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P e a n u t C ro p  In s u r a n c e  R e g u la tio n s

A G E N C Y : Federal Crop Insurance 
Corporation, USDA .

A C T IO N : Correctio ns to  final regulations.

S U M M A R Y : This docum ent co ntains 
co rrections to  the final regulations 
w hich w ere published  W ednesday, 
November 4 ,1992, (FR 52583).

E F F E C T IV E  D A T E : December 2,1992.

F O R  F U R T H E R  IN F O R M A T IO N  C O N T A C T : Mari 
Dunleavy, A cting Director, Regulatory 
and  Procedural D evelopment, Fed eral 
Crop Insurance Corporation, U .S. 
Department o f A griculture, W ashington, 
DC 20250, telepho ne (202) 254-8314.

S U P P L E M E N T A R Y  IN F O R M A T IO N : A s 
published , the final regulatio ns contain 
errors w hich may prove to  be 
mislead ing and  are in need  o f 
clarificatio n.

Correctio n o f Publicatio n:

A ccord ingly, the publicatio n on 
November 4 ,1992 o f the final 
regulations at 57 FR 52583 is co rrected  
as fo llow s:

§ 4 2 5 .7  [C o r r e c te d ]

Paragraph 9(f)(2)(i), o f the first 
co lum n on page 52588, “ segregation I 
and segregation II”  is co rrected  to  read 
“ Seg II and  Seg ID” . In the same 
paragraph, the w ord “ to ”  w hich appears 
imm ediately after “ quality ”  is removed .

In the seco nd  co lum n o f page 52589, 
17.c .(l) , the w ord “ Co m m unity”  is 
co rrected  to  read  "Co m m o d ity ” , and  in 
17.n the reference to  “ sectio n 8”  is 
co rrected  to  read “ sectio n 9 ” .
*  *  *  #  *

Done in W ashington, DC on November 25, 
1992.

D av id  L. B ra ch t,

A s s o c iat e  M an ag er, F e d e r a l C ro p  In su ran c e  
C o rp o rat io n .
(FR Doc. 92-29170 Filed  12-1-92 ; 8:45 am)
BILUNG CODE 3419-OS-M

F E D E R A L  R E S E R V E  S Y S T E M

1 2  C F R  P a rt 2 0 3

[D o c k e t  N o . R -0 7 7 1 ;  R e g u la tio n  C ]

H o m e  M o r tg a g e  D is c lo s u re ; F in a l  

R e g u la to ry  A m e n d m e n ts

A G E N C Y : Board  o f Governors o f the 
Federal Reserv e System.
A C T IO N : Final rule.

S U M M A R Y : The Board  is publishing  a  

final rule amend ing Regulation C, w hich 
implements the Home Mortgage 
Disclo sure A ct. The Fed eral Deposit 
Insurance Corporation Improvement A ct 
o f 1991 authorized the Board , in 
co nsultatio n w ith the Department o f 
Housing and  Urban Development, to  
develop  a new  exem ptio n standard  for 
nondeposito ry mortgage lend ers that is 
comparable to  the exem ptio n for 
deposito ry institutio ns. Under the 
standard  that has been adopted  by the 
Board , a nondeposito ry mortgage lender 
w ith an o ffice in a metropo litan area is 
covered  if  it m eets either an asset-size 
test o r a lend ing  activ ity  test.

A  nondeposito ry mortgage lender 
continues to  be covered  if  its assets 
exceed  $10 m illio n. Regardless o f  asset 
size, however»  under the final rule a 
nondeposito ry mortgage lend er is also  
covered  if  it originated  100 or more 
hom e purchase lo ans (w hich includ es 
refinancings o f  hom e p urchase loans) in 
the preced ing calend ar year. This dual 
standard  m aintains coverage for all 
nondeposito ry mortgage lenders that 
currently  report under HMDA and 
extend s coverage to  firms that are active 
mortgage lenders despite their smaller 
asset size.

The Board  also  has revised  the 
instructio ns fo r reporting loan 
ap p licatio ns receiv ed  through a loan 
broker o r co rresp ond ent to  conform the 
rule for reporting loan approvals to  the 
existing  rule for reporting loan d enials. 
This revision ap p lies to  all lenders 
covered  by HMDA, no t only 
nondeposito ry mortgage lenders. 
E F F E C T IV E  D A T E : January 1,1993.

F O R  F U R T H E R  IN F O R M A T IO N  C O N T A C T : Jane 
Jensen Gell o r W. Kurt Schum acher, 
Staff A ttorneys, or John C. W ood, Senior 
A ttorney, Div ision o f Consumer and 
Community A ffairs, Board o f Governors 
o f the Federal Reserve System , 
W ashington, DC 20551, at (202) 4 52 -  
2412 o r (202) 452—3667. Fo r the hearing 
impaired  only, co ntact Dorothea 
Tho m pson, Teleco m m unicatio ns Device 
fo r the D eaf (TDD), at (202) 452-3544. 
S U P P L E M E N T A R Y  IN F O R M A T IO N :

(1) Backgro und

E x e m p t io n  f o r  S m a ll N o n d e p o s it o r y  
M o r t g ag e  L e n d e r s

The Home Mortgage Disclosure A ct 
(HMDA) requires lend ers that have over 
$10 m illio n in assets and have o ffices in 
metrop o litan areas to  d isclo se their 
housing-related  lend ing  activ ity  each 
year. A m endm ents to  HMDA in 1989 
extended  its scope to  cover independent 
mortgage lenders— nondeposito ry 
lend ers that are unaffiliated  w ith 
depository institutio ns or ho ld ing 
co m panies. Under Regulation C, 
nondeposito ry mortgage lend ers have 
been subject to  the act i f  the vo lum e o f 
their hom e purchase loan o rig inations 
equals or exceed s 10 p ercent o f their 
to tal loan o rigination vo lum e in dollars. 
A s a result, HMDA cov ers many 
nond epo sito ry  mortgage lenders that 
make lo ans in metrop o litan areas, but 
only if  their assets exceed  $10 m illio n.

M ost nondeposito ry mortgage lenders 
o riginate loans and  then sell them 
w ithin a short tim e, and their asset 
levels o ften can be relativ ely  low  (w ell 
under $10 m illio n). Because the 1989 
am end ments failed  to  co v er as many o f 
these lenders as Congress had intended , 
Congress amended HMDA again in
1991. The Fed eral Deposit Insurance 
Corporation Improvement A ct o f  1991 
authorized  the Board , in consultatio n 
w ith the Department o f Housing and  
Urban Development, to  establish a new  
small institutio n exem ptio n standard  for 
nondeposito ry mortgage lend ers in 
o rder to  exemp t tho se lenders that are 
“ comp arable w ithin their respectiv e 
ind ustries”  to  deposito ry institutio ns 
that are currently  exempt.

In A ugust 1992 the Board  published  
a proposal that includ ed  an exp lic it 
measure o f lend ing activ ity  together 
w ith the existing asset-size test (57 FR 
36024, A ugust 12,1992). The Board 
received  about 40 com ment letters on its 
proposal. A fter review  o f these
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comm ents and upon further analysis, 
the Board  has adopted a final rule.

The Board 's proposal no ted  that 
nondeposito ry mortgage lenders 
sp ecialize in home loans, unlike most 
small depository instructions, w hich 
engage primarily  in o ther types o f retail 
lend ing. The data reported  by 
deposito ry institutio ns currently 
covered  by HMDA ind icate that small 
savings and  loan associatio ns (the 
deposito ry institutio ns most like 
nondeposito ry mortgage lenders in the 
type o f lend ing they do) extended  an 
average o f 40 hom e loans in 1991. 
Because nondeposito ry mortgage 
lenders focus on home purchase loans, 
how ever, the Board  believ es it is 
appropriate to  base the exclusio n for 
small nondeposito ry institutio ns on a 
higher thresho ld  o f loan activ ity  than 
the average loan vo lume for small 
deposito ry institutio ns.

In its proposal the Board  so licited  
comment on w hether 100 home 
purchase loans is the appropriate level 
for the small-institutio n exemption 
ap plicable to nondeposito ry mortgage 
lenders. M ost commenters addressing 
this issue agreed w ith the proposed 
level, although a few  believ ed  that the 
exem ption standard  should  be based  on 
a smaller number o f transactions to 
expand  the act’s coverage. Several 
commenters suggested that the 
transactions comp rising the vo lume test 
also  should  be w idened  to  includ e home 
improvement loans, refinancings o f bo th 
home purchase and  home improvement 
loans, and even ap p licatio ns for these 
types o f loans.

In response to  the comments and 
upon further analysis, the Board  has 
determined that 100 loans is appropriate 
as the thresho ld  for coverage o f 
nondeposito ry mortgage lenders, but the 
Board  has broadened  the standard by 
specifying  that refinancings o f home 
purchase loans are to  be counted  in 

-determining w hether a lend er meets the 
loan vo lume test. The Board  considered  
but decided  against expand ing the 
thresho ld  to  includ e home improvement 
loans and app licatio ns. The Board 
believes that keeping the fo cus on home 
purchase loans (includ ing refinancings) 
for determining initial coverage is  more 
consistent w ith o ther prov isio ns o f the 
act and  regulation. Fo r instance, besid es 
having assets o f more than $10 m illio n 
and  having o ffices in metropo litan 
areas, a depository institutio n must have 
o riginated  at least one first-lien, home 
purchase loan in the preced ing calendar 
year to  be covered  by HMDA. Sim ilarly , 
a nondeposito ry institutio n’s 
o riginations o f home purchase loans 
must amount to  10 p ercent or more o f 
its to tal loan o riginations, in do llars,

befo re the institutio n becomes subject to  
HMDA.

Under the final rule, for-profit 
nondeposito ry mortgage lenders are 
covered  regardless o f lend ing vo lume if  
their assets (includ ing those o f any 
parent company) exceed ed  $10 m illio n 
at the end  o f the previous calend ar year. 
In ad d ition, firms that have assets o f $10 
m illio n or less are covered  if  they 
originated  100 or more home purchase 
loans (includ ing  refinancings o f such 
loans) in the previous calend ar year.
This dual standard  maintains coverage 
for all nondeposito ry mortgage lenders 
that currently  report under HMDA and 
extend s coverage to  firms that are active 
mortgage lenders despite their sm aller 
asset size. The Board believes that this 
dual standard establishes a small- 
institutio n exemption for nondeposito ry 
mortgage lenders comparable to the 
current exem ptio n for deposito ry 
institutio ns.

A p p lic a t io n s  R e c e iv e d  T h r o u g h  L o a n  
B r o k e r s  o r  C o r r e s p o n d e n t s

Since 1990 the instructions to  the 
HMDA Loan/ A pplication Register 
(HMDA -LA R) have required  that 
covered  lenders report as loan 
o riginations only those loans that 
actually  clo sed  in the lend er’s name.
But for app licatio ns received  through 
loan brokers o r co rrespondents, 
institutio ns reported data for all 
app licatio ns they denied , w hether or 
no t the loans w ould  have clo sed  in their 
name. If a loan clo sed  in the name o f a 
loan broker o r co rrespo nd ent and w as 
immed iately purchased  by the 
institutio n, the institutio n reported  the 
transaction as a loan purchase— even if  
it had made the initial cred it d ecision 
approving the loan applicatio n prio r to 
clo sing.

In A ugust 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 w hich then clo sed  
in another’s name, and acquired  the 
loan at o r after clo sing, w ould  report the 
loan as a loan o rigination rather than as 
a loan purchase. M ost commenters 
agreed w ith the Board ’s position that 
this change w ould  more accurately 
reflect an institutio n’s overall cred it 
d ecisions.

Under the final version o f the revised  
instructio ns, if  an institutio n receives an 
ap p licatio n through a loan broker or 
co rrespo nd ent, approves it, and then by 
pre-arrangement w ith the broker or 
co rrespondent acquires the loan at 
clo sing or thereafter, that institution 
w ill report the loan as an o rigination, 
w hether o r no t the loan clo sed  in that 
institutio n’s name. This change affects

all lenders covered  by HMDA, not just 
nondeposito ry mortgage lenders.

A s has been the case since 1990, 
lenders w ill report d enials o f 
app licatio ns (and o ther actions taken 
besid es o riginations, such as 
app licatio ns w ithdraw n) even if  the 
same ap p licatio ns are denied  by other 
institutio ns to  w hich they are referred 
by a loan broker o r co rrespondent.

Institutions that purchase a loan from 
another entity w ill co ntinue to  report 
the loan as a loan purchase, as long as 
they did not approve the co rrespond ing 
ap plicatio n prio r to  loan o rigination. If 
an institutio n approves an application 
for a loan, but d oes not acquire the 
resulting loan (because it is so ld  to 
another lender, for example), the 
institutio n w ill report the loan as 
“ approved but no t accep ted .”

(2) Rev isio ns

This sectio n describes the changes 
that have been made to  the regulatory 
pro visions and the instructions.

S e c t io n  2 0 3 .2  D e fin it io n s

(g) Home Purchase Loan

The Board  had proposed, for purposes 
o f defining coverage o f lenders, to 
exclud e refinancings from the definition 
o f a home purchase loan. Some 
com menters no ted  that nondeposito ry 
institutio ns might o riginate a significant 
number o f hom e purchase refinancings 
yet could  end up no t being covered  
under the Board ’s proposed  100 home 
purchase loan test. Based  on the 
comm ents and  upon further analysis, 
the Board  has adopted a rule that 
includ es refinancings o f hom e purchase 
loans in defining the thresho ld . 
Consequently, the Board  d id  no t adopt 
the proposed change to paragraph 
203.2(g).

S e c t io n  2 0 3 .3  E x e m p t  In s t it u t io n s

(a) Exemption Based  on Location, A sset 
Size, or Number o f Home Purchase 
Loans

The Board  is adopting in final form its 
proposal that the exem ptio n standard 
for nondeposito ry mortgage lend ing 
institutio ns be based  on asset size and 
number o f hom e purchase loan 
o riginations. A s d iscussed  above, the 
Board  has established  100 loans as the 
thresho ld  for the coverage o f 
nondeposito ry mortgage lenders. 
How ever, the Board  has broadened this 
standard by  sp ecify ing that refinancings 
o f home purchase loans are to  be 
counted  in determining w hether a 
lender meets thé loan vo lume test.

Thus, under the final rule a 
nondeposito ry mortgage lender, like a 
depository institutio n, is covered  if  its
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assets exceed ed  $10 m illio n at the end 
o f the previous calend ar year. 
A dd itio nally , regardless o f asset size, a 
nondeposito ry mortgage lender is also  
covered  if  it o riginated 100 o r more 
home purchase lo ans (w hich includ es 
refinancings o f hom e purchase loans) in 
the prio r calend ar year.

To  better d ifferentiate betw een the 
exem ptio n criteria that apply to  
depository institutio ns and  tho se that 
apply to  nondeposito ry mortgage 
lenders, § 203.3(a) sets forth the criteria 
for exem ption in separate 
subparagraphs.

A ppend ix A  to  Part 203— Fo rm  and  
Instructio ns fo r Completion o f  HMD A 
Loan/ A pplication Reg ister

- V

/ . W h o  M u s t  F ile  a  R e p o r t

The Board  is am ending A ppend ix A—  
Form and  Instructio ns for Completion o f 
HMDA Loan/ A pplication Register— to 
reflect the new  exem ptio n standard  for 
nondeposito ry mortgage lenders. The 
criteria for these institutio ns are set 
forth in a separate paragraph to  clearly 
d istinguish this standard  from the 
exemption criteria fo r deposito ry 
institutio ns.

IV . T y p e s  o f  L o a n s  a n d  A p p lic a t io n s  
C o v e r e d  a n d  E x c lu d e d  b y  H M D A

The Board  has revised  the 
instructio ns in paragraph IV.A .3 and has 
added a new  paragraph as IV.A .4 to 
reflect the requirements for reporting 
loan app licatio ns that are received  
through a loan broker or co rrespondent. 
A s d iscussed  above, the Board  has 
conformed thé rule for reporting loan 
approvals to the rule for reporting 
ap plicatio ns that did  no t result in 
o riginations— for exam ple, loan denials 
and ap plicatio ns w ithdraw n. New  
language in paragraph IV.A .4 clarifies 
that a loan o rigination is only reported 
once.

V . In s t r u c t io n s  f o r  C o m p le t io n  o f  L o a n / 
A p p lic a t io n  R e g is t e r

Several commenters po inted  out that 
under the previous rule, the category o f 
the action taken w as actually  
“ ap plicatio n approved but no t accepted  
b y  a p p l ic a n t ”  (emphasis added). . 
A ccord ingly, the Board  has revised this 
category— found  in paragraph V .B.l. o f 
the instructions— to  read  “ applicatio n 
approved but not accep ted .”  It has also  
revised the explanatio n in paragraph 
V .B.2.a. to make clear that this code 
app lies w hen either the app licant or the 
broker or co rrespondent does not 
respond to  a lend er’s dead line regarding 
an approved applicatio n.

Loan/ A pplication Reg isterCod e Sheet

The Board has revised the Loan/  
A pp lication Register Code Sheet to  
reflect the change to  the category o f the 
action taken code “ application 
approved but not accep ted ”  d iscussed  
above. A  copy o f the revised Code Sheet 
accom panies this final rule.

(3) Regulato ry  Flexib ility  A nalysis

The Board 's Div ision o f Research and 
Statistics has prepared  a Regulatory 
Flexib ility  A nalysis o f the rev isio ns to 
Regulation C. A  copy  may be obtained  
from Publicatio ns Serv ices, Board  o f 
Governors o f the Federal Reserve 
System, W ashington, DC 20553, at (202) 
452-3245.

List o f 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 to the Board ’s 
authority under sectio n 305(a) o f the 
Home Mortgage Disclosure A ct (12 
U.S.C. 2804(a)), the Board amends 
Regulation C, Home Mortgage 
Disclosure (12 CFR part 203) as set forth 
below .

P A R T  2 0 3 — H O M E  M O R T G A G E  

D IS C L O S U R E

1. The authority citatio n for part 203 
continues to read as fo llow s:

A uthority: 12 U.S.C. 2801-2810.

2. Sectio n 203.3 is amended  by 
revising paragraph (a) and by revising 
paragraph (c)(1) to read as fo llow s:

§ 203.3 Exempt institutions.
(a) E x e m p t io n  b a s e d  o n  lo c a t io n ,  a s s e t  

s iz e ,  o r  n u m b e r  o f  h o m e  p u r c h a s e  lo a n s . 
(1) A  bank, savings associatio n, or cred it 
union is exempt from the requirements 
o f this part for a given calend ar year if  
on the preced ing December 31:

(1) The institutio n had neither a home 
o ffice nor a branch o ffice in an M SA ; or

(ii) The institutio n’s total assets w ere 
$10 m illio n or less.

(2) A for-profit mortgage lend ing 
institution (o ther than a bank, savings 
association, or cred it union) is exempt 
from the requirements o f this part for a 
given calendar year if:

(i) The institutio n had neither a home 
o ffice nor a branch o ffice in an M SA  on 
the preced ing December 31; or

(ii) The institu tio n’s to tal assets 
combined  w ith those o f any parent 
co rporation w ere $10 m illio n or less on 
the preced ing December 31, and the 
institutio n o riginated few er than 100 
home purchase loans in the preceding 
calend ar year.
♦ * ' *  *

(c) L o s s  o f  e x e m p t io n . (1) An 
institutio n lo sing an exem ptio n that w as 
based  on the criteria set forth in 
paragraph (a) o f this sectio n shall 
com ply w ith this part beginning w ith 
the calend ar year fo llow ing the year in 
w hich it lost its exemption. 
* * * * *

3. A ppend ix A to part 203 is amended  
by revising paragraphs I.A . through I D., 
by revising paragraph IV.A .3, by 
redesignating paragraph IV.A .4 as 
IV.A .5 and rep ublishing it, by adding a 
new  paragraph IV.A .4, and by revising 
paragraphs V .B.l. and V.B.2.a. to read as 
follow s:

A ppend ix A to  Part 203— Fo rm  and 
Instructio ns fo r Completion o f HMDA 
Loan/ A pplication Reg ister

I. W h o  M u s t  F i l e  a  R e p o r t

A. Depository Institutio ns

Subject to  the excep tio n d iscussed  below , 
banks, savings associations, and  cred it 
unions must com plete a reg ister listing  data 
about loan app licatio ns received , loans 
o riginated, and  loans purchased  if on the 
preceding December 31 an institution:

1. Had assets o f more than $10 m illio n, and
2. Had a home or a branch o ffice in a 

“ metropolitan statistical area”  or a "p rimary 
metropo litan statistical area”  (both are 
referred to in these instructions by the term 
"M SA ” ).

Exam ple: If on December 31 you had a 
home or a branch o ffice in an MSA  and your 
assets exceeded  $10 m illio n, you must 
com plete a register that lists the home 
purchase and  home improvement loans that 
you o riginate or purchase (and also  lists 
app licatio ns that did  no t result in an 
o rigination) beginning January 1.

B. Depository Institutio ns— Exception

You need  no t co m plete a register— even if 
you meet the tests for asset size and 
lo cation— if your institution is a bank, 
savings asso ciatio n, o r cred it union that 
made n o  first-lien home purchase loans 
(includ ing refinancings) on one-to-four- 
family dw ellings in the preceding calendar 
year. This exceptio n does no t apply in the 
case o f nondeposito ry institutions.

C. Other Lending Institutions

Subject to  the excep tio n d iscussed  below , 
for-profit mortgage lending institutions (o ther 
than banks, savings associatio ns, and  credit 
unio ns) must com plete a register listing data 
about loan app licatio ns received , loans 
o riginated, and loans purchased  if  the 
institution had a home or branch o ffice in an 
MSA  on the preced ing December 31, and

1. Had assets o f more than $10 m illio n 
(based on the com bined  assets o f the 
institution and any parent co rporation) on 
the preced ing December 31, or

2. Originated 100 o r more home purchase, 
loans (includ ing refinancings o f such loans) 
during the preced ing calend ar year, 
regard less o f asset size.
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D. Other Lending Institutions— Exceptio n

You need not co m plete a register— even if  
you meet the tests fo r lo cation and  asset size 
o r number o f home purchase loans— if your 
institutio n is a fo r-profit mortgage lender 
(o ther than a bank, savings associatio n, o r 
cred it union) and  home purchase loans that 
you o riginated  in the preced ing calend ar year 
(includ ing refinancings) came to  less than 10 
percent o f your to tal loan o rigination vo lume, 
measured in dollars.
* * * • *

IV . T y p es o f  L o an s  an d  A p p lic at io n s  C o v ered  
an d  E x c lu d ed  b y  H M D A

A. Types o f Loans and A p plications to be 
Reported
*  *  *  *  *

3. In the case o f brokered  loan applications 
or applicatio ns forw arded to  you through a 
co rrespondent, report as o riginations loans 
that you approved and  subsequently acquired  
accord ing to  a pre-clo sing arrangement 
(w hether o r no t they  clo sed  in your 
institution’s name). A dd itionally , report the 
data for all ap plicatio ns that d id  not result in 
o riginations—-for exam ple, app licatio ns that 
your institution denied  o r that the applicant 
w ithdrew  during the calend ar year covered 
by the report (w hether o r no t they w ould

have clo sed  in your institution's name). For 
all o f these loans and  applications, report the 
race o r national o rigin, sex, and  income 
information, unless your institution is a 
bank, savings associatio n, o r cred it union 
w ith assets o f $30 m illio n o r less on the 
preced ing December 31.

4. Originations are to  be reported  only 
once. If  you are the loan broker or 
co rrespondent, do no t report as o riginations 
loans that you forw arded to another lender 
for approval prior to  clo sing , and  that w ere 
approved and  subsequently acquired  by that 
lender (w hether o r no t they clo sed  in your 
name).

5, Report app licatio ns that w ere received  
in the previous calend ar year but w ere acted 
upon during the calend ar year covered by the 
current register.
* * * * *

V. In stru c t io n s  fo r  C o m p let io n  o f  L o an / 
A p p lic at io n  R eg ister  
* * * * *

B. A ction Taken

1. T y p e  o f  ac t io n . Ind icate the type o f 
action taken on the app licatio n o r loan by 
using  one o f  the fo llow ing codes. Do not 
report any loan app licatio n still pend ing at 
the end  o f the calend ar year; you w ill report

that app licatio n on your register for the year 
in w hich final actio n is taken.

1—  Loan originated
2—  A p plicatio n approved but not accepted
3—  A p plication denied
4—  A p plicatio n w ithdraw n
5—  File clo sed  for incom pleteness
6—  Loan purchased  by your institution 

2. E x p lan at io n  o f  c o d e s , a. Use code 2
w hen an app licatio n is approved but the 
app licant (or a loan broker o r co rrespondent) 
fails to respond  to your no tification o f 
approval o r your com mitment letter w ithin 
the specified  time.
* * W * *

A ppend ix A  [A mended]

4. The Loan/ A pplication Register 
Code Sheet that appears at the end  o f 
append ix A  is revised  to  read as follow s:

BILLING CODE 8210-01-4*
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By order o f the Board  o f Governors o f the 
Federal Reserve System, November 24,1992 

W ill ia m  W . W ile s ,

S ec r e tary  o f  th e  B o ard .

(FR Doc. 92-29088 Filed  12-1-92 ; 8:45 ami

BILLING COOE 6210-01-M

R E S O L U T IO N  T R U S T  C O R P O R A T IO N  

O ffic e  o f  In s p e c to r  G e n e ra l  

1 2  C F R  P a rt 1 6 8 0

P r iv a c y  A c t  R e g u la tio n s

A G E N C Y : Reso lution Trust Corporation. 
A C T IO N : Final rule.

S U M M A R Y : The Reso lution Trust 
Corporation (RTC or Corporation) O ffice 
o f Inspecto r General (OIG) is adopting a 
final rule for the processing o f requests 
for access to, or amendment o f records 
pursuant to the Privacy A ct o f 1974, 5 
U.S.C. 552a (Privacy A ct). A lso , RTC 
OIG is exempting a system o f records 
from certain pro visions o f the Privacy 
A ct to the extent the system contains 
investigatory material pertaining to  the 
enforcement o f crim inal law s or 
com piled  for law  enforcem ent purposes. 
E F FE C T IV E  D A T E S : This final rule is 
effective December 2,1992.
F O R  F U R T H E R  IN F O R M A T IO N  C O N T A C T : 

David W. Kuhnsman, Senio r A ssistant 
Counsel to the Insp ector General, at 
703-908-7812.
S U P P L E M E N T A R Y  IN F O R M A T IO N :

D i s c u s s i o n  o f  F i n a l  R u l e  

A . B a c k g r o u n d

This rule sets forth the procedures to 
be used in requesting records from RTC 
OIG, the procedures for contesting the 
content o f records, and  the 
identificatio n o f systems o f records that 
are exempt from the access, amendment, 
and d isclo sure accounting  pro visions o f 
the Privacy A ct. A lso , a Privacy A ct 
system o f records has been established . 
The system, entitled  Office o f Insp ector 
General Investigative Files, co ntains 
investigatory m aterial com piled  for law  
enforcement purposes and  investigatory 
material co m piled  for the purpose o f 
determining suitability , eligibility , or 
qualificatio ns fo r Federal civ ilian 
employment. Federal contracts, or 
access to classified  info rmation. This 
system o f records w as published  in the 
Fed eral Reg ister on A ugust 19,1992 (57 
FR 37581). A separate regulation 
im plements the Privacy A ct for non-OIG 
RTC systems o f records.

The interim  rulemaking w ith request 
for co m m ents w as published  in the 
Fed eral Reg ister on A ugust 19,1992 (57 
FR 37400). No comm ents w ere received .

B . R e q u e s t s  f o r  In fo r m a t io n  in  R e c o r d s

The rule provides that all w ritten 
requests for records under the contro l o f 
the Insp ector General o f RTC should  be 
sent to the OIG in Rosslyn, Va. It further 
permits ind iv iduals to app ear in person 
at OIG Headquarters, in Rosslyn, VA , to 
insp ect non-exempt records pertaining 
to  them selves w hich are covered  by the 
Privacy A ct. Requests for records must 
reasonably describe the record  desired. 
The rule also  provides for adequate 
id entificatio n to be submitted  for both 
w ritten and oral requests.

C. I n it ia l  a n d  F in a l D e c is io n s

The rule delegates to the A ssistant 
Inspectors General and Regional 
Insp ectors General for A ud it, if  the 
inquiry invo lves an audit issued  in the 
Region, authority to make initial 
determinations concerning  requests for 
access to  o r amendment o f records. It 
should  be noted  that at the present time 
there are no  audit systems o f records 
subject to  the Privacy A ct, but 
regulatory provision is being made 
should  the need for such a system arise 
in the future. The co ncurrence o f the 
Secretary  is required  for initial 
determ inatio ns concerning requests for 
access to  o r amendment o f records 
invo lv ing Corporation documents no t 
developed  by OIG but w hich are 
contained  in OIG files. Final d ecisio ns 
on an appeal o f an initial denial o f 
access o r a determination not to  amend 
w ill be made by the Inspecto r General 
or Deputy Insp ector General for records 
under the contro l o f the OIG w ith the 
co ncurrence o f the General Counsel 
w ith resp ect to  Corporation documents 
no t developed  by  OIG.

D . E x e m p t io n  F r o m  D is c lo s u r e

RTC OIG is exempting the new  OIG 
Investigative Files system o f records 
from sp ecified  provisions o f the Privacy 
A ct. Subsectio n (j)(2) o f the Privacy A ct 
provides that an agency may promulgate 
rules to exemp t any system o f records 
w ithin the agency from any part o f 
sectio n 552a excep t subsectio ns (b), (e)
(1) and (2), (e)(4) (A ) through (F), (e) (6), 
(7), (9), (10), and (11), and (i), provided 
that the system o f records is maintained  
by  “ the agency o r compo nent thereo f 
w hich perfo rms as its princip al function 
any activ ity  pertaining to  enforcement 
o f  crim inal law s”  and includ es; “ (A ) 
Info rmation com piled  for the purpose o f 
identifying ind iv idual crim inal 
o ffenders and alleged o ffenders and 
consisting only o f  identifying data and 
no tations o f arrests, the nature and 
d isp ositio n o f crim inal charges, 
sentencing, confinement* release and 
paro le and  probation status; (B)

info rmation com piled  for the purpose o f 
a crim inal investigation, includ ing 
reports o f info rmants and investigators 
and associated  w ith an identifiable 
ind iv idual; or (C) reports identifiable to 
an ind iv idual com piled  at any stage o f 
the pro cess o f enforcement o f the 
crim inal law s from arrest or ind ictment 
through release from superv isio n.” 
Sectio n 552a(k) o f the Privacy A ct 
provides that an agency may promulgate 
rules to exemp t any system o f records 
w ithin the agency from sectio ns 552a 
(g)(3), (d), (e)(1), (e)(4) (G) through (I), 
and (f) o f the A ct, pursuant to 5 U.S.C. 
552a(k)(2), if  the system o f records is 
“ investigatory material comp iled  for law 
enforcement purposes o ther than 
material w ithin the scope o f subsection
(j)(2),“  and also , pursuant to 5 U.S.C. 
552a(k)(5), if  the system o f records 
co nsists o f “ investigatory material 
com piled  so lely  for the purpose o f 
determining suitability , eligibility , or 
qualificatio ns for Federal civ ilian 
employment, * * * Federal contracts, 
or access to classified  info rm atio n.”

If a system o f records is not exempted  
from these sectio ns, the Privacy A ct 
generally  requires the agency to ; Make 
an accounting  o f d isclo sures to the 
ind iv idual named in the record  at their 
request; permit ind iv id uals access to 
their records; permit ind iv iduals to 
request amendment to their records; 
maintain only necessary  or relevant 
info rmation in its system o f records; 
publish certain info rmation in the 
Fed eral Reg ister; and promulgate rules 
that establish procedures for no tice and 
d isclo sure o f records. The exemptions 
that may be asserted  w ith respect to 
investigatory systems o f records permit 
an agency to  pro tect information w hen 
d isclo sure w ould  interfere w ith the 
cond uct o f the agency ’s investigations.

Exemp tions under subsectio ns 552a
(j)(2), (k)(2) and (k)(5) are necessary to 
maintain the integrity and 
confid entiality  o f the investigative files. 
Disclo sure o f info rmation in these 
investigatory files or d isclo sure o f the 
identity  o f confid ential sources w ould 
seriously undermine the effectiveness o f 
the Inspector General’s investigations 
and put confid ential sources at risk. 
Know ledge o f such investigations also  
could  enable suspects to take action to 
prevent detection o f crim inal activ ities, 
conceal or destroy ev id ence, or escape 
prosecution. Disclo sure o f this 
information could  lead to intimidation 
o f, or harm to, info rmants, w itnesses, 
investigative personnel and their 
families. The im position o f certain 
restrictio ns on the manner in w hich 
information is co llected , verified  or 
retained  could  significantly  impede the 
effectiv eness o f OIG inv estigations and
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could  preclude the apprehension and 
successful pro secution o f persons 
engaged in fraud or crim inal activ ity.

OIG Investigative Files w ill contain 
information o f the type described  in the
(j) (2), (k)(2), and (k)(5) exem ptio ns o f the 
Privacy A ct. The Inspecto r General A ct, 
as amended , 5 U.S.C. A pp. 3, authorizes 
OIG to  cond uct investigations to  detect 
fraud and abuse in the programs and 
operations o f the Corporation and to  
assist in the prosecution o f particip ants 
in such fraud or abuse. OIG w ill 
maintain info rmation in this system o f 
records pursuant to  its law  enforcement 
and crim inal investigative functio ns, 
includ ing background  employment, 
personnel and contracto r investigative 
material w hich may be necessary for 
OIG to  maintain in order to  carry out 
these functions. Further, the (j)(2),
(k) (2), and (k)(5) exem ptio ns w ill be 
narrow ly applied .

E . F e e s

The rule provides that co p ies o f 
records w ill be provided  at $.20 per 
page. It also  provides that fees may be 
w aived  if  the to tal cost o f complying 
w ith the request for records is less than 
$25.00.

Regulatory Flexib ility  A ct

The undersigned  hereby certifies that 
the final regulations are no t exp ected  to  
have a significant eco no m ic im pact on 
a substantial number o f small entities 
w ithin the meaning o f the Regulatory 
Flexib ility  A ct (5 U.S.C. 601 e t  s e q .) .

List o f  Subjects in 12 CFR Part 1680 

Privacy A ct.
Fo r the reasons set out in the 

preamble, the Reso lution Trust 
Corporation hereby amends part 1680 to  
title 12, chapter XV I o f the Code o f 
Federal Regulations to  read as fo llow s:

P A R T  1 6 8 0 — [A M E N D E D ]

S u b p a r t A — F re e d o m  o f  In fo rm a t io n  

A c t R e g u la tio n s

1. The authority citatio n for part 1680, 
subpart A , continues to  read as fo llow s:

A uthority: 5 U.S.C. 552, 5 U.S.C. A pp.; 12 
U.S.C. 1441(a)(b).

§ §  1 6 8 0 .1 -1 6 8 0 .1 7  [R e d e s ig n a te d  a s  

s u b p a r t  A ]

2. The existing §§ 1680.1 through 
1680.17 are redesignated  as subpart A  
w ith the heading o f subpart A  added as 
set forth above.

3. Subpart B is added as fo llow s:

S u b p a r t  B — P r iv a c y  A c t  R e g u la tio n s  

S e c .

1680.21 Purpose and scope.
1680.22 D efinitions.

S e c .

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

1680.24 Tim es, p laces and requirements for 
identificatio n o f ind iv iduals making 
requests.

1680.25 Disclosures o f requested 
information to individuals.

1680.26 Sp ecial procedures fo r med ical 
records.

1680.27 Requests fo r amendment o f  records.
1680.28 A gency review s o f requests fo r 

amendment o f records.
1680.29 A ppeals o f  adverse initial agency 

determinations o f access or amendment 
o f records and  Statements o f 
Disagreement.

1680.30 Preservation o f records.
.1680.31 Disclosures o f a record to  a person

o ther than the ind iv idual to  w hom the 
record  pertains.

1680.32 Fees.
1680.33 Penalties.
1680.34 Exemptions.

S u b p a r t B— P r iv a c y  A c t  R e g u la tio n s

A u th o rity : 5 U.S.C. 552a, 5 U.S.C. A pp., 12 
U.S.C. 1441a(b).

§ 1 6 8 0 .2 1  P u rp o s e  a n d  s c o p e .

This regulation sets forth the basic 
p o licies o f the Reso lution Trust 
Corporation (RTC) that imp lem ent the 
pro visions o f the Privacy A ct o f 1974 (5 
U.S.C. 552a) regarding the pro tection o f 
the privacy o f ind iv id uals on w hom the 
Corporation’s O ffice o f Inspecto r 
General (OIG) m aintains info rmation 
w hich is retrieved  by reference to  an 
ind iv id ual’s name or an identifying 
particular assigned  to  the ind iv idual. 
This regulation also  sets forth the 
procedures by  w hich an ind iv idual may 
seek access under the Privacy  A ct to  
records pertaining to  him/ her, may 
request co rrectio n or amendment o f 
such records, o r may seek an accounting 
o f d isclo sures o f such records 
m aintained  by the O ffice o f Insp ector 
General.

§ 1 6 8 0 .2 2  D e f in it io n s .

Fo r the purposes o f this part:
(a) C o r p o r a t io n  means the Reso lution 

Trust Corporation.
(b) In d iv id u a l means a natural person 

w ho  is either a citizen o f the United  
States o f A m erica o r an alien law fully  
admitted for permanent residence.

(c) M ain t a in  includ es maintain, 
co llect, use, d issem inate, o r contro l.

(d) R e c o r d  means any item, co llectio n 
o r grouping o f info rmation about an 
ind iv idual that is m aintained  by the 
O ffice o f Insp ector General and contains 
his/ her name, o r the identifying 
number, symbo l, or o ther identifying 
particular assigned  to  the ind iv idual.

(e) S y s t e m  o f  r e c o r d s  means a group 
o f any records under tRe contro l o f the

Office o f Inspecto r General from w hich 
info rmation is retrieved  by the name o f 
the ind iv idual or some identifying 
number, symbo l or o ther identifying 
particular assigned  to  the ind iv idual.

(f) D e s ig n a t e d  s y s t e m  o f  r e c o r d s  
means a system o f records w hich has 
been listed  and summarized in the 
Fed eral Reg ister pursuant to  the 
requirements o f 5 U.S.C. 552a(e).

(g) R o u t in e  u s e  means, w ith respect to 
d isclo sure o f a record , the use o f such 
record  fo r a purpose w hich is 
com patible w ith the purpose for w hich 
it w as created.

(h) A m e n d  and a m e n d m e n t  mean any 
co rrection, add ition to  o r d eletion from 
a record .

(i) S y s t e m  m a n a g e r  means the agency 
o fficial responsible for a designated  
system o f records, as denominated  in 
the Fed eral Reg ister publicatio n o f 
“ System s o f Records M aintained  by the 
Reso lution Trust Co rporation.’’

(j) I n s p e c t o r  G e n e r a l means the 
Insp ector General o r Deputy Inspecto r 
General o f the Reso lution Trust 
Corporation.

(k) A s s is t a n t  I n s p e c t o r  G e n e r a l means 
the A ssistant Inspecto r General for 
A ud it, A ssistant Inspecto r General for 
Investigation, A ssistant Inspecto r 
General fo r Po licy , Planning and 
Resources, o r A ssistant Insp ector 
General for Oversight and  Quality 
A ssurance.

§ 1 6 8 0 .2 3  P r o c e d u r e s  f o r  r e q u e s ts  

p e r ta in in g  to  In d iv id u a l re c o r d s  in  a  s y s te m  

o f  r e c o r d s .

W ritten requests by ind iv iduals for 
access to  records pertaining to  them and 
maintained  w ithin an Office o f 
Insp ector General's designated system o f 
records should  be signed  by  the 
requester and submitted  in w riting to  
the Office o f Insp ector General, 
Reso lution Trust Corporation, 
International Place, 1735 North Lynn 
Street, Rosslyn, VA  22209. Each such 
request should  contain a reasonable 
d escription o f the record(s) sought, the 
system or systems in w hich such record 
may be contained , and any ad d itio nal 
identifying info rmation, as sp ecified  in 
the Corporation's Fed eral Reg ister 
“ N otice o f Systems o f Reco rd s”  for that 
particular system, co p ies o f w hich are 
available upon request from the O ffice 
o f Insp ecto r General and the FOIA/ PA 
Branch, O ffice o f the Secretary.

§  1 6 8 0 .2 4  T im e s , p la c e s  a n d  re q u ir e m e n ts  

f o r  id e n tif ic a t io n  o f  in d iv id u a ls  m a k in g  

r e q u e s ts .

(a) Ind iv iduals may request access to  
records pertaining to  themselves by 
submitting a w ritten request by  m ail as 
provided in § 1680.23 o f this subpart.
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Before info rmation is given or access to  
records is granted, the Office o f 
Inspecto r General may require 
reasonable id entificatio n o f the person 
making the request to  ensure that 
info rmation is given and records are 
d isclo sed  only to  the proper ind iv idual.

(b) Ind iv id uals submitting w ritten 
requests seeking access to  or 
amendment o f records pertaining to  
themselves shall includ e co p ies o f 
reasonable id entificatio n w hich contain 
the signatures o f the ind iv iduals such as 
driver’s licenses, employment 
id entificatio n cards or passports. The 
id entificatio n shall bear the ind iv id ual’s 
current resid ence or business address. 
Excep t for records that must be publicly  
d isclo sed  pursuant to  the Freedom o f 
Info rmation A ct (5 U.S.C. 552), w here 
the Office o f Insp ector General 
determines it to  be necessary  for the 
ind iv id ual’s p ro tectio n, a certificatio n o f 
a duly com m issio ned  no tary p ublic, o f 
any state or territo ry, attesting to  the 
requesting ind iv id ual’s identity  may be 
required  befo re a w ritten request 
seeking access to  or amendment o f a 
reco rd  w ill be honored .

(c) Nothing in this sectio n shall 
preclude the Office o f Insp ector General 
from requiring such o ther p ro o f o f 
identity  as it deems satisfactory in the 
circum stances o f a p articular request for 
O ffice o f Insp ector General investigative 
files.

§  1 6 8 0 .2 5  D is c lo s u r e s  o f  re q u e s te d  

in fo rm a tio n  to  in d iv id u a ls .

(a) Excep t to  the extent that records 
pertaining to  an ind iv id ual:

(1) A re exemp t from d isclo sure under 
§ 1680.33 o f this subpart, or

(2) W ere co m p iled  in reasonable 
anticip atio n o f a c iv il actio n or 
proceed ing,

The Office o f Insp ector General w ill 
make such records available upon 
request for purposes o f insp ectio n and 
copying by the ind iv id ual (after proper 
identity  v erificatio n as provided  in 
§ 1680.24) and, upon the ind iv id ual’s 
request and  w ritten authorization, by  
another person o f the ind iv id ual’s ow n 
choosing.

(b) The A ssistant Insp ecto r General o r 
Regional Insp ector General fo r A ud it, 
w here a request invo lves an aud it issued  
in the region, fo r tho se systems o f 
records under the contro l o f the O ffice 
o f Insp ector General, w ill no tify , in 
w riting, the ind iv id ual making a 
request, w ithin ten business days 
fo llow ing receip t o f the request, w hether 
any sp ecified , designated  system o f 
records maintained  by the O ffice o f 
Inspecto r General contains a record  
pertaining to  the ind iv id ual W here 
such a record  does exist, the A ssistant

Inspecto r General or if  appropriate, 
Regional Inspecto r General for A udit, 
for tho se systems o f records under the 
co ntro l o f the Office o f Insp ector 
General, w ill info rm the ind iv idual o f 
the d ecisio n w hether to  grant or deny, 
in w ho le or in part, the request for 
access. The release o f any Corporation 
documents no t developed  by OIG w hich 
are contained  in OIG files requires the 
co ncurrence o f the Secretary  o f the 
Corporation (or designee). In the event 
existing records are determined not to 
be d isclo sable, the no tificatio n w ill 
info rm the ind iv idual o f the reason(s) 
for w hich d isclo sure w ill not be made 
and w ill provide a descrip tio n o f the 
ind iv id ual’s right to appeal the denial, 
as more fully set forth in § 1680.28 o f 
this subpart.

(c) Ind iv iduals w ill be granted access 
to  records d isclo sable under this part 
1680, subpart B as soon as is 
practicable. The A ssistant Inspector 
General, o r Regional Insp ector General 
for A ud it, if  appropriate, for tho se 
systems o f records under the contro l o f 
the O ffice o f Inspector General, w ill give 
w ritten no tificatio n o f a reasonable 
period  w ithin w hich ind iv iduals may 
insp ect d isclo sable records pertaining to  
them selves at the headquarters o f the 
Office o f Inspecto r General, if  
appropriate, o r the Region in w hich an 
audit w as issued , during normal 
business hours. A lternatively, 
ind iv id uals granted access to  records 
under this subpart may request that 
co p ies o f such records be forw arded to  
them. Fees for copying such records w ill 
be assessed  as provided  in § 1680.31 o f 
this subpart.

§  1 6 8 0 .2 6  S p e c ia l p ro c e d u r e s  f o r  m e d ic a l 

re c o r d s .

M ed ical records shall be d isclo sed  on 
request to  ind iv id uals to  w hom they 
pertain, excep t, if  in the judgment o f the 
Corporation or the Office o f Insp ector 
General, depend ing on the manner by 
w hich the record  w as generated , the 
transm ission o f the m ed ical info rmation 
d irectly  to  the requesting ind iv idual 
could  have an adverse affect upon such 
ind iv id ual. In the event med ical 
info rmation is w ithheld  from the 
requesting ind iv idual because o f any 
p o ssible adverse affect such information 
may have upon the ind iv id ual, the 
Corporation o r the O ffice o f Inspecto r 
General shall transmit such information 
to  a licensed  m ed ical doctor named by 
the requesting ind iv idual.

$  1 6 8 0 .2 7  R e q u e s ts  f o r  a m e n d m e n t o f  

r e c o r d s .

The O ffice o f Inspecto r General w ill 
maintain all records it uses in making 
any determ inatio rrabout any ind iv idual

w ith such accuracy, relev ance, 
tim eliness, and  com pleteness as is 
reasonably necessary  to assure fairness 
to  the ind iv idual in the determination.
A n ind iv idual may request that the 
Inspecto r General amend any portion o f 
a record  pertaining to  that ind iv idual 
w hich the Office o f Inspecto r General 
maintains in  a designated  system o f 
records. Such a request should  be 
submitted  in w riting to the Office o f 
Inspecto r General, Reso lution Trust 
Corporation, Internatio nal Place, 1735 
North Lynn Street, Rosslyn, VA , 22209, 
and sho uld  contain the ind iv id ual’s 
reason for requesting the amendment 
and a descriptio n o f the record  
(includ ing the name o f the appropriate 
designated system and category thereof) 
sufficient to  enable the Inspector 
General to  identify  the particular record  
or portion thereo f w ith respect to w hich 
amendment is sought. If an ind iv idual 
has a copy o f the record  he/ she w ishes 
to  have amended , it should  be attached 
to the request for amendment and the 
sp ecific  portion o f the record  sought to 
be amended  should  be clearly 
identified . The ind iv idual making the 
request may be required  to  provide the 
info rmation sp ecified  in § 1680.24 o f 
this subpart to  permit verificatio n o f the 
identity  o f the ind iv idual making the 
request for amendment.

§  1 6 8 0 .2 8  A g e n c y  re v ie w s  o f  r e q u e s ts  fo r  

a m e n d m e n t o f  r e c o rd s .

(a) Requests by ind iv id uals for the 
amendment o f records w ill be 
acknow ledged  by the A ssistant 
Inspecto r General o r Regional Inspector 
General for A ud it, if  appropriate, w ithin 
ten business days fo llow ing receipt o f 
such requests. Promptly thereafter, the 
A ssistant Inspector General or Regional 
Insp ector General fo r A ud it for records 
contained  w ithin a system o f records 
under the contro l o f the Office o f 
Insp ector General, w ill no tify  the 
ind iv id ual o f the d ecisio n to  grant or 
deny the request to  amend. The 
amendment o f any Corporation 
documents no t developed  by OIG w hich 
are contained  in OIG Files requires the 
co ncurrence o f the Secretary o f the 
Corporation (or designee). If the request 
to  amend is granted, in w ho le or in part 
the A ssistant Insp ector General or 
Regional Inspecto r General for A udit 
w ill effect the appropriate amendment

(b) If  the A ssistant Inspecto r General 
o r Regional Inspecto r General for A udit 
fo r records co ntained  w ithin a system o f 
records under the contro l o f the Office 
o f Insp ector General, denies a request to 
amend a record , the no tificatio n o f such 
denial shall contain thè reason(s) for the 
denial and a description o f the 
ind iv id ual’s right to  appeal the denial as
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more fully set forth in § 1680.29 o f this 
subpart.

§ 1 6 8 0 .2 9  A p p e a l«  o f  a d v e r s e  in it ia l  

a g e n c y  d e te r m in a t io n s  o f  a c c e s s  o r  

a m e n d m e n t o f  r e c o rd s  a n d  S ta te m e n ts  o f  

D is a g r e e m e n t

(a) Fo r records contained  w ithin a 
system o f records under the contro l o f 
the Office o f Insp ector General, the 
initial denial o f an ind iv id ual’s request 
for access to or amendment o f a record  
pertaining to him/ her may be appealed  
in w riting to the Inspector General, 
International Place, 1735 North Lynn 
Street, Rosslyn, VA , 22209, w ithin 30 
business days fo llow ing receipt o f 
no tificatio n o f the d enial. Such appeals 
should  contain all the information 
specified  for requests for access in
§ 1680.23 o f this subpart or for initial 
requests to amend in § 1680.27 o f this 
subpart, as w ell as any o ther add itional 
information the ind iv idual deems 
relevant for the consideration by the 
Insp ector General o f the appeal. Bo th 
the envelope and the appeal letter 
should  have w ritten on them “ Privacy 
A ct A p peal.”  The appeal letter should  
also  enclo se a copy  o f the initial denial 
letter.

(b) The Inspector General w ill 
normally make a final determination 
w ith respect to  an appeal made under 
this subpart w ithin 30 business days 
fo llow ing receipt o f the appeal. The 
co ncurrence o f the General Counsel o f 
the Corporation (or designee) is required  
for Corporation documents no t 
developed  by OIG w hich are contained  
in OIG files. The Inspecto r General may 
extend  the 30-day time period  for good 
cause. W hen such an extensio n is 
required , the ind iv idual making the 
appeal w ill be no tified  o f the reason for 
the extension and the expected  date 
upon w hich a final d ecisio n w ill be 
given.

(c) If the Inspecto r General affirms the 
initial denial o f a request for access or 
to amend, he or she w ill info rm the 
ind iv idual affected  by the decisio n, the 
reason(s) therefo r, and the right o f 
jud icial review  o f the decision. W ith 
resp ect to  a decisio n to sustain the 
initial refusal to amend a record  the 
Insp ector General w ill also  info rm the 
ind iv idual o f the right to submit a 
“ Statement o f Disagreement”  under 
paragraph (d) o f this sectio n.

(d) Upon receip t o f a determination to 
affirm the initial denial o f a request to 
amend records, the ind iv id ual may 
submit to  the insp ecto r General a 
co ncise statement (“ Statem ent o f 
Disagreement” ) setting forth his or her 
reasons fo r d isagreeing w ith the 
Inspecto r General’s d eterm inatio n no t to  
amend. Such a “ Statem ent o f

Disagreement” w ill be attached to  the 
record  w hich w as the subject o f the 
request to amend. The Insp ector General 
may, if  deemed appropriate, prepare a 
co ncise statement ("Statem ent o f 
Exp lanatio n” ) o f the reason(s) w hy the 
requested  amendment or co rrection w as 
no t made. A ny Inspecto r General 
“ Statement o f Explanatio n”  w ill be 
included  in the system o f records in the 
same manner as the “ Statem ent o f 
Disagreement.”  A  cop y o f the 
“ Statem ent o f Explanatio n”  and o f the 
no tation o f the d ispute as marked on the 
o riginal record  w ill be provided  to  the 
ind iv idual w ho requested correctio n or 
amendment o f the record.

(e) W hen a record  has been amended  
o r co rrected  or w hen a “ Statement o f 
Disagreement”  has been filed , the 
Inspecto r General w ill advise all prio r 
recip ients o f the affected  record  w hose 
id entities may be determined pursuant 
to  the d isclo sure accountings required  
by the Privacy A ct (5 U.S.C. 552a(c)), or 
any o ther accounting  previously made, 
o f the amendment or co rrection or the 
filing o f the “ Statem ent o f 
Disagreement.”  A ny d isclo sure o f 
d isputed info rmation o ccurring after a 
“ Statement o f Disagreement”  has been 
filed  w ill clearly identify  the sp ecific 
info rmation d isputed and  be 
accomp anied  by a cop y o f the 
“ Statement o f Disagreement”  and a copy  
o f the “ Statem ent o f Explanatio n,”  i f  
any, as set forth in paragraph (d) o f this 
sectio n.

§  1 6 8 0 .3 0  P r e s e r v a tio n  o f  r e c o r d s .

The Inspecto r General w ill preserve 
all co rrespondence relating to the 
w ritten requests it receives under this 
subpart and all records processed  
pursuant to  such requests, in 
accord ance w ith the records retention 
provisions o f General Records Sched ule 
14, Info rmational Serv ices Records, or 
General Records Sched ule 22 fo r O ffice 
o f Insp ector General records. Under no 
circum stances w ill records be destroyed  
w hile they are subject to  a pending 
request for access, amendment, appeal, 
o r law suit pursuant to  the Privacy A ct.

§  1 6 8 0 .3 1  D is c lo s u r e s  o f  a  re c o rd  to  a  

p e r s o n  o th e r  th a n  th e  in d iv id u a l to  w h o m  

th e  r e c o r d  p e r ta in s .

(a) Excep t as provided in paragraph
(b) o f this sectio n, the Insp ector General 
w ill no t d isclo se any record  contained  
in a designated system o f records to  any 
person o r agency excep t w ithout the 
prio r w ritten co nsent o f the ind iv idual 
to  w hom the record  pertains.

(b) The restrictions on d isclo sure in 
paragraph (a) o f this sectio n do no t 
apply to  any d isclo sures:

(1) To  tho se o fficers and employees o f 
the Corporation w ho have a need  for the 
record  in the perfo rmance o f their 
duties;

(2) Required under the Freedom o f 
Info rmation A ct (5 U.S.C. 552);

(3) Fo r a ro utine use listed  w ith 
respect to a designated  system o f 
records;

(4) To  the Bureau o f the Census for 
purposes o f p lanning o r carrying out a 
census or survey o r related  activ ity  
pursuant to the pro visio ns o f Title 13 o f 
the United States Code;

(5) To  a recip ient w ho has provided 
the Corporation w ith advance adequate 
w ritten assurance that the record  w ill be 
used  so lely as a statistical research or 
reporting record , and the record  is to  be 
transferred  in a form that is not 
ind iv id ually  identifiable;

(6) To  the N ational A rchives and 
Records A dm inistration as a record  
w hich has sufficient histo rical o r other 
value to w arrant its continued  
preservation by the United  States 
Government, or for evaluation by the 
A rchiv ist o f the United  States (or 
designee) to determine w hether the 
record  has such value;

(7) To  another agency or to an 
instrumentality o f any governmental 
jurisd ictio n w ithin o r under the contro l 
o f the United  States for a civ il or 
crim inal law  enforcement activ ity  if  the 
activ ity  is authorized  by law , and if  the 
head o f the agency o r instrumentality 
has made a w ritten request to  the 
Corporation specify ing  the particular 
portion desired  and the law  
enforcement activ ity  for w hich the 
record  is sought;

(8) To  a person pursuant to  a show ing 
o f com pelling circum stances affecting 
the health or safety o f an ind iv idual if, 
upon such d isclo sure, no tificatio n is 
transmitted  to  the last know n address o f 
the ind iv idual to  w hom the record  
pertains;

(9) To  either House o f Congress, or, to 
the extent o f matter w ithin its 
jurisd ictio n, any com mittee or 
subco mm ittee thereo f, any jo int 
comm ittee o f Congress o r subcommittee 
o f any such jo int comm ittee;

(10) To  the Comptroller General, or 
any o f his/ her authorized  
rep resentatives, in the course o f the 
perfo rmance o f the duties o f the General 
A ccounting  O ffice;

(11) Pursuant to  the order o f a court 
o f comp etent jurisd ictio n; or

(12) To  a consum er reporting agency 
in accord ance w ith 31 U.S.C. 3711(f).

(c) A ny “ Statem ent o f Disagreement” 
w ith the Insp ector General’s 
determination no t to  amend a record , 
filed  w ith the Inspecto r General by an 
ind iv idual pursuant to  § 1680.29(d ) o f
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this subpart, w ill be included  in the 
d isclo sure o f the record  under authority 
o f paragraph (b) o f this sectio n. The 
Inspector General may, in his or her 
d iscretion, also  includ e a copy o f the 
Insp ector General’s “ Statement o f 
Explanatio n.”

(d) The Insp ector General, w ith 
respect to each system o f records under 
his or her contro l shall:

(1) Except for d isclo sures made under 
paragraphs (b)(1) or (b)(2) o f this 
sectio n, keep an accurate accounting 
o f—

(1) The date, nature, and purpose o f 
each d isclo sure o f a record  to any 
person or to  another agency made under 
paragraph (b) o f this sectio n; and

(ii) The name and address o f the 
person or agency to w hom the 
d isclo sure is made;

(2) Retain the accounting  made under 
paragraph (d)(1) o f this section for at 
least five years or the life o f the record , 
w hichever is longer, after the d isclo sure 
for w hich the accounting  is made.

(3) Except for d isclo sures made under 
paragraph (b)(7) o f this sectio n, make 
the accounting made under paragraph
(d)(1) o f this subsection available to the 
ind iv idual named in the record  at his/  
her request; and

(4) Inform any person or o ther agency 
about any correctio n or Statement o f 
Dispute made by the agency in 
acco rd ance w ith paragraph (b) o f this 
section o f any record  that has been 
d isclo sed  to  the person or agency if  an 
accounting  o f the d isclo sure w as made.

§ 1 6 8 0 .3 2  F e e s .

The Insp ector General, upon a request 
for records d isclo sable pursuant to  the 
Privacy A ct o f 1974 (5 U.S.C. 552a), 
shall charge a fee o f $.20 per page for 
duplicating, excep t as fo llow s:

(a) If the Inspecto r General determines 
that he or she can grant access to  a 
record  only by provid ing a copy  o f the 
record , no  fee w ill be charged for 
provid ing the first copy o f the record  or 
any portion thereo f;

(b) W henever the aggregate fees 
computed  under this sectio n do not 
exceed  $25.00 for any one request, the 
fee w ill be deemed w aived  by the 
Inspecto r General.

§  1 6 8 0 .3 3  P e n a lt ie s .

Subsectio n (i)(3) o f the Privacy A ct o f 
1974 (5 U.S.C. 552a(i)(3)) imposes 
crim inal penalties for obtaining 
Insp ector General or Corporation 
records on ind iv id uals under false 
pretenses. The subsection provides as 
fo llow s: “ A ny person w ho know ingly 
and w illfully  requests or obtains any 
record  co ncerning an ind iv idual from an 
agency under false pretenses shall be

guilty o f a misdemeanor and fined not 
more than $5,000.”

§ 1 6 8 0 .3 4  E x e m p tio n « .

These provisions authorize the 
Insp ector General to exempt certain OIG 
Privacy A ct systems o f records from 
portions o f the requirements o f this 
regulation. Fo r those OIG systems o f 
records that are determined to  be 
exempt, the system no tice shall describe 
the exemption and the reasons. The 
Insp ector General has determined that 
the fo llow ing systems o f records are 
exempt to  the extent provided 
hereinafter.

(a) O ffic e  o f  In s p e c t o r  G e n e r a l 
In v e s t ig a t iv e  F ile s — (1) S e c t io n s  o f  t h e  
A c t  fr o m  w h ic h  e x e m p t e d , (i) The O ffice 
o f Insp ector General Investigative Files 
system o f records is exempt from all 
sectio ns o f the Privacy A ct (5JJ.S.C . 
552a) excep t the fo llow ing: (b) Relating 
to cond itio ns o f d isclo sure; (c) (1) and
(2) relating to  keeping and  maintaining 
a d isclo sure accounting ; (e)(4) (A) 
through (F) relating to  publishing  a 
system no tice setting forth name, 
lo catio n, categories o f ind iv id uals and 
records, routine uses, and p o licies 
regarding storage, retrievability , access 
contro ls, retention and d isposal o f the 
records; (e) (6), (7), (9), (10), and (11) 
relating to  d isseminatio n and 
m aintenance o f records, and (i) relating 
to  crim inal penalties. This system o f 
records is also  exemp t from 12 CFR
1680.23 through 1680.28 and 1680.31(d )
(3) and (4). This exemption applies to 
tho se records and information contained  
in the system o f records pertaining to 
the enforcement o f crim inal law s.

(ii) To  the extent that there may exist 
w ithin this system o f records 
investigative files com piled  for law  
enforcement purposes, o ther than 
material w ithin the scope o f subsection 
(j)(2) o f the Privacy A ct, the Inspector 
General Investigative Case Files system 
o f records is exempt from the fo llow ing 
sectio ns o f the Privacy A ct (5 U.S.C. 
552(a)): (c)(3) relating to access to  the 
d isclo sure accounting, (d) relating to 
access to  records, (e)(1) relating to  the 
type o f information maintained  in the 
records; (e)(4) (G), (H), and (I) relating to 
publishing the system no tice 
information as to  agency procedures for 
access and amendment and info rmation 
as to the categories o f so urces o r 
records, and (f) relating to  develop ing 
agency rules for gaining access and 
making correctio ns. This system o f 
records is also  exemp t from 12 CFR
1680.23 through 1680.28 and 
1680.31(d )(3).

(2) R e a s o n  f o r  e x e m p t io n s , (i) The 
Office o f Inspecto r General is an o ffice 
o f RTC a compo nent o f w hich perfo rms,

as its princip al function, activ ity 
pertaining to  the enforcement o f 
crim inal law s, w ithin the meaning o f 5 
U.S.C. 552a(j)(2). This exemption 
applies only to those records and 
information contained  in the system o f 
records pertaining to crim inal 
investigations. This system o f records is 
exempt for one or more o f the fo llow ing 
reasons:

(A) To  prevent interference w ith law 
enforcement proceedings.

(B) To  avoid unw arranted  invasion o f 
personal privacy, by d isclo sure o f 
information about third parties, 
includ ing o ther subjects o f 
investigation, investigators, and 
w itnesses.

(C) To  pro tect the identity o f Federal 
employees w ho furnish a com plaint or 
information to  OIG, co nsistent w ith 
sectio n 7(b) o f the Inspecto r General Act 
o f 1978, as amended , 5 U.S.C. A pp. 3.

(D) To  pro tect the confid entiality  o f 
non-Federal employee so urces o f 
info rmation.

(E) To  assure access to  sources o f 
confid ential info rmation, includ ing 
tho se contained  in Federal, State, and 
lo cal crim inal law  enforcement 
information systems.

(F) To  prevent d isclo sure o f law  
enforcement techniques and procedures.

(G) To  avoid endangering the life or 
physical safety o f confid ential sources 
and law  enforcement personnel.

(ii) Investigative records w ithin this 
system o f records w hich are compiled  
for law  enforcement purposes, o ther 
than material w ithin the scope o f 
subsection (j)(2), are exempt under the 
pro visions o f 5 U.S.C. 552a(k)(2); 
P r o v id e d , h o w e v e r , That if any 
ind iv idual is denied  any right, privilege, 
or benefit that they w ould  o therw ise be 
entitled  by Federal law , or for w hich 
they w ould  o therw ise be eligible, as a 
result o f the maintenance o f such 
material, such material shall be 
provided  to  such ind iv idual excep t to 
the extent that the d isclo sure o f such 
material w ould  reveal the identity o f a 
so urce w ho furnished  information to  the 
Government under an express promise 
that the identity o f the source w ould  be 
held  in confid ence, or, prio r to January 
1,1975, under an implied  promise that 
the identity o f the so urce w ould  be held 
in co nfid ence. This system o f records is 
exempt for one or more o f the fo llow ing 
reasons:

(A) To  prevent interference w ith law 
enforcement proceed ings.

(B) To  pro tect investigatory material 
com piled  for law  enforcement purposes.

(Cj To  avoid unw arranted invasion o f 
personal privacy, by d isclo sure o f 
info rmation about third  parties, 
includ ing o ther subjects o f
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investigation, law  enforcement 
personnel, and  sources o f info rmation.

(D) To  fulfill com mitm ents made to  
pro tect the confid entiality  o f sources.

(E) To  pro tect the identity  o f Federal 
employees w ho furnish a com plaint or 
info rmation to  OIG, consistent w ith 
sectio n 7(b) o f the Insp ector General A ct 
o f 1978, as amended , 5 U.S.C. A pp. 3.

(F) To  assure access to  so urces o f 
confid ential info rm atio n, includ ing 
those contained  in Fed eral, State, and 
lo cal crim inal law  enforcement systems,

(G) To  prevent d isclo sure o f law  
enforcement techniques and procedures.

(H) To  avo id  endangering tne life or 
physical safety o f confid ential so urces 
and  law  enforcement personnel.

(iii) Reco rds w ithin this system o f 
records comp rised  o f investigatory 
material com p iled  so lely  for the purpose 
o f determining suitability  or elig ibility  
for Fed eral civ ilian employment,
Federal contractors, o r access to  
classified  info rmation, are exem pt under 
the provisions o f 5 U .S.C  552a(k)(5), but 
only to  the extent that d isclo sure w ould  
reveal the id entity  o f a so urce w ho 
furnished  info rmation to  the 
Government under an express promise 
that the id entity o f the so urce w ould  be 
held  in co nfid ence, o r, prio r to  January 
1 ,1975, under an im plied  promise that 
the identity  o f the so urce w ould  be held  
in confid ence. This system o f records is 
exem pt for one o r more o f the fo llow ing 
reasons:

(A) To  fulfill com mitm ents made to  
pro tect the confid entiality  o f sources,

(B) To  assure access to  sources o f 
confid ential info rmation, includ ing 
those contained  in Fed eral, State, and 
lo cal crim inal law  enforcem ent 
info rmation systems.

Issued  at W ashington, DC, this 23rd  o f 
November 1992.

Office o f  Inspecto r General.
Jo h n  J. A d ai r,

In s p e c to r  G en eral, R eso lu t io n  T ru st 
C o rp o ratio n .

[FR Doc. 92-29254 Filed  12-1-92 ; 8:45 am] 
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N e t  C a p ita l R u le

A G E N C Y : Securities and  Exchange 
Commission.
A C T IO N : Final rule amendments.

S U M M A R Y : The Securities and Exchange 
Commission is amend ing its net capital

rule under the Securities Exchange A ct. 
The amendments w ill raise the abso lute 
minimum net capital required  o f certain 
registered  broker-dealers. Broker-dealers 
that ho ld  custo m er funds or securities 
w ill be required  to  maintain at least 
$250,000 in net capital. Those firms that 
clear custo m er transactions but do not 
ho ld  customer funds or securities 
beyond  the settlement o f the transaction 
w ill be subject to  a $100,000 minimum 
net cap ital requirement. Broker-dealers 
that introd uce custo m er accounts to 
o ther broker-dealeTs w ill be required  to  
maintain $50,000 o r $5,000 in minimum 
net capital, depend ing on w hether or 
no t they receive securities. Broker- 
dealers that make markets in certain 
securities w ill be required  to  maintain 
greater net cap ital in proportion to  the 
number o f securities in w hich they  
make markets. The maximum on this 
ad d itional market maker minimum net 
capital requirement w ill be raised  from 
$100,000 to  $1,000,000. The minimum 
net cap ital requirement for certain 
mutual fund broker-dealers w ill be 
increased  to  $25,000. The increases to  
the minimum capital levels w ill be 
imp lemented  over a period  o f eighteen 
months. A dd itionally , the tw o methods 
o f computing ded uctions for equity 
securities p ositions (or “ haircuts” ) w ill 
be standardized . Finally , certain 
changes w ill be made to  the 
computation o f aggregate ind ebted ness. 
E F F E C T IV E  D A T E S : Fo r the amendments 
relating to  equity securities haircuts 
(paragraph (c)(2)(v i)(J)), charges to  
aggregate indebted ness (paragraph
(c)(1)), and the cap ital requirements fo r 
market makers (paragraph (a)(4), except 
as to  that provision raising the ultimate 
market maker capital requirement to  
$1,000,000, w hich shall Become 
effective on June 30,1993), the effectiv e 
date shall be January 1,1993. Fo r the 
amendments relating to  minimum net 
cap ital requirements contained  in 
paragraph (a), see the temporary phase- 
in sched ule set forth in A pp end ix E to  
Rule 15c3—1.
F O R  F U R T H E R  IN F O R M A T IO N  C O N T A C T : 

M ichael A. M acchiaro li, (202) 272 -  
2904, M ichael P. Jamroz, (202) 2 72 -  
2372 o r Roger G. Co ffin, (202) 272-7375, 
Div ision o f Market Regulation, 450 Fifth 
Street, N W „  W ashington, DC 20549. 
T A B L E  O F  C O N T E N T S :

I. Introduction
A. The Commission's Proposal
B. Brief Summary of Comments
C. The Net Capital Rule

II. Rule Amendments—Minimum Net Capital
Requirements

A. Clearing Firms
(i) The Commission's Proposal and the
Need fo r  Increases
(ii) Industry Response

(iii) Impact o f Increased  Requirements
B. Dealers, Market Makers and Trading 

Firm s
(i) Dealers
(ii) Over-the-Counter Market Makers

C. Introducing Film s
(i) Introduction
(ii) Need For Increases
(iii) Interpretation o f  Introducing 
A cco unts on a Fully  Disclosed  Basis
(iv) Industry Response and  Commission 
A ction

D. Other Broker-Dealers
(i) M utual Fund  Firms
(ii) Best Effo rts Underw riters
(iii) M iscellaneo us Brokers
(iv ) Further Proposals

E. Phase-In Sched ule
III. Electio n o f A lternative Standard
IV. Bquity Securities Haircuts

A . General
B. Undue Concentration Charge
C. Contractual Commitments

V. A ggregate Indebtedness
A . Mutual Fund  Payables
B. Sto ck Loan Payables

VI. Technical A mendments
VII. Summary o f Final Regulatory Flexib ility  

A nalysis
VTIL Statutory A nalysis 
DC. List o f Subjects in 17 CFR Part 240 
X. Text o f  the Proposed  A mendments 

S U P P L E M E N T A R Y  IN F O R M A T IO N :

I .  In t r o d u c t io n

A . T h e  C o m m is s io n ' s  P r o p o s a l

On Septem ber 15,1989, the 
Commission issued  a release requesting 
com ment on proposed  increases to  the 
minimum net capital requirements 
ap p licable to  broker-dealers.1 The 
Commission w as concerned  that the 
minimum net cap ital requirements, 
w hich in some cases dated back to  1972, 
w ere no  longer adequate.

In that release, the Commission 
proposed increases in the minimum 
cap ital requirements for registered  
broker-dealers, based  on the nature o f 
the business o f the firm , and  the extent 
to  w hich a broker-dealer has contact 
w ith customer funds o r securities. 
Briefly , under the proposal, firms that 
carry custom er accounts w ould  be 
required  to  maintain at least $250,000 in 
net capital. Broker-dealers that clear 
custom er accounts in accord ance w ith 
Securities Exchange A ct Rule 15c 3-  
3(k)(2){i) (and therefo re, although they 
may receive funds or securities, they 
may no t ho ld  them beyond  the 
settlement o f a transaction) w ould  be 
required  to  maintain at least $100,000 in 
net capital. Firm s that introduce 
customer acco unts to  o ther broker- 
dealers w ould  be required  to  maintain a

1 S e c u ri ti e s  E x c h a n g e  A c t R e l e a s e  N o . 2 7 2 4 9  
(S e p te m b e r 1 5 , 1 9 8 9 ) ,  5 4  F R  4 0 3 9 5  (O cto b e r 2 ,  
1 9 6 9 ) .  A l l  co m m e n ts  a re  a v a i l a b l e  in  F i l e  N o . S 7 -  
2 8 - 6 9  a t th e  C o m m i s s io n 's  P u b l ic  R e f e re n ce  R o o m ,  
4 5 0  F i f th  S tre e t. N W .,  W a s h in g to n , D C  2 0 5 4 9 .
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minimum net capital o f $100,000 or 
$50,000, depend ing upon w hether the 
firm routinely  or o ccasio nally  receives 
customer funds or securities. Under the 
proposal, broker-dealers that never 
receive custom er funds or securities 
w ould  be allow ed  to  maintain minimum 
net capital o f $5,000.

The minimum net capital required  to 
be maintained  by firms that make 
markets in securities also  w ould  be 
raised under the proposed amendments. 
Under the net capital rule, a market 
maker is required  to  maintain the 
greater o f the base minimum net capital 
requirements referred  to  above or an 
amount o f net capital determined  by the 
number o f securities in w hich the firms 
makes markets. The net capital rule 
currently draw s a d istinctio n in this 
regard based  on the price o f the security. 
Securities priced  $5 and  below  require 
capital o f $500 each, w hile securities 
priced  above $5 require cap ital o f 
$2,500 each. Under the proposal, the 
amount to be maintained  fo r securities 
priced  under $5 per share w ould  be 
raised  to  $1,000 per security. The 
ceiling  on this net capital requirement 
w ould  have been raised  to  $1,000,000, 
from the present $100,000.

The proposed amendments also  
included  pro visio ns that w ould  
standard ize the deductions under the 
rule for proprietary po sitio ns in equity 
securities. Currently, the ap plicable 
deduction (or "haircu t” ) depends on the 
method  the broker-dealer elects to 
compute its net cap ital requirement. 
Broker-dealers calculating their net 
cap ital under the basic  method incur a 
d ifferent haircut charge than tho se 
computing haircuts on the alternative 
method , w hich generally  results in 
low er haircut charges than the basic 
method .

Further, broker-dealers computing net 
capital under the basic  method  w ould  
realize red uctio ns in aggregate 
indebted ness charges fo r liabilities 
asso ciated  w ith mutual fund and 
securities lend ing transactio ns. Finally , 
the Commission proposed that, for the 
purpose o f calculating haircuts, stripped  
debt instruments be accorded  the same 
treatment, fo r haircut purposes, as 
equity securities. The Com m issio n’s 
proposal w ill be d iscussed  in greater 
detail in the appropriate sectio ns o f this 
release.

The Commission believes that the 
co ncerns articulated  in the proposing 
release are valid , and is therefo re 
adopting most o f the proposed 
amendments. Certain changes to  the 
o riginal rule amendments have been 
made how ever, and these changes w ill 
necessitate the proposal o f ad d itio nal 
amendments to  the net cap ital rule.

Therefo re, the Commission is issuing 
tw o releases that relate to  the minimum 
net capital standards ap plicable to 
broker-dealers. This release d iscusses 
the proposals that are being adopted by 
the Commission. In a separate release, 
the Commission is proposing for 
comm ent further amendments to the 
minimum net capital standards.

B . B r i e f  S u m m a r y  o f  C o m m e n t s

The Commission received  almost 275 
letters in response to  the proposed rule 
changes. A pproximately 200 o f the 
commentators objected  generally  to  the 
proposed increases in minimum net 
capital requirements. M ost o f the 
commentators w riting 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 w ould  restrict entry into  
the securities business and force 
existing entities to  clo se. A  frequently 
vo iced  com plaint w as that the proposal 
d iscrim inated  against sm aller firms in 
favor o f larger enterprises w ithout 
sufficient justificatio n.

Self-regulatory organizations and 
o ther groups includ ing the New  York 
Stock Exchange ("N YSE” ), the 
Securities Industry A sso ciatio n ("SIA ” ), 
the A merican Bar A ssociatio n, the 
Chicago  Bar A ssociatio n, the 
Philad elphia Sto ck Exchange ("Ph lx” ), 
and the M idw est Sto ck Exchange 
generally  supported  the proposal. These 
commentators acknow ledged  the need  
to  increase minimum net capital 
requirements and concurred  w ith the 
general co ncerns set forth in the release 
proposing the amendments for 
comment. In particular, the National 
A sso ciatio n o f Securities Dealers, Inc. 
("N A SD ” ) expressed  support for raising 
minimum net capital levels generally  
and made sp ecific  recommendations 
regarding the appropriate levels for 
introducing  firms. The N A SD’s 
recommendation has, in large part, 
served as the framew ork for the 
requirements for introducing firms set 
fo rth in the releases being issued  today.

Comments w ith resp ect to  the 
increased  net capital requirements for 
firms that carry and clear custom er 
accounts w ere sp lit; a number o f 
commentators objected  to  the po tential 
anti-com petitive effects o f the increases. 
How ever, o thers recognized  the risks 
created  by firms that ho ld  customer 
funds and  securities and acknow ledged 
the need  fo r regulatory action.

The Commission received  mixed  
comm ents w ith resp ect to  its proposal to 
increase the minimum capital 
requirements o f firms that make markets

in over-the-counter securities. The 
NA SD and the SIA  supported the 
proposal; a number o f broker-dealers 
criticized  it, claim ing  that an increase in 
capital requirements w ould drive some 
market makers aw ay from the over-the- 
counter securities market, reducing 
liquidity.

Firm s that commented  on the 
proposed new  haircuts fo r zero -coupon 
and stripped  securities opposed the 
measure on the ground that the 
proposed haircut w as not reflective o f 
the risks or v o latility  associated  w ith 
stripped  debt securities. In this regard, 
the Public Securities A ssociation 
("PSA ” ) provided  data on the vo latility  
o f stripped  securities to  be used in 
determining haircuts for these 
instruments. The proposals to  
standard ize haircuts and alter the 
computation o f aggregate indebtedness 
w ere generally  supported by the 
commentators.

C : T h e  N e t  C a p it a l R u le

The Co m m ission’s net capital rule 
requires that every registered broker- 
dealer maintain a certain specified  
minimum level o f net cap ital.2 Rule 
1 5c 3 - l requires registered broker- 
dealers to  maintain sufficient liquid  
assets to enable tho se firms that fall 
below  the minimum net capital 
requirements to  liquidate in an orderly 
fashion w ithout the need  for a formal 
pro ceed ing .3 The rule prescribes 
required  minimum levels based  upon 
both the method the firm adopts in 
computing its net capital and the type 
o f securities business it conducts. A 
firm engaging in a general, securities 
business (w hich w ould  includ e the 
ability  to  clear and carry customer 
accounts) calculating its net capital 
under the basic (or aggregate 
indebtedness method ) must maintain a 
minimum net cap ital level o f the greater 
o f $25,000 or 62/ a p ercent o f its 
liabilities (w ith certain exclusions). If 
the firm choo ses the alternative method  
o f computing its net cap ital (presently 
found in paragraph (f) o f the rule), it 
must m aintain net cap ital equal to  the 
greater o f $100,000 or 2 percent o f its 
customer-related  receivables.

The current rule prescribes d ifferent 
minimum levels o f net capital for firms 
based  on categories o f business activ ity! 
These levels w ere designed  to  address

2 G e n e ra l l y ,  n e t c a p i ta l ,  a s  d e f in e d  b y  R u l e  15c 3-  
1 , is  a  b ro k e r- d e a l e r’s  n e t w o rth  p l u s  l i ab i l i ti e s  
s u b o rd in a te d  in  a c c o rd a n c e  w i th  A p p e n d i x  D  o f  th e  
ru l e ,  m in u s  a s s e ts  “ n o t re a d il y  co n v e rtib l e  in to  
c a s h ”  a n d  c e rta i n  p e rce n ta g e s ,  o r h a i rc u ts ,  o f  a  
f irm ’s  s e cu ri ti e s  a n d  co m m o d i ti e s  p o s i tio n s .

3 S e l f - l iq u id a tio n  o f  a  s e cu ri ti e s  f irm  in  o r 
a p p ro a ch in g  f in a n ci a l  d i f f icu l ty  is  s p e c if ic a l l y  
co n te m p l a te d  b y  s e cti o n  5 (a ) ( 2 )  o f  th e  S e cu ri tie s  
I n v e s to r P ro te cti o n  A c t o f  1 9 7 0  (" S 1 P A ” ).
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the risks perceived .in the d ifferent types 
o f businesses engaged in by broker- 
dealers. Fo r exam ple, i f  a broker-dealer 
carries no  customer accounts and lim its 
its business to certain specified  
activ ities, it needs to maintain only 
$5,000 in net capital, rather than the 
$25,000 that w ould  o therw ise be 
required under the basic method  o f 
computing net cap ital.4 One o f the 
sp ecified  activ ities permitted is the 
introducing, on a fully d isclo sed  basis, 
o f customer acco unts to another broker- 
dealer that clears and carries the 
accounts.

II. Rule A mendments— M inimum Net 
Capital Requirements

The fo llow ing sectio n o f this release 
addresses, in greater detail, the 
Com mission’s amendments to the net 
capital rule concerning minimum net 
capital requirements.

A . C le a r in g  F ir m s

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

The Com m ission’s proposal w ould 
raise the minimum net capital 
requirements o f firms that clear 
customer accounts and ho ld  customer 
funds and  securities from $25,000 (or 
$100,000 for firms on the alternative 
method) to $250,000. Because o f the 
reduced risk, clearing  firms that receive 
customer funds and securities but do 
not maintain custody o f such assets 
beyond the settlement o f a transaction 
(and are therefo re exemp t from the 
customer pro tection rule by virtue o f 
paragraph (k)(2)(i)) w ould  have a 
minimum net cap ital requirement o f 
only $100,000.®

The Commission believes it is 
appropriate to require the highest 
minimum level o f net cap ital for broker- 
dealers that are entrusted  w ith the 
money and securities o f customers, w ho 
are, in most instances, incapable o f * 
assessing the financial co nd itio n o f 
custod ian firms. The required  minimum 
net capital level for custod ian firms 
should  not be such that the slightest 
financial adversity w ill cause the 
co llap se o f the broker-dealer, an event 
that may cause delays and possible 
lo sses to  customers and  the Securities 
Investor Pro tection Corporation 
(” SIPC” ) fund.

4 S e e  S e cu ritie s  E x c h a n g e  A c t R u l e  1 5 c 3 - l ( a ) ( 2 ) ;  
1 7  C FR  2 4 0 . 1 5 c 3 - l ( a ) ( 2 ) .

5 U n d e r p arag ra p h  (k )( 2 ) (i )  o f  R u l e  1 5 c 3 - 3 .  a  
b ro k e r- d e al e r th a t d o e s  n o t ca rry  m a rg in  a c c o u n ts ,  
p ro m p tl y  tran s m its  a l l  cu s to m e r f u n d s  a n d  
s e cu ri ti e s  to  a  ca rry in g  f irm  a n d  e f f e ctu a te s  a l l  
f in an ci al  tra n s a cti o n s  w i th  cu s to m e rs  th ro u g h  a  
s p e c ia l l y  d e s ig n ate d  b an k  a c c o u n t is  e x e m p t f ro m  
th e  p o s s e s s io n  a n d  co n tro l  a n d  R e s e rv e  F o rm u l a  
re q u ire m e n ts  o f  th e  c u s to m e r p ro te ctio n  ru l e .

Several liquidations supervised  by the 
NA SD illustrate the po tential dangers 
more dramatically . One firm held  $70 
m illio n o f customer securities, although 
it maintained  only $61,000 o f net 
capital. A nother held  $8 m illio n o f 
custom er securities against only $42,000 
in net capital. In both instances, the 
NA SD became aw are o f financial 
d ifficulties in time to have the firms 
transfer the customer accounts to o ther 
broker-dealers, thereby avoiding SIPC 
liquidations.

During a self-liquid atio n, the 
expenses o f a firm co ntinue w hile its 
revenues drop significantly, o ften to 
zero . For exam ple, employees o f the 
firm being liquidated  are retained in 
order to  perform the services associated 
w ith transferring custom er accounts to 
o ther firms. The salaries o f these 
employees, along w ith the costs 
associated  w ith maintaining the 
premises o f the firm and transferring 
securities are borne out o f the remaining 
capital o f the firm. A  self-liquidation 
can take from three w eeks to several 
months, depend ing on the cond itio n o f 
the records o f the broker-dealer and 
w hether o ther broker-dealers w illing to 
take the customer accounts can be 
read ilv  lo cated .

Self-liquid atio n costs incurred  by the 
self-regulatory authorities are d ifficult to 
measure, because a large portion o f the 
expenses are for non-incremental 
employee salaries, although for broker- 
dealers lo cated  outside the commuting 
d istance o f an NA SD regional o ffice, 
there could  be substantial employee per 
d iem and travel exp enses. The staff o f 
the NA SD has advised  the Commission 
that, on average, even the smallest self ­
liquidation requires tw o to three NA SD 
employees on premises for a minimum 
o f tw o w eeks. By contrast, a recent large 
liquidation required approximately 25 
NA SD employees on premises for 
almost ten w eeks.

A bove the beyond  accounting  for 
costs, the Commission no tes that 
customers o f a firm undergoing a SIPC 
liquidation are usually  unable to access 
their accounts during the liquidation. 
A side from possible financial harm to 
customers, the delay in a liquidation 
causes considerable customer anxiety. 
A lthough every attempt is made to 
transfer the accounts o f the inso lvent 
broker-dealer to a healthy  firm as 
quickly as possible, o r to  d isburse the 
assets o f the accounts d irectly  to 
customers, delays can o ccur for many 
d ifferent reasons. A  supervised  self ­
liquidation can avoid  the delays that 
might arise in the co ntext o f a court- 
imposed  liquidation.

W hile requiring ad d itional amounts o f 
capital w ill not prevent firms from

failing, the ad d itio nal capital serves as 
a fund from w hich the expenses 
associated  w ith a liquidation can be 
paid. Moreover, the greater sum w ill act 
as a more reliable cushion against the 
use o f SIPC money to liquidate a failed  
broker-dealer. In most instances, a 
$250,000 minimum net capital 
requirement should  prove to  be a 
sufficient cushio n for a reasonably 
conducted  self-liquidatio n befo re a 
broker-dealer’s inso lvency. The self- 
regulatory organizations w ill be less 
hesitant to  intervene and supervise a 
self-liquid atio n if  there are thereby 
few er questions concerning  the liquid ity 
o f the firm ’s assets or if  there is less o f 
a threat by outside cred ito rs to  move 
against the broker-dealer. This is the 
most desirable situation for the 
customers o f a firm that is no  longer 
v iable.

Other o rganizations have expressed  
concern about the minimum levels o f 
net capital. The Commodity Futures 
Trad ing Commission (“ CFTC” ) recently  
approved amendments to N ational 
Futures A sso ciation (“ N FA ” ) rules that 
increased  the minimum net capital 
requirements o f futures com mission 
merchants from $50,000 to $250,000.®  
The Options Clearing Corporation 
requires its new  members to maintain 
$1 m illio n in net capital and o ther 
members to maintain $750,000 in net 
cap ital.7 The N ational Securities 
Clearing Corporation requires its 
member broker-dealers to maintain 
$50,000 in excess net capital over that 
required by Rule 1 5 c 3 - l.8

(ii) Industry Response

Generally , the self-regulatory 
organizations, SIPC, and the SIA  
exp ressed  approval o f the higher 
requirements. Bo th the N YSE and the 
NA SD sp ecifically  endorsed  the 
proposal for clearing and carrying firms. 
How ever, approximately tw enty-five 
broker-dealers expressed  their 
opposition to  the proposed $250,000 
requirement. M any o f these firms are 
small to mid -size regional firms that 
carry custom er accounts and clear their 
ow n securities transactions but do not 
clear the accounts o f o ther broker-

6 S e e  N a ti o n a l  F u tu re s  A s s o c ia ti o n  A m e n d m e n ts  
to  N F A  F i n a n c i a l  R e q u ire m e n ts  S e cti o n s  1 an d  6 .  
Ja n u a ry  2 5 . 1 9 9 0 ,  (N a t'l  F u L  A s s ’n  M an . ( P - H )

7 0 1 1  a n d  7 0 4 1 ,  N F A  F i n a n c i a l  R e q u ire m e n ts  
s e ctio n s  1 a n d  6 .  T h e  N FA  is  a  s e l f  re g u l a to ry  
o rg a n iz a ti o n  c o m p o s e d  o f  f u tu re s  co m m is s io n  
m e rch a n ts ,  co m m o d i ty  p o o l  o p e ra to rs ,  co m m o d ity  
e x ch a n g e s ,  b an k s  a n d  o th e r o rg a n iz atio n s  th a t is  
re s p o n s ib l e  f o r re g u l a tin g  th e  f in an ci a l  
re s p o n s ib i l i ty  o f  i ts  m e m b e rs .

7 S e e  O p tio n s  C l e a ri n g  C o rp .  G u id e  (C C H ) R u l e s  
3 0 1 ( a )  a n d  3 0 2 (a ) .

" S e e  N a t' l  S e c .  C l e a ri n g  C o rp .  R u l e s  A d d e n d u m  
B l I . B . l . a .  .
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dealers.. Prim arily , these firms feared  
that the proposal w ould drive them out 
o f the securities business and therefo re 
red uce comp etitio n. It should  be noted 
how ever, that ev en among this group o f 
firms that objected  to  the proposed 
minimum, almost o ne-half stated  that 
some increase in minimum net capital 
requirement«  is w arranted. One firm  
cand id ly  acknow ledged that the current 
minimum o f $25,000 is far below  w hat 
is needed to  operate a securities 
business.

Other sm all broker-dealers opposed 
the increase and  disagreed w ith the 
contentio n that clearing firms co uld  
avoid the increased  co sts associated  
w ith obtaining the cap ital necessary  to  
comply w ith the amendments by opting 
to become introducing broker-dealers.®

( i i i )  Impact o f Increased  Requirements

It is d ear that the recomm end ed  
amendments w ill require some firms to 
raise ad d itional capital. The firms that 
w ill need  extra cap ital to  comply are, 
the Commission believes, currently 
operating a securities business w ith an 
inappropriately, and in so m e instances 
dangerously, low  level o f net capital. 
W hile the Commission agrees w ith 
those commentators w ho po int out that 
regional clearing firms provide 
important services to  investo rs, the 
Commission also  believes that 
undercapitalized  firms endanger 
investors and und ermine the consumer 
confid ence upon w hich all firms rely. 
Investors w ho  cho o se to  leav e their 
funds and  securities w ith a regional self ­
clearing  firm w ill be better served if  that 
firm maintains an amount o f  net capital 
sufficient to  ensure its co ntinuity  and 
stability  in the industry. .

® S e v e ra l  c o m m e n ta to rs  o b j e cte d  to  th e  
C o m m i s s io n ’s  c h a ra cte ri z a ti o n  o f  th e  risks c re a te d  
b y  c l e a rin g  f irm s .  T h e s e  f i rm s  arg u e d  th at th e  
C o m m is s io n  s h o u l d  d ra w  d i s tin cti o n s  b a s e d  o n  th e  
m an n e r in  w h ic h  c l e a rin g  f irm s  h o l d  th e ir cu s to m e r 
s e cu ri ti e s  in  o rd e r to  a l l o w  f irm s  th a t h o l d  c u s to m e r 
s e cu ri ti e s  in  n a n - n e g o ti a b l e  f o rm  to  o p e ra te  u n d e r 
re d u c e d  m in i m u m . P re s u m ab l y , th is  m e a n s  th a t th e  
bro ker-d ealer w o u l d  h a v e  n o  p o w e rs  o f  a tto rn e y .  
T h e  C o m m i s s io n  d b e s  n o t  b e l ie v e  th a t  d e v e l o p in g  
a  m in im u m  re q u i re m e n t c o n ta i n i n g  s u ch  a. 
d i s tin cti o n  w o u l d  b e  a  p ra c ti c a l  s o l u tio n .  I t w o u l d  
b e  v i rtu al l y  im p o s s ib l e  to  e x a m i n e  f o r c o m p l i a n c e  
w i th  th is  ty p e  o f  a  re q u i re m e n t. I f  a  c l e a rin g  f irm  . 
is  h o l d in g  h u n d re d s  o f  cu s to m e r s e cu ri ti e s ,  
e x a m i n e rs  w o u l d  h a v e  to  in s p e c t f o r p o w e rs  o f  
a tto rn e y  f o r e a c h  cu s to m e r.  F u rth e rm o re ,  th e  
e s s e n ti a l  ris k s  in h e re n t in  a l l o w i n g  firm s w i th  little  
c a p i ta l  to  h o l d  s e cu ri ti e s  w o u l d  s ti l l  b e  p re s e n t' 
u n d e r su ch  a  s ch e m e .  If  it m e a n s  th a t th e  b ro k e r-  
d e a l e r w o u l d  h e l d  p o w e rs  o f  atto rn e y , th e  p ra c ti c a l  
e f f e ct o f  th i s  arra n g e m e n t d i m i n is h e s  th e  
d i s ti n c ti o n  th a t th e  c o m m e n ta to rs  w o u l d  d ra w  in  
th e  w a y  s e cu ri ti e s  a r e  h e l d  a t  th e  f irm , h t  th e  e v e n t 
o f  a  S IP C  l i q u i d ati o n , th e s e  s e cu ri ti e s  a re  tre a te d  as  
p a rt o f  th e  f u n g ib l e  b u lk  th a t is  s h a re d  b y  a i l  
c u s to m e rs  in  a  p ro  ra ta  f o rm  (S e e  S 1 PA  S e cti o n  8 );  
a l th o u g h  S 1PG  w o u l d  m ak e  e v e ry  e f f o rt to  retu rn «  
s p e c i f i c  s e cu ri ti e s  to  cu s to m e rs .

In any event, the Co mm issio n’s 
analysis o f cost o f capital data and the 
present net cap ital o f clearing  firms 
tend s to  refute the arguments o f the 
commentators. Based  on data received  
from the NA SD reflecting financial 
information for firms designated  to  the 
NA SD for exam ination f“ N A SD Data” ), 
the approximate effect the increased  
requirements w ill have on the 
marketplace w as calculated ,.10 O f the 
458 NA SD firm s that clear customer 
accounts or ho ld  customer property, 349 
had net capital in excess o f  $250,000. 
These firms had a total combined  
revenue o f $9.7 billio n that rep resented  
99 p ercent o f the to tal revenue 
generated by all NA SD clearing  firms 
during the past year. Put another w ay, 
the rule am endments w ill affect 109 
firms w hose combined" revenues o f  $105 
m illio n represent about 1 percent o f the 
to tal $9.8 billio n o f clearing firm 
revenues. The Commission believes that 
this data demonstrates that the 
amendments w ill have a m inim al effect 
on comp etitio n among clearing firms 
because, for the mo st part, investors 
already deal w ith w ell cap italized  
entities w hen making investment 
d ecisions.

The Commission recognizes that a 
precise estim ate o f the co sts the 
recommended  am end m ents w ould  
impose on clearing firms is d ifficult, if  
not im po ssible to  calculate, esp ecially  
co nsid ering  the so -called  “ 'opportunity 
co sts’" invo lved  rn tying up ad d itio nal 
resources in minimum net capital. 
N onetheless, rough estimates based  on 
the relative cost o f  capital demonstrate 
that the effect o f the amendments 
sho uld  no t be und uly  harsh.

Typ ically , broker-dealers are 
organized as co rporations or 
partnerships. In either instance, the 
ind iv idual o r ind iv id uals w ho establish 
the firm can depo sit into  the entity 
money either as equity capital or 
subord inated debt that has been 
borrow ed personally . These deposits are 
deemed to  be the net capital o f the 
broker-dealer, so  long as the broker- 
dealer incurs no  liability  on the 
personal loan.

O nce in the entity, the net cap ital o f  
the broker-dealer may be invested  in 
high-grade com mercial paper, bank 
certificates o f depo sit o r short-term 
government securities, all o f w hich, as 
money market instruments, receive little 
o r no  haircut under the net capital rule. 
The Commission estimates the 
d ifference betw een the lend ing  rate and 
the rate a broker-dealer co uld  earn o n *

’ “ N o n e  o f  th e  f i rm s  d e s ig n a te d  i d  th e  N Y SET  
a p p e a r t v  h a v e  a  p ro b l e m  m e e ti n g  th e  n e w  
m in i m u m , re q u ire m e n ts .

the above-mentioned  instrum ents to be 
approximately three to  four percent 
annually before taxes. Based  on the 
NA SD data, the analysis show s that 109 
clearing firms w ould  need , o n average, 
an add itional $120,520 each to comply 
w ith the $250,008 requirement. Using a 
four percent spread to  determine the 
cost o f capital, it w ould  cost each o f  the 
109 clearing  firms on average 
approximately $4,821 per year to 
comply w ith the new  requirement. This 
is a sm all insurance premium to  pay to 
protect the investing p ublic  and  the 
SIPC fund.

Rather than raise ad d itio nal capital, 
many o f the self-clearing  firms that 
w ould  be unable to meet the $250,000 
net capital requirement w ould  have 
another option av ailable. These firms 
could  low er their minim um  required  
cap ital by  conducting  business in 
accordance w ith paragraph (k)f2}fi) of 
Rule 15c3-3, o r by introducing their 
custom er accounts to a clearing firm. A ll 
but 41 o f the 109 N A SD clearing  firms 
that w ould not meet the $250,000 
requirement w ould  meet the $100,000 
minimum capital requirement 
ap p licable to (k)(2){i) firms. A ll but 12. 
o f these firms w ould  be able to  meet, the 
$50,000 requirement app licable to 
introducing firms.

W ith resp ect to those, firms that 
receive funds and securities, but do not 
ho ld  them pursuant to  paragraph 
(k)(2)Ci) o f  Rule 15c3-3, the NA SD data 
ind icates that, at the end  o f  1991, 62 out 
o f the 24Z  firms that co nd uct a general 
securities business and operate under 
that exemption w ould  be unable to meet 
the $100,000 standard. Those firms 
w ould  need  a to tal o f $2.7 m illio n ¿or an 
average o f $43,000 per firm , to  meet the 
new  requirem ents. Further, in 1991, 
NA SD firms conducting business under 
the paragraph (k)C2)(i) exemption 
produced revenues o f $3.1 billio n. The 
82 firms that w ould  no t be able to meet 
the new  $100,000 standard  had  $24 
m illio n o f revenues or .75 percent o f the 
to tal amount. Thus, it does no t appear 
that the $100,000 standard  w ill have a 
significant impact on competition 
among this class o f  clearing  firms.

Several commentators d isputed  the 
Com m ission’s co st o f cap ital estimates. 
Others argued that a four percent spread 
w as too  low . The Commission 
recognizes that broker-dealers may incur 
econom ic costs o ther than the estimated  
four percent co st o f capital. For 
exam ple, if  a p rincip al o f a  broker- 
dealer borrow s funds personally , he or 
she w ill likely  b e  required  to  p ledge 
personal assets as co llateral fo r the loan. 
A d d itio nally , there may be other 
inestim able opportunity  costs associated 
w ith raising and  using ad d itio nal capital
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to  comply w ith the amendments. 
How ever, even if  the estimated  co st o f 
capital w ere eight percent, the average 
cost o f capital for the 109 clearing  firms 
that need  to  acquire extra cap ital w ould  
only be $9,642 per year, befo re taxes. It 
does no t appear that these costs w ill be 
pro hibitive, given the added pro tection 
the rule amendments w ill provide.

A s a concessio n to  tho se firms 
required to meet the higher minimum 
requirements, the Com mission’s 
proposal w ould  have relaxed  the haircut 
charge asso ciated  w ith securities 
underw ritings, know n as the 
“ contractual com mitment haircut” . The 
contractual com mitment haircut app lies 
to firm com mitm ent underw ritings and 
requires a charge on each net long 
securities position contemplated  by any 
open contractual comm itment in the 
broker-dealer’s proprietary account. 
Currently, firms are required  to  take a 30 
percent haircut (minus unrealized 
profits) on their open contractual 
com mitments in equities. The size o f 
this contractual comm itment haircut 
can d iscourage smaller firms from 
participating in securities o fferings, 
since the haircut could  threaten their 
net capital com pliance.

Because small broker-dealers play an 
important ro le in the lo cal capital 
formation process, the Commission 
believes that tho se firms meeting the 
higher minimum cap ital requirement 
sho uld  be permitted to enter into  small 
firm com mitm ent underw ritings 
w ithout incurring a significant 
contractual co mm itment charge. 
Therefo re, under the rule amendments, 
broker-dealers that meet the $250,000 
minimum w ill no t be required  to  charge 
its capital for any contractual 
com mitment haircut to  the extent that 
the haircut w ould  no t exceed  $150,000. 
Fo r instance, if  a broker-dealer 
participates in an underw riting in 
w hich it has a firm com mitm ent to 
purchase securities, and the appropriate 
contractual comm itment deduction 
w ould  be $150,000 or less, the broker- 
dealer w ould  incur no  haircut. 
Commitments resulting in po tential 
charges in excess o f $150,000 w ould  
result in d ed uctio ns on the amount in 
excess o f $150,000. This w ill benefit 
sm aller broker-dealers that w ish to 
engage in underw ritings but w ere 
previously subject to  the full amount o f 
the contractual comm itment charge.

In o rder to  clarify  the ap plicatio n o f 
the $250,000 minimum net capital 
standard, the amendments contain the 
fo llow ing definitions. A  broker-dealer 
shall no t be deemed  to  receiv e funds 
from customers if  it receives checks, 
drafts, or o ther ev id ences o f 
indebtedness made payable to  an entity

o ther than itself (such as another broker- 
dealer, escro w  agent, etc.) and the 
receiv ing broker-dealer promptly 
forw ards such funds to  the o ther broker- 
dealer o r escro w  agent.11 W ith regard to 
securities, a broker-dealer shall be 
deemed to  ho ld  securities if  it does not 
promptly forw ard such securities 
received  by the firm to a clearing firm, 
escrow  agent o r o ther appropriate entity.

Finally , firms that choo se no t to  meet 
the new  levels, or are unable to do so, 
w ill not, as some commentators suggest, 
be fo rced  to  clo se their doors. 
Sp ecifically , the low er net capital 
requirement afforded  broker-dealers that 
operate under the (k)(2)(i) exemption 
from Rule 15c3-3 w ill provide many 
firms that currently  ho ld  the assets o f 
their customers an alternative to  the 
higher minimum for clearing and 
carrying firms. Moreover, they may elect 
to remain in the securities business w ith 
an even low er amount o f capital and 
introd uce their accounts to  another firm.

The Commission believes that the 
combined  effect o f the variety o f options 
contained  in the recommended 
amendments w ill allow  each firm to 
select an appropriate amount o f net 
capital and tailo r its business activ ities 
accord ingly to  meet the requirement it 
chooses. Thus, firms w ill no t be draw n 
out o f the industry, and the imp act on 
com petition w ill be minimal. Fo r these 
and the reasons stated above, the 
Commission is adopting the 
amendments regarding clearing and 
carrying firm net capital requirements as 
proposed.

B . D e a le r s , M a r k e t  M a k e r s  a n d  T r ad in g  
F ir m s

The Comm issio n’s proposal w ould  
have raised  the minimum net capital 
requirement app licable to  dealers, 
market makers and trading firms to 
$100,000 (although market makers are 
subject to  ad d itio nal net capital 
requirements d iscussed  below ).

(i) Dealers

The types o f broker-dealers that fall 
under the dealer category take risks that 
far outw eigh their present minimum net 
capital requirements. A  minimum net 
capital level o f only $25,000 is an 
extremely thin cushion against the risks 
in a d ealer’s business, because o f the 
po tential for severe market vo latility . 
A d d itio nally , the pro liferation o f 
com plex securities, includ ing interest- 
only and princip al-o nly mortgage- 
backed  securities and various option

“ T h e  te rm  “ p ro m p tl y  f o rw a rd "  is  d e f in e d  in  th e  
n e t ca p i ta l  ru l e  to  m e a n  w h e n  “ s u c h  tra n s m is s i o n  
o r d e l iv e ry  is  m a d e  n o  l a te r th a n  n o o n  o f  th e  n e x t 
b u s in e s s  d a y  a f te r th e  re c e i p t o f  s u c h  f u n d s  o r 
s e c u ri ti e s . "  R u l e  1 5 c 3 - l ( c ) ( 9 ) .

products have added elem ents o f risk 
no t env isioned  w hen the current 
minimum standards w ere adopted. 
There w ere no  substantial adverse 
comm ents to the dealer proposals. 
A ccord ingly, the Commission believes 
firms that fall into  this category should  
have a minimum net capital 
requirement o f at least $100,000 and  is 
adopting the amendments.

Fo r the purposes o f determining 
w hether a person is subject to the higher 
net capital requirements ap plicable to 
dealers, the term “ d ealer”  for that 
purpose w ould  includ e those persons 
that endorse o r w rite over-the-counter 
options, and any broker-dealer that 
effects more than ten transactions in any 
one year for its ow n investment account, 
but w ould  exclud e firms that 
underw rite securities on a best effo rts or 
all or none basis, tho se that engage in 
certain kind s o f riskless princip al 
trading, and  certain firms engaged in the 
sale o f redeemable shares o f registered  
investm ent companies.

(ii) Over-the-Counter Market Makers

In ad d ition to  raising the base 
minimum requirements for market 
makers, the proposed amendments 
w ould  raise the ad d itio nal market maker 
capital requirement. Currently, 
securities p riced  $5 and below  require 
net capital o f $500 each, w hile 
securities priced  above $5 require net 
capiitai o f $2,500 each. Under the 
proposal, the amount to  be maintained  
for securities priced  under $5 per share 
w ould  be raised  from $500 to  $1,000 per 
security. The ceiling  on this ad d itional 
net cap ital requirement w ould  be raised  
to  $1,000,000, from the present 
$100,000. No change to  the existing 
cap ital requirement o f $2,500 per share 
fo r securities priced  over $5 w as 
proposed. The Commission is adopting 
these amendments as pro posed .12

Market maker capital requirements 
have been a cause for considerable 
co ncern since at least the market break 
o f 1987. In its Market Break Report, the 
Division o f Market Regulation (the 
“ D iv isio n” ) stated that there should  be 
a review  o f the minimum amount o f 
cap ital necessary to  qualify  as an over- 
the-counter market maker. The Division 
no ted  that the review  should  includ e an 
analysis o f the amount o f capital 
necessary  for each security , as w ell as 
the appropriateness o f the capital 
ceiling  o f $100,000. The D iv isio n’s 
co ncern w as precip itated  by the 
cessation o f business by  12 over-the-

12 S e p a ra te l y , th e  C o m m i s s io n  is  p ro p o s in g  f o r 
c o m m e n t a n  a m e n d m e n t th a t w o u l d  re q u i re  m ark e t 
m ak e rs  to  m a in ta in  ca p i ta l  o f  $ 2 , 5 0 0  p e r s h are ,  
re g a rd l e s s  o f  th e  p ri c e  o f  th e  s e cu ri ty .
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co unter market makers imm ediately 
fo llow ing the October 1987 market 
break. In some cases, the prices o f the 
securities in w hich they m ade a market 
fell d ramatically . Customer obligatio ns, 
w hich in so m e cases w ere secured  by 
the securities,becam e unco llectib le.
The Division po inted  out that o ther 
broker-dealers and customers are also  
exposed  to  po tential market lo sses w hen 
a significant market maker in a 
particular security fails. Other, less 
significant market makers may 
w ithdraw  from the system or may 
restrict their p urchases, o ften resulting 
in a free-fall in the p rices o f the 
securities.13

The NA SD reacted  promptly to  the 
1987 market break by  approving 
amendments to  its Sm all Order 
Execution System ("SO BS” ), w hich 
required  no t o nly mandatory 
p articip atio n in the SO ES for all market 
makers in certain securities, but also  
m aximum SO ES order siz e lim its based  
on the market characteristics o f the 
securities.14 Und er mandatory SO ES 
particip ation, market makers are 
required to  accep t sm all o rders received  
through the SO ES system. Because the 
financial requirem ents resulting from 
the mandatory SO ES obligatio ns require 
higher cap ital levels o f market makers, 
the NA SD’s Quality o f Markets 
Com mittee recom mended  that the 
Commission substantially  increase 
capital requirements for market 
m akers.15

Despite these recommendations, a 
number o f  commentators opposed  the 
Com m ission’s p ro po sal, arguing that 
increases w ould  d iscourage firm s from 
making markets, resulting  in  reduced  
liquid ity, particularly in low er p riced  
stocks. The Commission believ es this 
co ncern is  m ainly unfounded . Market 
makers p lay  an integral ro le in the 
securities markets and the Commission 
believes it is essential for these firms to  
m aintain su fficient cap ital to  d ischarge 
their market making activ ities w ithout 
d isruptions that can interrupt the 
liquid ity  in  a particular security. Market 
makers that m aintain the bare minimum 
amount o f net cap ital are, how ev er, 
frequently unable to  assume even the 
sm allest po sitio ns in the sto cks in 
w hich they make markets. Ind eed , the 
Commission believ es it is tho se firms

13 S e e  th e  O cto b e r 1 9 8 7  M a rk e t B re a k , a  R e p o rt 
b y  th e  D i v is io n  o f  M ark e t R e g u l a tio n  o f  th e  U .S .  
S e cu rit ie s  a n d  E x c h a n g e  C o m m i s s io n ,  Fe b ru a ry  
1 9 8 8 ,  (th e  " M a rk e t B re a k  R ep o rt* *) p p . 5 - 1 1 , 1 2  a n d  
1 5 .

14 S e e  F i l e  N o . S R - N A S D —8 8 —1 ,  S e cu ritie s  
E x c h a n g e  A c t  R e l e a s e  N o . 2 5 7 9 1  (Ju n e  9 . 1 9 8 8 ) .

18 S e e  R e p o rt o f  th e  S p e c i a l  C o m m i tte e  o f  th e  
R e g u l a to ry  R e v ie w  T a s k  F o rc e  o n  th e  Q u a l i ty  o f  
M ark e ts ,  N A S D  p u b l ic a ti o n ,  1 9 8 8 ,  p .  1 5 .

that m aintain the bare minimum 
amount o f cap ital that po se a threat to  
liquid ity . To  the extent such a firm ’s 
cap ital falls below  the m inim um , the 
firm  is co m pelled  to w ithdraw  as a 
market maker in  so m e o f its market 
m aking securities, w hich co uld  im pair 
the m arket. This has been a particular 
problem in the marketp lace for those 
securities priced  under $5 per share, 
w here the failure o f market making 
firm s has resulted  in  the v irtual 
elim inatio n o f a p ublic  market fo r many 
o f the securities in  w hich they  made 
markets. W hen a broker-dealer ho ld s 
itself out as making a market in  a 
particular security, it sho uld  maintain 
sufficient cap ital to  stand  behind  that 
com m itm ent. That comm itment is no  
less important in the market fo r 
securities priced  belo w  $5 per share.

Based  on these reasons, m e N YSE, the 
N A SD and the SIA  supported  the 
proposal. In fact, the SIA  stated  that the 
pro posal did  no t go far enough. 
Sp ecifically  , the SIA  argued that it is  
inapp ro priate to  d istinguish betw een 
securities priced  above $5 p er share 
from tho se that are priced  belo w  $5 per 
share in d etermining cap ital 
requirem ents. The Commission 
prelim inarily  agrees w ith the 
recom m endatio n o f the SIA  and believ es 
that a further am endment to  the net 
cap ital rule is w arranted .

Therefo re, the Co m m issio n, in  a 
separate release, is pro posing for 
com ment an am endm ent d ial w ould  
raise the requirement to  $2,500 per 
security , regardless o f the p rice o f the 
security .

C. In t r o d u c in g  F ir m s

(i) Introduction

A n introducing broker-dealer is one 
that has a contractual arrangement w ith 
another firm , know n as the carrying or 
clearing firm , under w hich the carrying 
firm agrees to  perfo rm certain serv ices 
for the introducing firm. Usually , the 
introducing firm submits its custom er 
accounts and custom er o rders to  the 
carry ing  firm, w hich executes the o rders 
and  carries the account. The carrying 
firm ’s  duties includ e the proper 
d ispo sitio n o f the customer funds and  
securities after trade date, the custody o f 
custom er securities and funds, and  the 
recordkeeping associated  w ith carrying 
custom er acco unts.16

16 A  f u l l y  d i s c l o s e d  in tro d u ci n g  a rra n g e m e n t 
s h o u l d  b e  d i s tin g u is h e d  f ro m  an  o m n i b u s  c l e a ri n g  
a rra n g e m e n t w h e re  th e  c l e a ri n g  f irm  m a in ta in s  o n e  
a c c o u n t f o r a l l  th e  'cu s to m e r tra n s a c ti o n s  o f  th e  
i n tro d u ci n g  f irm ,  I n  a n  o m n i b u s  re l a ti o n s h i p ,  th e  
cl e a ri n g  f irm  d o e s  n e t  k n o w  th e  i d e n ti ty  o f  th e  
c u s to m e rs  o f  th e  i n tro d u ci n g  f i rm . l a  a  f u l l y -  
d i s c l o s e d  c l e a rin g  a rra n g e m e n t,  th e  cl e a ri n g  f in n  
k n o w s  th e  n a m e s ,  a d d re s s e e ,  s e cu ri ti e s  p o s i tio n s

The p ractices regarding the hand ing 
o f custo m er funds and  securities vary 
among d ifferent introducing and 
clearing dealers. In m any  cases, the 
customer gives funds and  securities 
d irectly  to  the introducing firm, w hich 
in turn is  obligated  to  forw ard them to 
the clearing  firm . In o ther cases, the 
customer sends funds and  securities 
d irectly  to  the cfearing  firm .17

The receip t o f  customer fund s or 
securities by inadequately capitalized  
introd ucing firms is a m ajor co ncern o f 
bo th the Commission and SIPC. 
Reco gniz ing this co ncern, the proposing 
release w o uld  have created  three tiers o f 
introducing  firm minimum net cap ital 
requirem ents, based  on the frequency 
w ith w hich the introd ucing firm 
hand les custo m er property. Firm s that 
routinely hand le custo m er fund s o r 
securities w ould  have been required  to  
m aintain $100,000 in net capital.
Brokers that o ccasio nally  hand le funds 
and securities w ould  hav e been required  
to  maintain $50,000 in  minim um  net 
cap ital. Firm s that nev er receive funds 
or securities w ould  remain m  a $5,000 
category.

The Commission has decid ed  to  take 
a tw o -step  approach to  the minimum 
net capital requirements ap p licable to 
introd ucing forms. First, the 
Commission is  abandoning the three-tier 
d istinctio n that w as based  o n the 
o ccasio nal versus ro utine receip t o f 
securities in  favor o f a tw o -tier system 
w hich w ould  have a $50,000 minimum 
fo r firms that receiv e any  securities, and  
a $5,000 minim um  for tho se that d o  not. 
The seco nd  phase o f the Co mmission's 
actio n w ith respect to  introd ucing firms 
w ifi be d ie ad d itio nal proposal o f  an 
am endment raising the $5,000 
minimum to  $25,000. Discussed  more 
fully  below  are the sp ecifics o f  the 
Co m m ission's action and  the reasons for 
the increases.

a n d  o th e r re l e v a n t d a ta  a s - to  e a c h  cu s to m e r.  F o r th e  
p u rp o s e s  o f  th e  n e t c a p i ta l  ru l e ,  b ro k e r- d e al e rs  th at 
i n tro d u ce  a c co u n ts  o n  an  o m n i b u s  b as is  are  
co n s id e re d  c l e a ri n g  f irm s .

17 U n d e r p a ra g rap h  ( a ) {2 )  c f  th e  n e t c a p ita l  ru l e ,  
i n tro d u ci n g  f i rm s  a re  p ro h ib i te d  f ro m  h o l d i n g  f i in d s  
o r s e cu ri ti e s  f o r c u s to m e rs .  T h e y  a m  re q u i re d  to  
p ro m p tl y  f o rw ard  a l l  f u n d s  a n d  s e cu ri ti e s  th e y  
re ce i v e  to  th e i r  ca rry in g  f irm . In  a d d i ti o n  to  th e s e  
re q u i re m e n ts , i n  o rd e r to  tak e  a d v a n ta g e  o f  th e  
$ 5 , 0 0 0  m in i m n m , f u l l y  d i s c l o s e d  in tro d u ci n g  f irm s  
m u s t h a v e  a  c l e a ri n g  a g re e m e n t th a t s ta te s  th a t f o r 
p u rp o s e s  o f  S I P  A  a n d  th e  f i n a n ci a l  re s p o n s ib i l i ty  
ru l e s ,  th e  i n tro d u ce d  c u s to m e r a c co u n ts  a re  th e  
re s p o n s ib i l i ty  o f  th e  c a rry in g  f irm . S e e  L e tte r f ro m  
R ic h a rd  G . K e tc h u m , D i re cto r, D iv is io n  o f  M ark et 
R e g u l a ti o n  e f  D av id  M a rcu s ,  N e w  Y o rk  S to ck  
E x c h a n g e ,  Ja n u ary  1 4 . 1 9 8 5 .  ( " K e tc h u m  L a tte r" ) .  
D e s p i te  th is  re q u ire m e n t. SfiPC  e x p o s u re  c a n  re s u l t 
f ro m  (h e  f a i l u re  o f  a n  in tro d u c in g  f i rm  m  
p o s s e s s io n  o f  c u s to m e r p ro p e rty .
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(ii) Need Fo r Increases

The net capital rule requires 
introducing brokers to  promptly forward 
all customer funds and securities to  the 
clearing broker-dealer. Even w hen this 
requirement is comp lied  w ith, as the 
commentators po inted  out, many 
customers make checks payable or 
endorse securities d irectly  to  the 
introducing firm. SIPC has expressed  its 
concern to  the Commission regarding 
“ * *  situations w here the SIPC
m em ber involved  in the  customer 
pro tection proceed ing is a broker-dealer 
exempt from the pro visions o f SEC Rule 
15c3—3. and subject to less than the full 
net capital requirements o f SEC Rule 
1 5 c 3 - l .”  SIPC reported  in  A ugust 1991, 
that since January 1986, tw enty 
introducing firms have become the 
subject o f SIPC proceed ings. :In tho se 
proceed ings, SIPC has paid  $8,226,330 
to satisfy  customer claim s and 
$3,405,385 for adm inistrative exp enses. 
SIPC has also  info rmed  the Commission 
that in one o f these customer pro tection 
proceedings the trustee has received  and 
is review ing claim s for customer 
pro tection o f approximately $6 millio n.

A lthough the iirm s that are the 
subjects o f these p ro ceed ings w ere 
prohibited  from ho ld ing custom er 
property., they w ere nevertheless in a  
position w here they  w ere able to obtain 
access to custo m er assets through a 
variety o f schem es. So m e o f the SIPC 
proceedings invo lved  firms that 
obtained  custo m ers’ .funds by so liciting 
those funds d irectly  .horn the custom ers 
for investment in a “certificate o f 
d ep o sit” or o ther instruments issued by 
the broker-dealer. Som e SIPC 
proceed ings inv o lv e introducing firms 
that misappropriated  funds by 
instructing clearing  5rm s to p lace 
customer funds into  accounts contro lled  
by the introducing firm . Other cases 
involve introducing firms that failed  to 
transmit customer monies entrusted  fo r 
investment; in these cases, introducing 
firms converted  the customer funds by  
forging the endorsement on the checks 
given to them b y  customers.

In one case, for example, p rincip als o f 
a firm converted  $4.3 m illio n o f checks 
w ritten by  at least 129 customers made 
payable to the firm . Tho se funds w ere 
entrusted  to the firm  for purchase o f 
certificates o f deposit and mutual funds, 
Instead'<rf investing them as instructed  
by the customer, the p rincip als o f the 
firm d iverted  the funds for their 
personal use. A lthough the firm 
misappropriated  $4.3 m illio n  o f 
custom er property, SDPC reimbursed 
customers for only $2.9 m illio n. Fo r the 
most part, most o f  the shortfall w as due

to  claim s that exceeded  the limitations 
on SIPC ad vances.18

Tw o recent Commission proceedings 
further illustrate the Com m ission’s 
concerns. In the first, the broker 
misappropriate^ over $1.1 m illio n o f 
customer funds that w ere intended  to  be 
invested  in securities. In  the seco nd , a 
particularly  egregious case, a broker- 
dealer in Flo rida so licited  money from 
investors b y  advertising, among other 
p laces, in  lo cal church flyers. Customers 
alleged they w ere purchasing 
certificates o f deposit from the broker- 
dealer to  be held  by the broker-dBaler. 
How ever, the ow ner o f the broker dealer 
converted  the funds, and  after hi«  
scheme w as d iscovered , committed  
suicide. It appears that the amount o f 
sto len funds Gould reach $4 millio n.
The case is further com plicated  by  the 
fact that SIPC may no t reim burse the 
customers on the grounds that th e  
investments in question may be 
characterized  as a loan to  the  broker- 
dealer.

Investors w ho give fund s and 
securities to  broker-dealers do so  w ith 
some degree o f assurance that their 
property is safe w hen entrusted  w ith an 
entity registered  w ith and regulated by 
the Commission. How ever, many 
investors are no tab le to  ascertain the 
d ifference betw een a registered broker- 
dealer that is w ell cap italized  and one 
that is not, and und er w hat 
circum stances SIPC coverage is  
provided .

A  seco nd  elem ent o f  concern for the 
customers o f introducing firms invo lves 
the custo m er’s relatio nship  w ith the 
clearing firm . Customers can b e  
stranded i f  the introd ucing firm fails o r 
clo ses tempo rarily  due to  scap itai 
v io lation. Generally , the "clearing firm  
w ill no t accep t orders d irectly  from the 
customers because the clearing firm w ill 
consid er the customers as tho se o f the 
introducing firm. A s a Tesult, custo m ers 
may be unable to  liquidate their 
securities p o sitio ns o r open new  
positrons until their accounts are 
transferred  to  another broker-dealer. 
A lthough higher minimums w ill no t 
elim inate th is risk, the  increased  
standards w ill increase the likelihood  
that the firm  can quickly  find  a 
purchaser fo r its assets and  avoid an 
NA SD supervised  self-liquid atio n.

A side ’from the im p act on customers, 
there is a risk o f sudden lo sses to

18 U n d e r s e cti o n  9  0F8IP A ,  w h e n  th e  a m o u n t o f  
c u s to m e r p ro p e rty  p re s e n t in  a  f a i l e d  f irm  i s  
in s u f f i c i e n t to  m e e t th e  c l a i m s  o f  c u s to m e rs ,  S IPC  
m u s t m ak e  a d v a n c e s  to  c u s to m e rs  to  c o v e r th e  
s h o rtf a l l  in  e a c h  c u s to m e r’s ! c l a im .  T h o s e  a d v a n c e s  
a re  l i m ite d  t o e  to ta l  o f  $ 5 0 0 > G 0 0 - o f  ca s h  a n d  
s e cu ri ti e s  p e r cu s to m e r,  w i th  a  $ 100,000 l i m ita tio n  
o n  c l a i m s  f o r ca s h .

clearing firms w hen introd ucing firms 
fail. Fo r example, during periods o f 
market d ecline, custo m er accounts may 
become unsecured  d ue to  sharp drops in 
the value o f securities m margin 
accounts or because rif changes in the 
value o f custom er short option 
positions. If a custo m er fails to  meet 
margin calls made b y  the clearing firm  
or fails to  pay the settlem ent amount for 
securities it has purchased, the 
introducing firm, because most clearing 
arrangements p lace liability  on the 
introducing firm  fo r d eficits in 
introduced  accounts, w ill bear the loss 
from the default. If the introducing firm 
does not have adequate reso urces to pay 
the clearing firm , the clearing firm 
incurs the lo ss.19

Tw o  examples are illustrative. During 
the October 1987 market break, Haas 
Securities Corporation, a fully d isclo sed  
introducing broker-dealer and a market 
maker in eleven securities, ceased  
operations. A s a result o f unsecured  
customer accounts introduced by Haas, 
its clearing  firm incurred  a reduction in 
its net Capital betw een $15 and $20 
m illio n.20 M ore recently, an introducing 
broker w as involved  in  a manipulation 
schem e w herein three registered  
representatives at the intro d ucing  firm 
attempted  to  co m er the market in a 
particular security  by p lacing large 
amounts o f unauthorized  purchases o f 
the security  in a num ber o f customer 
accounts. A s a result o f the 
manipulation, the security rose in value, 
but trading in the security  w as 
suspended  after the scheme w as 
d iscovered  and nev er resumed . The 
security served  as margin for debits 
ow ned  by customers o f the registered  
representatives and became w orthless 
w hen trading w as suspended. A s a 
result o f  this o ccurrence, the clearing 
firm incurred  lo sses in excess o f $20 
m illio n. The introducing firm could  not 
cover lo sses o f this magnitude. A t the 
tim e o f the manipulation, the clearing 
firm w as ow ned  by another broker- 
dealer. M ainly  as a result o f the lo sses 
incurred  through the manipulatio n, the 
clearing  firm w as acquired  by another 
broker-dealer and then eventually

, 9 l n  im p o s i n g  s a n c ti o n s  o n  a n  in tro d u ci n g  f irm  
f o r f a i l in g  to  d i s c l o s e  to  i ts  ca rry in g  f irm  m a te ri a l  
f a cts  a s  to  th e  c re d itw o rth in e s s  o f  o n e  trf  i ts  
cu s to m e rs ,  th e  C o m m i s s io n  re co g n i z e d  th e  
p o te n ti a l  c re d i t  e x p o s u re  o f  c l e a rin g  f irm s  an d  
s ta te d :  “ I t is  tru e ' th a t [th e  in tro d u ci n g  f i rm ] h a d  a  
co n tra c tu a l  o b l ig a tio n  to  in d e m n if y  (th e  cl e a rin g  
b ro k e r] Fo r l o s s e s .  - H o w e v e r, co n s id e ri n g .[th e  
i n tro d u ci n g f i rm 's ]  s m a l l  n e t ca p i ta l  *  * ’  th e re  
w a s  a  s u b s tan ti a l  l i k e l i h o o d  th a t th e  cl e a rin g  
b ro k e rs  w o u l d  th e m s e l v e s  h a v e  to  b e ar a l l  o r p art 
o f  a n y  p o te n tia l  l o s s e s .”  In  re  B o y l a n , S e cu ri tie s  
E x c h a n g e  A c t R e l e a s e  N o . 1 8 3 7 8  a t 4 5  n .3 3  (Jan u ary  
1 4 , 1 9 8 2 ) .

20 S e e  M a rk e t3 re a k  R e p o rt a t  p g . 8- 11.
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liquidated . Before the liquidatio n, the 
clearing firm cleared  fo r 154 introducing 
brokers.

Indeed, many clearing firms require 
introducing firms to  maintain net 
capital in excess o f that required  by the 
net capital rule (in addition to  a clearing 
deposit) before they w ill transact 
business w ith an introducing firm. One 
firm w ill no t clear for an introducing 
broker-dealer unless the firm has at least 
$150,000 in net capital. How ever, 
because industry p ractice is not 
unifo rm, w eaknesses tend to  develop. 
A ssuming that risk-conscio us clearing 
firms require their introducing firms to 
maintain the greatest amount o f capital, 
the Commission is concerned  that 
clearing firms that are not as sensitive 
to  risk w ill tend to  have a higher 
concentration o f poorly capitalized  
introducing firms. The failure o f one 
large introducing firm could  w eaken 
such a clearing firm, w ith a rip p le effect 
that could  expo se o ther firms that clear 
through the same broker-dealer. If such 
a firm fails, not only w ill customers o f 
that firm suffer, b u t a large number o f 
market makers in low er priced  
securities might fail w ith it, resulting in 
significantly reduced  liquid ity in the 
markets for their securities.

(iii) Interpretation o f Introducing 
A ccounts on a Fully  Disclo sed  Basis

There is a general misunderstand ing 
among customers o f securities firms as 
to  the relatio nship  betw een a clearing 
firm and an introducing firm and the 
resp onsibilities o f each firm as to the 
custo m ers’ assets. Even in instances 
w here those resp o nsibilities are clearly  
outlined , customers are generally  unable 
to d istinguish an introducing firm from 
a full service broker-dealer that is 
authorized  to  maintain custody o f their 
investment property. Customers are 
often not aw are that their funds and 
securities are lo cated  at the clearing  firm 
(rather than at the introducing firm). 
W hen an introducing firm fails, 
Commission staff members frequently 
receive inquiries from the introducing 
firm ’s customers regarding the 
w hereabouts o f their funds and 
securities.

The Division has interpreted  the net 
capital rule and Rule 15c3-3 to  require 
that, for the purposes o f the 
Co mm issio n’s financial respo nsibility  
rules and  SIPC, the introducing firm ’s 
customers should  be treated  as 
customers o f the clearing  firm .21 The 
Division has also  interpreted  revised 

-paragraphs (a)(2)(i) and (a)(2)(iv ) o f the 
net capital rule to  require an 
introducing firm, in o rder to  fall under

21 S e e  K e tch u m  L e tte r, supra n o te  1 7 .

the terins o f paragraph (a)(2)(iv ), to  have 
in p lace a clearing  agreement w ith a 
registered  broker-dealer that states, for 
the purposes o f SIPA  and the 
Co mm issio n’s financial respo nsibility  
rules, customers are customers o f the 
clearing, and not the introducing, firm. 
Furthermore, the clearing firm must 
issue account statements d irectly  to 
customers. Each statement must contain 
the name and telepho ne number o f a 
resp onsible ind iv idual at the clearing 
firm w hom a custom er can co ntact w ith 
inquiries regarding the custo m er’s 
account. Finally , the account statement 
must d isclo se that customer funds or 
securities are lo cated  at the clearing 
broker-dealer, and not the introducing 
firm.

A n introducing firm w ithout such an 
arrangement w ill not be considered , for 
the purposes o f the Com mission’s 
financial respo nsibility  rules, to  be a 
firm that “ introducéis] transactions and 
accounts o f customers to  another 
registered broker o r dealer that carries 
such accounts on a fully  d isclo sed  
basis.”  A bsent such an arrangement, the 
introducing firm w ould  be required  to 
comply w ith the greater minimum net 
capital requirements required  o f a 
clearing firm .22

(iv) Industry Response and Commission 
A ction

W hen the amendments w ere 
proposed, the Commission w as sensitive 
to the po tential imp act o f the increases. 
A ccord ingly, the Commission so licited  
comm ents from the introducing firm 
community on their potential impact.

A pproximately 100 small broker- 
dealers objected  to  the proposals, 
arguing that the increases w ould  either 
elim inate smaller firms, or prevent 
small broker-dealers from entering the 
industry. Other commentators objected  
to  the size o f the increases or the 
asserted  lack o f any need  for them. A s 
an alternative, a number o f firms 
suggested that the Commission could  
accom plish its regulatory goals more 
fairly by drafting a net capital rule that 
w ould call for increm ental increases for 
d ifferent types o f business activ ity. Fo r 
exam ple, if  a firm transacted  a margin 
business, its minimum net capital 
requirement w ould  increase by a pre- 
established  factor. How ever, this 
approach w ould  require the net capital 
rule to make dozens o f d istinctio ns that 
w ould  further com p licate the regulatory 
process. It is important for the net

22 A d d itio n a l l y ,  in  o rd e r to  tak e  a d v a n ta g e  o f  th e  
re v is e d  $ 5 , 0 0 0  m in i m u m  n e t c a p ita l  re q u i re m e n t,  
in tro d u ci n g  f irm s  w il l  b e  re q u ire d  to  n o ti f y  th e ir 
c u s to m e rs  th a t th e  f irm  is  p ro h ib ite d  f ro m  re ce i v in g  
f u n d s  (o th e r th a n  ch e c k s  m a d e  o u t to  th ird  p a rti e s )  
o r s e cu ri ti e s .

capital rule to be based  on read ily 
id entifiable minimum classificatio n 
requirements. Therefo re this suggestion 
does not provide a w orkable alternative 
to  the base requirement approach 
currently in p lace.

It appears that the primary objection 
to  the proposed increases concerned  the 
costs associated  w ith raising add itional 
capital and the impact on competition 
in the industry. To  assess the cost o f the 
proposed rules, using the NA SD Data, 
the Division examined  the Capitalization 
o f the industry to  determine how  many 
firms w ould  need  to  raise add itional 
funds. The Division also  estimated the 
approximate costs o f raising the 
ad d itional capital.

The NA SD Data does no t d istinguish 
betw een introducing brokers that 
receive funds and securities and those 
that do not. The assumption w as made 
that all firms receive customer property 
to  assess the maximum impact o f the 
recommended  amendments. Under this 
assumption, the calculatio ns 
demonstrate that 919 introducing 
brokers (out o f 2,301) w ould  need  total 
ad d itional capital o f $25 m illio n to 
comp ly w ith the new  $50,000 standard, 
or an average o f $27,180 per firm. Based 
on an eight percent spread o f cost o f 
cap ital,23 the n6w  standards w ould cost 
each broker an average o f approximately 
$2,174 per year. The Commission 
believes this is a slight insurance 
premium in light o f the benefits that 
w ould  be derived from the increase.

To  assess the impact o f the proposal 
on the industry, introducing firm 
revenue data w as examined . Out o f a 
to tal $4.96 b illio n in  annual revenues 
generated  by  NA SD member introducing 
firms, only $304 m illio n is accounted  
for by firms w ith less than $50,000 in 
net capital. In o ther w ords, the 
amendments w ould  at most affect the 
919 firms that acco unt for 6.1 percent o f 
the to tal introducing firm revenues.

Thus, the data suggests the impact o f 
the increases w ill not be dramatic. 
N otw ithstand ing, the Commission 
believes certain refinem ents to  the 
o riginal proposal are w arranted. For 
exam ple, a number o f commentators, 
includ ing the NA SD, objected  to the 
Com mission’s classificatio n o f 
minimum net capital levels based  on the 
d istinctio n betw een occasional and 
routine receipt o f customer funds and 
securities.24 The N A SD suggested a 
reconsideratio n o f the $100,000 category 
w hich w ould  apply to  those introducing

23 F o r a  d i s cu s s io n  o f  th e  c o s t o f  c a p i ta ) ,  s e e  
s e cti o n  2 (B )  (i i i )  supra.

24 T h e  N A S D , th e  s e l f - re g u l a to ry  o rg a n iz atio n  
ch a rg e d  w i th  o v e rs e e in g  th e  b u l k  o f  in tro d u ci n g  
f irm s ,  g e n e ra l l y  e n d o rs e d  th e  n e w  re q u ire m e n ts .
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firms that Toutinely receiv e customer 
funds or securities. Such introducing 
brokers w ould  have the same cap ital 
requirement as broker-dealers that 
receive funds and  securities pursuant to 
the pro visio ns;!#  paragraph (k)(2)(i) o f 
Rule 15c3—3. A s tne*NA SD p o inted o ut, 
introducing Brm s could , w ithout 
changing their cap ital requirement, clear 
accounts undertthe (k)(2)(i) method . To  
prevent this, the NA SD recommended 
the establishm ent o f  tw o classificatio ns 
o f introducing firms: A  $50,000 
minimum for firms that receive 
securities, and a .$25,000 minimum level 
for those that do  n o t

The Commission ¡believes that the 
NA SD’s approach represents a 
reasonable-compromise betw een the 
Commission’s and the comm entato rs’ 
concern regarding the impact o f the 
amendments; on intro d ucing  firms. 
A ccordingly, the three tier approach 
that w ould  d istinguish betw een 
occasional and  routine receip t o f funds 
and  securities is no t being adopted and 
w ill b e  supplanted .by the approach 
recommended by the NA SD.

Therefo re, the Commission is 
adopting ¿he .proposal that w ould 
increase the ¡ m i n i m u m  net .capital 
requirement o f intro d ucing  firms that 
receive securitias.to  $50,000. The 
Commissi on is also  -adopting, on a 
temporary b asis, the pro po sed  $5,000 
minimum requirement. -Under the 
approach adqpted by.the Commission, 
an introducing broker-dealer that 
receives (Customer, checks made payable 
to itself w ould  be subject to a $250,000 
minimum net capital requirement. .An 
introducing broker-dealer that receives 
securities as w elkas custam er checks 
made payable to  its  clearing  firm or 
o ther appropriate third  party {e< g ., 
escrow , agent) that i t  promptly forw ards 
to such third  party Would be subject to 
a minimum net cap ital requirement o f 
$50(000. A n introducing  broker-dealer 
that receiv es no  securities and  only 
receives custo m er checks made payable 
to appropriate third  parties w ould  be 
subject.to  a $5,000 minimum net capital 
requirement;25

In a separate release, the Commission 
is proposing fo r co mmeht the add itional 
amendment that w ould  raise the net 
capital requirem ents.o f this second  ;tier 
o f-introducing firms to  $25,000. The 
Conunission considers the increased

2® I t s h o u l d b e n o te d  th at th e  S 5 .0 0 0  s ta n d a rd  
a d o p te d  to d a y  d if f e rs 'f ro m  th e  p re v i o u s  $ 5 , 0 0 0  
re q u i re m e n t U n d e r th e  n e w  ru l e , in tro d u ci n g  f irm s  
w il l - b e  p ro h ib ite d  f ro m - re e e iv in g - cu s to m e r 
s e cu ri ti e s  a n d  f u n d s  (o th e r th an  ch e c k s  p a y ab l e  to  
th ird  p a rti e s ) . I t w il l  b e  n e c e s s a ry Jo r  th e s e  f irm s  t o  
d e v e l o p  p ro o e d u re s d s d n s u re  th a t th e y  d o  n o t 
re ce i v e  c u s to m e r s e cu ri ti e s  o r ch e c k s  m a d e  p a y ab l e  
to  th e m s e l v e s .

requirements to  be m o re reaso nably  
related  to  the level o f cap ital need ed  to  
maintain successfully  a securities 
business.

In add ition to  raising the base 
minimum capital requirements, the 
Com m ission’s o riginal prop osal w ould  
have required  an introducing firm to  
maintain add itional net capital equal to 
one quarter o f one p ercent o f the 
custom er debit balances iiltroduced  to 
its clearing firm. This requirement w as 
designed  to  further address th e  situation 
Where clearing firms have their capital 
endangered  by the failure or financial 
d ifficulty  o f an introducing firm. The 
commentators, includ ing the NA SD, 
po inted  out that the requirem ent w ould  
be d ifficultito  calculate, and therefore 
d ifficult to  enforce. M oreov er, it w ould 
add very little  to  the .capital 
requirements o f «most introducing firm s. 
Based  o n these comments, the 
Commission "has decided  no t to  adopt 
this proposal.

The final co m p o nent o f'the o riginal 
proposal w ith regard  to  introducing 
firms w as an amendment that w ould  
allow  firms to  p articip ate in 
underw ritings in w hich o ther members 
o f the dealer ¡group hav e firm 
commitments (an activ ity  no t allow ed  
the current $5*000broker-d ealer) so  long 
as the intro d ucing  firm  is no t the 
statutory underw riter, but a marketing 
agent w ith no  com mitment to  p urchase 
any o f the securities. The rule 
amendments make it clear that this is a 
dealer activ ity  (that w ould  o rd inarily  
subjedt d ie firm  to  a minimum 
requirement o f  $100,000), but permit 
introducing firm s that maintain 
minimum net cap ital o f A t least $50,000 
to  engage in this activ ity.

In co nclusio n, the'Commission 
believes it is  appropriate to  raise the 
minimum nd t cap ital requirements for 
introducing firms in  fire amounts 
ind icated . The Commission believ es the 
increases are justified  because o f the 
large am ounts u f  custo m er assets 
hand led  by intro d ucing  firm s, and  the 
impact such firm s’ failures can have o n 
customers and the SIPCfund .
Permitting und ercapitalized  introducing 
firms to  hand le, even fo r a sho rt period  
o f time, the assets o f inv esto rs has 
proven to 'be a regulatory problem that 
the "Commissi on believ es w ill be 
allev iated  hy  requiring a greater cushio n 
o f net cap ital to  insulate customers from 
loss. Finally , theCo m m issio n no tes that 
it is taking to d ay 's actio n at the request 
o f ’the N A SD, w hich is the primary 
supervisory entity for the majority o f  the 
firms affected  by  the increases, and  
STPC, W hich serves as the inv esto r’s last 
resort few recovery in  broker-dealer 
failures.

D . O t h e r  B r o k e r - D e a le r s

This sectio n o f the release w ill 
address the minimum net capital 
treatment for A ll o ther categories o f 
broker-dealers no t sp ecifically  referred 
to  above.

(i) M utual Fund  Firm s

Under the Co mm issio n’s proposal, the 
minimum net cap ital requirement 
ap plicable *0 brdker-dealers that lim it 
their activ ities to  transactio ns in shares 
o f registered  inv estment com p anies, and 
w hich receive custo m er funds or 
securities, w o uld  increase from $2,500 
to  $25;000. Fo r those mutual fund firm s 
that do no t hand le any 'custo m er funds 
or securities, and are no t d irect w ire 
order firm s, a $5;000 minimum w as 
proposed. The Commission is adopting 
these am endments.

The firms that commented  on the 
increase'from  fire current $2,500 
minimum to  $25,000 w ere generally  
opposed  to  it. These firm s feared  that 
increasing  minimum capital 
requirements w ould  elim inate firms and 
stifle com petition s  the mutual fund 
industry. How ever, the Commission 
co nsid ers a capital requirem ent o f  
$2,500 to b e  far too  sm all fo r a firm  that 
hand les funds and securities. Moreover, 
the NA SD Data does ndt ind icate that 
the proposed increases w ould  hav e a 
dramatic effect on com petition. The 
Division has calculated  that ref a to tal 
400 NA SD mutual fund firms, 195 -firms 
w ould  req u ire«  to tabo f $3  m illio n o r an 
average o f $15,325 each to  m eet the 
$25,000 level. These firms generated 
revenues o f $15.6 m illio n, w hich 
represented  o n ly  1.2 percent o f the to tal 
$1.31 b illio n in  revenues pro d uced  by 
all NA SD m em ber m utual fund firms 
during the last year.

(if) Best Efforts Underw riters

Under the current ru le, firms that 
participate, as a bro ker o r dealer, in 
underw ritings on a ‘ -best effo rts”  basis 
and that promptly forw ard all customer 
funds and securities to a n  issuer or an 
independent escro w  agent designated 
for the underw riting are required  to 
maintain minimum n et capital o f only  
$5,000. In effect, these firm s are treated 
as introd ucing firms. Currently, broker- 
dealers that sell d irect participation 
programs in Teal estate synd icatio ns also  
many avail themselves o f this standard, 
so  long as any funds or securities are 
promptly forw arded to  an issuer or 
escrow  ag ent The o riginal proposal d id  
no t p ro p o se an increase in minimum 
cap ital requirements for these firm s; 
rather it added a provision w hich 
prohibited  these firms from receiv ing
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any custom er funds or securities. This 
aspect o f the proposal is being adopted.

(iii) M iscellaneo us Brokers

The o riginal release d id  not propose 
any increases ap plicable to  the residual 
category o f broker dealers that w ould  
includ e broker-dealers that are 
tangentially  related  to  the securities 
business, such as firms that act as 
finders for po tential merger and 
acquisition opp ortunities on behalf o f 
their clients. Such firms do no t take 
customer orders, ho ld  customer funds or 
securities or execute custom er trades, 
yet must register as broker-dealers w ith 
the Commission because they accep t 
compensation based  upon a percentage 
o f securities transactio ns. Firm s w ith 
this low  required  minimum w ill be 
those that canno t be classified  in any o f 
the categories enumerated above. This 
category also  w ould  includ e floor 
brokers on the national securities 
exchanges.

(iv) Further Proposals

A s to each o f the categories o f 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 . P h a s e - In  S c h e d u le

Because o f the burden that the 
amendment may have on the industry, 
the proposal co ntained  a provision that 
w ould  have staggered the increases over 
a period o f four years. So m e 
commentators suggested that the phase- 
in sched ule w as unnecessary. Others 
suggested that the tim e period  should  be 
reduced , although o thers recommended  
an increase in time. The Commission 
has decided to  adopt a mod ified  phase- 
in period  o f one year, com mencing  six 
months from the effectiv e date. The 
Commission co nsid ers this to  be a fair 
period  o f tim e w ithin w hich add itional 
capital could  be acquired , particularly 
since the proposal has been outstand ing 
since 1989. The tim ing o f the increases 
is summarized below :

i. F irm s T hat C arry  C u sto m er A c c o u n ts

(A g g reg ate In d e b t e d n e s s  S tan d ard )

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

ii. F irm s T hat E le c t  T h e  A ltern at iv e  S tan d ard

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. C learin g  F irm s T h at  D o N ot G en erally

M ain tain  C u sto dy  o f  C u sto m er F u n ds o r

S ec u r it ie s

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. M u tu al F u n d D ealers  T hat R ec e iv e

C u sto m er F u n ds

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

v. M u tu al F u n d D ealers  T hat D o N ot R ec e iv e

C u sto m er F u n ds

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. In tro du c in g  F irm s T hat R ec e iv e  C u sto m er

S ec u r it ie s

a. Current Rule: $5,000
b. By 6/ 30/ 93: $20,000
c. By 12/ 31/ 93: $35,000
d. By 6/ 30/ 94: $50,000

The Commission’s original proposal, 
in add ition to  addressing the minimum 
net capital standards d iscussed  above, 
also  contained  proposed rule 
amendments w ith resp ect to  equity 
haircuts and certain aggregate 
ind ebtedness charges. The fo llow ing 
sectio ns o f this release w ill address 
these to p ics.

I I I .  E l e c ti o n  o f  th e  A l te rn a ti v e  S ta n d a rd

The Commission proposed to  make 
the alternative available only to  firms 
that clear and carry custom er 

transactio ns. That w ould  have altered  
the present rule w hich allow s trading 
firms and introducing  firms to  elect the 
alternative method o f calculating net 
capital. A fter careful consid eratio n, the 
Commission has determined  to  make 
the alternative standard  available to  all 
firms.

The Commission believes the 
amendment that w ould  have prevented 
the electio n o f the alternative standard  
by firms that do  no t carry customer 
accounts is no t appropriate for several 
reasons. First, a firm could  easily  render 
the pro hibition ineffectiv e by  accepting 
one custom er account. Second ly , under 
the amendments as adopted, a firm must 
maintain at least $250,000 in order to  
com pute under the alternativ e.26 The 
Commission believ es that the $250,000 
cap ital requirement w ill provide 
sufficient cushion to  com pensate for the 
ad d itio nal capital that w ould  have been 
required  fo r those firms under the 
aggregate indebted ness standard.
Indeed , a firm w ill have to  have more 
than approximately $3.8 m illio n in 
aggregate indebted ness befo re its net 
cap ital requirement w ould  exceed  the 
$250,000 minimum. Finally , the 
Co m m ission’s co ncern w ith resp ect to

M T h e  ru l e  a m e n d m e n ts  a l s o  re q u i re  a  b ro k e r-  
d e a l e r to  n o ti f y  i ts  d e s ig n a te d  e x a m in i n g  a u th o rity  
o f  i ts  e l e c ti o n  to  s e l e c t th e  a l te rn a ti v e  s ta n d a rd ;  th e  
ru l e  p re v i o u s l y  re q u ire d  th e  b ro k e r- d e a l e r to  n o ti f y  
th e  a p p ro p ria te  R e g io n al  O f f i ce  o f  th e  C o m m is s io n .

leverage that can be attained  by trading 
firms w as addressed  by the 
Com m ission’s recent adoption o f a new  
early w arning level under paragraph (e) 
o f the net capital rule based  on 25 
percent o f haircuts. That early w arning 
level change w ill address some o f the 
Com m ission’s co ncerns and constrain 
firms w ith large trad ing po sitio ns from 
removing capital from the broker-dealer 
in the event o f financial d istress.

IV. Equity Securities H aircuts

A . G e n e r a l

The net capital rule provides tw o 
separate methods for calculating 
haircuts related  to  a broker-dealer’s 
equity securities positions. The method 
used  by a broker-dealer depends on the 
electio n the broker-dealer makes w ith 
respect to its net capital requirement. A 
firm calculating its net capital 
requirement under the basic method  
incurs a haircut equal to  30 percent o f 
the market value o f the greater o f its 
long or short po sitio ns, p lus 15 percent 
o f the lesser positions, but only to  the 
extent that tho se po sitio ns exceed  25 
percent o f the market value o f the 
greater o f the long o r short positions. In 
effect, the first 25 p ercent o f the lesser 
position incurs no  haircut.27

Under the current rule, a broker- 
dealer electing the alternative method  o f 
computing net capital incurs a 15 
p ercent haircut on its long equity 
securities positions. That haircut is 
increased  by 30 p ercent o f the broker- 
d ealer’s short equity po sitio ns, but only 
to  the extent tho se short po sitio ns 
exceed  25 percent o f the long 
p o sitio ns.28

The basis for the d istinctio n betw een 
long and short po sitio ns is, for haircut 
purposes, no  longer valid . The 
d istinctio ns based  upon the method  
chosen are, the Commission believes, 
even less significant w hen the increases 
to  the minimum requirements are taken 
into  account. The premise underlying 
the alternative method  o f calculating 
haircuts w as that long positions have to 
be financed  by an outside entity that 
w ill demand more margin than the 15 
percent haircut. Sho rt positions, by 
contrast, are self-financing.

Broker-dealers are no t necessarily  
constrained  by the ability  to  finance 
their long p ositions by a bank or another 
broker-dealer. Fo r exam ple, broker- 
d ealers are able to  receive cash 
co llateral in excess o f the market value

27 F o r e x a m p l e :  P o s i ti o n : L o n g ,  $ 1 , 0 0 0 , 0 0 0 ;  S h o rt,  
$ 5 0 0 , 0 0 0 .  H a i rc u t:  L o n g , $ 3 0 0 , 0 0 0 ;  S h o rt,  $ 3 7 , 5 0 0  
( 1 5 %  o f  $ 2 5 0 , 0 0 0 ) ;  T o ta l .  $ 3 3 7 , 5 0 0 .

2S F o r e x a m p l e :  P o s i ti o n :  L o n g ,  $ 1 , 0 0 0 , 0 0 0 ;  S h o rt,  
$ 5 0 0 , 0 0 0 .  H a i rc u t: L o n g , $ 1 5 0 , 0 0 0 ;  S h o rt,  $ 7 5 , 5 0 0  
( 3 0 %  o f  $ 2 5 0 , 0 0 0 ) ;  T o ta l ,  $ 2 2 5 , 0 0 0 .
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o f the long position by lend ing the 
security to another broker-dealer. 
Moreover, excep t for situatio ns such as 
tender o ffers, the long position w ould 
seem to be no  less vo latile or damaging 
to the broker-dealer than the short 
position.

One commentator expressed  the v iew  
that, given the vo latility  o f the equity 
markets, all haircuts should  remain at 
30 percent. How ever, 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 w ill 
incur a deduction o f 15 percent on the 
market value o f the greater o f the long 
or short equity position, and a 
deduction o f 15 percent on the market 
value o f the lesser position, but only to 
the extent this lesser p osition exceed s 
25 percent o f the greater p o sitio n.29

In add ition to standard izing the 
deduction fo r equity securities positions 
under the net capital rule, the proposal 
w ould have required  broker-dealers to 
apply the equity securities haircut (15 
percent), rather than the low er, 
government securities haircut (6 
percent), to  their positions in interest 
and princip al only instruments. In 
response to this proposal, the Public 
Securities A sso ciatio n submitted data 
suggesting that a low er haircut should  
be applied . The Commission is not 
adopting this amendment, and w ill 
aw ait a further recommendation by the 
Commission staff in this regard.

B . U n d u e  C o n c e n t r a t io n  C h a r g e

Paragraphs (c)(2)(vi)(M) and (f)(iii) 
currently includ e extra ded uctions for 
securities po sitio ns that are large 
relative to  a firm ’s net capital. These 
“ undue concentration charges”  
currently vary slightly depend ing on the 
firm ’s electio n o f either the basic or 
alternative method. The Com m ission’s 
proposal w ould  elim inate this 
d ifference, and standard ize the 
deduction, so  that all concentratio n 
charges w ould  be calculated  accord ing 
to the method previously set forth in 
paragraph (f) o f the rule. There w ere no  
comments on this aspect o f the 
proposal; therefo re, the Commission is 
adopting this amendment as 
proposed.30

20 A s  p ro p o s e d , th is  l o w e re d  h a i rc u t w o u l d  h a v e  
b e e n  av a i l a b l e  to  f i rm s  o n l y  w h e n  th e y  c ro s s e d  th e  
$ 1 0 0 , 0 0 0  n e t ca p i ta l  th re s h o l d . H o w e v e r, th e  N A S D  
s u g g e s te d  th a t th is  w o u l d  b e  d if f i cu l t to  m o n i to r.  
B a s e d  o n  th is  re co m m e n d a ti o n  th e  C o m m i s s io n  is  
n o t ad o p ti n g  th is  a m e n d m e n t T h e  co n tra c tu a l  
c o m m i tm e n t h a i rc u t w il l  re m a in  a t 3 0  p e rc e n t f o r 
in iti a l  p u b l i c  o f f e rin g s . S i m i l a rl y ,  th e  h a i rcu t 
as s e s s e d  f o r re ce i v a b l e s  a ris in g  in  co n j u n cti o n  w i th  
s u b o rd in ate d  l o a n s  w il l  re m a in  a t 3 0  p e rce n t.

30 A  b ro k e r- d e a l e r is  a l s o  re q u i re d  to  d e d u c t th e  
p o rtio n  o f  a  l o n g  e q u ity  s e cu ri ti e s  p o s i ti o n  th a t i t

C. C o n t r a c t u a l C o m m it m e n t s

The Com m ission’s proposal, although 
it w ould  standardize equity securities 
haircuts at 15 percent, w ould have 
nonetheless required  a 30 percent 
charge for the contractual commitment 
haircut in certain securities. The 
Commission is adopting this 
amendment as proposed. Therefo re, the 
contractual commitment haircut 
ap plicable to  equity securities shall 
remain at 30 percent unless the class 
and issue o f the securities are listed  on 
a national securities exchange or are 
designated  as NA SDA Q N ational Market 
System Securities.

V. A ggregate Indebtedness

The aggregate indebtedness test has 
been included  in the net capital rule 
since its adoption in 1942. The term 
aggregate indebtedness includ es all o f 
the liabilities and/ or obligations (actual 
or o therw ise) o f a broker-dealer. The test 
applies to  broker-dealers computing net 
capital under the basic method  and 
lim its the leverage that they are able to 
attain. The rule how ever, sp ecifically  
exclud es from aggregate indebtedness 
certain prescribed  liabilities. In the tw o 
classes o f liabilities described  below , 
the Commission believes the 6%  
percent aggregate indebtedness charge is 
not appropriate, particularly  in light o f 
the increases in the minimum 
requirements. Therefo re, the 
Com m ission’s proposal w ould have 
reduced  the 6Vs percent charge to  one 
percent in the tw o areas d iscussed  
below . Both o f these amendments are 
being adopted  as proposed.

A . M u t u al F u n d  P a y a b le s

Currently, the net capital rule requires 
a broker-dealer that ow es money to a 
mutual fund in connectio n w ith a 
purchase o f shares o f that fund to 
includ e that amount in aggregate 
ind ebtedness even if  o ffset by a 
receivable from another broker-dealer 
related  to that transaction.31

Currently, the net capital rule requires 
a charge o f 6%  percent on these mutual 
fund payables. The Com m ission’s

h o l d s  th a t is  l arg e  in  re l a ti o n  to  th e  trad in g  v o l u m e  
f o r th a t s e cu ri ty .  T h i s  is  g e n e ra l l y  re f e rre d  to  a s  th e  
" b l o ck a g e  te s t" .

31 T h i s  p a y ab l e  a ris e s  o u t o f  a  p u rc h a s e  o f  s h a re s  
b y  th e  b ro k e r- d e a l e r d i re ctl y  f ro m  th e  f u n d  f o r 
a n o th e r b ro k e r- d e al e r (p re s u m a b l y  f o r th e  o th e r 
b ro k e r- d e al e r's  cu s to m e r).  T h e  f irs t b ro k e r- d e a l e r 
o w e s  m o n e y  to  th e  f u n d  s e cu re d  b y  th e  in v e s tm e n t 
co m p a n y  s h a re s .  T h e  s e co n d  b ro k e r- d e a l e r o w e s  
m o n e y  to  th e  f irs t b ro k e r- d e al e r.  T h e  d e b t o n  th e  
f irs t b ro k e r- d e al e r's  b o o k s  is  o f f s e t b y  a  re ce i v a b l e  
f ro m  th e  s e co n d  b ro k e r- d e al e r,  c l a s s i f i e d  g e n e ra l l y  
a s  a  f a il  to  d e l iv e r. T h a t re ce i v a b l e  is  a l s o  s e cu re d  
b y  th e  m u tu a l  f u n d  s h a re s ,  s i n c e  d e l iv e ry  o f  th e  
s h a re s  w il l  n o t o c c u r  u n ti l  p a y m e n t o f  th e  
o b l ig ati o n  b y  th e  s e co n d  b ro k e r- d e a l e r.

proposal w ould low er this deduction to 
one percent o f the liability  amount 
w hen an o ffset from the mutual fund 
exists. Other than the request for 
clarificatio n d iscussed  in the follow ing 
paragraph, the Commission received  no  
comments on this amendment, and is 
adopting it as proposed.

A  number o f commentators w rote to 
the Commission requesting clarificatio n 
in the method  o f computation. 
Sp ecifically , the commentators 
questioned  w hy the proposed rule 
amendment contained  an 85 percent 
aggregate ind ebtedness exclusion w hen 
the narrative descriptio n o f the rule 
change in the proposing release 
described  a one percent aggregate 
indebtedness charge. The answ er is that 
6%  percent o f .15 (remaining after .85 
is deducted  from one) gives the same 
result as one percent o f one. The 
method chosen for reducing the charge 
w as designed for consistency  w ith the 
present status o f the rule.

B . S t o c k  L o an  P a y a b le s

A  sto ck loan payable is a liability  
arising from the receipt o f cash 
co llateral from a person w ho borrow s 
securities from the broker-dealer. The 
payable is considered  aggregate 
ind ebtedness even if  the securities that 
w ere loaned w ere borrow ed from 
another broker-dealer.32 The current 
rule requires a 6%  percent charge on 
those items. A s w ith mutual fund 
receivables, the Com m ission’s proposal 
w ould  reduce this charge to one 
percent.

Given the matched  nature o f these 
related  payables and receivables, the 
Commission does no t believe that the 
risk merits a charge o f 6 2/3 percent o n  
the do llar amount o f the liability ; 
therefo re, the Commission is adopting 
the amendment as proposed.

VI. Technical A mendments

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

32 W h e n  o n e  b ro k e r- d e al e r l e n d s  s e cu ri ti e s  to  
a n o th e r b ro k e r- d e a l e r, th e  l e n d i n g  b ro k e r- d e al e r 
g e n e ra l l y  re ce i v e s  c a s h  c o l l a te ra l  in  e x c e s s  o f  th e  
v a l u e  o f  th e  s e cu ri ti e s  l e n t. F o r f in an ci a l  s ta te m e n t 
p u rp o s e s , th e  l e n d i n g  b ro k e r- d e al e r a c c o u n ts  f o r th e  
c a s h  c o l l a te ra l  a s  a  l i a b i l i ty , s i n c e  th a t b ro k e r- d e a l e r 
m u s t re p a y  th e  f u n d s  to  th e  b o rro w in g  b ro k e r- d e al e r 
u p o n  re tu rn  o f  th e  s e cu ri ti e s .

M u ch  o f  th e  s to ck  l e n t b y  b ro k e r- d e a l e rs  to  o th e r 
b ro k e r- d e a l e rs  is  b o rro w e d  f ro m  a  th ird  b ro k e r-  
d e a l e r o r o th e r p e rs o n . I f  a  b ro k e r- d e a l e r b o rro w s  
s to ck  th ro u g h  a  s to ck  l o a n  tra n s a cti o n  c o l l a te ra l iz e d  
b y  c a s h ,  th e  b o rro w in g  b ro k e r- d e a l e r a c co u n ts  f o r 
th e  co l l a te ra l  in  i ts  f in an ci a l  s ta te m e n ts  a s  a  
re ce i v a b l e  f ro m  th e  l e n d in g  p e rs o n
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Fo r exam ple, all references to  paragraph 
(f) are deleted  and  new  references to 
appropriate rule sectio ns are 
substituted. Other exam ples includ e the 
amendments to  the concentration 
charges under paragraph (c)(2)fv i)(M) 
and  the contractual com mitment charge 
under paragraph (c)(2)(v iii). The 
amendments also  delete a provision 
from paragraph (c)(2)(ix) o f Rule X5e3- 
1 that expired  on January 1 , 1983.

VII. Sum mary o f Final Regulatory 
Flexib ility  A nalysis

The Commission has prepared a Final 
Regulatory Flexib ility  A nalysis 
("A naly sis") in acco rd ance w ith 5 
U.S.C. 603 regarding the amendments. 
The A nalysis no tes that the o bjectiv e o f 
the amendments is to  further the 
purposes o f the various financial 
respo nsibility  rules that provide 
safeguards w ith respect to the financial 
respo nsibility  and related  p ractices o f 
brokers-dealers. The A nalysis states that 
the Commission did not receive any 
comments Concerning the Initial 
Regulatory Flexib ility  A nalysis. A copy 
o f the A nalysis may be obtained  by 
co ntacting Roger G. Coffin, Division o f 
Market Regulation, Securities and 
Exchange Commission, W ashington, DC 
20549, (202) 272-7375.

V III. Statuto ry  A nalysis

Pursuant to the Securities Exchange 
A ct o f 1934 and particularly sectio ns 
15(c)(3), 17 and 23 thereof, 15 U .S.C  
78o (c)(3), 78q and 78w , the Commission 
is adopting amendments to § 240.15c3- 
1 o f title 17 o f the Code o f Federal 
Regulations in the manner set forth 
below .

IX. List o f  Subjects in 17 CFR Part 240

Reporting and recordkeeping 
requirements, Securities.

X. Text o f  the A mendments

In accord ance w ith the foregoing, title 
17, chapter II, part 240 o f the Code o f 
Federal Regulations is amended as 
fo llow s:

P A R T  2 4 0 — G E N E R A L  R U L E S  A N D  

R E G U L A T IO N S , S E C U R IT IE S  

E X C H A N G E  A C T  O F  1 9 3 4

1. The authority citatio n for part 240 
co ntinues to  read as fo llow s:

A u th o rity : 15 U.S.C. 7 7 c ,  77d , 77g, 7?j,
77s, 77eee, 77ggg, 77m m , 77sss, 77ttt, 78c, 
78d , 781 , 7 8 } , 781 , 78m, 78n, 78o . 78p , 78s, 
78w , 78x, 78/ fld), 79q, 79t, 80a-20, 80a-23, 
80a-29, 8ea-37. 80b -3 , 80b -4, and  8 0 b - l l ,  
unless o therw ise noted .

2. Sectio n 240.15 c 3 - l  is amended by 
removing paragraph £f), removing the 
word "and ”  from paragraph (c )(l)(xii),

removing and reserving paragraphs
(a)(3), (a)(5) and  (c)(2)(v i)(I), adding 
paragraphs (c)(l)(xiv ) and (c)(l)(xv ) and 
revising paragraphs (a) introductory 
text, (a)(1), (a)(2), (a)(4), (a)(6)(i),
(a)(7)(i), (a)(9), (c )(l)(x iii), (cK2)(i)(C)(l).
(e)(2)(iv )(BJ, (cK2)(iv )(F)(3)(l)(B) and 
(Ç), (c)(2)(v i) introductory text, 
(c)(2)(vi)(A )(5), (c)(2)(vi)(J) and (M), 
(c)(2)(v iii), (c)(2)(ix), (c)(2)(x)(A )(2) 
through (5j, (cK9), and (c)flQ) to read  as 
follow s:

$ 2 4 0 .1 5 c3 -1 . Net capita l re quirements for 

brokers or dea le rs.

(a) Every broker or d ealer shall at all 
times have and maintain net capital no  
less than the greater o f the highest 
minimum requirement ap plicable to  its 
ratio  requirement under paragraph (a)(1) 
o f this sectio n, dr to any o f its activ ities 
under paragraph (a)(2) o f this section. 
Each broker o r dealer also  shall comply 
w ith the supplemental requirements o f 
paragraphs (a)(4) and (a)(9) o f this 
sectio n, to  the extent either paragraph is 
ap p licable to  its activ ities. In ad d ition, 
a broker o r dealer shall maintain net 
capital o f not less than its ow n net 
capital requirement p lus the sum o f 
each broker’s or d ealer’s subsid iary or 
affiliate minimum net capital 
requirements, w hich is conso lidated  
pursuant to  A ppend ix C, § 240.15c3—le .

Ratio  Requirements

A g g r e g at e  In d e b t e d n e s s  S t a n d a r d

(l)(i) No broker or dealer, o ther than 
one that elects the pro visio ns o f 
paragraph (a)(1)(h) o f this sectio n, shall 
permit its aggregate indebted ness to  all 
o ther persons to  exceed  15Ò0 percent o f 
its net capital (o r 800 p ercent o f its net 
capital for 12 months after commencing 
business as a broker o r dealer).

A lt e r n a t iv e  S t a n d a r d

(ii) A broker o r dealer may elect not 
to be subject to  the Aggregate 
Indebted ness Standard  o f paragraph 
(a)(l)(i) o f this sectio n. That broker or 
dealer shall not permit its net capital to  
be less than the greater o f $250,000 or 
2 percent o f aggregate debit items 
computed  in accordance w ith the 
Formula for Determination o f Reserve 
Requirements fo r Brokers and Dealers 
(Exhibit A to  Rule 15c3-3, § 240.15c3- 
3a). Such broker or dealer shall notify  
its Examining A uthority, in w riting, o f 
its electio n to  operate under this 
paragraph (a)(l}(ii). O nce a bro ker or 
dealer has no tified  its Examining 
A uthority, it shall co ntinue to  operate 
und er this paragraph unless a change is 
approved upon ap plicatio n to  the 
Commission. A  broker or dealer that 
elects this standard and  is not exempt 
from Rule 15c3—3 shall:

(A) M ake the computation required by 
§ 240.15c3—3(e) and set forth in Exhibit 
A , §240.15c3~ 3a, on a w eekly basis and, 
in lieu o f the 1 percent reduction o f 
certain debit item s required  by Note E
(3) in the computation o f its Exhibit A 
requirement, reduce aggregate debit 
items in such computation by 3 percent;

(B) Include in Items 7  and 8 or Exhibit 
A , § 240.15c3-3a, the market value o f 
items specified  therein more than 7 
business days o ld ;

(C) Exclud e cred it balances in 
accounts representing amounts payable 
for securities not yet received  from the 
issuer or its agent w hich securities are 
specified  in paragraphs (c)(2)(v i) (A ) and 
(E) o f this sectio n and any related  debit 
items from the Exhibit A requireiment 
for 3 business days; and

(D) Deduct from net w orth in 
computing net capital 1 percent o f the 
contract value o f all failed  to  deliver 
contracts o r securities borrow ed that 
w ere allo cated  to  failed  to  receive 
co ntracts o f the same issue and w hich 
thereby w ere excluded  from Items 11 or 
12 o f Exhibit A , § 240.15c3-3a.

F u t u r e s  C o m m is s io n  M e r c h a n t s

(iii) No bro ker o r dealer registered as 
a futures com missio n merchant shall 
permit its net capital to  be less than the 
greater o f its requirement under 
paragraph (a)(1) (i) o r (ii) o f this section, 
or 4 percent o f the funds required to  be 
segregated pursuant to  the Commodity 
Exchange A ct and the regulations 
thereunder (Less the market value o f 
commodity options purchased  by option 
customers on o r subject to  the rules o f 
a contract market, each such deduction 
not to exceed  the amount o f funds in the 
custo m er’s account).

M inimum Requirements

See A p pend ix E (§ 240,15c 3-lE) for 
temporary minimum requirements.

B r o k e r s  o r  D e a le r s  T h a t  C ar r y  C u s t o m e r  
A c c o u n t s

(2)(i) A bro ker o r dealer (o ther than 
one described  in paragraphs (a)(2)(h) or 
(a)(8) o f this sectio n) shall maintain net 
capital o f not less than $250,000 if it 
carries customer o r broker or dealer 
accounts and receiv es o r ho ld s funds or 
securities for those persons. A  broker or 
dealer shall be deemed to receive funds, 
o r to  carry custo m er o r bro ker o r dealer 
accounts and to  receiv e funds from 
tho se persons if, in co nnectio n w ith its 
activ ities as a broker o r dealer, it 
receiv es checks, drafts, o r o ther 
ev id ences o f indebtedness made payable 
to  itself or persons o ther than the 
requisite registered  bro ker o r dealer 
carrying the account o f a customer, 
escrow  agent, issuer, underw riter,
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sponsor, o r o ther d istributor o f 
securities. A  broker o r dealer shall be 
deemed to  ho ld  securities for, or to carry 
customer or broker o r dealer accounts, 
and ho ld  securities o f, tho se persons if 
it does no t promptly forw ard or 
promptly deliver all o f the securities o f 
customers or o f o ther brokers or dealers 
received  by the firm in co nnectio n w ith 
its activ ities as a broker o r dealer. A 
broker o r dealer, w ithout complying 
w ith this paragraph (a)(2)(i), may 
receive securities only if  its activ ities 
conform w ith the pro visions o f 
paragraphs (a)(2) (iv) or (v) o f this 
sectio n, and may receive funds only in 
co nnectio n w ith the activ ities described  
in paragraph (a)(2)(v) o f this section.

(ii) A  broker or dealer that is exempt 
from the pro visions o f § 240.15c3-3 
pursuant to paragraph (k)(2)(i) thereo f 
shall maintain net capital o f not less 
than $100,000.

D e a le r s

(iii) A  dealer shall maintain net 
capital o f no t less than $100,000. Fo r the 
purposes o f this sectio n, the term 
“ d ealer”  includ es:

(A) A ny broker or dealer that endorses 
or w rites op tions o therw ise than on a 
registered  natio nal securities exchange 
or a facility  o f a registered  national 
securities associatio n: and

(B) A ny broker o r dealer that effects 
more than ten transactio ns in any one 
calend ar year for its ow n inv estment 
account. This sectio n shall no t apply to 
those persons engaging in activ ities 
described  in paragraphs (a)(2)(v),
(a)(2)(vi) o r (a)(8) o f this sectio n, o r to 
tho se persons w hose underw riting 
activ ities are lim ited  so lely  to  acting as 
underw riters in best effo rts or all or 
none underw ritings in conformity w ith 
paragraph (b)(2) o f § 240.15c2-4, so  long 
as those persons engage in no  o ther 
dealer activ ities.

B r o k e r s  o r  D e a le r s  T h a t  In t r o d u c e  
C u s t o m e r  A c c o u n t s  A n d  R e c e iv e  
S e c u r it ie s

(iv) A broker o r dealer shall maintain 
net cap ital o f not less than $50,000 if  it 
introduces transactio ns and accounts o f 
customers o r o ther brokers o r d ealers to 
another registered  bro ker o r dealer that 
carries such accounts on a fully 
d isclo sed  basis, and if  the broker o r 
dealer receives but does no t ho ld  
customer or o ther broker or dealer 
securities. A  broker or dealer operating 
under this paragraph (a)(2)(iv ) o f this 
sectio n may particip ate in a firm 
commitment underw riting w ithout 
being subject to  the pro visio ns o f 
paragraph (a)(2)(iii) o f this sectio n, but 
may no t enter into  a comm itm ent for the

purchase o f shares related  to  that 
underw riting.

B r o k e r s  o r  D e a le r s  E n g a g e d  in  t h e  S a le  
o f  R e d e e m a b le  S h a r e s  o f  R e g is t e r e d  
In v e s t m e n t  C o m p a n ie s  a n d  C e r t a in  
O t h e r  S h a r e  A c c o u n t s

(v) A  broker or dealer shall maintain
net capital o f no t less than $25,000 if  it 
acts as a broker o r dealer w ith respect 
to  the purchase, sale and redemption o f 
redeemable shares o f registered  
investment companies or o f interests or 
participations in an insurance company 
separate account d irectly  from or to  the 
issuer on o ther than a subscrip tion way 
basis. A  broker or dealer operating 
under this sectio n may sell securities for 
the acco unt o f a custom er to obtain 
funds for the immediate reinvestment in 
redeemable securities o f registered  
investm ent com panies. A  broker or 
dealer operating under this paragraph
(a)(2)(v) must promptly transmit all 
funds and promptly deliver all 
securities received  in co nnectio n w ith 
its activ ities as a broker o r dealer, and 
may no t o therw ise ho ld  funds or 
securities for, or ow e money or 
securities to , customers. t

O t h e r  B r o k e r s  o r  D e a le r s

(vi) A  broker o r dealer that does no t 
receive, d irectly  or ind irectly , or ho ld  
funds or securities for, o r ow e funds or 
securities to , customers and does not 
carry accounts of, o r for, customers and 
does no t engage in any o f the activ ities 
described  in paragraphs (a)(2) (i) 
through (v) o f this sectio n shall 
maintain net cap ital o f no t less than 
$5,000. A  broker or dealer operating 
under this paragraph may engage in the 
fo llow ing dealer activ ities w ithout being 
subject to  the requirements o f paragraph
(a)(2)(iii) o f this sectio n:

(A) In the case o f a buy order, prio r 
to  executing  such custo m er’s order, it 
purchases as p rincip al the same number 
o f shares or purchases shares to 
accum ulate the number o f shares 
necessary  to  com plete the order, w hich 
shall be cleared  through another 
registered broker o r d ealer or

(B) In the case o f a sell order, prio r to 
executing such custo m er’s order, it sells 
as princip al the same number o f shares 
or a portion thereo f, y b ic h  shall be 
cleared  through another registered 
broker o r dealer.

(3) (Reserved).

C a p it a l R e q u ir e m e n t s  f o r  M a r k e t  M a k e r s

(4) A broker o r dealer engaged in 
activ ities as a market maker as defined 
in paragraph (c)(8) o f this sectio n shall 
maintain net capital in an amount not 
less than $2,500 for each security in 
w hich it makes a market (unless a

security in w hich it makes a market has 
a market value o f $5 or less, in w hich 
event the amount o f net capital shall be 
no t less than $1,000 for each such 
security) based  on the average number 
o f such markets made by such broker or 
dealer during the 30 days immediately 
preced ing the computation date. Under 
no  circum stances shall it have net 
capital less than that required  by the 
provisions o f paragraph (a) o f this 
sectio n, or be required  to maintain net 
capital o f more than $1,000,000 unless 
required  by paragraph (a) o f this section.

(5) (Reserved).

M a r k e t  M ak e r s , S p e c ia l is t s  a n d  C e r t a in  
O t h e r  D e a le r s

(6) (i) A dealer w ho meets the 
cond itio ns o f paragraph (a)(6)(h) o f this 
section may elect to  operate under this

„ paragraph (a)(6) and thereby no t apply, 
excep t to the extent required  by this 
paragraph (a)(6), the pro visions o f 
paragraphs (c)(2)(vi) or A ppend ix A 
(§ 240.15c3-la)  o f this sectio n to market 
maker and sp ecialist transactions and, 
in lieu  thereo f, apply thereto  the 
pro visio ns o f paragraph (a) (6) (iii) o f this 
section.
*  *  *  . *  *

S e lf- C le a r in g  O p t io n s  S p e c ia lis t s

(7) (i) A  dealer w ho meets the 
cond itio ns o f paragraph (a)(7)(h) o f this 
sectio n may elect to  operate under this 
paragraph (a)(7) and thereby no t apply, 
excep t to  the extent required  by this 
paragraph (a)(7), the pro visions o f 
paragraphs (c)(2)(vi), (c)(2)(x), and
(c)(2)(xi) o f this sectio n or A pp end ix A  
(§ 240.15c 3-la)  to  this sectio n and , in 
lieu  thereo f, apply the provisions o f 
paragraph (a)(7)(iii) o f this section.
W * * # ' . *

C e r t a in  A d d it io n a l C a p it a l 
R e q u ir e m e n t s  f o r  B r o k e r s  o r  D e a le r s  
E n g ag in g  in  R e v e r s e  R e p u r c h a s e  
A g r e e m e n t s

(9) A  broker o r dealer shall maintain 
net cap ital in add ition to  the amounts 
required  under paragraph (a) o f this 
sectio n in an amount equal to 10 
percent of:

(i) The excess o f the market value o f 
United  States Treasury Bills, Bond s and 
Notes subject to  reverse repurchase 
agreements w ith any one party over 105 
percent o f the co ntract p rices (includ ing 
accrued  interest) for reverse repurchase 
agreements w ith that party;

(ii) The excess o f the market value o f 
securities issued  or guaranteed as to 
p rincip al o r interest by  an agency o f the 
United  States or mortgage related  
securities as defined  in sectio n 3(a)(41) 
o f the A ct subject to  reverse repurchase 
agreements w ith any one party over 110
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percent o f the contract p rices (includ ing 
accrued  interest) for reverse repurchase 
agreements w ith that party; and

(iii) The excess o f the market value o f 
o ther securities subject to  reverse 
repurchase agreements w ith any one 
party over 120 p ercent o f the contract 
p rices (includ ing accrued  interest! for 
reverse repurchase agreements w ith that 
party.
* * # * *̂

(c) * * *
(1 )* * *

E x c lu s io n s  F r o m  A g g r e g a t e  
I n d e b t e d n e s s

(xiii) Deferred tax liabilities;
(xiv) Eighty-five p ercent o f amounts 

payable to  a registered  investm ent 
company related  to  fail to  d eliv er 
receivables o f the same quantity arising 
out o f purchases o f shares o f those 
registered  inv estm ent com panies; and

(xv) Eighty-five p ercent o f amounts 
payable against securities loaned  for 
w hich the bro ker o r dealer has 
receivables related  to  securities o f the 
same class and issue and  quantity that 
are securities borrow ed  by the bro ker or 
dealer.

Net Cap ital

(2) * * * 
to * * *
(C) * * *
( l )  The aggregate amount resulting 

from applying to  the amount o f the 
d ed uctions computed  in acco rd ance 
w ith paragraph (c)(2)(v i) o f this sectio n 
and A p pend ices A  and B, § 240.15c 3- la 
and 24G .15c3-lb , the appropriate 
Federal and State tax rate(s) ap p licable 
to any unrealized  gain on the asset on 
w hich the deduction w as comp uted ; 
* * * * *

(iv ) (A) * * *

C e r t a in  U n s e c u r e d  a n d  P a r t ly  S e c u r e d  
R e c e iv a b le s

(B) A ll unsecured  advances and  lo ans; 
d eficits in custo m ers’ and no n ­
custo m ers’ unsecured  and  partly 
secured  no tes; d efic its in sp ecial 
omnibus acco unts maintained  in 
com pliance w ith the requirem ents o f 12 
CFR 220.10 o f Regulation T  und er the 
Securities Exchange A ct o f 1934, or 
sim ilar accounts carried  on behalf o f 
another broker o r dealer, after 
ap plicatio n o f calls for margin, marks to  
the market or o ther required  dep osits 
that are outstand ing 5 business days or 
less; d eficits in custo m ers’ and no n ­
custo m ers’ unsecured  and p artly  
secured  accounts after ap p licatio n o f 
calls for margin, marks to  the market or 
o ther required  depo sits that’are 
outstand ing 5 business days or less, 
excep t d efic its in cash acco unts as

defined  in 12 CFR 220.8 o f Regulation 
T  under the Securities Exchange A ct o f 
1934 fo r w hich no t more than one 
extensio n resp ecting  a specified  
securities transactio n has been 
requested  and  granted , and ded ucting 
for securities carried  in any o f such 
acco unts the percentages sp ecified  in 
paragraph (c)(2)(v i) o f this sectio n o r 
A p pend ix A  (§ 240.15c 3- la) ; the m arket 
value o f sto ck loaned in excess o f the 
value o f any co llateral received  therefo r; 
receivables arising out o f free ship m ents 
o f securities (o ther than mutual fund 
redem ptio ns) in excess o f $5,000 per 
ship m ent and all free ship m ents (other 
than mutual fund redemptions) 
outstand ing more than 7 business days, 
and mutual fund redemp tions 
outstand ing more than 16 business days; 
any co llateral d efic iencies in secured  
demand  no tes as defined  in A ppend ix D 
(§ 240.15c 3- ld ) ;
* * * * *

(F) * * *
(3)W(A) * * *
(B) The excess o f  the aggregate 

rep urchase agreement d eficits w ith any 
one party over 25 percent o f  the broker 
or dealer's net cap ital befo re the 
ap plicatio n o f paragraph (c)(2)(v i) o f this 
section (less any deduction taken w ith 
respect to  repurchase agreements w ith 
that party under paragraph 
(c)(2)(iv )(F)(3)(j)(A ) o f  this sectio n) o r, if  
greater;

(C) The excess o f the aggregate 
rep urchase agreement d eficits over 300 
percent o f the bro ker’s o r d ealer’s net 
cap ital befo re the app licatio n o f '  
paragraph (c)(2)(v i) o f  this sectio n.

, *  *  *  *  *

S e c u r it ie s  H a ir c u t s

(v i) Deducting the percentages 
sp ecified  in paragraphs (c)(2)(v i) (A) 
through (M) o f this section (or the 
d ed uctions p rescribed  for securities 
po sitio ns set forth in A ppend ix A  
(§ 240.15c3—la)  o f  the market value o f 
all securities, money market 
instrum ents or o ptio ns in the 
proprietary or o ther accounts o f the 
broker o r dealer.

(A) (4) * * *
(5) In the case o f a Government 

securities dealer that reports to  the 
Federal Reserve System , that transacts 
business d irectly  w ith the Fed eral 
Reserve System, and that maintains at 
ail times a minimum net cap ital o f at 
least $50,000,000, befo re ap plicatio n o f 
the d ed uctions provided  fo r in 
paragraph (c)(2)(vi) o f this sectio n, the 
deduction for a security issued  o r 4 
guaranteed as to  p rincip al o r interest by 
the United  States o r any agency thereo f 
shall be 75 percent o f the deduction

o therw ise computed  under paragraph 
(c)(2)(v i)(A ) o f this sectio n.
# ' *  *  *  *

(I) (Reserved).

A ll O t h e r  S e c u r it ie s

(J) In the case o f all securities or 
ev id ences o f ind ebted ness, excep t those 
described  in A p pend ix A , § 240.15c3— 
la , w hich are no t includ ed  in any  o f the 
percentage categories enumerated in 
paragraphs (c)(2)(v i) (A ) through (H) o f 
this sectio n o r paragraph (c)(2)(v i)(K)(ii) 
o f this sectio n, the deduction shall be 15 
percent o f the market value o f the 
greater o f the long o r short p ositions and 
to  the extent tbe market v alue o f the 
lesser o f the long o r short p o sitio ns 
exceed s 25 p ercent o f  the market value 
o f the greater o f the long o r short 
positions, the percentage deduction on 
such excess shall be 15 percent o f the 
market value o f  such excess. No 
deduction need  be made in the case of:

(1) A  security that is co nvertible into  
or exchangeable fo r another security 
w ithin a period  o f 90 days, subject to  no  
co nd itio ns other than the payment o f 
money, and the o ther securities into  
w hich such security  is convertible or for 
w hich it is exchangeable, are short in 
the acco unts o f such broker or d ealer; o r

(2) A  security that has been called  for 
redemption and  that is redeemable 
w ithin 90 days,
* * ' * # •

U n d u e  C o n c e n t r a t io n

(M )(l) In the case o f money market 
instrum ents, or securities o f a sing le 
class or series o f an issuer, includ ing  
any option w ritten, endorsed o r held  to  
purchase o r sell securities o f such a 
sing le class o r series o f an issuer (other 
than “ exempted  securities”  and  
red eemable securities o f an investment 
company registered  pursuant to  the 
Investment Company A d  o f 1940), and 
securities underw ritten (in w hich case 
the ded uction provided  for herein shall 
be applied  after 11 business days), 
w hich are long or short in the 
proprietary o r o ther acco unts o f  a broker 
o r dealer, includ ing  securities that are 
co llateral to  secured  demand  no tes 
defined  in A ppend ix D, § 240.15c3—Id , 
and that have a market value o f more 
than 10 percent o f the “ net cap ital”  o f 
a broker or d ealer befo re the ap plicatio n 
o f paragraph (c)(2)(v i) o f  this sectio n or 
A ppend ix A , § 240 .15c 3 - la , there shall 
be an ad d itio nal ded uctio n from net 
w orth and/ or the Co llateral Value for 
securities co llateraliz ing a secured  
demand no te defined  in A ppend ix D,
§ 240.15c 3- ld , equal to  50 percent o f 
the percentage deduction o therw ise 
provided by this paragraph (c)(2)(v i) o f
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this sectio n or A ppend ix A , § 240.15c 3-  
la , on that portion o l the securities 
position in excess o f 10 percent o f the 
“ net cap ital”  o f the broker o r dealer 
before the ap plicatio n o f paragraph 
(c)C2)(vi) o f this sectio n and A ppend ix 
A, § 240.15c3-Ia. In the case o f 
securities described  in paragraph 
(CW9WKD. tl*6 ad d itio nal deduction 
required  by  this paragraph (c)(2)(vi)(Ml 
shaft be 15 percent.

{2\  This paragraph (c)(2)(v i}(M ) shall 
apply notw ithstand ing any long or short 
position exemption provided  for in 
paragraph (cM2)(vi){J) o f this sectio n 
(except for long o r short position 
exemp tions arising out o f the first 
pro viso  to  paragraph (c)(2)(vi)(J)) and  
the d eduction on any such exempted 
position shall be 15 percent o f that 
portion o f the securities position in 
excess o f 10 percent o f the broker or 
dealer’s net cap ital befo re the 
app lication o f paragraph (e)(2)(v i) o f this 
sectio n and  A ppend ix A , § 240.15c3-la.

(3) This paragraph (c)(2)(v i)(M) shall 
be applied  to  an issue o f equity 
securities o nly  on the market v alue o f 
such securities in excess o f $10,000 or 
the market value o f 500 shares, 
w hichever is greater, or $25,000 in the 
case o f a debt security.

(4) This paragraph (c){2)(v iKM ) w ill 
be applied  to  an issue o f m unicip al 
securities having the sam e security 
provisions, d ate o f issue, interest rate, 
day, month and  year o f  maturity o nly  if  
such securities have a marieet v alue in 
excess o f $500,000 in bonds ($5,000,000 
in no tes) or 10 percent o f  tentative net 
capital, w hichev er is greater, and  are 
held  in p osition longer than 20 business 
days from the d ate the securities are 
received  by the synd icate manager from 
the issuer.

(5) A ny sp ecialist that is subject to a 
deduction required  by this paragraph 
(c)(2)(v i)(M), respecting its sp ecialty  
stock, that can demonstrate to  the 
satisfactio n o f the Exam ining  A uthority 
for such broker or d ealer that there is 
sufficient liquid ity for such sp ecialist’s 
sp ecialty  sto ck and  that such deduction 
need  no t be app lied  in the public 
interest for the pro tection o f investors, 
may upon a proper show ing to such 
Examining A uthority have such undue 
concentration deduction appropriately 
decreased , but in no  case shall the 
ded uction prescribed  in  paragraph 
(c)(2)(v i)(J) o f this sectio n above he 
reduced . Each such Exam ining  
A uthority shall m ake and preserve for a 
period  o f not less than 3-- years a record  
o f each ap p licatio n granted pursuant to  
this paragraph (c)(2)(v i)(MK5), w hich 
shall co ntain a summary o f the

justificatio n for the granting o f the 
ap p licatio n.
* * * * *

O p e n  C o n t r a c t u a l  C o m m it m e n t s

(v iii) Ded ucting  in the case o f a 
broker or dealer that has open 
contractual commitments (other than 
tho se option po sitio ns subject to 
A ppend ix A , § 240.15c3-la), the 
respective deductions as sp ecified  in 
paragraph (c)(2)(vi) o f  this section or 
A p pend ix B, § 240.15c 3-lb , from the 
value (w hich shall be the market value 
w henever there is a market) o f each net 
long and each net short po sition 
contemplated  by  any  open contractual 
com mitment in the proprietary o r o ther 
accounts o f the bro ker or dealer.

(A) The deduction fo r contractual 
com m itm ents in tho se securities that are 
treated  in paragraph (eH2HviKJ) o f this 
section shall he 39 percent unless the 
class and  issue o f the securities subject 
to  the open co ntractual com mitment 
deduction are listed  for trading on a 
national securities exchange or are 
designated  as N A SDA Q N ational Market 
System Securities. *

(B) A  bro ker or d ealer that maintains 
in excess o f $259,000 o f net capital may 
add back to  net w orth up to  $150,000 o f 
any deduction comp uted  under this 
paragraph (c)(2)(v iiiKB).

(CJ Tne deduction w ith respect to  any 
single com m itm ent shall be reduced  by 
the unrealized  pro fit in such 
com m itm ent, in an amount not greater 
than the deduction provided  fo r by this 
paragraph (or increased  by the 
unrealized  lo ss), in such commitment, 
and in no  event shall an unrealized 
profit on any clo sed  transactions operate 
to increase net cap ital.

(ix) Deducting from the contract value 
o f each failed  to  deliver contract that is 
outstanding five business days or longer 
(21 business days or longer in the case 
o f m unicipal securities) the percentages 
o f the market value o f the underlying 
security that w ould  be required  by 
applicatio n o f the deduction required  by 
paragraph (c)(2)(vi) o f this section. Such 
ded uction, how ever, shall be increased  
by any excess o f the contract price o f the 
failed  to deliver contract over the 
market value o f the underlying security 
or reduced  by any excess o f the market 
value o f the underlying security over the 
contract value o f the failed  to deliver 
co ntract, but not to  exceed  the amount 
o f such deduction. The designated  
examining authority for the broker or 
dealer may, upon ap plicatio n o f the 
broker or dealer, extend  for a period up 
to 5 business days, any period herein 
sp ecified  w hen it is satisfied  that the 
extensio n is w arranted. The designated  
examining authority upon expiration o f

the extensio n may extend  for one 
ad d itional period  o f up to 5 business 
days, any period herein specified  w hen 
it is satisfied  that the extensio n is 
w arranted.

(x)(A ) * * *

(2) In the case o f a bona fide hedged 
position as defined  in this paragraph 
(c)(2)(x)(C) inv o lv ing a long position in 
a security, o ther than an option, and a 
short positron in a call option, the 
deduction shall be 15 percent (or such 
o ther percentage required  by paragraphs 
(c)(2)(vi) (A) through (K) o f this sectio n) 
o f the market value o f the long position 
reduced  by any excess o f the market 
value o f the long position over the 
exercise value o f the short option 
position. In no  ev ent shall such 
reduction operate to increase net 
capital.

(3) In the case o f a bona fide hedged 
po sitio n as defined  in this paragraph 
(c)(2)(x)(C) invo lv ing a short p o sitio n in 
a security , o ther than an optio n, and a 
long position in a call option, the 
deduction shall be the lesser o f 15 
percent o f  the market value o f the short 
position or the amount by w hich the 
exercise value o f the long option 
position exceed s the market value o f the 
short position; how ever, if the exercise 
value o f the long option p o sitio n does 
not exceed  the market value o f the short 
p o sitio n, no  deduction shall be applied .

(4) In the case o f a bona fide hedged 
position as d efined  in this paragraph, 
(cM2MxMC) invo lv ing a sho rt position in 
a security o ther than an o p tio n, and a 
short po sitio n in a put o p tion, the 
deduction shall be 15 p ercent (or such 
o ther percentage required  by paragraphs 
(c)(2)(vi). (A ) through (K) o f this section) 
o f the market value o f the short security 
position reduced  by any excess o f the 
exercise value o f the short option 
position over the market value o f the 
short security  position. N o such 
reduction shall operate to  increase net 
capital.

(5) In the case o f a bona fid e hedged 
position as d efined  in this paragraph 
(c)(2)(x)(C) involv ing a long position in 
a security, o ther than an option, and  a 
long position in a put option, the 
ded uctio n shall be the lesser o f 15 
p ercent o f  the market value o f such long 
security po sition or the amount by 
w hich the market value o f such long 
security position exceed s the exercise 
value o f the long option position. If the 
market value o f the long security 
position does not exceed  the exercise 
value o f the long option position, no 
deduction shaft be applied .
★  * * - * if
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P r o m p t ly  T r a n s m it  a n d  D e l iv e r

(9J A broker o r dealer is deemed to 
“ promptly transm it”  all funds and to 
“ promptly d eliv er”  all securities w ithin 
the meaning o f paragraphs (a)(2)(i) and 
(a)(2)(v) o f this sectio n w here such 
transmission or delivery is made no  
later than noon o f the next business day 
after the receipt o f such funds or 
securities: provided, how ever, that such 
prompt transmission or delivery shall 
not be required  to be effected  prio r to 
the settlement date for such transaction.

P r o m p t ly  F o r w a r d

(10) A broker or dealer is deemed to 
“ promptly fo rw ard" funds or securities 
w ithin the meaning o f paragraph 
(a)(2)(i) o f this sectio n only w hen such 
forw arding o ccurs no  later than noon o f 
the next business day fo llow ing receipt 
o f such funds or securities.
♦ * * * *

3. § 240.15c 3- la is amended by 
revising paragraphs (c)(1) through (c)(5). 
(c)(7), (c)(9) and (c)(10) to read as 
fo llow s:

§  2 4 0 . 1 5 c 3 - 1  a  O p t i o n s  ( A p p e n d i x  A  t o  1 7  

C F R  2 4 0 . 1 5 C 3 - 1 ) .

% * * * *

(c) * * *

U n c o v e r e d  C a l ls

(1) W here a broker or dealer is short 
a call, deducting, after the ad justment 
provided for in paragraph (b) o f this 
A ppend ix A . 15 percent (or such o ther 
percentage required  by paragraphs 
(c)(2)(vi) (A ) through (K) o f § 240.15c3-  
1) o f the current market value o f the 
security underlying such option 
reduced  by any excess o f the exercise 
value o f the call over the current market 
value o f the underlying security. In no  
event shall the deduction provided  bv 
this paragraph be less than $250 for 
each option contract for 100 shares.

U n c o v e r e d  P u t s

(2) W here a broker or dealer is short 
a put, deducting, after the ad justment 
provided for in paragraph (b) o f this 
A ppend ix A , 15 percent (or such o ther 
percentage required  by paragraphs 
(c)(2)(vi) (A) through (K) o f § 240.15c3- 
1) o f the current market value o f the 
security underlying the option reduced  
by any excess o f the market value o f the 
underlying security over the exercise 
value o f the put. In no  event shall the 
deduction provided  by this paragraph 
be less than $250 for each option 
co ntract for 100 shares.

C o  v e r e d  C a l ls

(3) W here a broker or dealer is short 
a call and  long equivalent units o f the 
underlying security , deducting, after the

ad justments provided  for in paragraph
(b) o f this A ppend ix A , 15 percent (or 
such o ther percentage required  by 
paragraphs (c)(2)(vi) (A) through (K) o f 
§ 240.15c 3- l)  o f the current market 
value o f the underlying security reduced  
by any excess o f the current market 
value o f the underlying security over the 
exercise value o f the call. No reduction 
under this-paragraph shall have the 
effect o f increasing net capital.

C o v e r e d  P u t s

(4) W here a broker or dealer is short 
a put and short equivalent units o f the 
underlying security, deducting, after the 
ad justment provided for in paragraph
(b) o f this A ppend ix A , 15 percent (or 
such o ther percentage required  by 
paragraphs (c)(2)(vi) (A) through (K) o f 
§ 240.15c3—1) o f the current market 
value o f the underlying security reduced 
by any excess o f the exercise value o f 
the put over the market value o f the 
underlying security. No such reduction 
shall have the effect o f increasing net 
capital.

C o n v e r s io n  A c c o u n t s

(5) W here a broker o r dealer is long 
equivalent units o f the underlying 
security, long an unlisted  put w ritten or 
endorsed  by a broker or dealer and short 
an unlisted  call in its proprietary or 
o ther accounts, deducting 5 percent (o r 
50 percent o f such o ther percentage 
required  by paragraphs (c)(2)(vi) (A) 
through (K) o f § 240.15c 3- l)  o f the 
current market value o f the underlying 
security.
*  *  *  *  *

L o n g  O v e r - t h e - C o u n t e r  O p t io n s

(7) W here a broker o r dealer is long 
an unlisted  put or call endorsed  or 
w ritten by a broker or dealer, deducting 
15 percent (or such o ther percentage 
required  by paragraphs (c)(2)(vi) (A) 
through (K) o f § 240.15c 3- l)  o f the 
market value o f the underlying security, 
not to  exceed  any vqjue attributed to 
such option in paragraph (c)(2)(i) o f 
§ 240.15c3—1.
* * * * *

C e r t a in  S e c u r i t y  P o s i t i o n s  W ith  
O ffs e t t in g  O p t io n s

(9) W here a broker or dealer is long 
a security for w hich it is also  long a 
listed  put (such broker or dealer may in 
add ition be short a call), deducting, after 
the ad justments provided  in paragraph
(b) o f this A pp end ix A , 15 percent o f the 
market value o f the long security 
position not to  exceed  the amount by 
w hich the market value o f equivalent 
units o f the long security position 
exceed s the exercise value o f the put. If 
the exercise value o f the put is equal to

or exceed s the market value o f 
equivalent units o f the long security 
position, no  percentage deduction shall 
be applied .

(10) W here a broker or dealer is short 
a security for w hich he is also  long a 
listed  call (such broker or dealer may in 
addition be short a put), deducting, after 
the ad justments provided in paragraph 
(b) o f this A ppend ix A , 15 percent o f the 
market value o f the short security 
position not to exceed  the amount by 
w hich the exercise value o f the long call 
exceed s the market value o f equivalent 
units o f the short security position. If 
the exercise value o f the call is less than 
or equal to the market value o f 
equivalent units o f the short security 
position no  percentage deduction shall 
be applied .
-* * * * *

4 . §  2 4 0 .1 5 C 3 —l c  is  am e n d e d  b y  
re v is in g  p arag rap h  (b ) (1 ), to  re ad  as  
fo llow s:

§  2 4 0 . 1 5 c 3 - 1  c  C o n s o l i d a t e d  C o m p u t a t i o n s  

o f  N e t  C a p i t a l  a n d  A g g r e g a t e  I n d e b t e d n e s s  

f o r  C e r t a i n  S u b s i d i a r i e s  a n d  A f f i l i a te s  

( A p p e n d i x  C  t o  1 7  C F R  2 4 0 . 1 5 c 3 - 1 ) .

Sr * sr * *

R e q u ir e d  C o u n s e l  O p in io n s

(b )(1) If  the co n so lid atio n , p rovid ed  
for in p aragrap h (a) o f  th is sectio n , of  
any su ch  su b sid iary  or aff iliate results 
in th e in crease o f  the b ro k er’s or 
d ealers ’s n et cap ital  an d /o r the d ecrease  
o f  th e b ro k er’s or d ealer’s m inim u m  net 
cap ital  req u irem en t u n d er p aragrap h (a) 
o f  §  2 4 0 . 1 5 c 3 - l  and  an o p inion  of  
co u n sel d escrib ed  in  p aragrap h (b )(2) o f  
th is sectio n  h as n o t b een o b tained , su ch  
b enefits shall n o t b e reco g n iz ed  in the 
b rok er’s or d ealer’s co m p u tatio n  
req uired  b y  th is sectio n .
* 4r * * *

5. § 240.15c 3-ld  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 
fo llow s:

§  2 4 0 . 1 5 c 3 - 1  d  S a t i s f a c t o r y  S u b o r d i n a t i o n  

A g r e e m e n t s  ( A p p e n d i x  D  t o  1 7  C F R  

2 4 0 . 1 5 c 3 - 1 ) .

* * •*

(a)(2)* * *

(iii) The term "Co llateral Value" o f 
any securities pledged to secure a 
secured  demand no te shall mean the 
market value o f such securities after 
giving effect to  the percentage 
deductions set forth in paragraph
(c)(2)(vi) o f § 240.15c 3- l excep t for 
paragraph (c)(2)(vi)(J). In lieu o f the 
deduction under (c)(2)(v i)(J), the broker 
or dealer shall reduce the market value
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o f the securities p ledged  to  secure the 
secured  demand  note by 30 percent.
*  *  *  *  *

(b)(6) '* * *
(in) The secured  demand  no te 

agreement also  m ay pro vide that, in lieu 
o f the procedures sp ecified  in  the 
provisions required  by paragraph
(b)(6)(ii) o f this sectio n, the lender w ith 
the prio r w ritten co nsent o f the broker 
or dealer and the Exam ining A uthority 
for the broker or dealer may reduce the 
unpaid  p rincip al amount o f the secured  
demand note. A fter giving effect to  such 
red uctio n, the aggregate ind ebtedness o f 
the broker or dealer may no t exceed  
1000 percent o f its net capital or, in  the 
case o f a broker or dealer operating 
pursuant to  paragraph (a){l)fii) o f 
§ 2.40.15c3.—1, net capital may no t be less 
than 5 percent o f aggregate debit items 
computed  in acco rd ance w ith 
§ ,240.15c3-3a, or, if  registered as a 
futures com missio n merchant, 7 percent 
o f the funds required  to  be segregated 
pursuant to  the Commodity Exchange 
A ct and the regulations thereunder (less 
the market value o f  com m odity options 
purchased  by option customers subject 
to the rules o f a contract market, each 
such deduction no t to  exceed  the 
amount o f funds in the option . 
custo m er’s acco unt!, if  greater. No single 
secured  demand  no te shall be permitted  
to be reduced  by more than 15 percent 
o f its o riginal princip al amount and 
after such reduction no  excess co llateral 
may be w ithdraw n. No Examining 
A uthority shall co nsent to  a reduction o f 
the p rincip al amount o f a secured  
demand no te if , after giving effect to  
such red uctio n, net cap ital w ould  be 
less than 120 percent o f the minim um  
dollar amount required  by § 24Qr.l5c3—1.

P e r m is s i v e  P r e p a y m e n t s

(7) A  broker or dealer at its option but 
no t at the option o f the lender may, if  
the subord ination agreement so  
provides, make a Payment o f all or any 
portion o f the Payment Obligation 
thereund er prio r to  the sched uled  
maturity date o f such Payment 
Obligation (hereinafter referred  to as a 
"Prepaym ent” ), but in no  event may any 
Prepayment be made befo re the 
exp iration o f  one year from the date 
such subord ination agreement becam e 
effective. This restrictio n shall no t apply 
to  temporary subord ination agreements 
that comply w ith the pro visio ns o f 
paragraph (c)(5) o f this A pp end ix D. No 
Prepayment shall be made, if, after 
giving effect thereto, (and  to  all 
Payments o f Payment Obligations under 
any o ther subord inated  agreements then 
outstand ing the maturity o r accelerated  
maturities o f w hich are sched uled  to  fall 
due w ithin six m onths after the date

such Prepayment is to  o ccur pursuant to 
this provision or on or prio r to the date 
on w hich the Payment Obligation in 
resp ect o f such Prepayment is 
scheduled  to mature disregard ing this 
provision, w hichever date is earlier) 
w ithout reference to any pro jected  profit 
or lo ss o f the broker or dealer, either 
aggregate indebted ness o f the broker or 
dealer w ould  exceed  1000 p ercent o f its 
net capital or its net cap ital w ould be 
less than 120 percent o f the minimum 
dollar amount required  by § 240.15c3>-l 
or, in the case o f a broker or dealer 
operating pursuant to paragraph 
(a)(l)(ii) o f §240.15c3—1, its net capital 
w ould  be less than 5 p ercent o f its 
aggregate debit items, computed  in 
accordance w ith § 240.15c3-3a, or if 
registered as a futures co m m issio n 
merchant, 7 percent o f the funds 
required  to  be segregated pursuant to 
the Commodity Exchange A ct and  the 
regulations thereunder (less the market 
value o f commodity options purchased  
by option custom ers subject to the rules 
o f a co ntract market, each such 
deduction no t to  exceed  the amount o f 
funds in the option custo m er’s account), 
if  greater, or its net capital w ould  be less 
than 120 percent o f the minimum dollar 
amount required  by paragraph (a)(lKii), 
o f § 240.15e3—1. N otw ithstand ing the 
above, no  Prepayment shall o ccur 
w ithout the prio r w ritten approval o f 
the Examining A uthority for such broker 
or dealer.

S u s p e n d e d  R e p a y m e n t

(8)(i) The Payment Obligation o f the 
broker or dealer in resp ect o f any 
subordination agreement shall be 
suspended  and  shall no t mature if, after 
giving effect to Payment o f such 
Payment Obligation (and  to  all 
Payments o f Payment Obligations o f 
such broker or dealer under any other 
subord ination agreement(s) then 
outstanding that are sched uled  to  
mature on or befo re such Payment 
Obligation) either (A) the aggregate 
ind ebted ness o f the broker o r dealer 
w ould  exceed  1200 percent o f its net 
capital, or in the case o f a broker or 
dealer operating pursuant to  paragraph 
(a)(l)(ii) o f § 240.15c3—1, its net capital 
w ould  be less than 5 percent o f 
aggregate dehit items computet} in 
accord ance w ith § 240.15c3-3a or, if  
registered  as a futures com missio n 
merchant, 6 p ercent o f the funds 
required  to  be segregated pursuant to 
the Commodity Exchange A ct and  the 
regulations thereunder (less the market 
value o f comm odity op tions purchased  
by option customers o n o r subject to  the 
rules o f a co ntract market, each such 
d ed uctio n no t to  exceed  the amount o f 
funds in the option custo m er’s account),

if  greater, o r (B) its net capital w ould be 
less than 120 percent o f the minimum 
dollar amount required  by § 24G .15c3-l 
includ ing paragraph (a)(l)(ii), if 
app licable. The subordination 
agreement may provide that if  the 
Payment Obligation o f the broker or 
dealer thereunder does no t mature and 
is suspended  as a result o f the 
requirement o f this paragraph (b)(8) for 
a period o f no t less than six months, the 
broker or dealer shall thereupon 
com mence the rapid  and orderly 
liquidation o f its business, but m e right 
o f the lend er to  receiv e Payment, 
together w ith accrued  interest or 
compensation, shall remain subordinate 
as required  by the pro visio ns o f 
§ 240.15c3—1 and § 240.15e3-ld . 
* * * » * .

(10)(ii) * * *
(B) The aggregate indebtedness o f  the 

broker or dealer exceed ing  1500 percent 
o f its net capital or, in the case o f a 
broker or dealer that has elected  to 
operate under paragraph (a)(l)(ii) o f 
§ 240.15c 3- l, its net capital computed  
in accordance therew ith is less than 2 
p ercent o f its aggregate debit items 
computed  in accordance w ith 
§ 240.15c3—8a or, if  registered  as a 
futures com m issio n merchant, 4 percent 
o f the funds required  to  be segregated 
pursuant to  the Commodity Exchange 
A ct and the regulations thereunder (jess 
the market value o f  commodity options 
purchased  by option customers on or 
subject to  the rules o f a contract market, 
each such deduction no t to  exceed  the 
amount o f  funds in the option 
custo m er's account), if  greater, 
throughout a period  o f 15 consecutiv e 
business days, com mencing  on the day 
the bro ker o r dealer first determines and 
no tifies the Examining A uthority for the 
broker or dealer, o r the Examining 
A uthority or the Commission first 
determines and no tifies the broker or 
dealer o f such fact; 
* * * * *

(c) * * *

N o t i c e  o f  M at u r it y  o r  A c c e l e r a t e d  
M at u r it y

(2) Ev ery  b roker o r d ealer shall 
im m ed iately  n o tif y  th e Exam in in g  
A u th o rity  for su ch  b rok er o r d ealer if, 
af ter g iving  ef fect to  all Pay m en ts of  
Pay m en t O b ligations u n d er 
su b o rd ination  agreem en ts then  
o u tstan d in g  that are then  d u e o r m atu re  
w ith in  the fo llow ing  s ix m o n th s w ithout 
ref eren ce to  any  p ro jected  prof it o r loss 
o f  th e b rok er o r d ealer e ith er th e  
aggregate in d eb ted n ess o f  th e b rok er or 
d ealer w o u ld  exceed  1 2 0 0  p ercen t o f  its 
n et cap ital  o r its n et cap ital  w o u ld  b e 
less th an  1 2 0  p ercen t o f  th e  m in im u m
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do llar amount required  by § 240.15c3—1, 
or. in the case o f a broker or dealer 
operating pursuant to paragraph 
(a)CDCii) o f § 240.15c3—1, its net capital 
w ould  be less than 5 percent o f 
aggregate debit items computed  in 
acco rd ance w ith § 240.15c3—3a, or, if  
registered  as a futures comm issio n 
m erchant, 6 percent o f the funds 
required  to  be segregated pursuant to 
the Commodity Exchange A ct and the 
regulations thereunder (less the market 
value o f commodity options purchased  
by option custom ers on or subject to the 
rules o f a contract market, each such 
deduction no t to  exceed  the amount o f 
funds in the option custo m er's account), 
if  greater, or less than 120 percent o f the 
minimum do llar amount required  by 
paragraph (a)(l)(ii) o f § 240.15c 3- l.
*  #  *  *  * '

T e m p o r a r y  a n d  R e v o lv in g  
S u b o r d in a t io n  A g r e e m e n t s

(5)(i) Fo r the purpose o f enabling a 
broker o r dealer to  particip ate as an 
underw riter o f securities or o ther 
extraordinary activ ities in co m p liance 
w ith the net cap ital requirements o f 
§ 240.15c 3- l, a broker or dealer shall be 
permitted , on no  more than three 
o ccasio ns in any 12 month period , to 
enter into  a subord ination agreement on 
a temporary basis that has a stated  term 
o f no  more than 45 days from the date 
such subord ination agreement became 
effectiv e. This temporary relief shall not 
apply to a broker or dealer if, at such 
tim e, it is subject to  any o f the reporting 
provisions o f § 240 1 7 a - l l ,  irrespective 
o f its co m p liance w ith such pro visions 
o r if  immed iately prio r to  entering into  
such subord ination agreement, either:

(A) The aggregate indebtedness o f the 
broker or dealer exceed s 1000 p ercent o f 
its net capital or its net capital is less 
than 120 p ercent o f the minimum do llar 
amount required  by § 240 .15c 3- l. or

(B) In the case o f  a broker or dealer 
operating pursuant to  paragraph 
(a)(1)(h) o f § 240 .15c 3- l, its net cap ital 
is less than 5 percent o f aggregate debits 
computed  in accord ance w ith
§ 240.15c 3- l, or, if  registered  as a 
futures co m m issio n m erchant, less than 
7 percent o f the funds required  to be 
segregated pursuant to  the Commodity 
Exchange A ct and the regulations 
thereunder (less the market value o f 
commodity op tions purchased  by option 
customers on or subject to  the rules o f 
a contract market, each such deduction 
no t to  exceed  the amount o f funds in the 
option custo m er's account), if  greater, or 
less than 120 percent o f the minimum 
do llar amount required  by paragraph 
(a)(1)(h) o f this sectio n, or

(C) The amount o f its then 
outstand ing subord ination agreements

exceed s the lim its sp ecified  in 
paragraph (d) o f § 240.15c3—1. Such 
temporary subord ination agreement 
shall be subject to all o ther provisions 
o f this A p pend ix D,

(ii) * * *
(A) A fter giving effect thereto  (and to 

all Payments o f Payment Obligations 
under any o ther subord inated 
agreements then outstand ing, the 
maturity or accelerated  maturities o f 
w’hich are scheduled  to fall due w ithin 
six months after the date such 
prepayment is to o ccur pursuant to this 
provision or on or prior to  the date on 
w hich the Payment Obligation in 
resp ect o f such prepayment is 
scheduled  to mature disregarding this 
pro vision, w hichever date is earlier) 
w ithout reference to any pro jected  profit 
or lo ss o f the broker or dealer, either 
aggregate ind ebtedness o f the broker or 
dealer w ould  exceed  900 percent o f its 
net capital or its net capital w ould  be 
less than 200 percent o f the minimum 
do llar amount required  by § 240.15c 3- l 
or, in the case o f a broker or dealer 
operating pursuant to  paragraph 
(a)(1)(h) o f § 240.15c3—1, its net capital 
w ould  be less than 6 p ercent o f 
aggregate debit items computed  in 
accord ance w ith § 240.15c3—3a, or, if 
registered  as a futures com missio n 
m erchant, 10 p ercent o f the funds 
required  to  be segregated pursuant to 
the Commodity Exchange A ct and the 
regulations thereunder (less the market 
value o f commodity options purchased  
by option customers on or subject to the 
rules o f  a contract market, each such 
deduction no t to exceed  the amount o f 
funds in the option custo m er’s account), 
if  greater, or its net capital w ould  be less 
than 200 p ercent o f the minimum dollar 
amount required  by paragraph (a)(1)(h) 
o f this sectio n or
* Hr * Hr Hr

6. § 240.15c 3- le  is added to read as 
fo llow s:

§ 2 4 Q . 1 5 c 3 - 1 e  T e m p o r a r y  M in im u m  

R e q u ir e m e n t s  ( A p p e n d ix  E  t o  1 7  C F R  

2 4 0 .1 5 c 3 - 1 e ) .

B r o k e r s  o r  D e a le r s  T h a t  C ar r y  C u s t o m e r  
A c c o u n t s  A g g r e g a t e  I n d e b t e d n e s s  
S t a n d a r d  . ■ „ ; .

(a) A  broker o r dealer that falls w ithin 
the pro visio ns o f paragraph (a)(2)(i) o f 
§ 240.15c3—1 and com putes its required  
net capital under §r240.15c3-l(a)(l)( i)  
shall maintain net capital no t less than 
the greater o f the amount computed  
under the paragraph (a)(l)(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.

B r o k e r s  o r  D e a le r s  T h a t  E le c t  t h e  
A lt e r n a t iv e  S t a n d a r d

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

B r o k e r  o r  D e a le r s  T h a t  a r e  E x e m p t  F r o m  
S e c u r i t i e s  E x c h a n g e  A c t  R u le  1 5 c 3 - 3  
U n d e r  P a r a g r a p h  ( k ) ( 2 ) ( i)  a n d  D e a le r s

(c) A broker or dealer that falls w ithin 
the pro visions o f § 240.15c3-l(a)(2) (ii) 
or (iii) and comp utes its required  net 
capital under § 240.15c3-l(a)(l)( i)  shall 
maintain net capital no t less than the 
greater o f the same computed  under
§ 240.15c3-l(a)(l)( i)  or:

. ( l)  $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.

B r o k e r s  o r  D e a le r s  T h a t  I n t r o d u c e  
C u s t o m e r  A c c o u n t s  a n d  R e c e i v e  
S e c u r i t i e s  ,

(d) A n introducing broker that falls 
w ithin the pro visio ns o f § 240.15c3- 
l(a)(2)(iv ) and comp utes its required  net 
capital under § 240,15c 3-l(a)( l) ( i)  shall 
maintain net capital o f not less than the 
greater o f the amount computed  under
§ 240.15c3—l(a)(l)(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.

B r o k e r s  o r  D e a le r s  E n g a g e d  in  t h e  S a l e  
o f  R e d e e m a b l e  S h a r e s  o f  R e g i s t e r e d  
I n v e s t m e n t  C o m p a n i e s  a n d  C e r t ain  
O t h e r  S h a r e  A c c o u n t s

(e) A broker or dealer that falls w ithin 
the provisions o f § 240.15c3-l(a)(2)(v ) 
and com putes its required  net capital 
under § 240.15c3-l(a)(l)( i)  shall 
maintain net capital o f not less than the 
greater o f the amount computed  under 
§ 240.15c3-l(a)(l)( 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 o r July 1,1994.
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O t h e r  B r o k e r s  o r  D e a le r s

(f) A broker or dealer that falls w ithin 
the provisions o f § 240.15c 3-  l(a)(2)(v i), 
computes its required  net capital under 
§ 240.15c3-l(a)(l)( i)  and is not 
o therw ise subject to  a $5,000 minimum 
net capital requirement shall maintain 
net capital o f not less than the greater 
o f the amount computed under 
§ 240.15c3—l(a)(l)(i)  or:

(1) $2,500 until June 30,1993;
(2) $3,300 on July 1,1993, 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.

M argaret iff. M cFarland ,

D ep u ty  Sec retary .
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H ig h w a y  S a fe ty  P ro g ra m  G u id e lin e  N o .  

17» P u p il T r a n s p o rta t io n  S a fe ty

A G E N C Y :  N ational Highw ay Traffic 
Safety A dm inistration (NHTSA ),
Federal Highw ay A dministration 
(FHWA ), DOT.
A C T IO N : Final rule, technical 
amendment.

S U M M A R Y : This no tice co rrects an 
inco nsistency  betw een Highw ay Safety 
Program Guideline 17 and Federal 
motor vehicle safety standard No. I l l ,  
Rearview  mirrors, w hich Guideline 17 
incorp orates by reference. This no tice 
amends Guideline 17 to  be consistent 
w ith today’s amendment o f Standard 
No. I l l  by deleting unnecessary 
language that has the po tential to  be 
confusing. No new  obligations or duties 
are im po sed  on any party as a result o f 
this co rrection, since the co rrectio n 
merely removes obso lete provisions 
from the Guideline.
D A T E S :  E F F E C T IV E  D A T E : The 
amendment becomes effective December 
2,1993.
FO R  FU R T H E R  IN FO R M A T IO N  C O N T A C T :

Mr. Ronald  Engle, Chief, Safety 
Countermeasures Divisio n, N TS-23, 
N ational Highw ay Traffic Safety 
A dm inistration, 400 Seventh Street,
SW ., W ashington, DC 20590 (202) 366 -  
2717.

S U P P L E M E N T A R Y  IN FO R M A T IO N :

On A pril 26,1991, the National 
Highw ay Traffic Safety A dministration 
(NHTSA ) and the Federal Highw ay 
A dministration (FHWA) published 
revisions to  Highw ay Safety Program 
Guideline 17; Pupil Transportation 
Safety. (56 FR 19270) Guideline 17 
contains recommendations to the States 
on various operational asp ects o f their 
schoo l bus and pupil transportation 
safety programs, includ ing schoo l bus 
equipment such as mirror systems, (see 
§ 1204,4(rV )(B)(l)(g)J. A s for mirror 
systems, Guideline 17 states that—

"A ll schoo l buses should  * * * (g) 
Have a system o f mirrors that conforms 
to  the schoo l bus requirements o f 
FM V SS No. I l l ,  49 CFR 571.111, and 
provides the seated driver a v iew  to  the 
rear along both sid es o f the bus and a 
view  o f the front bumper and the area 
in front o f the bus. Mirrors should  be 
po sitioned  and ad justed  such that w hen 
a rod, 30 inches long, is p laced  upright 
on the ground at any po int along a 
traverse 1 foot forw ard o f the forw ard- 
most po int o f a schoo l bus, at least 7Va 
inches o f the length o f the rod should  
be v isible to the driver, either by direct 
v iew  or by the system o f m irro rs."

W hile Guideline 17 w as being 
amended , NHTSA  issued  a proposal to 
determine w hether to  amend Federal 
motor vehicle safety standard No. I l l ,  
Rearview  mirrors. (56 FR 20171, May 2, 
1991). That NPRM proposed detailed  
test lo catio ns that w ould  supersede the 
sp ecific  ad justment requirements in 
Guideline 17.

Elsew h ere in to d ay ’s Fed eral  R eg ister, 
th e ag en cy  is  p ub lishing  an am end m ent 
to  FM V S S  N o. I l l ,  Rearview  M irrors, 
w ith  resp ect to  th e f ield -of -v iew  around  
sch o o l b uses. T h e n o tice  am en d s th e  
stan d ard  to  req uire a b us d riv er to  b e 
ab le to  see, eith er d irectly  o r through  
m irro rs, certain  sp ecif ied  areas in front 
o f an d  along b oth sid es o f  sch o o l b uses. 
T h e am en d m en t also  sp ecif ies d etailed  
p erf o rm an ce req uirem ents.

A fter review ing Guideline 17‘s 
relationship  w ith Standard  No. i l l ,  it is 
apparent that Guideline 17 should  be 
amended  to  reference Standard  No. i l l ,  
w ithout any ad d itio nal provisions. 
A ccord ingly, Guideline 17 is amended  
to state "A ll scho o l buses should  *** (g) 
Have a  system o f mirrors that conforms 
to  the scho o l bus requirements o f 
FM V SS No. I l l ,  49 CFR 571.111.”  The 
ad d itio nal provisions in Guideline 17 
about the driv er’s v iew , mirror 
positioning and ad justment, and the 30" 
rod test are deleted  from Guideline 17.

The agency no tes that in amending 
Standard  No. I l l ,  Guideline 17 
effectiv ely w as amended  as w ell, since 
Guideline 17 incorporates Standard No.

I l l  by reference. N evertheless, the 
existence o f the add itional provisions in 
Guideline 17 are being deleted because 
they are w ithout 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 
conforming amendment to  clarify  this 
situation. This amendment imposes no  
duties or resp o nsibilities on any party, 
nor does it alter existing obligations. 
Instead , this amendment w ill simpiy 
ensure that Guideline 17 has no  
extraneous language that could  be 
misinterpreted  as imposing guidelines 
that are not actually  in effect. 
A ccord ingly, the agency finds for good 
cause that no tice and opportunity for 
comment on this amendment are 
unnecessary.

List o f  Subjects in 23 CFR Part 1204 

Grant programs, Highw ay safety.
In consideration o f the foregoing, 

NHTSA  and FHWA  amend 23 CFR part 
1204 as fo llow s:

P A R T  1 2 0 4 — A M E N D E D

1. The authority citatio n for 23 CFR 
Part 1204 continues to  read  as fo llow s:

A uthority: 23 U.S.C. 402; delegations o f 
authority at 49 CFR 1.48 and 1.50..

§ 1 2 0 4 . 4  [ A m e n d e d ]

2. In § 1204.4, section (IV:)(B){l)(g) is 
revised to read as fo llow s: 
* ' ♦ * * * ■

g. Have a system o f mirrors that 
conforms to the schoo l bus requirements 
o f FM V SS No. I l l ,  49 CFR 571.111.
♦  *  *  *  - «

Issued on: November 24,1992.

M arion C. Blakey ,

A dm in ist rato r .

Tho m as D. Larson,

A dm in ist rato r .

!FR Doc. 92-29052 Filed  12-1-92 ; 8:45 am] 
BULLING CODE 4010-59-M
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[ C O T P  S t .  L o u i s  Regulatio n 9 2 - 0 9 ]

S a fe ty  Z o n e  R e g u la tio n : U p p e r  

M is s is s ip p i R iv e r , M ile  9 0 .0 -1 0 3 .0 2

A G E N C Y :  C oast G uard , D O T.

A C T IO N : T em p o rary  f inal ru le.

S U M M A R Y :  T h e C oast G uard is 
estab lishing  a  safety z on e on the U p p er 
M ississip p i R iver, b etw een M ile 90.0 
and  103.0. T h is safety  z on e is n eed ed  to  
p ro tect co m m ercial  traf f ic and  p rivate


