exercise value of the long option
position exceeds the market value of the
short position; however, if the exercise
value of the long option position does
not exceed the market value of the short
position, na deduction shall be applied.

(4) In the case of a bona fide hedged
position as defined in this paragraph
(cH2}x)(C} involving a short position in
a security other than an option, and a
short positien in a put option, the
deduction shall be 15 percent (or such
other percentage required by paragraphs
(c)(2)(vi) (A) through (K) of this section)
of the market value of the short security
position reduced by any excess of the
exercise value of the short option
position over the market value of the
short security position, No such
reduction shall operate to increase net
capital.

(5) In the case of a bona fide hedged
position as defined in this paragraph
(€)(2)(x}(C) involving a long pesition in
a security, other than an option, and a
long position in a put option, the
deduction shall be the lesser of 15
percent of the market value of such long
security position or the amount hy
which the market value of such long
security position exceeds the exercise
value of the long option pesition. If the
market value of the long security
position does not exceed the exercise
value of the long option position, no
deduction shall be applied.

A . » L -
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Promptly Transmit and Deliver

{9) A broker or dealer is deemed to
“promptly transmit"* all funds and to
“promptly deliver" all securities within
the meaning of paragraphs (a)(2)(i) and
(a)(2)(v) of this section where such
transmission or delivery is made no
later than noon of the next business day
after the receipt of such funds or
securities; provided, however, that such
prompt transmission or delivery shall
not be required to be effected prior to
the settlement date for such transaction
Promptly Forward

(10) A broker or dealer is deemed to
“promptly forward" funds or securities
within the meaning of paragraph
{a)(2)(i) of this section only when such
forwarding occurs no later than noon of
the next business day following receipt
of such funds or securities.

3. § 240.15c3-1a is amended by
revising paragraphs (c)(1) through (c)(5),
(c)(7). (c)(9) and (c)(10) to read as
follows:

§240.15¢c3-1a Options (Appendix A to 17
CFR 240.15¢3-1).

((:' - » -~
Uncovered Calls

(1) Where a broker or dealer is short
a call, deducting, after the adjustment
provided for in paragraph (b) of this
Appendix A, 15 percent (or such other
percentage required by paragraphs
(c)(2)(vi) {A) through (K) of § 240.15¢3~
1) of the current market value of the
security underlying such option
reduced by any excess of the exercise
value of the call over the current market
value of the underlying security. In no
event shall the deduction provided by
this paragraph be less than $250 for
each option contract for 100 shares.

{’ncovered Puts

(2) Where a broker or dealer is short
a put, deducting, after the adjustment
provided for in paragraph (b) of this
Appendix A, 15 percent (or such other
percentage required by paragraphs
(c)(2)(vi) (A) through (K) of § 240.15¢3~
1) of the current market value of the
security underlying the option reduced
by any excess of the market value of the
underlying security over the exercise
value of the put. In no event shall the
deduction provided by this paragraph
be less than $250 for each option
contract for 100 shares.

Covered Calls

(3) Where a broker or dealer is short
a call and long equivalent units of the
underlying security, deducting, after the

adjustments provided for in paragraph
(b) of this Appendix A, 15 percent (or
such other percentage required by
paragraphs (c)(2)(vi) (A) through (K) of

§ 240.15¢3-1) of the current market
value of the underlying security reduced
by any excess of the current market
value of the underlying security over the
exercise value of the call, No reduction
under this-paragraph shall have the
effect of increasing net capital.

Covered Puts

(4) Where a broker or dealer is short
a put and short equivalent units of the
underlying security, deducting, after the
adjustment provided for in paragraph
(b) of this Appendix A, 15 percent (or
such other percentage required by
paragraphs (c)(2)(vi) (A) through (K) of
§ 240.15¢3—-1) of the current market
value of the underlying security reduced
by any excess of the exercise value of
the put over the market value of the
underlying security. No such reduction
shall have the effect of increasing net
capital.

Conversion Accounts

(5) Where a broker or dealer is long
equivalent units of the underlying
security, long an unlisted put written or
endorsed by a broker or dealer and short
an unlisted call in its proprietary or
other accounts, deducting 5 percent (or
50 percent of such other percentage
required by paragraphs (c)(2)(vi) (A)
through (K) of § 240.15¢3-1) of the
current market value of the underlying
security.

Long Over-the-Counter Options

(7) Where a broker or dealer is long
an unlisted put or call endorsed or
written by a broker or dealer, deducting
15 percent (or such other percentage
required by paragraphs (c)(2)(vi) (A)
through (K) of § 240.15¢3~1) of the
market value of the underlying security,
not to exceed any vajue attributed to
such option in paragraph (c)(2)(i) of
§ 240.15¢3-1.

- - - » -

Certain Security Positions With
Offsetting Options

(9) Where a broker or dealer is long
a security for which it is also long a
listed put (such broker or dealer may in
addition be short a call), deducting, after
the adjustments provided in paragraph
(b) of this Appendix A, 15 percent of the
market value of the long security
position not to exceed the amount by
which the market value of equivalent
units of the long security position
exceeds the exercise value of the put. If
the exercise value of the put is equal to

or exceeds the market value of
equivalent units of the long security
position, no percentage deduction shall
be applied.

(10) Where a broker or dealer is short
a security for which he is also long a
listed call (such broker or dealer may in
addition be short a put), deducting, after
the adjustments provided in paragraph
(b) of this Appendix A, 15 percent of the
market value of the short security
position not to exceed the amount by
which the exercise value of the long call
exceeds the market value of equivalent
units of the short security position. If
the exercise value of the call is less than
or equal to the market value of
equivalent units of the short security
position no percentage deduction shall
be applied.

4. §240.15¢3-1c is amended by
revising paragraph (b)(1), to read as
follows:

§240.15¢c3-1c Consolidated Computations
of Net Capital and Aggregate indebtedness
for Certain Subsidiaries and Affiliates
(Appendix C to 17 CFR 240.15¢3-1).

Required Counsel Opinions

(b)(1) If the consolidation, provided
for in paragraph (a) of this section, of
any such subsidiary or affiliate results
in the increase of the broker's or
dealers’s net capital and/or the decrease
of the broker's or dealer’'s minimum net
capital requirement under paragraph (a)
of § 240.15¢3—1 and an opinion of
counsel described in paragraph (b)(2) of
this section has not been obtained, such
benefits shall not be recognized in the
broker’s or dealer’s computation
required by this section

5. §240.15c3-1d is amended by
revising paragraphs (a)(2)(iii), (b)(6)(iii).
(b)(7). (b)(8), (b)(10)(ii)(B), (c)(2),
{c)(5)(i). and (c)(5)(ii)(A) to read as
follows:

§240.15¢3-1d Satisfactory Subordination
Agreements (Appendix D to 17 CFR
240.15¢c3-1).

{a)(2) ™%

(iii) The term “Collateral Value" of
any securities pledged to secure a
secured demand note shall mean the
market value of such securities after
giving effect to the percentage
deductions set forth in paragraph
{c)(2)(vi) of § 240.15¢3-1 except for
paragraph (c)(2)(vi)(]). In lieu of the
deduction under (c)(2)(vi)(]), the broxe:
or dealer shall reduce the market value
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of the securities pledged ta secure the
secured demand nate by 30 percent.

(b)(g}* **

(iii} The secursd demand note
agreement also may provide that, in lieu
of the procedures specified in the
provisions required by parsgraph
(b)(6)(ii) of this section, the lender with
the prier written consent of the broker
or dealer and the Examining Authority
for the broker or dealer may reduce the
unpaid principal amount of the secured
demand note. After giving effect to such
" reduction, the aggregate indehtedness of
the broker or dealer may not exceed
1000 percent of its net capital or, in the
case of a broker or dealer operating
pursuant to peragraph (a){1)(ii) of
§ 240.15¢3~1, net capital may not be less
than 5 percent of aggregate debit items
computed in accordance with
§240.15¢3-33, or, if registered as a
futures commission merchant, 7 percent
of the funds required to be segregated
pursuant to the Commodity Exchange
Act and the regulations thereunder (less
the market value of commodity options
purchased by option customers subject
to the rules of a contract market, each
such deduction not to exceed the
amount of funds in the option .
customer’s account), if greater. Nao single
secured demand nate shall be permitfed
to be reduced by more than 15 percent
of its original principal amount and
after such reduction no excess collateral
may be withdrawn. No Examining
Authority shall consent to a reduction of
the principal amount of a secured
demand note if, after giving effect to
such reduction, net capital would be
less than 120 percent of the minimum
dollar amount required by § 249.15¢3-1.

Permissive Prepayments

(7) A broker or dealer at its option but
not at the option of the lender may, if
the subordination agreement so
provides, make a Payment of all or any
portion of the Payment Obligation
thereunder prior to the scheduled
maturity date of such Payment
Obligation (hereinafter referred to as a
"Prepayment”), but in no eveat may any
Prepayment be made before the
expiration of one year from the date
such subordination agreement became
effective. This restriction shall not apply
to temporary suberdination agreements
that comply with the provisions of
paragraph (c}5) of this Appendix D. Ne
Prepayment shall be made, if, after
giving effect thereto (and to all
Payments of Payment Obligations under
any other subordinated agreements then
outstanding the maturity or accelerated
maturities of which are scheduled te fall
due within six meonths after the date

such Prepayment is to accur pursuant to
this provision or on or prior to the date
on which the Payment Obligation in
respect of such Prepayment is
scheduled to mature disregarding this
provision, whichever date is earlier)
without reference to any projected profit
or loss of the broker or dealer, either
aggregate indebtedness of the broker or
dealer would exceed 1000 percent of its
net eapital or its net capital would be
less than 120 percent of the minimum
dollar amount required by § 240.15¢3—1%
or, in the case of a broker or dealer
operating pursuant to paragraph
(a)(1)(ii) of §240.15¢31, its net capital
would be less than 5 percent of its
aggregate debit items computed in
accordance with § 240.15¢3-3a, or if
registered as a futures commission
merchant, 7 percent of the funds
required to be segregated pursuant to
the Commodity Exchange Act and the
regulations thereunder (less the market
value of commedity options purchased
by option customers subject to the rules
of a contract market, each such
deduction not to exceed the amount of
funds in the option customer’s account),
if greater, or its net capital would be less
than 120 percent of the minimum dollar
amount required by paragraph (a){1)(ii)
of § 240.15c3-1. Natwithstanding the
above, no Prepayment shall occur
without the prior written approval of
the Examining Authority for such broker
or dealer.

Suspended Repayment

(8)(i) The Payment Obligation of the
broker or dealer in respect of any
subordination agreement shall be
suspended and shall not maturs if, after
giving effect to Payment of such
Payment Obligation (and to all
Payments of Payment Obligations of
such broker or dealer under any other
subordination agreement(s) then
outstanding that are scheduled to
mature on or before such Payment
Obligation) either (A) the aggregate
indebtedness of the broker or dealer
would exceed 1200 percent of its net
capital, or in the case of a broker or
desler operating pursuant to paragraph
(a)(1)(ii) of § 240.15¢3—1, its net eapital
would be less than 5 percent of
aggregate debit items computeqd in
accordance with § 240.15¢3-3a or, if
registered as a futures commission
merchant, 6 percent of the funds
required to be segregated pursuant to
the Commodity Exchange Act and the
regulations thereunder (less the market
value of commedity aptions purchased
by aption customers on or subject to the
rules of a contract market, each such
deduction not to exceed the amount of
funds in the option customer’s account),

if greater, or (B) its net capital would be
less than 120 percent of the minimum
dollar ameount required by § 240.15c3-1
including paragraph (a)(1)(ii), if
applicable. The subordination
agreement may provide that if the
Payment Obligation of the broker or
dealer thereunder does not mature and
is suspended as a result of the
requirement of this paragraph (b)(8) for
a period of not less than six months, the
broker or dealer shall thereupon
commence the rapid and orderly
liquidation of its business, but the right
of the lender to receive Payment,
together with accrued interest or
compensation, shall remain subordinate
as required by the provisions of
§ 240.15¢3-1 and § 240.15¢3-14d.

(10)(ii) * = =

(B) The aggregate indebtedness of the
broker or dealer exceeding 1500 percent
of its net capital or, in the case of a
broker or dealer that has elected to
operate under paragraph (a)(1)(ii) of
§240.15c3-1, its net capital computed
in accardance therewith is less than 2
percent of its aggregate debit items
computed in accordance with
§ 240.15¢3-3a or, if registered as a
futures commission merchant, 4 percent
of the funds required to be segregated
pursuant to the Commodity Exchange
Act and the regulations thereunder (less
the market value of commodity options
purchased by option custemers on or
subject to the rules of a contract market,
each such deduction not to exceed the
amount of funds in the option
customer’s account), if greater,
throughout a period of 15 consecutive
business days, commencing on the day
the broker or dealer first determines and
notifies the Examining Autharity for the
broker or dealer, or the Examining
Authority or the Commission first
determines and notifies the broker or
dealer of such faet;

k:) Q. .s,. e

Notice of Maturity or Accelerated
Maturity

(2) Every broker or dealer shall
immediately notify the Examining
Authority for such brokar er dealer if,
after giving effect to all Payments of
Payment Obligations under
subordination agreements then
outstanding that are then due or mature
within the following six months witheut
reference to any projected profit or loss
of the broker or dealer either the
aggregate indebtedness of the broker or
dealer would exceed 1200 percent of its
net capital or its net capital would be
less than 120 percent of the minimum
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dollar amount required by § 240.15¢3-1.
or, in the case of a broker or dealer
operating pursuant to paragraph
(a)(1)(ii) of § 240.15c3-1, its net capital
would be less than 5 percent of
aggregate debit items computed in
accordance with § 240.15c3-3a, or, if
registered as a futures commission
merchant, 6 percent of the funds
required to be segregated pursuant to
the Commodity Exchange Act and the
regulations thereunder (less the market
value of commodity options purchased
by option customers on or subject to the
rules of a contract market, each such
deduction not to exceed the amount of
funds in the option customer's account),
if greater, or less than 120 percent of the
minimum dollar amount required by
paragraph {a)(1)(ii) of § 240.15¢3-1.

Temporary and Revolving
Subordination Agreements

(5)(1) For the purpose of enabling a
broker or dealer to participate as an
underwriter of securities or other
extraordinary activities in compliance
with the net capital requirements of
§ 240.15¢3-1, a broker or dealer shall be
permitted, on no more than three
occasions in any 12 month peried, to
enter into a subordination agreement on
a temporary basis that has a stated term
of no more than 45 days from the date
such subordination agreement became
effective. This temporary relief shall not
apply to a broker or dealer if, at such
time, it is subject to any of the reporting
provisions of § 240 17a-11, irrespective
of its compliance with such provisions
or if immediately prior to entering into
such subordination agreement, either:

{A) The aggregate indebtedness of the
broker or dealer exceeds 1000 percent of
its net capital or its net capital is less
than 120 percent of the minimum dollar
amount required by § 240.15¢3-1, or

(B) In the case of a broker or dealer
operating pursuant to paragraph
(a)(1)(ii) OF§ 240.15c3-1, its net capital
is less than 5 percent of aggregate debits
computed in accordance with
§240.15¢3-1, or, if registered as a
futures commission merchant, less than
7 percent of the funds required to be
segregated pursuant to the Commodity
Exchange Act and the regulations
thersunder (less the market value of
commodity options purchased by option
customers on or subject to the rules of
a contract market, each such deduction
not to exceed the amount of funds in the
option customer’s account), if greater, or
less than 120 percent of the minimum
dollar amount required by paragraph
(a)(1)(ii) of this section, or

(C) The amount of its then
outstanding subordination agreements

exceeds the limits specified in
paragraph (d) of § 240.15¢3-1. Such
temporary subordination agreement
shall be subject to all other provisions
of this Appendix D.

(“) - = n

(A) After giving effect thereto {and to
all Payments of Payment Obligations
under any other subordinated
agreements then outstanding, the
maturity or accelerated maturities of
which are scheduled to fall due within
six months after the date such
prepayment is to occur pursuant to this
provision or on or prior to the date on
which the Payment Obligation in
respect of such prepayment is
scheduled to mature disregarding this
provision, whichever date is earlier)
without reference to any projected profit
or loss of the broker or dealer, either
aggregate indebtedness of the broker or
dealer would exceed 900 percent of its
net capital or its net capital would be
less than 200 percent of the minimum
dollar amount required by § 240.15¢3-1
or, in the case of a broker or dealer
operating pursuant to paragraph
(a)(1)(ii) of § 240.15¢3~1, its net capital
would be less than 6 percent of
aggregate debit items computed in
accordance with § 240.15¢3-3a, or, if
registered as a futures commission
merchant, 10 percent of the funds
required to be segregated pursuant to
the Commodity Exchange Act and the
regulations thereunder (less the market
value of commodity options purchased
by option customers on or subject to the
rules of a contract market, each such
deduction not to exceed the amount of
funds in the option customer’s account),
if greater, or its net capital would be less
than 200 percent of the minimum dollar
amount required by paragraph (a)(1)(ii)
of this section or

6. § 240.15c3-1e is added to read as
follows:

§240.15¢c3-1e Temporary Minimum
Requirements (Appendix E to 17 CFR
240.15¢c3-1e).

Brokers or Dealers That Carry Customer
Accounts Aggregate Indebtedness
Standard

(a) A hroker or dealer that falls within
the provisions of paragraph (a)(2)(i) of
§ 240.15¢3-1 and computes its required
net capital under §240.15c3-1(a)(1)(i)
shall maintain net capital not less than
the greater of the amount computed
under the paragraph (a)(1)(i) or:

(1) $25.000 until June 30, 1993;

{2) $100,000 on July 1, 1993, until
December 31, 1993;

(3) $175,000 on January 1, 1994, until
June 30, 1994; and

{4) $250,000 on July 1, 1994.

Brokers or Dealers That Elect the
Alternative Standard

(b) A broker or dealer that elects the
provisions of § 240.15c3-1(a)(1)(ii) shall
maintain net capital of not less than the
greater of the amount computed under
the paragraph (a)(1)(ii) or:

(1) $100,000 until June 30, 1993:

(2) $150,000 on July 1, 1993, until
December 31, 1993;

(3) $200,000 on January 1, 1994, until
June 30, 1994; and

(4) $250,000 on July 1, 1994.

Broker or Dealers That are Exempt From
Securities Exchange Act Rule 15¢3-3
Under Paragraph (k)(2)(i) and Dealers

(c) A broker or dealer that falls within
the provisions of § 240.15¢3-1(a)(2) (ii)
or (iii) and computes its required net
capital under § 240.15¢3-1(a)(1)(i) shall
maintain net capital not less than the
greater of the same computed under
§ 240.15¢3-1(a)(1)(i) or:

{1) $25,000 until June 30, 1993;

(2) $50,000 on July 1, 1993, until
December 31, 1993;

(3) $75.000 on January 1, 1994, until
June 30, 1994; and

{4) $100,000 on July 1, 1994.

Brokers or Dealers That Introduce
Customer Accounts and Receive
Securities

(d) An introducing broker that falls
within the provisions of § 240.15c3-
1(a)(2)(iv) and computes its required net
capital under § 240.15c3~1(a)(1)(i) shall
maintain net capital of not less than the
greater of the amount computed under
§ 240.15c¢3-1(a)(1)(i) or:

(1) $5,000 until June 30, 1993;

(2) $20,000 on July 1, 1993, until
December 31, 1993;

(3) $35,000 on January 1, 1994, until
June 30, 1994; and

(4) $50,000 on July 1, 1994.

Brokers or Dealers Engaged in the Sale
of Redeemable Shares of Registered
Investment Companies and Certain
Other Share Accounts

(e) A broker or dealer that falls within
the provisions of § 240.15c3-1(a)(2)(v)
and computes its required net capital
under § 240.15¢3-1(a)(1)(i) shall
maintain net capital of not less than the
greater of the amount computed under
§ 240.15¢c3-1(a)(1)(i) or:

(1) $2,500 until June 30, 1993;

(2) $10,000 on July 1, 1993, until
December 31, 1993;

(3) $17.,500 on January 1, 1994, until
June 30, 1994; and

(4) $25.000 or July 1, 1994.
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Other Brokers or Dealers

(f) A broker or dealer that falls within
the provisions of § 240.15c3-1(a){2)(vi),
computes its required net capital under
§ 240.15¢3-1(a)(1)(i) and is not
otherwise subject to a $5,000 minimum
net capital requirement shall maintain
net capital of not less than the grester
of the amount computed under
§ 240.15c3-1(a)(1)(i) or:

(1) $2,500 until June 30, 1993;

(2) $3,300 on July 1, 1293, until
December 31, 1993;

(3) $4,100 on January 1, 1994, until
June 30, 1994; and

(4) $5.000 on July 1, 1994

Dated: November 24, 1992

By the Commission
Margaret H. McFarland,

Deputy Secretary
[FR Doc. 92-29031 Filed 12-1-92; 8:45 am]
BILLING CODE 8010-01-M

DEPARTMENT OF TRANSPORTATION

National Highway Traffic Safety
Administration

Federal Highway Administration

23 CFR Part 1204
[NHTSA Docket No. 81-12; Notice 8]

Highway Safety Program Guideline No.
17, Pupil Transportation Safety

AGENCY: National Highway Traffic
Safety Administration (NHTSA),
Federal Highway Administration
(FHWA), DOT.

ACTION: Final rule, technical
amendment.

SUMMARY: This notice corrects an
inconsistency between Highway Safety
Program Guideline 17 and Federal
motor vehicle safety standard No. 111,
Rearview mirrors, which Guideline 17
incorporatas by reference. This netice
amends Guideline 17 to be consistent
with today's amendment of Standard
No. 111 by deleting unnecessary
language that has the potential to be
confusing. No new obligations or duties
are imposed on any party as a result of
this correction, since the correction
merely removes obsolete provisions
from the Guideline.

DATES: EFFECTIVE DATE: The
amendment becomes effective December
2, 1993.

FOR FURTHER INFORMATION CONTACT:

Mr. Ronald Engle, Chief, Safety
Countermeasures Division, NTS-23,
National Highway Traffic Safety
Administration, 400 Seventh Street,
SW., Washington, DC 20590 (202) 366—
2717.

SUPPLEMENTARY INFORMATION:

On April 28, 1991, the National
Highway Traffic Safety Administration
(NHTSA) and the Federal Highway
Administration (FHWA) published
revisions to Highway Safety Program
Guideline 17; Pupil Transportation
Safety. (56 FR 19270) Guideline 17
contains recommendations to the States
on various operational aspects of their
school bus and pupil transportation
safety programs, including school bus
equipment such as mirror systems. (see
§1204.4(1V)(B)(1)(g)). As for mirror
systems, Guideline 17 states that—

*“All school buses should * * * (g)
Have a system of mirrors that conforms
to the school bus requirements of
FMVSS No. 111, 49 CFR 571.111, and
provides the seated driver a view to the
rear along both sides of the bus and a
view of the front bumper and the area
in front of the bus. Mirrors should be
positioned and adjusted such that when
arod, 30 inches long, is placed upright
on the ground at any point along a
traverse 1 foot forward of the forward-
most point of a school bus, at least 77/
inches of the length of ths rod should
be visible to the driver, either by direct
view or by the system of mirrors.”

While Guideline 17 was being
amended, NHTSA issued a proposal to
determine whether to amend Federal
motor vehicle safety standard Ne. 111,
Rearview mirrors. (56 FR 20171, May 2,
1991). That NPRM proposed detailed
test locations that would supersede the
specific adjustment requirements in
Guideline 17.

Elsewhere in today's Federal Register,

the agency is publishing an amendment
to FMVSS No.. 111, Rearview Mirrors,
with respect to the field-of-view around
school buses. The notice amends the
standard to require a bus driver to be
able to see, either directly or through
mirrors, certain specified areas in front
of and along both sides of school buses.
The amendment also specifies detailed
performance requirements.

After reviewing Guideline 17's
relationship with Standard Ne. 111, it is
apparent that Guideline 17 should be
amended to reference Standard No. 111,
without any additional provisions.
Accordingly, Guideline 17 is amended
to state “All school buses should *** (g)
Have a system of mirrors that conforms
to the school bus requirements of
FMVSS No. 111, 49 CFR 571.111.” The
additional provisions in Guideline 17
about the driver's view, mirror
positioning and adjustment, and the 30"
rod test are deleted from Guideline 17.

The agency notes that in amending
Standard No. 111, Guideline 17
effectively was amended as well, since
Guideline 17 incorporates Standard No.

111 by reference. Nevertheless, the
existence of the additional provisions in
Guidsline 17 are being deleted because
they are without legal effect and could
be confusing given the amendment to
Standard No. 111.

Based on the above considerations,
the agency has decided to issue this
cenforming amendment to clarify this
situation. This amendment imposes no
duties or responsibilities on any party,
nor does it alter existing obligations.
Instead, this amendment will simply
ensure that Guideline 17 has no
extransous language that could be
misinterpreted as imposing guidelines
that are not actually in effect.
Accordingly, the agency finds for good
cause that notice and opportunity for
comment on this amendment are
unnecessary.

List of Subjects in 23 CFR Part 1204
Grant programs, Highway safety.
In consideration of the foregoing,

NHTSA and FHWA amend 23 CFR part
1204 as follows:

PART 1204—AMENDED

1. The authority citation for 23 CFR

" Parl 1204 continues to read as follows:

Authority: 23 U.S.C. 402; delegations of
authority at 49 CFR 1.48 and 1.50
§1204.4 [Amended]

2.In §1204.4, section (IV){B}{1)ig} is
revised to read as follows:

g. Have a system of mirrors that
conforms to the school bus requirements
of FMVSS No. 111,49 CFR 571.111.

Issued on: November 24, 1992,

Marion C. Blakey,

Administrator.

Thomas D. Larson,

Administrator.

IFR Doc. 92-29052 Filed 12-1-92; 6:45 am]
BILLING CODE 4910-58-M

Coast Guard
33 CFR Part 165
[COTP St. Louis Regulation 92-09)

Safety Zone Regulation: Upper
Mississippi River, Mile 90.0-103.02

AGENCY: Coast Guard, DOT.
ACTION: Temporary final rule.

SUMMARY: The Coast Guard is
establishing a safsly zone on the Upper
Mississippi River, between Mile 90.0
end 103.0. This safety zone is needed to
protect commercial traffic and private




