NOTICE TO MEMBERS 82-36
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Notices to Members should be

R A ST retained for future reference.
NATIONAL ASSOCIATION OF SECURITIES DEALERS, INC.
1735 K STREET NORTHWEST - WASHINGTON, D.C. 20006 - (202) 833-7200
June 9, 1982

IMPORTANT

PLEASE DIRECT THIS NOTICE

TO: All NASD Members
RE: SEC Adopts Amendments to the Net Capital and Custbmer Protection
Rules
BACKGROUND

On January 13, 1982, the Securities and Exchange Commission (the
"SEC" or "Commission") issued four releases announcing the adoption of amend-
ments as well as a series of proposed amendments to Rule 15¢3-1 (the "Net Capi-
tal Rule") and Rule 15¢3-3 (the "Customer Protection Rule"). The adopted
changes became effective May 1, 1982, (Securities Exchange Act Release No.
18417). The proposed amendments, described in Securities Exchange Act Release
Nos. 18418, 18419, and 18420 were also to become effective May 1, 1982, follow-
ing the standard comment process. Substantial comment was received by the SEC
and, as a result, a number of modifications have been made to the original propo-
sals. The final amendments which were adopted and which are to become effec-
tive June 25, 1982, are detailed in Securities Exchange Act Release No. 18737,
issued May 13, 1982.

The previous amendments which were adopted by the Commission in
January, 1982, and which are reflected in Exhibit 1 to this notice, accomplished
the following:

e reduced (from 4 percent to 2 percent) the percentage
requirement of aggregate debit items from the Reserve
Formula for broker-dealers calculating net capital pur-
suant to the "alternate" method;

e allowed the use of revolving subordinated loans;
e lessened the impact of short securities differences;

e ecliminated from the Reserve Formula securities borrowed
from customers under certain circumstances;



e permitted the use of an add-back to capital for certain
illiquid receivables equal to the dollar amount of an actual
tax liability arising from such receivables; and,

e gave allowable asset treatment for free shipments of
mutual fund shares for a period of up to 16 business days
following shipment. *

A synopsis of the three other January releases proposing amendments
to the Net Capital and Customer Protection Rules follows:

e Securities Exchange Act Release No. 18418 — proposed
changes to haircuts in government, mumclpal and other
debt securities.

o Securities Exchange Act Release No. 18419 — proposed
amending the Customer Protection Rule so as to permit
fails to deliver and fails to receive which allocate to one
another to be excluded trom the Reserve Formula. In
addition, this release proposed to reduce in stages the time
period governing the "aging" of fails to deliver and to
prov1de a deduction from net worth related to fails to

142 p 4+ Dalacscae N 1QA0N v m
1TO LACHHAIIEC ACL N1TCiCast INU. 1094V P UPUBUU l.U

he requirement in the Customer Protection Rule
=)

nhtain and maintain nacgacainn Ar anntrnl r\f'
Wi/ LAl CAlia 411CRiI1iLCRL1L t’V\J\J WIWILN/EL \JL \LLlVvi VL

@
oI
]
o
=

s' fully paid and excess margin securities in the
case of secumtles that are borrowed from financial institu-
tions and other persons pursuant to a written agreement
that provides, among other things, for a full collateraliza-
tion of the borrowed securities and the delivery of addi-
tional collateral to satisfy differences in excess of 5
percent of the market value of the securities. The release
also proposed to exclude from the Reserve Formula the
debit and credit items relating to such borrowings.

This notice is accompanied by two exhibits. Exhibit 1 contains
changes made to Rule 15¢3-1, effective May 1, 1982, as well as those to become
effective on June 25, 1982. This exhibit also summarizes the changes being made
to Rule 15e3-3, effective June 25, 1982. Exhibit 2 is a reprint of Securities
Exchange Act Release No. 18737 as it appeared in the May 20, 1982, edition of the
Federal Register.

SUMMARY OF THE NEW AMENDMENTS

Securities Exchange Act Release No. 18737 announces the adoption of
amendments which will be made to the Net Capital and Customer Protection

* Please refer to Notice to Members 82-6 for a complete discussion of the
revisions to the Net Capital Rule which were adopted in Release No. 18417.
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Rules, originally proposed in Release Nos. 18418, 18419, and 18420 as capsuled

above.

As previously noted, these amendments have been modified to take into

consideration input provided by the NASD, SIA, PSA and others and are viewed by

the Commission as a balanced response to those comments. The amendments
which will go into effect on June 25, 1982, adjust the aforementioned rules as

follows:

Create minimum net capital requirements for two newly defined categories
of firms:

e Municipal Securities Brokers' Broker — $150,000 minimum net
capital requirement; and,

e Reporting Government Securities Dealer — $50,000,000 minimum
net capital requirement before haircuts.

Adopt a "ready market” test for municipal securities.
Establish new haircut schedules for:

Governments
Municipals
Investment Company Shares

Nonconvertible Debt Securities

Preferred Stock

Recognize more fully the technique of hedging positions in government
securities, futures, and nonconvertible debt securities as a means of reduc-
ing haircuts on those positions.

Establish a new timetable for aged fail-to-deliver haircuts.

Adopt a new exclusion from aggregate indebtedness for overnight bank
loans carried by municipal securities brokers' brokers.

Adopt a new charge to net worth for "matched" fails to deliver and stock
borrowed excluded from the Reserve Formula.

Clarify the charges to capital on repurchase, reverse repurchase, and
matched repurchase agreements.

Adopt a new charge to net worth in instances in which irrevocable letters
of credit are used as the required deposit against stock borrowed.

Provide for an exclusion from the Reserve Formula for "matched" fails to
deliver and stock borrowed.

Permit fully paid and excess margin securities to be borrowed under certain
specifications.

A more detailed discussion of the various elements raised in those

releases follows.



DISCUSSION OF AMENDMENTS

Net Capital Rule

° Minimum Net Capital Requirements for Certain Newly Defined Categories
of Firms — The amended rule incorporates two new categories of broker-dealers
for which specialized minimum net capital requirements are prescribed. They are:

A Municipal Securities Brokers' Broker is defined in the Net Capital
Rule as an entity which:

(1) aects exclusively as an undisclosed agent in the purchase or sale
of municipal securities for a registered securities dealer;

(2) has no "customers" as defined in the Net Capital Rule; and,

(3) does not have or maintain any municipal securities in its pro-
prietary or other accounts.

A municipal securities brokers' broker may elect not to be subject to
the aforementioned limitations, as contained in new Paragraph (a)(8)
to the rule. For those that do, however, they must maintain at all
times net capital of not less than $150,000. These firms will also be
required to compute capital according to the "standard" or aggre-
gate indebtedness method. A brokers' broker who operates pursuant
to Paragraph (a)(8) may exclude from aggregate indebtedness over-
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night loans offset by municipal securities fails to deliver for a period

of one business day. Additionally, the standard deduction for aged
fails to deliver and fails to receive would not be applicable; but
instead, brokers' brokers would deduct 1 percent of the market
volume of any fail-to-deliver contract which is outstanding more
than 21 business days.

A Reporting Government Securities Dealer is defined as a dealer
which reports to the Federal Reserve System and which transacts
business directly with the Federal Reserve System. Under the Net
Capital Rule, a reporting government securities dealer will be
required to maintain net capital before hairecuts of $50,000,000.
Certain haircut provisions are being made applicable solely to this
category of broker-dealer and are explained in greater detail below.

° Ready Market Test for Municipal Securities — The rule introduces for
municipal securifies a concept called "presumed marketability" because of the
widespread difficulty in valuing certain municipal securities for net capital pur-
poses. The adopted version differs slightly from the original proposal. The
adopted "presumed marketability" test requires municipal securities dealers to
value their municipal inventories at market; or if unavailable, at cost for a period
of 30 calender days following settlement. Subsequently, in the absence of other
price or transaction data, the value of a municipal security would be marked down
(reduced in value) by 5 percent per month until the value of the security is zero,
at which point the security would be considered non-marketable for net capital
purposes.




This varies from the original proposal in which the security was reduced in
value 5 percent per month until the residual value was 50 percent of cost, at
which time it had zero value for net capital purposes.

° New Haireuts for Governments, Municipals, Nonconvertible Debt, and
Mutual Funds — With the exception of certain types of investment company shares
(money market funds), there are no significant changes in the haircuts as adopted
and those originally proposed.

Government Securities — As detailed in Securities Exchange Act
Release No. 18418 and Notice to Members 82-6, haircuts on U.S.
government and agency securities are being 51gn1f1cant1y increased.
Under the new amendments to the Net Capital Rule, only those U.S.
government and agency securities with less than three months to
maturity would not receive a haireut.

As amended, the rule provides for three possible methods to com-
pute haircuts on a government securities inventory. Two are open to
all broker-dealers, while the third is restricted solely to "reporting”
government securities dealers (those maintaining net capital before
haircuts of $50,000,000).

The amended rule sets forth four categories of government securi-
ties comprised of twelve subcategorles The subcategories measure
time to maturity for a security from the date of the capital compu-
tation, and dictate the apphcable percentage deduction to be applied
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for the haircut. The haircuts for each category using the Basic
Method are calculated as follows:

° Compute the haircuts on the net long or short position in each
subcategory.

° Aggregate separately the haircuts on the net long positions and
on the net short positions.

° Net the aggregate long haircuts and the aggregate short hair-
cuts.

° The deduction for each category of government securities shall
be the net of the aggregate haircuts on the long and short
positions plus 50 percent of the lesser.

Details of these categories and subcategories are contained in
Exhibit 1.

This is the normal haircut method and can be elected by any broker-
dealer. For firms who are not reporting government securities

dealers, the alternative to the "Basie Method" is the so-called "Easy
Mechanices Method."

With the Easy Mechanics Method, a firm may simply deduct the
applicable percentages of the market value of the net longs or shorts
in each subcategory as described above. The firm electing this
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method cannot, however, benefit from the use of hedges as a means
of reducing applicable haircuts on positions in U.S. government
securities.

The haircuts to be applied to positions maintained by Reporting
Government Securities Dealers have been set at 75 percent of the
haireut that would otherwise be applicable under the "Basie
Method.™

Municipal Debt Securities — The number of haircut categories for
municipal securities have been greatly increased over those orig-
inally proposed. The original proposal would have raised from 3
percent to 5 percent the haircuts for municipal securities with two
but less than five years to maturity; and raised from 5 percent to 7
percent the haircut for municipal securities with five or more years
to maturity. In the amended proposal, there are nine categories of
haircuts for municipals ranging from a low of 1 percent to a high of
7 percent. Details of the haircuts can be found in Exhibit 1.

Investment Company Shares — While the percentages of haircuts
previously proposed have not been changed, the amendments have
clarified the types of "money market funds" eligible for reduced
haircuts. In essence, it will be the investment intent of a fund which
will determine whether proprietary positions in shares of such funds

would qualify for the 2 percent "money market fund" haircut. As

long as the fund's prospectus indicates that the intent of the fund is
to invest in money market instruments, the fund is, for purposes of
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the rule, a "money market fund."
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Nonconvertible Debt Securities — There are two types of haircuts
applicable to nonconvertible debt securities. One is to be applied to
nonconvertible debt positions not used to hedge U.S. government
securities positions and the second is to be applied to those noncon-
vertible debt securities used to hedge U.S. government securities
positions.

As to the former, there are six categories of haircuts, ranging from
2 percent to 9 percent. In each category, the haircut is taken on the
greater of the long or the short positions therein.

As to the latter, there are the same six categories; however, the
haircut percentages range from 1 percent to 4% percent, i.e., 50
perecent of the haircut applied to positions not used to hedge U.S.
government securities positions. As with the unhedged position, the
haircut is on the greater of the long or the short value in each
category. These provisions are adopted unchanged from the original
proposal.

Preferred Stock — For cumulative, nonconvertible preferred stock
ranking superior to all other classes of equity of the same issuer and
ranked in one of the four highest categories by at least two of the
nationally recognized rating services, the haircut is 10 percent. For
preferred's not meeting the test described above, the haircut is 30
percent for firms which calculate net capital under the "standard"
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method, and 15 percent for firms which calculate under the "alter-
nate" method.

° Hedging Strategies — The charges to net worth for debt securities in
general have been increased significantly. Therefore, in order to mitigate the
impact of these changes, the Commission has set forth new hedging provisions
that permit the netting of many forms of debt securities as well as futures con-
tracts on U.S. government debt securities, and a partial hedge of nonconvertible
debt securities.

U.S. government securities may be hedged by dropping from each sub-
category (refer to the section on haircuts of U.S. governments in Exhibit 1) the
principal amount of U.S. government securities positions which are hedged by
positions in either qualifying nonconvertible debt securities or futures contraets
relating to U.S. government securities.

Hiustration:

If a firm were long $1,000,000 of a U.S. government security in a

particular subcategory and short $500,000 of nonconvertible debt

whose maturity is in the appropriate maturity parameter for com-
puting the haircut for U.S. government securities, the firm would

only show $500,000 of U.S. government securities in that subcate-

gory. In short, no haircut is taken on the U.S. government securities

position which is hedged by a position in qualifying nonconvertible

debt or futures contracts relating to government securities. It

should be noted that the amendments do not require that the differ-

ence between a U.S. government position and a hedging position be

haircut at the higher of the applicable rates as was originally

proposed. The amendments state that the difference will be haircut

at the rate which is applicable to the larger position.

In determining whether a nonconvertible debt security can be used
to hedge positions in U.S. government securities, the nonconvertible
debt must meet two tests; first, the nonconvertible debt must
mature within a set period and, second, the government securities
must mature within a certain time relative to the nonconvertible
debt maturity. The chart below illustrates the requirements of this
so-called dual maturity match.

Maturity Date of the Government Security

Nonconvertible Debt Maturity Must Match
Security Within *

Within 15 months 3 months

More than 15 months 6 months

to 2 years

More than 2 years 1 year

to 5 years

More than 5 years 9 years

* The maturity dates of the U.S. government securities position and the

nonconvertible debt position must both oceur within this time frame.



A note on futures contracts:

In any one of the 12 subcategories for government securities, a
broker~dealer may include long or short positions of government
securities that are deliverable against long or short positions in
futures contracts in government securities provided such are held in
the proprietary accounts of the broker-dealer and are traded on a
recognized futures exchange approved by the Commodity Futures
Trading Commission. The value of the long or the short government
securities positions shall be determined by the contract value of the
futures contracts which will be haircut in accordance with
Appendix B of the Net Capital Rule.

° Aged Fail Deductions/Fails to Deliver — The amendments impact aged fail-
to-deliver contracts in two respects. The first affects municipal securities
brokers' brokers by establishing a new charge to net capital in place of the stan-
dard aged fails to deliver deduction. The second changes the time period after
which haircuts are to be applied to fails to deliver of securities other than muniei-
pal securities. Specifically, such period will be reduced in stages to, first, seven
business days and then, as of September 1, 1982, to five business days. There is no
change in the time period applicable to the aging of fails to deliver on municipal
securities, which remains 21 business days.

A firm's designated examining authority, i.e., the self-regulatory organi-
zation charged with monitoring the firm's financial condition, may waive an aged
fail-to-deliver haircut for an interim period of five business days. However,
municipal securities brokers will not be eligible for a waiver of their aged fail
haircut charges.

As previously noted, for municipal securities brokers' brokers, the amend-
ments substitute a charge to net capital for the fail-to-deliver haircut. The
charge to net capital is 1 percent of the market value of all fail-to-deliver con-
tracts in muniecipal securities outstanding 21 business days or more. A municipal
securities brokers' broker is exempt from the aged fail-to-receive deduction.

. New Exclusion From Aggregate Indebtedness for Municipal Securities
Brokers' Broker — Firms that meet the definition of a municipal securities
brokers' broker may exclude from aggregate indebtedness the value of any loan
which is secured by municipal securities, provided the loan has not been out-
standing more than one business day and the security is offset by a fail-to-deliver
contract.

. Charge to Net Worth for Fails to Deliver and Stock Borrowed Excluded
From the Reserve Formula — The amendments require that firms that calculate
net capital under the "alternate" method take a charge to net worth of 1 percent
of the aggregate value of all fails to deliver and stock borrowed positions which
mateh and are netted from the Reserve Formula computation of the Customer
Protection Rule against fails to receive.

° Reverse Repurchase and Repurchase Agreements ("Reverse Repos" and

"Repos") — The amendments provide for graduated charges to net worth for
Teverse repos. If the contraet price of the reverse repo is greater than the market

value of the underlying security, the charge to net worth is a percentage of this
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difference between market value and contract price based on the days remaining
to expiration of the reverse repurchase (See Exhibit 1). The amendments propose
that whenever the market value of the security subject to a reverse repurchase is
less than 50 percent of the contract price, the entire amount of the difference
will be a charge to net capital regardless of the time remaining to maturity of the
agreement.

A firm may reduce the charges required by the rule on reverse repos by the
amount of margin or other deposits held by the firm for the account of the party
with whom the firm has entered into the reverse repurchase agreement. In addi-
tion, a firm may reduce an otherwise required charge on a reverse repurchase by
the amount by which the market value exceeds the contract price in other reverse

If in any single account or series of related accounts, the contract price of
reverse repurchase agreements exceeds the market value of the underlying secur-
ity by more than 5 percent of tentative net capital {capital before haircuts), then
the entire amount of this difference will be a charge to net capital.

. Charges to Net Worth on Stock Borrowed — One percent of the market
value of securities borrowed secured by an irrevocable letter of credit must be
deducted from net worth.

Customer Protection Rule — Reserve Formula

° Netting of Fails in Reserve Formula — The amendments provide that a firm
need not ineclude fails to deliver and stock borrowed which allocate to fails to

receive when calculating Items 11 or 12 of the Reserve Formula (Exhibit A of the
Customer Protection Rule).

° Physical Possession and Control — The amendments to the Customer Pro-
tection Rule make substantial changes in the ability of firms to borrow fully paid
or excess margin securities from customers. The amendment states the conditions
that must be met before a firm may execlude securities borrowed from customers
from its calculation for possession and control. These conditions must be set forth
in a written agreement between the firm and the lender and are as follows:

—  the basis of compensation for the loan;

— the rights and liabilities of the parties to the agreement;

—  the identity of the securities borrowed;

—  specification that the lender receive, no later than the close of
business the day on which the loan is made, collateral which
fully secures the loan of:

) Cash, or

] U.S. Treasury bills and notes, or

° An irrevocable letter of credit.
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—  mark to market of the loan by the broker-dealer no less than
daily;

—  agreement that should the market value of securities loaned to
the broker-dealer exceed 100 percent of the market value of
the collateral, additional collateral of the type deseribed above
must be provided so as to bring the market value of the colla-
teral equal to the market value of the securities loaned. The
additional collateral must be provided to the lender no later
than the close of the next business day; and,

—  notice prominently made that the securities loan transaction
might not be subject to the Securities Investor Protection Act.

The proposal would not have permitted irrevocable letters of credit to be
used as the required deposit for stock borrowed. The amendments will permit the
use of irrevocable letters of credit as the required deposit; provided, however, a 1
percent charge to net worth is taken on the value of securities so borrowed.

% k%
Questions concerning the changes to the Net Capital and Customer
Protection Rules may be directed to either Elizabeth A. Wollin at (202) 833-7356,
or Susan Meyers at (202) 833-7359.

Sincerely,

g el

ordon S. Macklin
President

Attachments



EXHIBIT 1

THE FOLLOWING CHANGES WERE EFFECTIVE AS OF MAY 1, 1982

Rule 15¢3-1 (The "Net Capital Rule")

PROVISION

Minimum net capital re-
quirement for "alternate"
rule calculators.

Percentage of aggregate
debit items that serves as
"ratio" requirement for "al-
ternate" rule calculators.

Adjustments to net worth
for actual tax liability on a
non-allowable asset.

Free shipments of invest-
ment company shares.

Charges to net worth for
short securities differ-
ences.

Ability of Examining Au-
thority to waive a short se-
curities difference haircut.

Limitation on withdrawal
‘of equity ecapital and re-
strictions on repayment of
subordinated debt.

PRESENT TREATMENT

$100,000

4%

No adjustment permitted.

The amount is counted as
an allowable asset for a
period of 7 business days
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100 percent of the market
value of short securities
difference is deducted on
the seventh business day
following discovery of the
difference.

Not permitted.

None permitted if net capi-
tal would fall below 7 per-
cent of aggregate debit
items from the Reserve
Formula.

ADOPTED CHANGE

No change.

2%

Add to net worth the
amount of an actual tax li-
ability directly related to a
nonallowable asset.

The amount is counted as
—ao ~ oo ad £ a

an unuwaluc asset ior a
perlod of 16 busmess days

Deduct the following per-
centages of market value
for short securities dif-
ferences.

% of Business Days
Charge After Discovery
25% 7
50% 14
75% 21
1009% 28
Permitted in exceptional

cireumstances for a period
not to exceed 10 business

days.

None permitted if net cap~
ital would fall below 5 per-
cent of aggregate debit
items from the Reserve
Formula.



PROVISION

Early warning level for "al-
ternate" firms (Rule 17a-
11).

Prepayment of subordin-
ated loans prior to their
having been in effect for
12 months—so-called re-
volving subordinated loans.

PRESENT TREATMENT

6 percent of aggregate
debit items.

Not permitted.

ADOPTED CHANGE

5 percent of aggregate
debit items.

Permitted with approval of
the Examining Authority
and if certain conditions
are met. The conditions
imposed are higher than for

payment or repayment of
subordinated loans which
have been in effect for at
least 12 months.

Exchange membership. Not treated as liquid or al- No change.
lowable assets.
Syndicate receivables. Not treated as liquid or al- No change.
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THE FOLLOWIN

PROVISION PRESENT TREATMENT ADOPTED CHANGE

Establishes a minimum net
capital requirement of
$150,000. Requires a
deduction of 1% of con-
tract value of each fail-to-
deliver contract outstand-
ing 21 business days or
longer. Excluded from Al
is indebtedness collateral-
ized by municipal securi-
ties outstanding not more
than one business day and
offset by a fail-to-deliver.

No comparable provision in
present rule.

Municipal Securities
Brokers' Broker
Paragraph (a)(8)

A percentage deduction (as
noted below) is applied to
the difference between the
contract price of the re-
verse repurchase agree-
ment and the current mar-
ket price of the security

Haircuts on Reverse
Repurchase Agreements
Paragraph (e)(2)(iv)X(F)

No comparable provision in
present rule.



PROVISION

Deduction from net worth
based on reverse repur-
chase agreement deduc-
tions which exceed 5 per-
cent of capital before hair-
cuts.

-13 -

PRESENT TREATMENT

No comparable provision in
present rule.

ADOPTED CHANGE

subject to the reverse re-
purchase agreement mea-
sured to the date of matur-
ity of the reverse repur-
chase agreement from the
capital computation date.

7 days or less 0%
8 to 14 days 5%
15 to 30 days 10%
31 to 60 days 25%
61 to 90 days 50%
91 days or more 100%

If the current market value
of the security subject to
the reverse repurchase
agreement is less than 50
nnnnnnn
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price for resale under that

acraameaent. then rocardloce
agreement s iien regaragiess

of the days to maturity of
that contract, the charge
to capital is 100 percent of
the difference between
market price and contract
price. Deductions of this
type may be reduced by the
amount of margin or other
deposits held by the firm
on the particular contract
or by the excess current
market value of securities
over the contract price of
other reverse repurchase
agreements which the firm
has with the same entity.

Requires a deduction from
capital equal to the dif-
ference between the
current market value of
securities and the contract
price of each reverse re-
purchase agreement having
90 calendar days or less to
maturity whenever the
amount of such difference
is greater than 5% of
capital before haircuts.



PROVISION

Haircuts on matched re-
purchase agreements.

Haircuts on Government
Securities
Paragraph (c)(2)(vi)(A)

Category 1

Less than 3 months to ma-
turity

3 months but less than 6
months

6 months but less than 9

[ 1055 L0 SN

9 months but less than 12
months

Category 2
1 year but less than 2 years

2 years but less than 3
years

Category 3

3 years but less than 5
years

5 years but less than 10
years

Category 4

10 years but less than 15
years

15 years but less than 20
years

20 years but less than 25
years

25 years or more
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PRESENT TREATMENT

No comparable provision in
present rule.

)
R

1%

1%

2%

3%

3%

3%

3%

3%

ADOPTED CHANGE

No deduction on the repur-
chase leg if the appropriate
charge, if any, is made on
the reverse repurchase leg.

1/2 of 1%
3/4 of 1%

S/ 2

1%

11/2%

2%

3%

4%

41/2%

5%

51/2%

6%
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PROVISION

Hedging of positions in U.S.
government and agency
securities--"Basic Method."

"Easy Mechanics" haircut
choice for U.S. government
and agency securities.

Haircuts for reporting gov-
ernment securities dealers.

Less than 1 year to matu-
rity

1 year but less than 2 years

2 years but less than 3 1/2
years

3 1/2 years but less than 5
years

5 years but less than 7
years

7 years but less than 10
years

10 years but less than 15
years

15 years but less than 20
years

20 years or more
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PRESENT TREATMENT

Haircut taken on net of
long or short per category.

Not permitted.

No comparable provision in
present rule.

19%

2%

3%

3%

5%

5%

5%

5%

5%

ADOPTED CHANGE

Haircut for each category
is the net of the aggregate
long or short deduction for
each subcategory plus 50
percent of the deduction on
the lesser of the two.
Also, position offsets and
futures contracts can be
used to reduce haircuts.

Permitted. However, this
method does not recognize

hedging as a means of re-

oo s s as
ducing haircuts on positions

in government securities.

75 percent of haircuts ap-

plicable under "Basic
Method."

1%

2%

3%

4%

5%

51/2%

6%

61/2 %

7%



PROVISION

Haircuts on Mutual Funds
Paragraph (e)(2)(vi)}(D)

Money market funds with
assets consisting of cash or
money market instruments.

Money market funds in-
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securities other than cor-
porate.

Mutual funds which invest

in money market instru-
ments and nonconvertible
debt securities.

Haircuts on Nonconvertible
Debt
Paragraph (c)(2)(vi)(F)

Less than 1 year to matu-
rity
1 year but less than 2 years

2 years but less than 3
years

3 years but less than 4
years

4 years but less than 5
years

5 years or more

Hedging positions in non-
convertible debt positions
in U.S. government and
agency securities.
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PRESENT TREATMENT

5%

9%

w
>
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1%

2%
3%

4%

9%

7%

Not permitted.

ADOPTED CHANGE

2%

7%

9%

2%

3%

9%

6%

7%

9%

Permitted. However, when
nonconvertible debt secur-
ities are hedged, the value
of the long and short posi-
tions are subject to
haircuts at 50% of haircut
percentages that would
otherwise apply to such
securities.



PROVISION

Preferred Stock
Paragraph (e)(2)(vi)(H)

Haircuts on cumulative,
nonconvertible  preferred
stock ranking prior to all
other preferreds of the
same issuer and rated in
one of the four highest

natocarice hu ot laaggt 92
CairCglriCs Uy duv 18ast a

recognized rating organiza-
tions.

A1l other preferred stock.

Aged Fails to Deliver
Paragraph (e)(2)(ix)

Deduections from Net Worth
in Computing Net Capital
Paragraph (£)(5)(iv)
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PRESENT TREATMENT

20%

209

Haircuts on the market
value of underlying secu-
rities are deducted after 11
business days (21 business
days in the case of munici-
pal securities).

Not covered
rule.

in present

ADOPTED CHANGE

10%

30%

Haircuts on the market
value of underlying securi-
ties are deducted after 5
business days. Current 21
business-day period for
municipals remains un-
changed for at least 6
months pending further
SEC study.

Deduction of 1% of the
contract value of fails to
deliver and/or stock bor-
rowed which allocate to
fails to receive contracts
of same issue.

THE FOLLOWING CHANGES ARE EFFECTIVE AS OF JUNE 25, 1982

Rule 15¢3-3 ("Customer Protection Rule™)

PROVISION

Exclusion of fails to deliver
which mateh, by issuer and
quantity of security, to
fails to receive.

Borrowing of customer ful-
ly paid and excess margin
securities

Paragraph (b)(3)

PRESENT TREATMENT

Not generally permitted —
allowed to certain "trad-
ing" firms by interpretive
letter.

Not generally permitted
due to possession and con-
trol requirements.

ADOPTED CHANGE

Permitted.

Permitted under certain
conditions. Requires de-
posit of collateral which
may take the form of eash,
U.S. Treasury bills or notes



PROVISION

"Wein" interpretive letter.
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PRESENT TREATMENT

Now in effect.

ADOPTED CHANGE

as well as irrevocable
letters of credit—secured
or unsecured. If a letter of
credit is used, the broker-
dealer must charge its net
capital 1 percent of the
market value of the
securities borrowed. If se-
curities are used, current
market value must be de-
termined daily and addi-
tional collateral must be
provided if the value ex-

Aa 10N + £ 1M
CeEqs Luv percent o1 coua

teral then held.

Withdrawn — no longer ef-
fective.
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SECURITIES AND EXCHANGE
COMMISSION

17 CFR Part 240

[Reiease No. 34-18737; File Nos. S7-855,
856, 922 and 9231

Net Capital Requirements for Brokers
and Dealers

AGENCY: Securities and Exchange
Commission.

ACTION: Adoption of Amendments to net
capital rule.

SUMMARY: The Commission is amending
parts of its net capital and customer
protection rules for broker-dealers. The
amendments will alter the haircuts
under the net capital rule on most debt
securities, preferred stock and
redeemable securities of certain

atonad i v m Th
registered investment companies. The

amendments will also affect the
treatment of securities borrowing and
fails to deliver by brokers-dealers under
both rules. Finally, the Commission is

adopting a new provision in the net

QOpilllg 2 11 1821011 1%

capital rule desxgned for a unique class
" of broker-dealer generally known as
municipal securities broker’s brokers.
EFFECTIVE DATE: June 25, 1982,
FOR FURTHER INFORMATION CONTACT:
Michael A. Macchiaroli, Division of
Market Regulation (202) 272-2372, 500 N.
Capitol Street, Washington, D.C. 20549
SUPPLEMENTARY INFORMATION: In
January 1982, the Commission
announced the adoption and proposal of
amendments to the net capital and
customer protection rules that, taken
together, would significantly revise the
capital requirements for broker-dealers.!
The amendments as adopted or
proposed for comment represented the
Commission’s conclusion, following a
comprehensive examination of the
financial responsibility requirements
applicable to broker-dealers and the
capacity of the securities industry to
avoid operational and financial
problems encountered in the
“Paperwork Crisis” of the late 1960’s,
that those capital requirements could be
revised without creating undue risks to
investors.

The amendments that were adopted
by the Commission in January 1982,

'Securities Exchange Act Releases Nos. 18417—
18420 (Jan. 13, 1982), 47 FR 3512 (Jan. 25, 1982).

generally, reduced by half (from 4% to

292) the nercentaoe rnquwomnnf of net

«roy UG PErGeniago ic emernt

capital for those broker-dealers which
have elected the alternative method of
calculating net capital, allowed the use
of revolving subordinated loans,
moderated the treatment of short
securities differences and allowed
elimination from the Reserve Formula?
of securities borrowed from customers
under certain circumstances. The
amendments that were proposed in
January 1982 included changes in the

-percentage deductions (“haircuts™) from

the market value of certain securities in
the proprietary accounts of broker-
dealers in computing capital
requirements; changes in the treatment
of municipal securities that have no
ready market; changes in the treatment
of fail to deliver contracts that allocate
to fail to receive contracts (“matched
fails”) under the Reserve Formula; and
changes in the time period before a
deduction must be taken for fail to
deliver contracts. The Commission also
proposed to amend the customer
protection rule to change the treatment

of securities borrowed by broker-dealers
from persons other than brokers,

dealers, or municipal securities dealers
under the possession or control
requirement of that ruie. The effective
date of the amendments that were
adopted by the Commission in January
1982 was delayed until May 1, 1982.

Following the Commission’s actions in
January 1982, self-regulatory
organizations and the Commodities
Futures Trading Commission (the
“CFTC") have taken action affecting the
capital requirements of many broker-
dealers. The New York Stock Exchange
{the “NYSE") adopted a rule proposal
reducing the early warning levels,
thereby reducing, as a practical matter,
the net capital required of member
firms. The Board of Directors of the
National Association of Securities
Dealers, Inc. (the “NASD") has
approved a substantially similar rule
and has submitted that rule to its
membership for approval. The CFTC has
proposed for comment amendments that
would substantially parallel the
amendments to the net capital rule
adopted by the Commission.

The Commission is adopting the
amendments proposed in January 1982,
modified, as discussed below, to
account for certain of the comments
received. The Commission, however,
declines to revisit at this time, as several
commentators suggested, certain issues
considered in January 1982. In view of
the significant redyction in overall

217 CFR 240.15c3-3a.



capital requirements, the Commission
has determined not to revigit the
liquidity concept of the net capital rule
as applied to the treatment of exchange
seats and unsecured receivables {which
are now treated as nof readily
convertible into cash).® The Commission
will, however, continue to explore
alternatives with the securities industry.
The Commission believes that a balance
must be struck by increasing deductions
for some of the items in the net capitai
calculation to reflect the changing
economic and market conditions.

The Commission has received
thoughtful and helpful comments from
the securities industry in its efforts to
update the financial responsibility rules.
The Securities Industry Association {the
“SIA"), some of its members, the various
self-regulatory organizations, broker-
dealers and others have assisted in the
analysis of relevant issues by supplying
data, views and recommendations
appropriate to the Commission’s
undertaking. The Commission believes
that the success of its public dialogue
with the securities industry in this
matter, which began in 1979, is evident
in the rules as adopted today. The
Commission hopes this dialogue will
continue as other issues of public

‘The Haircuts

A broker-dealer arrives at its net
capital by deducting from its net worth
{calculated in accordance with generally
accepted accounting principles) 4 the
value of assets not readily convertible
inlo cash, and also certain percentages
of the market value of securities carried
in its accounts. The amount of the
haircuts for debt securities (including
short term notes) depends on the nature
of the issuer, the time to maturity of the
security and, for securities of non-
governmental issuers, the ratings of
nationally recognized statistical rating
services. In general, the haircuts for debt
securities were designed to take into
account the historical market
fluctuations of each type of instrument
and its associated market.

Relatively recent eventis in the debt
market have caused the Commission to
question the adequacy of the present
haircut provisions for debt securities
generally. Interest rates rose to
unprecedented heights in the 1979-80
period, causing precipitous declines in

*The Commission understands, however, that the
staff has issued an interpretation allowing a broker
or dealer to net receivables from and payables to
another broker or dealer for net capital purposes.

*This means, among other things, using the
accrual method of accounting.
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the values of already issued debt
instruments. The Commission is
concerned that individual firms have an
adequate capital cushion to cover
potential market risks in light of the
volatility of the current markets.

In Securities Exchange Act Release
No. 17208,5 the Commission proposed
for comment amendments to the haircut
schedules for Government securities,
municipal securities and nonconvertible
debt securities. Also, in an effort to
make its financial responsibility rules
more compatible with sound business
practices, the Commission solicited
comment on the degree to which the
haircut provisioas should deal with
hedges among various classes of debt
instruments. Through the comment
process the Commission expected to
develop criteria for hedging which
would be objective, clear and easily
determinabie.

As discussed in its October 1980
Release, data provided to the
Commission tended to confirm doubts
as to the adequacy of the present haircut
provisions. The data were compiled
from records accumulated by brokerage
firms in the ordinary course of dealing in
debt securities. In one of its January
1982 Releases,® the Commission
reproposed for comment the haircuts on
debt securities and proposed for
comment a rather sophisticated hedging
schedule as to Government securities, It
also proposed for comment changes in
haircuts for preferred stock and for
redeemable securities of certain
registered investment companies.

A. Government Securities

Haircut Schedules. The net capital
rule currently requires, in the case of a
security issued or guaranteed as to
principal or interest by the United States
or any agency thereof, deductions from
net worth equal to a percentage of the
net long or short position in each
category described in subparagraph {A)
of the haircut provisions of the rule.
There is no deduction for securities
having less than one year to maturity.
The deduction for securities having one
year but less than three years to
maturity is 1 percent; that for securities
having three years but less than five
years to maturity is 2 percent; that for
securities with five years or more to
maturity is 3 percent.

The data submitted to the
Commission by the SIA in 1979
indicated that these haircuts were
inadequate in measuring the risk in

5 8ecurities Exchange Act Release No. 17209 (Oct.
9, 1980), 45 FR 69911 (Oct. 22, 1980).

8 Securities Exchange Act Release No. 18418 (Jan.
13, 1982}, 47 FR 3521 (Jan. 25, 1982).

carrying the securities, particularly
ying

THi ith laoa thor Ane onn
those securities with less than one year

to maturity and those with five years or
more to maturity. That data showed that
the majority of monthly changes in
market value were greater than the
existing haircuts and that, for some
months, the month-end to month-end
price movements were considerably
greater than the existing haircuts. For
example, in 26 of the 49 months in the
survey, Treasury bills maturing in 6
months moved in price between one
tenth of 1% to over 1%. In one month,
Treasury bills maturing in nine months
moved 1.50% and in February 1980,
1.90%. Finally, in 39 of 49 months,
Treasury bills maturing in 12 months
moved between one tenth of 1% and
2.51% (February 1980). In each case,
however, the rule required no haircut,

The data for bonds with 2 years, 5
years, 10 years, 20 years and 30 years to
maturity showed the same discrepancies
between the haircuts and the price
fluctuations as securities having 1 year,
or less to maturity. For example, in 3
different months within a 6 month
period, Treasury bonds maturing in 30
years declined substantially: 7.06% in
February 1980, 8.82% in January 1980
and 9.16% in October 1979. Yet, the
required haircut for these securities is
only 3%. Based largely on these data and
other data later submitted to the
Commission, the Commission proposed
in its January 1982 Release to alter the
haircuts on Government securities.

In an effort to recognize more realistic
hedging approaches by brokers-dealers,
the Commission also proposed for
comment a sophisticated hedging
provision as initially presented by the
SIA and modified by the Commission.
The computation process includes the
“weighting” of subcategory haircuts in
determining the overall haircut for the
category. Permitiing only a partial offset
of haircuts among subcategories within
each category is necessary to account
for the increasing fluctuation in prices
and yields as the differences in dates to
maturity of the long and short positions
increase. At the same time, however,
permitting a partial offset of haircuts
among subcategories recognizes that the
market risks of holding both positions
are historically less than the total
deduction that would be required with
respect to each position if the haircut
schedule did not permit hedging of
securities in different subcategories.
Thus, for example, a long position
consisting of $1 million of three month
Treasury bills does not entirely offset a
short position consisting of $1 million in
six month Treasury bills, but the haircut
required on both positions is less than



the sum of the haircuts required if the
positions were viewed separately.

The hedging formula also prescribes a
safety factor that is a percentage of the
lesser of the aggregate net long or short
positions within each category. By
including the safety factor in the haircut
computation for each category, the
computation takes into consideration
the degree to which the various security
positions act as hedges for each other.
Since the haircuts for the subcategories
reflect only the manner in which the
market value of the individual security
positions within a particular
subcategory fluctuate, the safety factor
adds a measure of how the market value
of the subcategories vary with each
other.” The SIA determined that the
safety factor for the haircut schedule
based on an analysis of 30-day price
fluctuations would be 48%. For ease of
computation and to provide an added
measure of safety in the case of
portfolios with a heavy concentration in
a particular subcategory, the
Commission has increased the safety
factor to 50%.

The Commission also included in the
proposed amendments a provision
whereby a broker-dealer can elect to
recognize some cross category hedges.
Under that provision, an electing broker-
dealer could exclude the market values
of a long or short security from one
category and one from another category
proyided that such securities have
maturity dates: (1) Between 9 months
and 15 months and within 3 months of
one another; {2) Between 2 years and 4
years and within 1 year of one another;
or (3) Between 8 years and 12 years and
within 2 years of one another. The
electing broker-dealer, however, would
be required to include the net market
value of the two securities in the
category for the security with the longer
date to maturity.

Moreover, the Commission proposed
to amend the Government securities
haircut provisions to permit brokers-
dealers to exclude long or short
positions in Government securities that
are hedged by certain futures contracts.®

7The safety factor was derived by analyzing the
covariance coefficients of each security position to
formulate the safety factor in terms of a percentage
of the lesser of the aggregate haircut on the long
positions or the aggregate haircut on the short
positions within a given category.

sExchange listed options on debt securities will
be factored into the formula as the options begin
trading. A separate haircut schedule as to the
GNMA options has already been approved. See
letter from the Division of Market Regulation to the
Chicago Board Options Exchange, Inc., dated Sept.
29, 1981. The Commission continues to solicit
comment and analysis on the impact of this
development.
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To qualify, the futures contract must be
traded on a regulated market and must
provide for the delivery of a
Government security with a maturity
date that would be within a specified
range of the maturity date of the long or
short Government securities position
that the broker-dealer seeks to exclude.
Finally, the Commission proposed, as
an alternative to the principal haircut
procedure, a simplified procedure for
computing applicable haircuts to satisfy
the concerns of commentators that the
rule continue to provide a simple and
direct method for computing required
deductions from net capital. That

e diaman wareves 3 i
procedure would require an electing

broker-dealer to apply the percentage
deduction provided in the schedule to
the value of each net long or short
position in Government securities in the
12 subcategories, and would prohibit
any hedging between subcategories or
adjacent categories. By netting long or
short positions within subcategories,
however, the rule would continue to
permit some risk-reducing hedges by
electing brokers-dealers.

The Commission received few
comments regarding the proposed
amendments. Most who commented
stated that the haircuts on Government
securities should not be increased
except as to those having a maturity of
less than one year. Indeed, the SIA
recommended that the haircuts be
decreased for all Government securities
having a maturity of more than one year,
except in two subcategories. The
commentators contend that the markets
for these securities (and presumably
they are referring to Treasury notes and
bonds) are highly liquid. They assert
that a weekly volatility analysis is more
appropriate thar the monthly volatility .
analysis relied upon by the Commission
because the average inventory turnover
in the market among dealers in
Government securities is 1.5 days. They
state that the proposed haircuts will
cause firms to reduce unnecessarily
their Government securities inventory.
This, in turn, will diminish the industry’s
ability to serve the unprecedented
demand for liquidity and stability in the
Government securities market.

With respect to hedging, although the
commentators commended the
Commission for incorporating a hedging
framework in the proposed rule, they
suggest that the Commission’s proposed
hedging mechanism did not go far
enough. They contend that it would be
consistent with the goal of providing
relief for hedged positions to permit
netting among securities in different
subcategories (within the same
category). In addition, they assert that

further netting with futures, forwards
and “ratio trading” should be allowed.
Bear Stearns, a reporting government
dealer,? submitted its own proposal. The
proposal would set up 12 categories of
maturity ranges, similar to those in the
Commission’s proposal, but would
substantially alter the hedging
provisions. Bear Stearns, in its proposal,
presumes that all Government securities
have some relationship to one another.
Therefore, Bear Stearns contends that
the rule should allow a dealer to reduce
its haircut by netting one category
against any of the other 12 categories

including those in the shortest maturity
hand acainet thoee in the !Qngest_

CanG agalliss oS 22 2R

maturity band.

The haircut for the netted categories
would be determined by a predesigned
formula which it represents is based on
an historical analysis of the relationship
of the securities in the two categories,
The netting would involve a so-called
hedging “ratio” which establishes the
amount of the shorter-term position
which must be maintained to provide an
effective hedge against the longer-term
position; e.g., for every dollar of
positions in category 3, two dollars of
contrapositions in category 2 would be
needed as an effective hedge.

The Commission acknowledges the
responsible recommendations of the
securities industry in the Commission’s
effort to adopt an appropriate haircut
schedule for Government securities.
Many broker-dealers have devoted
substantial amounts of time to assist the
Commission by compiling relevant data
and by making alternate
recommendations. The primary issues
remaining for discussion are the basis
for higher haircuts and the hedging
formula. )

The higher haircuts are prompted by
the higher price volatility in the market
for Government securities and the fact
that the present haircuts do not
adequately reflect the risks inherent in
this increased volatility. The
commentators do not dispute these
facts. Instead, they contend that the use
of the 30-day volatility data period in
establishing the haircuts was not
appropriate.

The Commission, however, believes
that the 30-day period is appropriate
since the rule was designed, among
other things. to ensure a conservative
measurement of the risks in holding
positions. The rule cannot account for a
particular broker-dealer’s trading or
hedging strategy. Moreover, the
argument of the commentators presumes

9 A reporting dealer is one which submits reports
to the Federal Reserve Bank of New York.



that the net capital rule is a “going
concern” measure of liquidity, which
overlooks the fact that the rule was
designed to ensure that a firm can be
liquidated to an equity. Hence the
Commission must treat securities
positions on a more conservative basis
then a broker-dealer might view them in
its everday operations.

Alihough the Commission believes
that the haircuts should be raised as
proposed in its release, it recognizes
that there is a class of Government
securities dealers, which report to the
Federal Reserve Bank of New York, that
should not be subject to the full impact
of the increased haircuts, not only
because these dealers turn over their
inventory of Government securities
within several days, but because they
have undertaken certain affirmative
obligations to the Federal Reserve
System (“the System”). These reporting
Government securities dealers must
report on a regular basis their trading
volume, positions and financing
arrangements. They are also expected to
participate in Treasury auctions and
underwrite new issues of Treasury
securities, particularly in troubled
markets when there may be insufficient

bidg to meet the Treacurv’s cash noads
D1Cs 10 meel the 1reasury s cash neeas.

The dealers are also expected to make a
market in certain new issues of Treasury
segurities. In sum, they are an essential
part of the network through which
United States monetary policy is
maintained.

The Commission believes that these
facts constitute sufficient reasons to
lessen the haircuts for those reporting
Government dealers that actually
transact business with the System,
provided they maintain a specified
minimum net capital to ensure that their
dealer activities do not impair the
remainder of their business. Thus, the
Commission has determined that such
reporting Government securities dealers
would be required to take only 75% of
the haircut on Government securities
positions, provided the dealer maintains
in excess of $50,000,000 in tentative net
capital.

Based on the comments and
information before it, the Commission
has determined to adopt the substance
of the proposed hedging formula as
modified to make it more compatible
with actual securities industry trading
strategies. As the Commission has
previously noted, however, the rule
cannot possibly reflect the most
sophisticated hedging techniques of
traders in Government securities. The
hedging provisions will, however, be
amended so that a broker-dealer will be
deemed to be long or short the value of
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the security which is deliverable against
a futures contract for a Government
security where the broker-dealer has an
open futures contract held in a
proprietary account. The contract must
be traded on a contract market as
defined in the rules of the Commodity
Futures Trading Commission.® The
hedging formula will also be amended
so that when a positicn in a lower
haircut category is utilized to offset a
position in a higher haircut category, the
difference in the market value should
remain in the category for the position
with the greater dollar value. The
January 1982 proposal would have
required the net market value of the two
securities to be included in the category
with the longer date to maturity.

The hedging schedule proposed by
Bear Stearns will be the subject of
further study and analysis of the
underlying assumptions and data. The
Commission requests comment on that
proposal from interested persons.'®

Repurchase, Reverse-Repurchase and
Matched Repurchase Agreements

In Securities Exchange Act Release
No. 18418, the Commission proposed to
amend the net capital rule to clarify the
treatment of repurchase, reverse-
repurchase and matched repurchase
agreements. In response to the proposal,
the Commission received helpful
comments from the NYSE, the SIA and
others.

The NYSE suggested that the
Commission continue to apply the
tangible net asset test as established in
informal staff advice.!* The Commission
agrees with the NYSE that the
creditworthiness of the persons dealing
with the broker-dealer is an important
factor in determining whether to charge
the entire deficit. There is, however,
insufficient support for the $16,000,000
threshold figure as suggested by the
NYSE. The Commission, therefore,
declines to continue use of the tangible
net asset test. The Commission notes,
however, that in circumstances where
the broker-dealer has reason to believe
that a party to either a repurchase or
reverse-repurchase agreement will not
comply with its obligations under the
agreement, the broker-dealer must treat
the contract, for net capital purposes, as
dishonored. Accordingly, in the case of

10 See 17 CFR 1.3 (1980).

= Copies of Bear Stearns’ proposal are available
to interested persons at the Commission’s Public
Reference Room, 1100 L Street, NW., Washington,
D.C.

11 The net asset test ($16,000,000) is used to
determine the extent to which a deduction should
be taken for a deficit with tespect to a reverse-
repurchase agreement. See, NYSE, Interpretation
Handbook: Regulation Surveillance 139-40 {1980).

a reverse-repurchase agreement, the
broker-dealer must deduct the full
deficit from net worth. In the case of a
repurchase agreement which is part of a
matched repurchase agreement, the
broker-dealer must treat the security
which is the subject of the agreement as
a proprietary position and, as in the
case of a repurchase agreement which is
not part of a matched repurchase
agreement, must deduct the appropriate
haircut from net worth in computing net
capital,

The Commission received other
suggested changes to the rule which it
believes should be incorporated into the
proposed provisions. The rule will
accordingly be amended to provide that,
for those reverse-repurchase agreements
that mature in 90 days or less, the entire
deficit in an account or in related
accounts that exceeds 5% of tentative
net capital must be deducted from net
worth. The original proposal would have
aggregated the total deficits of all
reverse-repurchase agreements with 90
calendar days or less to maturity and
required their deduction from net worth
if the total exceeded 5% of tentative net
capital. The rule will be further clarified
to indicate that it requires a deduction

of onlv the lgss (daficit in an account)
OI oniy 1ne 2058 (Celicil it an acgounyy

and not a profit (gain in an account).
Finally, because subparagraphs
(c)(2)(iv)(F)(2}(ii) and {iv), as proposed in
January 1982, could have been construed
to require a deduction of an amount in
excess of the total deficit in certain
reverse-repurchase agreements, the
provision will clearly state that the
computing broker-dealer need not
deduct more from net worth than the
total deficit, in a reverse-repurchase
agreement.

The Commission expresses its
concerns about the high leverage
achieved by a broker-dealer through
repurchase agreements for which there
is no net capital charge. The present rule
amendment does net adequately
address the problems raised by these
transactions. Indeed, some may argue
with great force that, as the time to
maturity of a reverse-repurchase
agreement decreases, the percentage of
the deficit which must be charged
should increase, not decrease. The
Commission intends to continue
studying the repurchase matters and
requests information and comments
from interested persons.

B. Municipal Securities

In its January 1982 Release, the
Commission proposed to increase the
haircuts for certain intermediate and
long term municipal securities. The
Commission also proposed for comment



a modified version of the “pres med

marketability” test devised by t‘;e
NASD as an aiternative to the ready
market test now in effect for all other
securities. '?

in response to the propesals, the
Commission received many thoaghtful
comments from members of the
industry, certain industry groups, self-
regulatory organizations and others.?
Although the Commission was not
soliciting comment with respect to the
appropriateness of the specified
percentage deductions,* most comments
received questioned the appropriateness
of the deductions. In addition, a number
of comments disputed the necessity for
the presumed marketability test.

1
oWy

1. Haircuts on Municipal Securities
The Commission proposed to increase

the ka 1to fo
the haircuts for municipal securities

having at least two but less than five
years to maturity from 3% to 5% and for
municipal securities having five or more
years to maturity from 5% to 7%.

The need for the increased haircuts
was based largely on data supplied to
the Commission by industry sources
which indicated that the existing
haircuts for municipal securities were
not adequate to cover price fluctuations
in the municipal bond market in recent
years. The data were supplied by
broker-dealer firms dealing in municipal
debt securities and included data over a
49 month period from February of 1976
through February of 1980. Prices were
extracted from the Bond Buyer
Municipal Index (“BBI"). Among other
things, the data showed that municipal
bond prices moved 8.58 percent in
October 1979 and 11.05 percent in
February 1980.

Most commentators opposed the
Commissioni’s proposal to raise haircuts
on municipal securities.'® The SIA
conceded that recent volatility in the
municipal securities marketplace
justified increases in the haircuts for
municipal securities. On the basis of the
relative price movements of 30

12The Commission, due to the lack of sufficient
information to formulate an appropriate provision,
declined, at least for the present, to distinguish
between rated and unrated municipal securities for
purposes of applying haircuts under the rule.

*3The Commission received comments from,
among others, 32 members of the municipal
securities industry.

14 See Exchange Act Release No. 18418, 47 FR
3521 (Jan. 25, 1982) at 3521,

15 Many comments were also received from a
specialized type of municipal broker-dealer known
as a brokers’ broker. Unlike other members of the
municipal industry, the brokers' brokers were
concerned, not with the level of the increased
haircuts or the presumed marketability test but,
rather, with the Commission’s proposals regarding
fails to deliver and fails to receive. That matter is
discussed later in this release.
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maunicipal bonds, however, the SIA
recommended haircut increases more
modest than these recommended by the
Commissien. More specifically, the SIA
propeosed that the haircut fur municipal
bonds with at least two but less than
fWP years to maturity be increased from
% to 3.5%, that a separzte haircul
category be created for municipal bonds
with at least five but less than ter jears
to maturity and that the haircu® be 5%
and, finally, that the haircut for
rounicipal bonds with at least ten wars
to maturity be increased from 5% t
5.5%.

As to the justification for the proposed
increases, some commeniaiors
questioned the Commission’s use of the
BBI as a means of demonstrating
volatility in the municipal securities
marketplace. These commentators
suggeslcd that, since the BBl is only a
general indicator of the price
movements of municipal securities, 18 it
alone is not sufficient to justify the
increases proposed. The PSA argued
that a 30-day time period to measure
price fluctuations is inappropriate since,
according to a survey of 50 PSA
members, the average turnover of
inventory among those members is 12
days in periods of high volatility.

The PSA also argued that the
Commission. by narrowly focusing on

walat lomarad imnartant golf

vuxatuuy, Asllulcd imporiant seix-
correcting mechanisms 17 which help to
maintain the financial integrity of firms
during volatile period, Due to the
anticipated adverse impact of the
Commission's proposal as outlined
below, the PSA, as well as the MSRB,
believes that a greater justification for
the proposed increases is necessary.

As to the impact of the proposed
haircut increase many commentators
pointed out that such increases will
reduce the-ability of municipal securities
firms to carry inventory and will
therefore impair liquidity in the
secondary market.!® They argue that

16 The BBI is a general indicator of historical price
movements in the municipal bond market. It is
based, not on actual price movements of actual
securities, but rather, is derived from averages of
estimates made by market professionals of the yield
levels at which a specified list of issuers could sell
20-year maturity new issues generalily.

17 For example, the PSA points out that, in
response to volatile markets, firms will make
substantial downward adjustments in inventory and
dealers will maintain greater spreads.

18 The PSA pointed out that, at the end of the
fourth quarter of 1980, municipal dealers doing a
public business and carrying customer accounts
held an aggregate of $2.373 billion in municipal
securities. The PSA went on to point out that,
assuming that 75 percent of this aggregate amount
had maturities of two years or more, the additional
amount of capital required to support their
inventory would be approximately $36 million if the
haircut levels are raised as proposed. The removal
of $36 million of capital, the PSA argues, would

impairing liquidity in the secondary
market will uitimately raise the
borrowing cost of issuers of muricipal
securities. Moreover, many regional
firms, as well as the PSA, commented
that the proposed increases in haircuts
discriminate against smailer Hirms and
will have anti-competitive effects in the
industry.

The PSA suggested that the
Commission withdraw its proposal to
increase the haircuts for municipal
securities or at least adopt more
moderate increases for these securities.
The PSA, as well as the MSRB, also
suggested that the Commission create
additional haircut categories for
municipal securities which would, in
their view, more clearly reflect the
realities of the municipal securities
marketplace.

The arguments as to increased
haircuts do not adequately deal with the
extended periods of sharp volatility in
the municipal securities marketplace
since 1979. It should be noted that the
present haircut schedule was devised in
a period when municipal securities
prices were subject to significantly less
fluctuation. The Commission believes
the contention as to the appropriateness
of the 30-day volatility analysis does not
address all of the areas of Commission
concern dealing with inventory risk. The
Commission has set forth reasons in its
January Release for use of a 30-day
period. In addition, the Commission
believes it is not possible for any
municipal securities dealer to determine
with precision how long it will have to
maintain a position in inventory. Every
dealer of course, seeks to turn over its
inventory as rapidly as possible. In any
event, estimates by various broker-
dedlers that they hold positions for an
average of 12 business days during
periods of high volatility is neither
determinative nor persuasive in this
context.

The 30-day period is useful because it
represents a reasonable margin of safety
for liquidation of inventory positions
which cannot be duplicated by an
estimated turnover rate. Haircuts are
designed to measure future risk.
Mareover, the net capital rule does not
assume the “going concern” nature of
the broker-dealer. It attempts to ensure
that the firm will liquidate to an equity
at a particular point in time and
provides a cushion to protect investors
against unanticipated adverse events.

In addition, the commentators’
concerns with respect to use of the BBI

reduce the positioning capacity of municipal
securities dealers by approximately $600 million,
assuming an average 6 percent halrcut.



are somewhat misplaced. In determining
volatility in the municipal securities
marketplace in connection with
amendments adopted herein, the
Commission relies, not only on the BBI,
which is widely used by broker-dealers
to detect historical movements in
municipal securities, but also on data
supplied by the SIA, as well as data
obtained from a municipal bond
evaluation service. These data traced
the price movements of actual issues of
municipal securities and led to the same
conclusion as the BBI data.

Finally, an impact analysis reveals
that the effect of the proposed changes
in municipal securities haircuts on the
securities industry as a whole will be
modest. While, as expected, municipal
securities dealers dealing primarily in
municipal securities will be
disproportionately affected by the
proposed increases,*? the Commission’s
impact analysis showed that these firms
carried more excess net capital
proportionately than the rest of the
securities industry.2® As a result, the
overall net capital position of municipal
securities dealers should not be
significantly impaired.2?

It appears to the Commission that
most of the higher haircuts as to
municipal securities will be absorbed by
the larger NYSE firms which have
elected the alternative method of
computing net capital. Because of the
recent reduction, from 4% to 2%, of the
percentage of net capital required to be
maintained by those firms electing the
alternative method of computing net
capital and because of other
adjustments to the financial
responsibility rules which, overall, will
reduce by hundreds of millions of
dollars the required level of net capital
for those firms, the Commission believes
that it would be imprudent to ignore the
recent steep increases in volatility in the
municipal marketplace. Accordingly, the
Commission believes that an increase in
the level of haircuts for municipal
securities is entirely justified.

19 Obviously, this is because the ratio of
municipal haircuts to total net capital for sole
municipal securities dealers is generally high
relative to the rest of the securities industry.

20 For year end 1981, the average NASD member
had excess net capital equal to approximately 300
percent of required net capital while the average
sole municipal securities dealer had excess net
capital equal to approximately 470 percent of
required net capital.

21 Ag noted previously, for the year end 1981, the
average municipal securities dealer had excess net
‘capital in an amount equal to approximately 470
percent of required net capital. Even assuming that
the municipal haircuts were raised to the level
originally proposed in Securities Exchange Act
Release No. 18418, excess net capital of these firms
would still approximate 430 percent of required net
capital.’
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Nonetheless, the Commission
recognizes that it may not be
appropriate to treat 5 year municipal
bonds identically with 20 year municipal
bonds for haircut purposes.
Unfortunately, up to now, the
Commission has not had sufficient data
to justify creation of additional
categories. After the January 1982
proposal, however, it obtained from the
municipal securities industry additional
data on price movements of selected
municipal securities of intermediate
maturity which allows the refinement of
the category for municipal securities
having 2 years or more to maturity.

On the basis of this additional data,
the Commission has determined that
applying a 7% haircut to all municipal
securities having 5 years or more to
maturity appears to be overly
conservative. Municipal securities with
5 years to maturity generally exhibited
less volatility than municipal securities
with 20 years or more to maturity.
Accordingly, the Commission is revising
the percentage deductions to take
account of this increased volatility of
municipal securities as the length to

maturity increases. The Commission ig

Release No. 17209, again requested
comment regarding appropriate criteria
to determine the market value of
municipal securities for net capital
purposes where the securities were the
subject of quotations only by the
computing broker-dealer.

In its January 1982 Release, the
Commission proposed for comment a
modified version of the presumed
marketability criteria developed by the
NASD as follows:

Municipal securities dealers should value
their municipal gecurities inventories at
market, or if such values are unavailable, at
cost for a period of 30 calendar days
following settlement date. Thereafter, in the
absence of further price or transaction data, a
municipal firm would markdown or reduce
the value of such positions by 5% per month
until its capital value declined to 50% of its
originally assigned value. At that point, the
position would be valued at zero and
considered a non-marketable security for net
capital purposes.

Although the SIA endorsed the
concept of presumed marketability, the
PSA, the MSRB and many others who

commented on this asnect of the

also revising the haircuts applicable to
municipal securities having a maturity of
2 years or more based on the additional
data.

These revisions will reduce the impact
of the increased municipal securities
haircuts on municipal securities dealers,
who have inventory positions in such
securities with maturities between 2 and
20 years.

2. Market Value of Municipal Securities

Rule 15¢3-1(c)(2)(vii) requires broker-
dealers to deduct from net worth in
computing net capital 100% of the
carrying value of securities in their
proprietary or other accounts for which
there is no “ready market.” Under
subparagraph (c)(11)(i) of the rule, a
“ready market” includes a recognized
established securities market where
there exist independent bona fide offers
to buy and sell. Recognizing the unique
structure of the municipal securities
marketplace, however, the Commission
decided to suspend, by interpretation,
application of the ready market
provision to municipal securities
pending development of appropriate
marketability criteria for municipal
securities.2?

Since almost six years had lapsed
since the interpretation was issued, the
Commission, in Securities Exchange Act

22 Gecurities Exchange Act Release No. 11854
{Nov. 20, 1975). In this release, the Commission
requested public comment on developing market
criteria for municipal securities.
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Commission’s proposal voiced their
opposition to the adoption of a
presumed marketability test.2® Some
commentators stated that the presumed
marketability test was arbitrary, rigid
and inappropriate for the municipal
securities marketplace.?4 The MSRB
stated that, because of the sheer volume
and diversity of issues in the municipal
marketplace,25 formulas for determining
the market value of municipal securities
are not very useful.28

An accounting firm commented that
adoption of the presumed marketability
provision would result in municipal
securities being valued differently for
generally accepted accounting principles
and net capital purposes. In their
opinion, ability to hypothecate the

23 The PSA expressed its belief that the present
practice of not applying the ready market provision
to municipal securities has worked relatively well.
The PSA believes that the broker-dealer quoting the
security “maintains” the secondary market for
issues and provides the necessary liquidity in the
market. In the PSA's view, regional municipal
dealers would be penalized by application of the
ready market provision.

24+ The MSRB pointed out that there are many
other ways of obtaining price verification for
municipal securities. Unfortunately, none of them is
satisfactory for issues which have no ready market.

25 According to the MSRB there are
approximately 47,000 issuers having 1,500,000 issues
outstanding.

26 In addition, the MSRB as well as an accounting
firm, pointed out that adoption of the presumed
marketability test may well induce firms to effect
“accommodation trades” solely for the purpose of
price validation. this, of course, would be
fraudulent.
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(4
of marketability.
As to the effects of adoption of the
presumed marketability test, many
commentators pointed out that the
proposal discriminates against small
regional dealers who may be the only
market maker for a certain issue. As
with the haircut proposal, they state that
adoption of a presumed marketability
test will reduce liquidity in the
secondary market and raise the
borrowing cost of issuers. In this regard,
the MSRB states that the increased costs
to regional firms may very well cause
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The Commission has in the past
encouraged the industry to find a
solution to the vexing problem of the
valuation of municipal securities held in
inventory for more than 30 days, which
have no ready market in the usual sense.
The problem remains that there are
instances when the examining staffs of
the Commission and the self-regulatory
orgainzations have been unable to
substantiate the valuation of specific
municipal securities assigned by
particular municipal dealers. More
importantly. some broker-dealers were
found to have Capildx prcmems after an
examination because they were
overvaluing securities which had no
“ready market.”

On the basis of information available
to the Commission, it appears that,
because of the relatively few issues that
are held in inventory for substantial
periods of time in excess of 30 days, the
adverse effects of adoption of the
presumed marketability test have been
overstated. The presumed marketability
test only comes into effect after 30 days
and then only if the broker-dealer
cannot establish the market value of the
security involved, by reference to last
sales data, legitimate quotes from other
broker-dealers who are willing to buy
the security or pledge of the securities
under a bank loan to a‘bank lender.

In view of the comments received,
however, the Commission has made
some adjustments to the proposed test.
More specifically, instead of being
denied any value for inventory positions
after the market value has declined to
50% of its originally assigned value,
broker-dealers will be allowed to
continue to reduce the value, for
purposes of the rule, by 5% per month
until the value reaches zero.2?

axri s~
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27 The wording of the presumption will also be
altered to make clear that the valuation is for net
capital purposes only and that a ready market for
the securities can still be established if the
securities are actually collateral for a bank loan.
See Rule 15¢3-1(C)(11)(ii).
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revised, is as follows:

Municipal securities dealers should value
their municipal securities inventories at
market, or if such values are unavailable, at
cost for a period of 30 calendar days
following settlement date. Thereafter, in the
absence of further price or transaction data, a
municipal firm would markdown or reduce
the value of such positions by 5% per month
until its capital value declined to zero. At that
point, the position would be considered a
non-marketable security for net capital
purposes.

C. Preferred Stock

The nsat canital rule curre; ntlv rean
ihe net capiial rule currently requ

in the case of cumulative,
nonconvertible preferred stock a
deduction of 20% of the market value of
the greater of the long or short position.
In its January 1982 Release, the
Commission proposed to reduce from
20% to 10% the haircut for
nonconvertible preferred stocks which
are rated in one of the four highest
categories by at least two of the
nationally recognized statistical rating
orgamzatlons Under this proposal all
OIHEI' lssues DI prewrreu S[OCK WOLllCl De
treated as commonstock and receive a
haircut of 30%. For firms using the
alternative method, however, the haircut
would be reduced to 15%.

1[113 prOPOSal Iesuueu U.ULH a
determination by the Commission that,
since higher rated preferred stock
presented little risk of non-payment of
dividends when due, allowing
preferential treatment to higher rated
preferred stock more aceurately
reflected the degree of risk involved. At
the same time, the Commission
determined that, since the financial
health of an issuer affects its ability to
pay dividends on its preferred stock,
lower rated preferred stock should be
treated more like equity securities.

While the Commission received
comments from the NASD and others
endorsing the proposed revisions for
preferred stock, it received no comments
opposing the proposal. Accordingly, the
Commission finds that the proposed
treatment of preferred stock is a
reasonable alternative to the present
treatment of preferred stock and adopts
the provision as proposed.

D. Securities of Certain Registered
Investment Companies

In light of the proposed changes in the
haircut schedules for certain debt
securities, the Commission believed it
appropriate to adjust the haircut
provisions relating to redeemable
securities issued by registered
investment companies investing in such
debt securities. In its January 1982

Ralanae tha Carmmission nronosed tao
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amend the net capital rule to provide for
(1) a deduction of 2% of the market value
of the greater of the long or short
position of redeemable securities of a
registered investment company whose
assets consist of investments restrieted
to certain debt securities with one year
or less to maturity (“the 2% haircut”)
(“money market funds”); (2) a deduction
of 7% of the greater of the market value
of the long or short position of
redeemable securities of a registered
investment company whose assets
consist of investments in long-term debt

cocuritiea [other than cornorate debt

securities {other than corporate de
securities) with one year or more to
maturity (“the 7% haircut”); and (3) a
deduction of 9% of the market value of
the greater of the long or short position
of redeemable securities of a registered
investment company whose assets
consist of investments in long-term debt
securities including nonconvertible debt
securities (“the 9% haircut”).28

In response to the proposal, the NASD
commented that the permissible
investments of a registered investment
company qualifying for the lower 2%

haircut are unnecessarily restrictive.
More specifically, the NASD argued

that, by restrlctmg the perm1ssxble
assets of the registered investment
company to cash or securities or maney
market instruments with one year or
less to maturity which are described in
paragraphs (c}(2)(vi){(A) through (C) or
(E) of the rule, the Commission may
unintentionally be excluding securities
of otherwise bona fide mroney market
funds from the lower haircut
provision.2? In the NASD's view, this
provision should be structured to make
reference to any generally acceptable
definition of a money market fund,
perhaps one contained in another
Commission rule.

_Also in this connection, the NASD
pointed out that it would be difficult for
a broker-dealer to determine whether a
certain investment company in whose
securities the broker-dealer had
invested qualified for the 2% haircut at
any particular point in time. This is due
to the fact that most broker-dealers have
no effective means of determining

28 The Commission’s also proposed to amend the
rule to clarify that it applies only to “redeemable”
securities of registered investment companies.

29 For example, the NASD points out that
paragraph (c}{2)(vi}(E) limits qualifying commercial
paper to that rated in one of the three highest
categories by at least two of the nationally
recognized statistical rating oerganizations. The
NASD goes on to point out that broposed’Rule 2a-7
under the Investment Company Act recognizes that
unrated instruments may be perfectly appropriate
for a money market fund portfolio, subject to certain
safeguards.



whether all of the assets of a particular
investment company are restricted to
the prescribed debt instruments with
one year or less to maturity. As a
solution, the NASD suggested that the
Commission use a dollar weighted
average maturity of the fund’s portfolio
as a means of determining whether a
certain fund qualifies as a “money
market fund” under the rule. The NASD
points out that an average maturity
figures are regularly published and
readily available to broker-dealers and
regulators.

The Commission recognizes that its
original proposal as to the permissible
investments of a registered investment
company whose redeemable securities
qualify for the lower 2% haircut may
have been overly restrictive.
Apparently, there are investments which
are entirely suitable for investment
companies commonly known as “money
market funds” that may not come within
the confines of a permissible investment
as originally proposed by the
Commission. Unfortunately, however,
due to the rapidly changing nature of
investment company activities, the
Commission has as yet been unable to
develop a comprehensive definition of a
“money market fund.” % Rather, the
Commission, in reviewing registration
statements of investment companies,
has employed various criteria in
determining whether a certain
investment company is justifiably
holding itself out to the public as a
“money market fund.”

Despite the lack of an explicit
Commission rule, the Commission has
determined to revise its proposal to
provide that a broker-dealer may take
the lesser 2% haircut on redeemable
securities of a registered investment
company which is commonly known as
a “money market fund.” This should
alleviate the NASD’s concern regarding
the unintended exclusion of redeemable
securities of otherwise bona-fide
“money market funds” and should also
provide broker-dealers and others with
a degree of certainty in determining
whether a particular investment
company in whose securities the broker-
dealer has invested qualifies as a
“money market fund” under this
provision.3!

3oRule 434d of the Securities Act of 1933 (the
Act”) makes reference to a "money market fund”
for purposes of determining whether an
advertisement is deemed to be a prospectus under
Section 10(b) of the Act for purposes of Section
5{b)(1) of the Act. The rule does not, however,
establish criteria that an investment company must
meet in order to hold itself out to the public as a
“money market fund.”

31 For purposes of this provision, a broker-dealer
may rely upon the representations made by an
investment company in its prospectus stating
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The Commission received no adverse
comment regarding the proposed 7% and
9% haircuts for redeemable securities of
registered investment companies which
invest in long-term debt securities. In the
Commission’s view, these increased
haircuts are necessary to reflect the
increased volatility in the long-term debt
market in recent years. Accordingly, the
Commission is adopting the 7% and 9%
haircuts as proposed and the 2% haircut
as revised.

E. Nonconvertible Debt Securities

Rule 15¢3-1(c)(2)(vi)(F) requires, in the
case of nonconvertible debt securities
having a fixed interest rate and fixed
maturity date and that are rated in one
of the four highest categories by at least
two of the nationally recognized

statistical rating organizations, haircuts
"ang'"" from 1% for thoge securitieg with
less than one year to maturity to 7% for
securities with five years or more to
maturity.

In its January 1982 Release, the
Commission, on the basis of available
data, proposed to increase the haircuts
on nonconvertible debt sucurities
ranging from 2% for those securities with
less than one year to maturity to 9% for
those securities with five years or more
to maturity. The Commission believed
that it was appropriate to propose

moranand nannantana haincute in tha
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schedule of maturities categories in
order to reflect more accurately the
volatility of nonconvertible debt
securities.

In the same release, the Commission
proposed amendments that would allow
broker-dealers to reduce applicable
haircuts on nonconvertible debt
securities that are hedged by certain
debt obligations of the United States or
agencies thereof. The proposed
amendments would permit a reduction
in the applicable haircut on a
nonconvertible debt securities position
when hedged by a position in securities
issued by the U.S. Government with
certain dates to maturity and would
eliminate the haircut otherwise
applicable to the Government security.
The Commission proposed these
amendments to establish a basis for
closer examination of the relationship
among various securities positions and
the extent to which market risks can be
reduced through hedging strategies.

The Commission received few
comments regarding the proposed
amendments. All the commentators
recommended that the Commission
further refine the proposed amendments
by permitting broker-dealers to hedge

generally that its investment policy is to invest in
money market instruments.

nonconvertible debt securities with
Government securities futures and
forward contracts. In addition, the
commentators recommended that the
Commission permit the hedging between
two nonconvertible debt securities with
similar maturity dates.

The commentators, however, did not
provide the Commission with sufficient
relevant data that would substantiate
their claim that the aforementioned
hedging strategies should be recognized
by the Commission. The Commission is
willing to address this matter in the
future if it can obtain data upon which
to make an informed decision. The
Commission, therefore, specifically
requests commentators to submit
relevant data concerning the price
spreads of nonconvertible debt
securities that are hedged by either U.S.
Government futures®? or other
nonconvertible debt securities with
similar maturity dates. The Commission
also invites commentators to submit
relevant data on price spreads involving
other hedging strategies so as to enable
the Commission to establish hedging
criteria that are objective, clear and
easily determinable for reducing any
required haircuts on nonconvertible
debt securities.

The Commission also invites comment
on a recommendation by one broker-
dealer that certain privately placed
nonconvertible securities issued by
large corporations without registration
under the Securities Act be exempted
from the provisions of paragraph
(c)(2)(vii) of the net capital rule, which
requires the deduction from net worth of
100% of the market value of securities
which cannot be publicly offered or
sold. The firm argues that these
securities are marketable through an
extensive institutional market.

On the basis of the foregoing, the
Commission adopts the amendments as
proposed which increase the haircuts on
nonconvertible debt securities, but at
the same time reduce the applicable
haircuts on those securities that are
hedged by positions in U.S. Government
securities.

Borrowing and Lending of Securities by
Broker-Dealers and Related
Requirements

A. Introduction and Background

Brokers-dealers frequently borrow
securities from institutions that are not
ordinarily retail customers of the
borrowing broker-dealer, but who are
treated as customers of the borrowing

32 The Commission will defer indefinitely any
consideration of using forward contracts for hedging
purposes under the net capital rule.
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broker-dealer under the customer
protection and net capital rules. Broker-
dealers borrow securities, including U.S
Government obligations, in order to
complete short sales and to avoid fails
to deliver to other broker-dealers or
institutions due to delayed deliveries
(fails to receive) by others. Securities
are also borrowed to relend to other
broker-dealers. The ability of broker-
dealers to borrow and lend securities
facilitates the smooth operation of the
market for securities by reducing the
level of incomplete transactions. The
securities borrowing process also
enables financial institutions to convert

their securities porifolios into short term
funds, thereby increasing the return to
such institutions from these securities.

With the explosion of institutional
and other trading activity over the last
few years, the proliferation of trading
strategies incorporating short sales of
stock in combination with options, and
the heightened activity of risk arbitrage
and convertible arbitrage trading, there
has been an enormous growth in broker-
dealer requirements to borrow
securities. December 1981 FOCUS filings
by 392 NYSE member firms reported a
total of over $8 billion in securities
borrowed at vear end.

Rute 15¢3-3 under the Securities
Exchange Act of 1934 requires, among
other things, that a broker-dealer obtain
and thereafter maintain possession or
control of all fully paid or excess margin
securities held for the account of
customers. 3 For purposes of Rule 15¢3~
3, the term “customer” includes any
person or entity, such as a financial
institution, that lends securities to a
broker-dealer, whether or not it
maintains an investment or trading
account with that broker-dealer. Thus, it
would appear that the only securities
available for lending would be securities
that are held by the broker-dealer as
collateral for margin accounts.

Although borrowing and relending
securities from financial institutions and
others could be viewed as violating Rule
15¢3-3, the Commission staff has taken
the position, on a no-action basis, that it
will raise no question as to non-
compliance with the possession or
control requirement of Rule 15¢3-3(b),
provided the borrower provides a
written agreement containing certain
specific terms covering the securities
subject to the loan. However, because
the “Formula for the Determination of
the Reserve Requirements of Brokers
and Dealers” (the “Reserve Formula”) of
Rule 15¢3-3 draws no distiriction
between securities held for the account
of retail customers and securities

3 See 17 CFR 240.15¢3-3(b}(1).
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obtained from persons pursuant to a
collateralized loan, the market value of
securities borrowed from others than
retail customers, including financial
institutions, are includable in the
Reserve Formula.

In its January 1982 Release,* the
Commission set forth a proposed
amendment to exempt from the
possession or control requirements
those securities that are borrowed in
accordance with the proposed
amendment. The proposed amendment
would allow the borrowing of
customers' fully paid and excess margin

, securities, but would permit such

Lnnmnwarion 1 + i
borrowings only on transactions where

there is a written agreement between
the broker-dealer and the lender, which,
in addition to other provisions:

(1) Requires that the written
agreement entered into at the time of the
loan specifically identify the securities
to be loaned and the basis of
compensation therefore,

(2) Requires 100% collateral, either in
cash or in U.S. Treasury bills or notes,

(3) Requires, if the value of the
borrowed security exceeds 105% of the
value of the collateral, the delivery of
additional collateral to satisfy the
deficiency, and

(4) Requires the physical possession
of the collateral be transferred to the
lender or to his appointed agent.

In the same release, the Commission,
as an interim measure, announced an
interpretation of the customer protection
rule which would reduce the reserve and
net capital requirements of certain
broker-dealers by excluding from the
Reserve Formula debit and credit items
that are related to securities borrowed
from customers and financial
institutions. To qualify for exclusion
from the Reserve Formula, the securities
must be borrowed pursuant to a written
agreement and the broker-dealer must
(1) deliver collateral in the form of cash
or Government securities equal to at
least 100 percent of the value of the
securities; and (2) undertake to deliver
additional collateral to satisfy the entire
deficiency in the event that the market
value of the securities exceeds by five
percent the value of the collateral. Thus,
securities borrowed in conformity with
these requirements should be treated as
if borrowed from a broker-dealer or
municipal securities dealer.
Furthermore, for purposes of allocating
funds associated with these securities in
the Reserve Formula, a broker-dealer
may treat lenders of securities as being
non-customers, so long as the broker-
dealer complies with the requirement of

34 Securities Exchange Act Release No. 18420
(Jan. 13, 1962), 47 FR 3534 (Jan. 25, 1982).

proposed paragraph {b)(3) of Rule 15¢3~
3.

B. Discussion

In general, the majority of the
comments received commended the
Commission on its attempt to liberalize
the conditions under which broker-
dealers are permitted to borrow
securities from customers as well as
financial institutions. However, most of
the commentators were critical of the
conditions under which such borrowings
would be permitted by the proposed rule
as being too restrictive, fails to
recognize fully general industry practice,
and would create operational
handicaps. Those commentators
suggested that the proposal should,
therefore, be reconsidered by the
Commission. The commentators’
primary concerns center arcund the
Commission's refusal to expand the
scope of acceptable collateral to
include, among other things, irrevocable
letters of credit. In addition, the majority
of the commentators suggested that the
Commission should reconsider the
provisions that require: (1) Mark to the
market; (2) transfer of actual possession
of the collateral to the lender; and (3) a
separate written agreement for each
borrowing and lending transaction. In
sum, the comments fall into two general
classes, one relating to the written
agreements and applicable disclosures
and the second relating to the loan
collateral, including delivery of
additional collateral.

1. Written Agreement and Notice
Provisions. Proposed Rule 15¢3-3(b)(3)(i)
requires that borrowers and lenders
enter into a written agreement at the
time of the loan identifying the
securities to be loaned and the basis for
compensation. Subparagraph (b)(3)(iii)
requires that the agreement contain a
provision disclosing that the securities
lender may not be afforded protection
under the Securities Investor Protection
Act of 1970 (“SIPA"} and therefore the
collateral would constitute the first
source of satisfaction of the borrower’s
obligation.

The commentators stated that most
institutional lenders have written master
agreements with the borrowing broker-
dealers so that any given loan is
covered not only by an established
relationship but by a general contract.
specifying the terms of the loan, '
acceptable collateral and the rigliis of
the lender in the event of default.
Seldom, however, do these agreements
identify the specific securities involved,
and even where the compensation rates
are specified, they are usually subject to
renegotiation 4s warranted by changing



money rates, market conditions,
expected duration of the loan, and the
supply and demand for a specific
security. These master agreements are
normally executed at about the time of
the initial transaction between the
borrowing broker-dealer and the lender.
However, sometimes the formal
agreement is executed shortly
thereafter. Thus, the commentators
assert that there is no need for the
agreements to specify each security
loaned and the rates on each loan.

The commentators share the
Commission’s concern that the lenders
be aware of their prospective status as
*non-customers” for purposes of SIPA.
They disagree, however, on the
proposed means to accomplish this goal.
Several broker-dealers maintain that
mandatory disclosures regarding a
lender’s rights would only add
unnecessary paperwork and expense
and would not supply any relevant new
information not known to the lender or
the borrowing broker-dealer. One
broker-dealer and the SIPA, on the other
hand, proposed that the Commission
adopt a rule which requires that the
lender receive a notice from the
borrowing broker-dealer
contemporaneously with the first loan
transaction between the parties. The
notice would state that stock loan
transactions are not customer
transactions covered by SIPA and that
the collateral would constitute the
lender’s primary source of satisfaction
in case of default by the borrowing
broker-dealer. Under this formulation,
the borrowing broker-dealer would be
responsible for conveying this
information in a manner it determines
appropriate.

The Commission agrees that there
need be only one written agreement,
which must be supplemented by a
separate statement or confirmations
specifying the securities actually loaned
to the broker-dealer. The agreement to
lend should be separate from other
account agreements and should be
executed at or before the first
transaction. It should specify the rights
and obligations of the parties in detail
as to the borrowed securities, including
applicable provisions dealing with mark
to the market and the return of the
borrowed securities. The written
agreement should also set forth in beld
type tha! the lender of the borrowed
securities may not be protected by SIPA
and that any cillateral received by the
lending entity may be its sole source of
protection in the event of default by the
broker-dealer. The Commission believes
that the inclusion of this last statement
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will not create any substantial increase
in paperwork for broker-deaiers.

2. Collateral Provisions. Most of the
commentators opposed all of the
Commission’s proposéls as to the
collateral delivery and mark to the
market requirements. In essence, the
commentators stated that a broker-
dealer should be able to deliver to the
lender whatever collateral the parties
agree upon, including secured or
unsecured irrevocable letters of credit.
They also oppose the mark to the
market provisions. They do so, not
because marks to the market are not
standard practice, but rather because, in

i 3 Tl femidianda tha
their view, the lender should initiate the

mark. That is to say, the customer
should be on'guard and protect its own
interests. Finally, the commentators
disagreed with the Commission’s
expressed concern as to the leverage
inherent in the securities borrowing
process.

The securities borrowed proposal was
designed to curtail the leverage inherent
in the securities borrowing process.
Broker-dealers contend that this fear is
illusory.

The Commission believes that the
leverage in the securities borrowing
process is undeniable. The
commentators contend that if they use
the funds retained from the process in a
speculative manner, the net capital rule
will require some charge. They also
contend that obtaining cash through
securities borrowing is not different than
borrowing on an unsecured basis.

Neither point appears to completely
answer the Commission’s concerns.
There are clearly instances where the
broker-dealer will take no net capital
charge for the use of money obtained
from the securities borrowing process. In
addition, as a general rule, broker-
dealers do not borrow money on an
unsecured basis for any extended period
of time, except through subordinated
loans. Finally, in many instances, the
broker-dealer will have no balance
sheet accountability for the securities
borrowed if it provides no asset
collateral in return for them.

While the Commission continues to
believe that the securities lender should
be given full cash (or its equivalent)
collateral for the securities loaned, it
does not want to restrict the business of
borrowing and lending securities, some
portion of which is used to complete
legitimate short sales or fails to deliver.
Therefore, the rule proposal will be
revised so that if a broker-dealer
delivers a letter of eredit as collateral to
the lending party, it must charge its net
capital 1% of the market value of the

‘securities borrowed. In effect, broker-

dealers will be authorized {if Regulation
T permits] % to deliver letters of credit,
secured or unsecured. *® The rule will.
still compel the firm to turn over the
collateral physically to the lender and
mark to the market. The definition of
collateral will be broadened to include
all forms of cash, Treasury bills or notes
as well as letters of credit. The
Commission also requests comments
from broker-dealers, self-regulatory
organizations and other interested
members of the public discussing the
impact the 1% surcharge will have on
the securities borrowing business. The
Commission will monitor the effects of
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the securities buuuv‘viug prograin 1or the
next year and will at that time
determine whether any alterations to the
rules are necessary.®’

m
Fails to Deliver

In Securities Exchange Act Release
No. 18419, the Commission proposed for
comment an amendment to a staff
interpretation of Rule 15¢3-3 which
would allow a broker-dealer to exclude
both fails to receive ® and fails to
deliver 2? which allocate to one another
(“matched fails™) from the Reserve
Formula. The net capital rule would,

however, be amended so that fails to

A - an
deliver excluded by allocation would be

subject to a capital charge of 1 percent.
of the contract value of the fail to
deliver.%° The Commission also

3512 CFR 220.6(h).

3 The Commission notes that requests have been
made that letters of credit be allowed to be used to
secure primary capital contributions in the business
of broker-dealers. While the Commission has not
determined the issues, the staff has taken the
position that promises to pay (or receivables on the
broker-dealer's books) secured by letters of credit
must be deducted from net worth in computing net
capital. They otherwise have no value in
determining the net capital of a broker-dealer.

37If customer margin securities are used as
collateral for the letter of credit, the value of the
securities borrowed must be entered as a credit in
the Reserve Formula.

38 A “fail to receive” arises when a buying
broker-dealer has not taken delivery from the
selling broker-dealer as of settlement date. A fail to
receive is a liability which the buying broker-dealer
must satisfy when the securities are delivered.

-39 A “fail to deliver” arises when the selling
broker-dealer fails to deliver the certificates in
proper form at the agreed upon settlement date to
the buying broker-dealer. A fail to deliver is an
asset since it represents monies due to the firm for
sales of securities.

40 The Commission's response in its letter to M.S.
Wien & Co., Inc. dated July 15, 1976 {the "Wien
letter”) and in similar letters to other broker-
dealers, as noted later in this release, will no longer
be applicable and are withdrawn. Under the Wien
letter, broker-dealers who do primarily a dealer
business and who have substantial amounts of fails
to receive versus fails to deliver which are not
allocable to customers may under certain conditions

Continued



proposed to amend the net capital rule
to reduce the time period before which a
deduction under subparagraph (c){2)(ix]
of the rule must be taken for a fail to
deliver.

A. Matched Fails

The commentators generally
supported the proposal to exclude
“matched fails” from the Reserve
Formula. Many commentators, however,
objected to the imposition of the 1
percent charge on excluded fails to
deliver.

The NASD argued that the 1 percent
capital charge is unduly harsh and
unwarranted, particularly since a
substantial number of their members
had been netting their fails in reliance
on a staff no-action letter without the
additional burden of the 1 percent
charge. The NASD also asserted that the
1 percent charge will not provide retail
firms additional incentive to close-out
fails to deliver. First, firms with retail
business would still be able to operate
with “dangerously low” minimum net
capital by simply switching from the
alternative to the basic method of
computing net capital, thereby avoiding
the 1 percent charge on excluded fails to
deliver, Second, the net capital rule
already provides such an incentive
though the “aged fails to deliver” haircut
provision, Rule 15¢3-1{c)(2)(ix). The
NASD maintained that this provision
works well to reduce fails to a level
commensurate with the capability of
industry facilities to close-out and
complete open trades. The NASD
suggested that the Commission develop
specific proposals to address the
particular universe of firms which would
be allowed to operate with lower
minimum net capital absent the 1
percent capital charge, rather than
impose the additional 1 percent capital
charge on all broker-dealers using the
alternative method of computing net
capital.

The Commission has reviewed the
comments received and has determined
that imposition of the 1 percent capital
charge on the contract value of the
excluded fails to deliver is necessary in
order to ensure that firms which have a
substantial amount of formula debits
that consist of fails to deliver excluded
from the Reserve Formula will maintain
a sufficient minimum level of net capital.
The net capital rule establishes
minimum levels of capital in an effort to
assure that firms have sufficient liquid
assets to meet obligations to customers

net the fails and exclude them from the Reserve
Formula. There was no additional capital charge on
fails to deliver excluded from the formula under the
Wien interpretation,
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and other broker-dealers as they come
due. The rule operates to place an outer
limit upon the amount of leverage or risk
that broker-dealers may incur. Members
of the securities industry do not dispute
that the maintenance of sufficient
capital requirements is an essential.
regulatory discipline which ensures both
investor and broker-dealer confidence in
the securities industry; rather, they

argue that the 1 percent capital charge is

excessive and therefore unwarranted,
particularly with respect to those firms
for which the Wien letter was designed.
The Commission, however, is not
persuaded by these agruments. First, the

Commission has recently reduced by

one-half, from 4% to 2%, the minimum
percentage of net capital required under
the alternative method. This represents
a very substantial reduction in the
“capital cushion" required to be
maintained by broker-dealers who
compute net capital under the
alternative method. Since under the
alternative method, a broker-dealer’s
net capital requirement is a function of
its customer debit items, to permit
broker-dealers to exclude fails to deliver
{a debit item} which allocate to fails to
receive (a credit item) from the Reserve
Formula without the additional 1%
capital charge could allow many firms to
be dangerously overleveraged.

Second, firms which do business
primarily with other professionals have
the highest percentage of matched fails
to deliver. While these firms generally
have the least direct customer exposure,
they should, nonetheless, maintain
sufficient net capital to meet their
obligations to other broker-dealers,
thereby ensuring continued confidence
in the integrity of the securities industry.
It is, therefore, not determinative
whether the 1% capital charge will
provide additional incentive to close-out
fails to deliver, though it appears that it
will provide such an incentive to some
degree. Moreover, broker-dealers with
relatively few matched fails will not be
significantly affected by the additional
1% capital charge.* Upon review, after
experience, the Commission believes
that the Wien letter fails to provide
adequate net capital requirements for
broker-dealers on the alternative
method. Therefore, the Wien
interpretation should be and is
withdrawn. 42 Finally, the Commission

1 According to an NASD survey, matched fails
constituted only 16.3% of total fails to deliver for
firms doing a general securities business. Thus,
retail oriented firms include approximately 85% of
their fails in the Reserve Formula.

42 The Commission notes that M. S. Wien, Inc.
failed in September 1981, and is presently being
liguidated pursuant to SIPA.

agrees with the SIA’s suggestion that the
interpretation should be amended to
exclude from the Reserve Formula
securities borrowed (that presumably
have been used to clear a fail to deliver)
that allocate to a fail to receive.*

For purposes of the allocation
procedure under Rule 15¢3-3, the
Commission announces the amendment
of the Division of Market Regulation’s
interpretation in Securities Exchange
Act Release No. 11497, The new
interpretation is as follows:

(1) Fails to receive which are
allocable to long positions in the
proprietary or other accounts of the
broker or dealer or to fails to deliver of
the same quantity and issue may be
excluded from the computation of the
Reserve Formula;

(2) Fails to deliver which are allocable
to short positions in the proprietary or
other accounts of the broker or dealer or
to fails to receive of the same quantity
and issue may be excluded from the
computation of the Reserve Formula;

(3) Securities borrowed which are
allocable to fails to receive may be
excluded from the computation of the
Reserve Formula.*

In addition, the Commission, for the
reasons stated above, believes that the
1% charge on matched fails is
appropriate and amends the rule

accordingly. The change will also be

imposed on securities borrowed which
are excluded from the formula because
of the allocation interpretation.

B. Aging Period

In Securities Exchange Act Release
No. 18419, the Commission proposed
that the time period for aging a fail to
deliver be cut gradually from 11
business days to 5 business days (or
from 21 business days to 15 business
days in the case of municipal
securities).** In addition, it proposed
that the net capital rule be amended to
provide authority to the designated
examining authority {the “DEA”) to
grant, upon application, and under

+The Commission notes that securities failed to
receive for which the broker-dealer has a receivable
related to securities borrowed are excluded from
aggregate indebtedness pursuant to subparagraph
(c) (1) (iii) of Rule 15¢3-1.

4 Some broker-dealers complain that it is difficult
to back out matched fails from the Reserve Formula.
The interpretation does not, however, require them
to do so. They may choose to comply with the
interpretation before amended.

4 The proposal provided that this time period be
lowered in 2 nine month steps, from 11 business
days (21 business days for municipal securities to 7
business days) (17 business days for municipal
securities) during the first nine months after
adoption and then to 5 business days (15 business
days for municipal securities) after the second nine
months.



appropriate circumstances, an extension
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of those time periods for a period up to 5
business days before requiring
percentage deductions for “aged” fails
under the net capital rule. Among other
things, the firm must be able to show
that the fail had not been disavowed in
some way.

The majority of commentators
generally objected to the proposal to
accelerate the aging of fails to deliver.
Both the NASD and the SIA questioned
whether the 5 business day aging period
realistically reflected the clearing period
for fixed income securities and foreign
securities transactions. ‘¢ One hroker-
dealer stated that the aging proposal
favors large trading firms doing a listed
business while penalizing the small
trading firms who trade over-the-counter
with many non-clearing firms located
across the nation. The NASD and the
SIA suggested that the existing aging
schedule remain in place until further
study and analysis of industry practices
and capabilities supports the need for
specific changes.

The NYSE noted that, while much has
been done to expedite the clearing
process and the vast majority of
deliveries are completed within 5
business days, overly restrictive time
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limits may be deirimental to domestic
brokers and dealers vis-a-vis their
foreign competition. The NYSE
maintained that the 5 business day aging
proposal was unnecessarily stringent
and would have a particularly harsh
impact on the bond business and the
secondary market in new issues. The
SIA and NYSE stated that the current
aging period satisfactorily reflects the
credit risk presented by fails and should
not be changed.*”

“¢One trading firm noted that ex-clearing house
transactions resulting from customer preference and
transactions in foreign securities that trade ex-
clearing house are seldom resolved within §
business days. Similarly, one retail firm stated that
based on its experience in dealing with foreign
correspondent banks and brokers, the existing time
frames for aged fails in foreign securities were
restrictive and should be lengthened to 14 business
days.

47The NYSE suggested that the Commission state
explicity in the rules that open transactions in
continuous net settlement clearing systems which
are marked to market daily and subject to constant
clearing house supervision are not subject to the
aging provisions. We agree with its statement. In
addition, it suggested that the new rules specifically
state the circumstances under which the DEA may
extend the time period before a deduction must be
taken for aged fails to deliver. For example, they
asserted that the authority should be broad erough
to grant appropriate relief in such instances where,
for example, delays occur as a result of a customer
or operational problem, a snowstorm er other acts
of God, or a postal strike. The Commission,
however, believes it appropriate to defer further
action at this time and will instead rely on the staff
to develop appropriate criteria with the industry by
interpretation or by no-action letters.
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A broker-dealer asserted that the
reduction in the aging period for
excluded fails to deliver which involve
only broker-dealers is unnecessary. It
argued that broker-dealer firms with
relatively large percentages of matched
fails do not present a concern with
respect to the protection of public
customers. They questioned whether the
reduction in the aging period would
provide any incentive or leverage to
broker-dealers to obtain resolution of
the fails from their retail customers.
However, they suggested that, assuming
some reduction in the aging period is
necessary, matched fails be specifically
excluded from the general reduction in
the aging period. They believed that this
approach would reduce the aging period
on customer-related fails generally
without penalizing firms which have few
retail customers. Alternatively, they
suggest that matched fails allocable to
transactions with other broker-dealers
be excepted from the general reduction
in the aging period.

The municipal securities dealers
asserted that a reduction in the aging
period for fails to deliver of municipal
securities would be punitive since most
events which result in fails are beyond
their control. They also pointed to the
uniqueness of the municipal securities
market. ’

The Commisgion believes that the 5
business day aging period realistically
reflects the clearing period for most non-
municipal securities. It recognizes,
however, that transactions in certain

- types of securities, such as foreign

securities, certain fixed income
securities and new issues, may not
generally clear within 5 business days
from settlement date. Therefore, the
Commission suggests that broker-
dealers with fails to deliver in such
securities consult with the staff which
will, under appropriate circumstances,
permit adjustments to the aging period
on a no action basis.*® In addition, the
rules provide that, upon an appropriate
showing that an extension is warranted,
the DEA may grant an extension of time
up to 5 business days before the
required percentage deductions for
“aged” fails must be taken. A second
extension may be granted under unusual
circumstances.

The Commission notes that the
dramatic improvements in the
operational condition of securities firms
since the 1968-70 “Paperwork Crisis”
have resulted in a marked decline in
fails to deliver as a percentage of total

48For example, the staff has taken a no-action
position with respect to trades effected on the
Associated Australian Stock Exchanges which do
not clear for 15 business days.

assets and trading volume. The decline
is due in part to the substaniial
improvements in the clearance and
settlement of securities transactions.*®
The Commission believes that the
acceleration of the aging period will
provide additional incentives to broker-
dealers to obtain prompt resolution of
fails to deliver, and thereby increase the
overall efficiency of the clearance and
settlement systems.

We have reviewed the comments
received with respect to municipal
securities. The Commission notes that
the Municipal Securities Rulemaking
Board (the “MSRB”) has taken
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substantial steps toward improving the
overall efficiency of the municipal
securities clearing systems. While the
MSRB has not supported the revision, it
is clear that the Board is firmly
committed to the continued
development of more advance systems
for the comparison, clearance, and
settlement of transactions in municipal
securities. % In recognition of this
commitment, the Commission has
determined not to implement its
proposal to shorten the time period for
aging a municipal fail to deliver from 21
to 15 business days for at least six
months. Thereafter, the Commission will
reconsider whether the aging period
should be reduced and review the
progress made toward the development
of an automated clearing system for
municipal securities, and the
improvement of the overall clearance
systems for municipal securities. In
furtherance of this aim, the Commission
is requesting that the MSRB furnish a

“9The Securities Reform Act of 1975 {the “1975
Amendments”) added a new Section 17A to the
Exchange Act requiring registration of entities
involved in the securities handling process,
including clearing corporations, securities,
depositories and transfer agents. Since 1975, the
Commission has approved numerous rules regarding
the operation of clearing agencies. This has resulted
in improvements in their systems and methods of
operation and increased participation. by broker-
dealers and other financial institutions in the
clearing system.

30The MSRB has worked extensively with the
Depository Trust Company and the National
Securities Clearing Corporation to this end. It
appears that the development of such systems
depend heavily on the use of a CUSIP-like security
identification numbering system for purposes of
data entry, comparison, and generation of
instructions. The MSRB recognizes that if the
industry is to adapt successfully to the use of such
systems, some means must be found of coordinating
the industry’s current trading and delivery practices
with the need to identify securities by their
appropriate security identification number.
Therefore, trading must be conducted in a manner
that is sufficiently specific to permit identification of
the precise security identification number needed
for proper instructions to these advanced
comparison and clearance systems. Deliveries must
also be made in accordance with the identification
number of the specific securities.
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1983 reporting on the progress it has
achieved to that date and supplying an
evaluation of what further steps will be
required to bring the municipal
securities clearance and settlement
system into parity with the rest of the
securities industry.

C. Municipal Bond Brokers

The Commission has received
persuasive opposition to its proposed
treatment of fails from a specialized
type of municipal securities firm
generally known as “municipal bond
brokers” or “brokers’ brokers.” 5! The
brokers’ brokers maintain that their
functions and operations differ
significantly from those of other broker-
dealers. Due to the very limited and
indirect customer exposure inherent in
the brokers’ broker’s b‘usmess. Lhcy
request that the Commission adopt
special net capital rules for brokers’
brokers which are more appropriate to
their unique function.

The brokers’ brokers objected to the
reduction in the time period allotted for
aged fails to deliver and the imposition
of the 1% capital charge on exciuded
fails to deliver. They maintained that
these proposed amendments were
unwarranted and would substantially
reduce the liquidity of the municipal
securities tiaumg market without
materially increasing the protection of
the investing public. Moreover, they
asserted that the combined effect of the
1% charge and the acceleration of the
aging period for fails to deliver will
force a substantial number of the
brokers’ brokers out of business.

Brokers’ brokers act exclusively as
undisclosed agents in the purchase and
sale of municipal securities for
registered broker-dealers or registered
municipal securities dealers. They have
no “customers” as defined in Rule 15¢3-
1{c)(6). Because they act only as
“agents”, brokers’ brokers do not
maintain inventories in municipal
securities. All trades by brokers’ brokers
are offsetting transactions which are
executed simultaneously for other
securities professionals. They act as
middlemen for these professionals who
do not want their identities disclosed.
Thus, the brokers’ brokers are
dependent on their dealer clients to
make delivery to them in order to
complete the trades and close-out the
fails.

Unlike the general practice in the
equities securities industry, municipal
securities brokers' transactions are
effected by physical delivery of the
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report to the Commigei nary 1,

51PSA notes that there are currently 19 brokers’
brokers.
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certificates rather than by computerized
book entries between members of a
clearing agency. Brokers’ brokers use a
registered clearing agency or bank as
agent to handle the receipt and delivery
of the securities. The agent pays for the
securities after receipt and verification
and then redelivers them to the brokers’
broker. Upon reverification, the agent is
paid and the brokers’ account is
credited. However, because of delivery
time limits, agents may be unable to
redeliver all securities received for the
account of a brokers’ broker on the
same day. In those instance, the brokers’
broker must borrow funds to carry the
securities overnight.

The brokers’ brokers asserted that the
adoption of the 1 percent capital charge
on all excluded fails to deliver will force
brokers’ brokers to revoke their election
to compute net capital under the
alternative method. However, they
noted that-computing net capital under
the basic method would impose a
similar hardship on brokers’ brokers
because they would be required to
include overnight bank loans used to
carry half completed transaction in their
calculation of aggregate indebtedness.
Counsel to a group of brokers’ brokers
argued that if the 1 percent charge is
adopted to include all fails and brokers’
brokers are not specifically exempted,
overnight bank loans for municipal
securities failed to deliver should be
excluded from aggregate indebtedness
for one business day.52

Moreover, many of the brokers’
brokers maintained that the 1 percent
charge unreasonably affects firms that
have previously relied on the Wien
letter to exclude matched fails by
subjecting them to an additional 1
percent capital charge. The MSRB
claimed that, contrary to the expressed
intent of the release, the withdrawal of
the Wien letter and the adoption of the 1
percent charge on excluded fails would
actually increase the capital and reserve
requirements for brokers’ brokers.53

In addition, the MSRB pointed out that
fails to deliver are generally among the
most secure assets of a broker-dealer.54

52 Another brokers’ broker suggested that brokers’
brokers should use the aggregate indebtedness
method for computing net capital.

53 PSA, noting the absence of any discussion of
the 1 percent charge in the Regulatory Flexibility
Analysis, suggested that the Commission defer
making a determination of the amount of the capital
charge until it has more accurately assessed its
impact.

&4 However, two brokers’ brokers currently have
claims with the trustee of A. E. Pearson & Co. One
entity which clears and finances trades in municipal
securities in the securities industry, pointed out that
it had never suffered any loss from the failure of
any brokers' broker or the failure of any seller to or
buyer from a brokers’ broker to honor their
municipal securities trade obligatiorts.

The MSRB agserts that the risk that the
contra-party might refuse to or be
unable to honor the “fail to deliver”
contract is far more theoretical than real
since the incidence of dishonored fails
to deliver contracts is extremely low.

.The brokers’ brokers maintained that
the acceleration of the time period for
aged fails to deliver is wholly ineffective
in expediting the settlement of municipal
securities transactions. Since municipal
bond brokers act only as agent for the
buyer and seller, both of which are
securities professionals, they assert that
there exists apart from Rule 15¢3-1(c)(2)
(ix) sufficient financial incentives for the
parties to settle each trade in a timely
manner.

In addition, they argued that the
brokers’ brokers have absolutely no
control over aged fails. They pointed out
that the nature of the municipal
securities business, including the lack of
automation in the transaction process,
the cumbersome necessity for hand
delivery of certificates and the difficulty
of conducting buy-ins,32 renders futile
the attempts of the brokers' broker to
speed the settlement of municipal
securities transactions.

The Commission has reviewed the
comments received and determined that,
in light of the unique functions and
operations of the brokers’ brokers, it is
appropriate to adopt special net capital
requirements for municipal brokers’
brokers which will require them to
compute net capital pursuant to the
aggregate indebtedness method. In
recognition of the problem created by
overnight bank loans for municipal
securities failed to deliver, and in view
of the high minimum net capital
requirement discussed below, the
Commission has determined that it is
appropriate to allow brokers' brokers to
exclude such loans from their aggregate
indebtedness for one business day.

Because of their important role in the
municipal securities business, brokers’
brokers should maintain a substantial
minimum net capital, as they appear to
be responsible for a trade from
execution through delivery and
payment. They are liable for trading
errors as well. In addition, brokers’
brokers incur risk as a result of fails to
deliver and fails to receive. High volume
periods create aggravated fails and, in
turn, proportionally increase risk.
“When issued” municipal bonds
likewise increase the brokers’ brokers

531t was noted by several brokers’ brokers that
substitute bonds are difficult to find, primarily
because of the very thin floating supply and
numerous serial maturities of municipal securities.
The scarcity of substitute bonds makes buy-ins and
borrowing of securities virtually impossible.



The Commission is adding a new
elective paragraph (a)(8) to Rule 15¢3-1,
which will require brokers’ brokers at
maintain to all times net capital of not
less than $150,000. Under the provisions
of paragraph (a)(8), a 1% capital charge,
however, will be imposed on the
contract value of all failed to deliver
contracts which are outstanding 21
business days or more. Brokers’ brokers,
however, will not be subject to the aged
fail to deliver requirement of Rule 15¢3-
1(c)(2)(ix) nor will they be required to
take a capital charge on fails to receive
outstanding longer than 30 calendar
days as specified in paragraph
(c)(2)(iv)(E) of Rule 15¢3-1.

Summary of Final Regulatory Flexibility
Analysis

The Commission has prepared a Final
Regulatory Flexibility Analysis (the
“Analysis”} in accordance with the
Regulatory Flexibility Act (“RFA”)(5
USC 604) regarding the proposed
amendments to the net capital rule and
the customer protection rule.

As indicated in the Initiai Regulatory
Flexibility Analysis, the amendments
were proposed as part of the
Commission’s review of the broker-
dealer financial responsibility rules. The
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things, were intended to reflect changing
economic and business practices in the
securities industry. -

The Commission received few
comments specifically addressing its
Initial Regulatory Flexibility Analysis. It
also received a number of comments,
primarily from members of the
municipal securities industry, generally
opposing the Commission’s proposals
regarding the revised net capital
.- treatment of municipal securities and
failed to deliver contracts.

Some of the comments received
focused on changes in the treatment of
municipal securities. The commentators
contended that the increase in haircuts
for municipal securities and
implementation of the presumed
marketability test were unwarranted
and would adversely affect the
municipal marketplace. They also
argued that the proposed changes
discriminated against smaller regional
firms. With respect to the Commission’s
proposals regarding the revised
treatment of failed to deliver contracts,
many commentators, including the PSA
and a specialized type of municipal
securities firm known as a brokers’
broker, opposed imposition of the 1%
charge on failed to deliver contracts
excluded from the reserve formula and
contended that reduction of the time
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contracts were required to be deducted
from net worth was unwarranted. More
specifically, the PSA, noting that the
Commission failed to assess the impact
of the 1% charge on excluded fails in its
Initial Regulatory Flexibility Analysis,
contended that this charge will increase
the capital requirements for certain
broker-dealers.54

Aside from the revised net capital
treatment of municipal securities and
failed to deliver contracts (and to some
extent the proposed percentage
increases in the haircuts for Government
securities), however, the Commission’s
proposals were generally well received.

As noted in the Initial Regulatory
Flexibility Analysis, the Commission
recognizes the need to formulate
compliance and reporting requirements
that take into account the economic
impact on small brokers and dealers. In
this regard, RFA directs the Commission
to consider significant alternatives to
the proposed amendments that would
accomplish the stated objectives of
applicable statutes and minimize any
significant economic impact on small
brokers and dealers. As discussed in the
Initial Regulatory Flexibility Analysis,
however, the Commission believes that
it would be inconsistent with the
purposes of the Exchange Actto
exempt, categorically, any smail brokers
and dealers from the proposed
provisions of these amendments.

Nonetheless, in response to the
comments received and on the basis of
data developed in the course of the
rulemaking process, the Commission has
made a number of modifications to its
original proposals which should provide
net capital relief for certain broker-
dealers, particularly municipal securities
brokers and dealers and brokers’
brokers. These alternatives include,
among other things, a simplified method
of computing haircuts on Government
securities, certain hedging techniques
for Government securities which will
allow broker-dealers to utilize certain
risk-reducing combinations so as to
reduce their capital requirements,
creation of additional haircut categories
for municipal securities, modification

84 While the Commission recognized that
imposition of the 1% charge on excluded fails will
increase the capital requirements for certain broker-
dealers (particularly, those broker-dealers operating
under the alternative method which had been
excluding matched fails pursuant to the Wien
interpretation), it appears that the overall impact on
municipal securities dealers should be small since
most have elected to compute their net capital the
basic method. Apparently, the 1% charge on
excluded fails will severely impact brokers' brokers
which compute their net capital under the
alternative method. However, the Commission has
created a new provision for brokers’ brokers which
should alleviate the problems presented.

and clarification of the presumed
marketability test and creation of a
separate provision for brokers’
brokers.>®

A copy of the Analysis may be
obtained by contacting Michael A.
Macchiaroli, Division of Market
Regulation, U.S. Securities and
Exchange Commission, 500 North
Capitol Street, Washington, D.C. 20549
at (202) 272-2372.

Statutory Basis and Competitive
Considerations

Pursuant to the Securities Exchange
Act of 1934 and particularly sections
15(c)(3} and 23(a) thereof, 15 U.S.C.
780(<) and 78w(a), the Commission is
amending §240.15c3-1 in Chapter II of
Title 17 of the Code of Federal
Regulations in the manner set forth
below. The Commission believes that
any burden imposed upon competition
by the amendments is necessary in
furtherance of the purposes of the Act,
and particularly to implement the
Commission’s continuing mandate to
provide safeguards with respect to the
financial responsibility of brokers and
dealers.

List of Subjects in 17 CFR 240

Reporting requirements, Securities.
Text of Amendments
PART 240—~GENERAL RULES AND
REGULATIONS, SECURITIES
EXCHANGE ACT OF 1934

In accordance with the foregoing, 17
CFR Part 240 is amended as follows:

1. By adding paragraphs (a)(8),
(c)(2)(iv){F) and (G) and (f)(5)(iv) to
§240.15¢3-1, and revising paragraphs
(c)(2){(vi){(A). (B}(2), (D), (F) and (H) and
(c)(2)(ix) of 240.15¢3-1 to read as
follows:

§240.15¢3-1 Net capital requirements for
brokers or dealers.
* * * * *

(B) R

(8) Municipal Securities Broker’
Brokers. (i) A municipal securities
brokers’ brokers, as defined in
subsection (ii) of this paragraph (a)(8},
may elect not to be subject to the
limitations of paragraph (c}(2)(ix) of this
section provided that such brokers’
broker complies with the requirements
set out in subsections (iii), (iv) and (v) of
this paragraph (a)(8).

(ii) The term municipal securities
“brokers’ broker” shall mean a

% Changes have been made to that part of
Appendix D dealing with “revolving subordination
agreements” to correct an error in the prior release
and to clarify the intent of the provision.



municipal securities broker or dealer
who acts exclusively as an undisclosed
agent in the purchase or sale of
municipal securities for a registered
broker or dealer or registered municipal
securities dealer, who has no
“customers” as defined in this rule and
who does not have or maintain any
municipal securities in its proprietary or
other accounts.

(iii) In order to qualify to operate
under this paragraph (a)(8), a brokers’
broker shall at all times have and
maintain net capital of not less than
$150,000.

{iv) For purposes of this paragraph
{a )[8) a brokers broker shall deduct
from net worth 1% of the contract value
of each municipal failed to deliver
contract which is outstanding 21
business days or longer. Such deduction
shall be increased by any excess of the
contract price of the fail to deliver over
the market value of the underlying
security.

{v) For purposes of this paragraph
{a)(8), a brokers’ broker may exclude
from its aggregate indebtedness

~b
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collateralized by municipal securities
outstanding for not more than one
business day and offset by municipal
securities failed to deliver of the same
iseue and nuanhfv In no event may a
brokers' broker exclude any overmght
bank loan attributable to the same
municipal securities failed to deliver
contract for more than one business day.
A brokers' broker need not deduct from
net worth the amount by which the
market value of securities failed to
receive outstanding longer than thirty
(30) calendar days exceeds thé contract
value of those failed to receive as
required by Rule 15¢3-1(c){2){iv){E}.

(C) * Kk Kk

(2) * K ok

(lV) * ow %

(F1(1) For purposes of this
subparagraph:

(/) The term “repurchase agreement”
shall mean an agreement to seli
securities subject to a commitment to
repurchase from the same person
securities of the same quantity, issuer
and maturity;

{i1) The term “reverse-repurchase
agreement” shall mean an agreement to
purchase securities subject to a
commitment to resell to the same person
securities of the same quantity, issuer
and maturity; and

{2)(/) In the case of a reverse-
repurchase agreement, the deduction
shall be equal to a percentage of the
difference between the contract price for
resale of the securities under a reverse-

i
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repurchase agreement and the market

value of those securities (if less than the
contract price), determined on the basis
of the date to maturity of the reverse-
repurchase agreement, as of the net
capital computation date, as follows:

(A} 7 days or less: O percent.

(B) 8 days to 14 days: 5 percent.

{C} 15 days to 30 days: 10 percent.

(D) 31 days to 60 days: 25 percent.

(E) 61 days to 90 days: 50 percent.

(#) 91 days or more: 100 percent.

{#1) If the market value of the
securities subject to the reverse-
repurchase agreement declines to below
50 percent of the contract price for
resale under that agreement, the
applicable deduction shall equal 100
percent of the difference between the
contract price for resale of the securities
under the agreement and the market
value of those securities.

(#i7} A deduction on account of
reverse-repurchase agreement may be.
offset by any margin or other deposits
held by the broker or dealer on account
of the reverse-repurchase agreement or
by any excess market value of the
securities over the contract price for the
resale of those securities under any
other reverse-repurchase agreement
with the same person.

{iv} A broker or dealer shall deduct an
amount equal to the excess of the
difference between the contract prices
for resale of the securities under
reverse-repurchase agreements and the
market value of the securities (if less
than the contract prices) in any single
account (or related accounts) if in the
aggregate the differences exceed 5
percent of net capital before the
application of paragraphs {c)(2)(vi), or
{f)(3) of this section, or Appendix A t0 17
CFR 240 15¢3-1.

(v) The required deduction under this
subsection (2) shall not exceed 100
percent of the difference between the
contract price for resale of the securities
and the market value of those securities.

(G) Securities barrowed. 1 percent of
the market value of securities borrowed
collateralized by an irrevocable letter of
credit.

(Vi) * % *

{A)(1) In the case of a security issued
or guaranteed as to principal or interest
by the United States or any agency
thereof, the applicable percentages of
the market value of the net long or short
position in each of the categories
specified below are:

Category 1

(/) Less than 3 months to maturity—0
percent.

(7i) 3 months but less than 8 months to
maturity—% of 1 percent.

{nf\ 8 monthe but less than 9 months ta
mdtumty— %, of 1 percent.
(iv} 9 months but less than 12 months to

maturity—1 percent.

Category 2

{/) 1 year but less than 2 years to
maturity—1 Y2 percent.

(41} 2 years but less than 3 years to
maturity—2 percent.

Category 3

{/) 3 years but less than 5 years to
maturity—3%.

(77} 5 years but less than 10 years to
maturity—4%.
Category 4

() 10 years but less than 15 years to
maturity—4Y2%.

(#) 15 years but less than 20 years to
maturity—>5%.

(ii1) 20 years but less than 25 years to
maturity—5Ya%.

(#v) 25 years or more to maturity—6%.

Brokers or dealers shall compute a
deduction for each category above as
follows: Compute the deductions for the
net long or short positions in each
subcategory above. The deduction for
the category shall be the net of the
aggregate deductions on the long
positions and the aggregate deductions

on the short positions in each category

plus 50% of the lesser of the aggregate
deductions on the long or short
positions.

{2) A broker or dealer may elect to
deduct, in lieu of the computation
required under paragraph (c)(2)(vi)(A)(1)
of this section, the applicable
percentages of the market value of the
net long or short positions in each of the
subcategories specified in paragraph
{c)(2)(vi){A)(2) of this section.

(3) In computing deductions under
paragraph (c){2)(vi}{A)(2) of this section,
a broker or dealer may elect to exclude
the market value of a long or short
security from one category and a
security from another category,
Provided, That:

(1} Such securities have maturity
dates:

(A) Between 9 months and 15 months
and within 3 months of one another.

(B) Between 2 years and 4 years and
within 1 year of one another; or

{C) Between 8.years and 12 years and
within 2 years of one another.

(i) The net market value of the two
excluded securities shall remain in the
category of the security with the higher
market value.

(4) In computing deductions under
paragraph (c)(2)(vi){A)(2) of this section,
a broker or dealer may include in the
categories specified in paragraph
(c)(2)(vi)(A)(1) of this section, long or
short positions in securities issued by



the United States or any agency thereof
that are deliverable against long or short
positions in futures contracts relating to
Government securities, traded on a
recognized contract market approved by
the Commodity Futures Trading
Commission, which are held in the
proprietary or other accounts of the
broker or dealer. The value of the long
or short positions included in the
categories shall be determined by the
contract value of the futures contract
held in the account. The provisions of
Appendix B to Rule 15¢3-1 (17 CFR
240.15¢3-1b) will in any event apply to
the positions in futures contracts.

(5) In the case of a Government
securities dealer which reports to the
Federal Reserve System, which
transacts business directly with the
Federal Reserve System, and which

llldlllldlllD Cll ﬂ}} o a llllllllllulll llcl
capital of at least $50,000,000, before
application of the deductions provided
for in paragraph (c)(2)(vi) or (f)(3) of this
section, the deduction for a security
issued or guaranteed as to principal or
interest by the United States or any
agency thereof shall be 75% of the
deduction otherwise computed under
subparagraph (c)(2)(vi)(A).
Byn***"

(2) In the case of any municipal
security, other than those specified in
paragraph {c}{2){(vi}{B}{2), which is not
traded flat or in default as to principal
or interest, the applicable percentages of
the market value of the greater of the
long or short position in each of the
categories specified below are:

(1) Less than 1 year to maturity—1%.

(1) 1 year but less than 2 years to
maturity—2%.

(iif) 2 years but less than 3% years to
maturity—3%.

(iv} 3% years but less than 5 years to
maturity—4%.

(v) 5 years but less than 7 years to
maturity—>5%.

(vi) 7 years but less than 10 years to
maturity—5%%.

(vii) 10 years but less than 15 years to
maturity—6%.

(vii) 15 years but less than 20 years to

maturity—6%2%.
(ix) 20 years or more to maturity—7%.
* * * * *

(D)(1) In the case of redeemable
securities of an investment company
registered under the Investment
Company Act of 1940, which assets
consist of cash or money market
instruments and which is generally
known as a “money market fund,” the
deduction shall be 2% of the market
value of the greater of the long or short
position.

(2) In the case of redeemable
securities of an investment company
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registered under the Investment
Company Act of 1940, which assgets are
in the form of cash or securities or
money market instruments of any
maturity which are described in
paragraph (c)(2){vi) (A) through (C) or
(E) of this section, the deduction shall be
7% of the market value of the greater of
the long or short positions.

{3) In the case of redeemable
securities of an investment company
registered under the Investment
Company Act of 1940, which assets are
in the form of cash or securities or
money market instruments which are
described in paragraphs (c)(2)(vi) (A)
through (C} or (E) and (¥} of this section,
the deduction shall be 9% of the market

value of the long or short position.
* * * * *

(F)(2) In the case of nonconvertible
debt securities having a fixed interest
rate ard fixed maturity date and which
are not traded flat or in default as to
principal or interest and which are rated
in one of the four highest rating
categories by at least two of the
nationally recognized statistical rating
organizations, the applicable
percentages of the market value of the
greater of the long or short position in
each of the caiegories specified below
are:

{1 Less than 1 year to maturity—2%.

(i1} 1 year but less than 2 years to
maturity—3%.

(7ii) 2 years but less than 3 years to
maturity—5%.

(#v) 38 years but less than 4 years to
maturity—6%.

(v) 4 years but less than 5 years to
maturity—7%.

(vi) 5 years or more to maturity—9%.

(2) A broker or dealer may elect to
exclude from the above categories long
or short positions that are hedged with
short or long positions in securifies
issued by the United States or any
agency thereof and that have maturity
dates of within—3 months, if the
nonconvertible debt security has a
maturity date of less than 15 months: 6
months, if the nonconvertible debt
security has a maturity date of greater
than 15 months but less than 2 years; 1
year, if the nonconvertible debt security
has a maturity date of greater than 2
years but less than 5 years; and 5 years,
if the nonconvertible debt security has a
maturity of 5 years or more. The electing
broker or dealer shall also exclude the
hedging short or long securities position
from the applicable haircut category
under paragraph {c}(2)(vi)(A) of Rule
15c¢3-1 (240.15¢3-1(c)(2)(vi)(A)), but shall
deduct a percentage of the market value
of the hedged long or short position in
nonconvertible debt securities as

specified in each of the categories
below:

(7} Less than 1 year to maturity—1%.

(#1) 1 year but less than 2 years to
maturity—1%%.

(iif) 2 years but less than 3 years to
maturity—2%%.

(iv) 3 years but less than 4 years to
maturity—3%.

(v) 4 years but less than 5 years to
maturity—3%2%.

(vi} 5 years or more to maturity—
4%2%.

* * * * *

(H) In the case of cumulative,

nonconvertible nreferred stock rankine
neneonveripie preierred SIOCK ranxing

prior to all other classes of stock of the
same issuer, which is rated in one of the
four highest rating categories by at least
two of the nationally recognized
statigtical rating organizations and
which are not in arrears as to dividends,
the deduction shall be 10% of the market
value of the greater of the long or short
position.

% * * * %*

(ix} Deducting from the contract value
of each failed to deliver contract which
is outstanding 5 business days or longer
(21 business days or longer in the case
of municipal securities) the percentages
of the market value of the underlymg
security which would be required by
application of the deduction required by
paragraph {c){2)(vi) or, where
appropriate, paragraph {f) of this
section. Such deduction, however, shall
be increased by any excess of the
contract price of the failed to deliver
contract over the market value of the
underlying security or reduced by any
excess of the market value of the
underlying security over the contract
value of the fail but not to exceed the
amount of such deduction; Provided.
however. That until January 1, 1983, the
deduction provided for herein shall be
applied only to those fail to deliver
contracts which are outstanding 7
business days or longer (21 business
days or longer in the case of municipal
securities). The designated examining
authority for the broker or dealer may.
upon application by the broker or
dealer, extend for a period of up to 5
business days, any period herein
specified where it is satisfied that the
extension is warranted. The designated
examining authority upon expiration of
the extension may extend for one
additional period of up to 5 business
days, any period herein specified when
it is satisfied that the extension is

warranted.
* * w * *

(ﬂtiw
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{iv) Deduct from net worth in
computing net capital 1% of the contract
value of all failed to deliver coniracts or
securities borrowed which were
allocated to failed to receive contracts
of the same issue and which thereby
were excluded from Items 11 or 12 of
Exhibit A, 17 CFR 240.15¢3-3a.

Ll * * * *

2. By revising paragraph (c)(5} of

§ 240.15¢-1d to read as follows:

§ 240.15¢3-1d Satisfactory subordination
agreements (Appendix D to 17 CFR

240.15¢3-1).
% * * * *
cl* **

{(5)(i) For the purpose of enabling a
broker or dealer to participate as an
underwriter of securities or other
extraordinary activities in compliance
ywith the net capital requirements of 17
CFR 240.15¢3-1, a broker or dealer shaii
be permitted, on no more than three
occasions, in any 12 month period, to
enter into a subordination agreement on
a temporary basis which has a stated
term of no more than 45 days from the
date such subordination agreement
became effective. This temporary relief
shall not apply to a broker or dealer, if,

at such time, it is subject to any of the
renorting nrovisions of 17 CFR 240173

reporiing provisiOns U4 a7 .8 &4%0.1

11 under the Securities Exchange Act of
1934, irrespective of its compliance with
such provisions or, if immediately prior
to entering into such subordination
agreement, either (A) the aggregate
indebtedness of the broker or dealer
exceeds 1000 percentum of its net
capital or its net capital is less than
120% of the minimum dollar amount
required by 17 CFR 240.15c¢3-1, or (B} in
the case of a broker or dealer operating
pursuant to paragraph (f) of 17 CFR
240.15¢3-1, its net capital is less than 5%
of aggregate debits computed in
accordance with 17 CFR 240.15¢3-3a or,
if registered as a futures commission
merchant, 7% of the funds required to be
segregated pursuant to the Commodity
Exchange Act and the regulations
thereunder, if greater, or less than 120%
of the minimum dollar amount required
by paragraph (f) of this section, or (C})
the amount of its then cutstanding
subordination agreements exceeds the
limits specified in paragraph {d) of 17
CFR 240.15¢3-1. Such temporary
subordination agreement shall be
subject to all the other provisions of this
Appendix D.

(ii} A broker or dealer shall be
permitted to enter into a revolving
subordinated loan agreement which
provides for prepayment within less
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than one year of all or any portlon of the
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option of the broker or dealer upon the

prior written approval of the Examining
Authority for the broker or dealer. The
Examining Authority, however, shall not
approve any prepayment if:

(A) After giving effect thereto (and to
all Payments of Payment Obligations
under any other subordinated
agreements then outstanding the
maturity or accelerated maturities of
which are scheduled to fall due within
six months after the date such
prepayment is to occur pursuant to this
provision or on or prior to the date on
which the Payment Obligation in respect
of such prepayment is scheduled to
mature disregarding this provision,
whichever date is earlier) without
reference to any projected profit or loss
Uf lhl‘: bl U‘!\Cl or dcu‘lcl. cxthcx u55regatc
indebtedness of the broker or dealer
would exceed 900 percentum of its net
capital or its net capital would be less
than 200 percentum of the minimum
dollar amount required by 17 CFR
240.15c¢3-1 or, in the case of a broker or
dealer operating pursuant to paragraph
{f) of 17 CFR 240.15¢3-1, its net capital
would be less than 6% of its aggregate
debit items computed in accordance
with 17 CFR 240.15c3-3a or if registered
a futures commission merchant, 7% of
the funds required to be segregated
pursuant to the Commodity Exchange
Act and the regulations thereunder, if
greater, or its net capital would be less
than 200% of the minimum dollar
amount required by paragraph (f) of 17
CFR 240.15c¢3-1 or

(B) pre-tax losses during the latest
three-month period equalled more than
15% of current excess net capital.

Any subordination agreement entered
into pursuant to this subdivision (ii)
shall be subject to all the other
provisions of this Appendix D. Any such
subordination agreement shall not be
considered equity for purposes of
subsection (d) of section 15¢3~1, despite
the length of the initial term of the loan.

* * * * *

3. By adding paragraph § 240.15c3~
3{b)(3) to read as follaws:

§ 240.15¢3-3 Customer protection-
reserves and custody of securities,
“ " * * *

{b) Physical possession or control of

securities.
* * * * *

(3) A broker or dealer shall not be
deemed to be in violation of the

provxsxons of paraoraph (b){1) of this

bUbllUll u:gcuulug pllyblbdl pUbDUbblUll or
conirol of fully-paid or excess margin
securities borrowed from any person,
provided that the broker or dealer and
the lender, at or before the time of the
loan, enter into a written agreement
that, at a minimum;

{7/} Sets forth in a separate schedule or
schedules the basis of compensation for
any loan and generally the rights and
liabilities of the parties as to the
borrowed securities;

{i{} Provides that the lender will be
given a schedule of the securities
actually borrowed at the time of the
borrowing of the securities;

{iil) Specifies that the broker or dealer
{A) must provide to the lender, upon the
execution of the agreement or by the
close of the business day of the loan if
the loan occurs subsequent to the
execution of the agreement, collateral,
consisting exclusively of cash or United
States Treasury bills and Treasury notes
or an irrevocable of credit issued by a
bank as defined in section 3(a){6) (A)-
{C) of the Securities Exchange Act
which fully secures the loan of
securities, and (B) must mark the loan to
the market not less than daily and, in
the event that the market value of all the
outstanding securities loaned at the
close of trading at the end of the
business day exceeds 100 percent of the
collateral then held by the lender, the
borrowing broker or dealer must provide
additional collateral of the type
described in proviso (iii) (A) above to
the lender by the close of the next
business day as necessary to equal,
together with the collateral then held by
the lender, not less than 100 percent of
the market value of the securities
loaned; and

{/v) Contains a prominent notice that
the provisions of the Securities Investor
Protection Act of 1970 may not protect
the lender with respect to the securities
loan transaction and that, therefore, the
collateral delivered to the lender may
constitute the only source of satisfaction
of the broker’s or dealer's obligation in
the event the broker or dealer fails to
return the securities.

% % L] * *

By the Commission.

Dated: May 13, 1982,

George A, Fitzsimmons,
Secretary.

{FR Doc. 82-13819 Filed 5-19-82: 8:45 am]
BILLING CODE 8010-01-M
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NATIONAL ASSOCIATION OF SECURITIES DEALERS, INC.
1735 K STREET NORTHWEST - WASHINGTON, D.C. 20006 - (202) 833-7200

0

June 9, 1982

TO: NASD Members, NASDAQ Subscribers and Branch Offices

RE: Availability of last sale information on NASDAQ
National Market System securities

On June 1, 1982 last sale information on NASDAQ
National Market System securities became available to the
vendors of quotation devices and newswire services.

The newswire services (Associated Press and United
Press International} commenced transmitting a stock tabile
presenting the high, low and closing transaction prices for
NASDAQ/NMS securities on June 1. This table is appearing
daily in the Wall Street Journal, New York Times, Washington
Post and a number of other newspapers throughout the country.

Currently only Instinet, GTE-Telenet and NASDAQ terminals
carry NASDAQ National Market System transaction information.
Vendors of quotations services not now providing last sale
data and cumulative volume are still preparing to provide
the information to their subscribers. Questions as to when
this information will become available on a particular ser-
vice should be directed to the vendor.

Sincerely,

., . Senior Vice President
Market Services
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NATIONAL ASSOC!ATION OF SECURITIES DEALERS, INC.
1735 K STREET NORTHWEST - WASHINGTON, D.C. 20006 - (202) 833-7200
TO: A1l NASD Members
RE: OTC Net, Incorporated
3600 S. Beeler
Denver, Colorado
ATTN: Operations Officer, Cashier, Fail-Control Department

On Wednesday, June 9, 1982, the United States District
Court for the District of Colorado appointed a SIPC Trustee
for the above captioned firm. Previously, a temporary receiver
had been appointed for the firm on June 3, 1982.

Members may use the "immediate close-out'" procedures
as provided in Section 59(i) of the NASD's Uniform Practice
Code to close-out open OTC contracts. Also, MSRB Rule G-12
(h)(iv) provides that members may use the above procedures
to close out transactions in municipal securities.

Questions regarding the firm should be directed to:

SIPC Trustee

Glen E. Keller, Esquire

Davis, Graham & Stubbs

2600 Colorado National Building
P. O. Box 185

Denver, Colorado 80201
Telephone: (303) 892-9400
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NATIONAL ASSOCIATION OF SECURITIES DEALERS, INC.
1735 K STREET NORTHWEST - WASHINGTON, D.C. 20006 - (202) 833-7200

June 15, 1982

PLEASE DUPLICATE ALD
DISTRIBUTE TC ALL REGISTERED PERSONS
TO: All NASD Members and Registered Persons

RE: Reminder of Obligations Under the Private
Securities Transactions Interpretation

The Board of Governors believes it is necessary to reemphasize its
concern with respect to associated persons' activities involving securities
transactions outside their regular course of employment. This has been
prompted by the fact that notwithstanding previous expressions of concern
(Notices to Members 78-44 and 80-62 and also the NASD's research study --

Private Offerings of Directi Participation Programs) the Board comntinues to see
a2 significant number of disciplinary proceedings where it is apparent that
respondents are unaware of the requirements of the Private Securities

Transactions Interpretation (See Para. 2177 of the NASD lManual) and in which
the respondents are often involved in situations where there are serious
violations of state and federal securities laws. This notice explains the
necessity for all associated persons to become aware of the requirements
contained in the Private Securities Transactions Interpretation. The fact
that a registered person is an independent contractor, rather than an
employee, does not affect his obligations under the Interpretation. This
notice also explains the concurrent responsibilities of members when they
become aware of their employees' or independent contractors' private
securities transactions.

The Board issued its Private Securities Transactions Interpretation
to emphasize to associated persons their obligations to exercise good faith to
the member and to their customers and also to explain to members their
continuing responsibility to exercise appropriate supervision over associated
persons. The term "private” is meant to connote all those securities
transactions, including direct participation programs and other financial
products, engaged in by the individual outside his regular course of
employment with the member or other investment transactions which may mislead
customers or participants into believing the transactions are sponsored by the
member,



It has been the Board's experience that a number of respondents in
disciplinary proceedings have believed that if they were engaged in selling
private placements exempt from registration under the 1933 Act, they nad no
responsibility to inform the member with whom they are registered of their
activities or to become associated with another broker-dealer. This is simply
not true. The Interpretation includes all securities transactions, including
those exempt from registration under the 1933 Act.

As a registered representative whether an employee or independent

r, you have a duty to irform your employer before engaging in private

ions. Some representatives have been barred, suspended or received

fines up to $25,000 and $50,000 for not doing so. Below are some case studies

of problem situations that have occurred. Keep these in mind when people

roach vou to assist them in raising money. When in doubt, contact the
per person in your firmm. It may avoid a major problem later on.

®*  An insurance/variable annuities salesman is approached by

a representative of an issuer of Rule 146 offerings to act

as a finder. It is suggested that he merely send his

clients to the issuer in return for a finder's fee. That

is clearly a securities transaction that must be reported,

° An oil and gas exploration company decides to seeck
additional capital through formation of a limited
partnership to be sold by its employees. it also requests
a registered representative to assist it in these sales by
signing on as an employee. Such proposed activities must
be reported to the employer broker/dealer prior to
engaging in such,

¢ A registered representative is approached by a
representative of a partnership that invests in gold
mining operations. He advises the registered
representative that the partnerships need not be sold
through a broker-dealer because they are not securities.
Be also advises that the "Interpretation” does not apply
because securities are not 1involved and shows him an
opinion of counsel to that effect. The registered
representative should inform his employer prior to
engaging in such activities since counsel's opinion may be
in error,

A registered representative who acts as president and a
director of a small privately held corporation is asked to
guarantee certain obligations of that corporation in
connection with the pledge of stock by his customer to
secure a loan to the corporation. Notification has been
required under such circumstances because the indemnity
agreement was “inextricably linked to the pledge of
stock.”

Although these are only a few examples, the Board feels it 1is
necessary to reiterate two important aspects with regard to notification: the
Interpretation requires that notification to a member must include a written
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communication and that notification is required by all associated persons.
The fact that an individual is an independent contractor or is acting in the
capacity of a wholesaler is irrelevant with respect to the obligations under
the Interpretation. As previously emphasized in Notice to Members 78-44
(November 6, 1978) and in Notice to Members 80-62 (December 1, 1980), extreme
caution should be exercised by members and associated persons in determining
whether a sales activity involves a security and whether that security should
be registered prior to sale. If any doubt exists, a transaction should be
reported so that an individual's supervisor may resolve any questions by
consulting with the fimm's management. The member should then review the
proposed activities with a view towards fostering compliance with applicable
requirements. Should there be any remaining doubts, it would be in the best
interest of the member to consult with an independent, knowledgeable
securities attorney and/or the local Association District Office. A member or
registered person should not rely exclusively on the opinion of an issuer, the
issuer's affiliates or the issuer's counsel in detemmining the status of an
investment instrument under securities laws.

The Private Securities Transactions Interpretation is intended to
remind members and associated persons of their respective responsibilities in
connection with private securities transactions. When there is any doubt
whatsoever about these responsibilities, such doubt should be discussed with
the staff of the Association.

Each member is encouraged to reproduce this notice and make it
available to all registered personnel for their future reference.

Sincerely,

Gl

Gordon S, Macklin
President
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NATIONAL ASSOCIATION OF SECURITIES DEALERS, INC.
1735 K STREET NORTHWEST - WASHINGTON, D.C. 20006 - {202) 833-7200

June 17, 1982

MEMORANDUM

TO: All NASD Members

RE: GROUP FIDELITY BOND BUYING PROGRAM

At its meeting on April 30th, the NASD Board of Governors voted in favor of
a resolution proposed by its Fidelity Bonding Committee that the National Union Fire
Insurance Co., a member of the American International Group, be appointed to
underwrite a Group Fidelity Bond Buying Program in which most NASD members will be
able to participate. Members whose minimum fidelity bonding requirement under NASD
or stock exchange rules is $500,000 or less will be eligible to join the program.

After the basic program is established optional coverages such as Directors
and Officers Liability, Registered Representatives Errors and Omissions insurance, Blue

Sky Bonds, Fiduciary Liability and Kidnap and Extortion insurance will also be offered
under the program.

The premium rate structure and the policy form are in the final stages of
development and will be filed with each State Insurance Department. Our insurance
broker, Marsh and McLennan Ine., is establishing a centralized billing, collection and
administrative unit to handle the program.

It is expected that the program will start within six months. Full details will
be disseminated to the membership prior to the commencement date.



Interim Program

In the interim, prior to the start-up date, the underwriter has offered to
provide the minimum coverage (up to $500,000) required to be carried by new members
and by those members whose bond renewal dates oceur within the interim period.

Discounted premium rates charged will be those already on file in the various
Insurance Departments. This interim coverage will last for one year and members who
participate will then be folded into the group program at the then-prevailing group
program rates.

Prospective and current members who wish to take advantage of this offer
should telephone Phyllis Chechile at (212) 668-4853 for further information. WMs.
Chechile is located at the financial institutions office of Marsh and McLennan Inc.at 44
Wall Street, New York, New York 10005.

Definition of Employee

The Board of Governors also proposes to amend the NASD Fidelity Bonding
rule (Article III, Section 32, NASD Rules of Fair Practice) to include a definition of
"employee" as follows:

Appendix C, new Paragraph (e)
Definitions

(e) For purposes of fidelity bonding the term "employee" shall
include any person associated with a member firm except:

1)  Sole Proprietors

2)  Sole Stockholders

3) Directors or Trustees of member firms who are not
performing acts coming within the scope of the
usual duties of an officer or employee.

Explanation of Proposed Amendment

Insurance companies which issue fidelity bonds have historically used a
restricted definition of employee. Usually, in the standard bond, this has resulted in the
exclusion from coverage of substantial owners and partners of member firms and of
independent contractor registered representatives. Most such persons are not covered
under current standard fidelity bonds. This has caused considerable inequity in the
application of the fidelity bonding rule. The most egregious example of this is that
registered representatives who are considered to be independent contractors and whose
income is not subject to withholding taxes are usually not covered under their member's
fidelity bonds, whereas those who are treated as employees and whose income is subjeect
to such withholding are required to be covered. This is true, despite the fact that all
registered representatives are required to be supervised by their sponsoring member
firms, often sell the same kinds of securities, present similar risk exposures and are
subject to the same securities laws and regulations.
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The Board proposes to end this anomalous situation by redefining the term
"employee" for purposes of fidelity bonding to mean any person associated with a
member firm (as defined in Article I, Section 3(f) of the NASD By-Laws) with the
following exceptions:

Exceptions

Sole owners of member firms cannot be covered under fidelity bonds because
of the principle that persons cannot insure themselves against losses due to their own dis-
honest or fraudulent actions.

Directors and Trustees of membr firms who do not also function as officers or
employees of such firms are excluded from coverage in the standard bond. Directors and
Trustees exercise their offices only through the collective action of the Boards of which
they are members. They have no individual power of action. Consequently, they would
only be deemed to be employees when performing acts within the scope of the usual
duties of officers or employees.

Partial Owners and Partners

Partial owners and Partners who are actively engaged in the business of a

member firm will be deemed to be employees under the proposed new definition.
However, they will only be msured for an amount in excess of their ownership interest up
to the limit of the ¢ iod by their firms

Under paragraph (b) of Article IIl, Section 32 of the NASD Rules of Fair
Practice, the Board of Governors is authorized to amend Appendix C without recourse to
a membership vote. However, any contemplated changes in the terms of Appendix C
must be submitted to the membership for comment.

The Board of Governors therefore requests comments from interested
members on the proposed new definition of employee.

SEC View

We understand that the Securities and Exchange Commission takes the same
view as does the Board towards the inclusion of independent contractor registered
representatives in the coverage provided by broker/dealer fidelity bonds. The
Commission believes that the self-regulatory organizations should ensure that such
persons are covered under their member's fidelity bond.

Effect of the Proposed New Definition of Employee

Most members of the NASD are required to carry fidelity bonds of $500,000
or less and will be able to participate in the group program. Experience indicates that
this group of members has a loss ratio considerably below that of the larger firms and the
industry as a whole. These small and medium sized member firms form a group, large in
number but relatively small in coverage, which is large enough to have its premium rate
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structure self-determined. The rate structure proposed by the underwriter is so
competitive that even though members will be required to cover their independent
contractors, most will be able to do this within the group program and still experience a
reduction in their current premium rates. The impact of the new definition will be felt
most by firms with large numbers of employees and many branch offices, but even in
these situations the Board feels that the coverage to be provided by the program,
hitherto largely unavailable, will be well worth any additional cost.

The underwriter has also indicated its willingness to receive applications from
members who are not eligible for the group program, i.e., those members whose minimum
bonding requirement exceeds $500,000. Those whose applications are accepted will be
underwritten outside of the group program.

Comments and Questions

Most of the questions members will have about the operation and details of
the group program will be answered in subsequent notices which will be distributed prior
to the start-up date.

However, if you wish to make written comments about the proposed expanded
definition of employee or if you have any questions please submit them by July 9, 1982.

Written comments should be sent to S. William Broka, Secretary, National

Association of Securities Dealers, Inc., 1735 K Street, N.W., Washington, D.C. 20006.
Questions should be directed to A. John Taylor, Vice President, Variable
Contracts at (202) 833-7318.

Sincerely,

——,

Frank J. Wilson

Executive Vice President
Legal and Compliance
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NATIONAL ASSOCIATION OF SECURITIES DEALERS, INC.
1735 K STREET NORTHWEST - WASHINGTON, D.C. 20006 - (202) 833-7200

June 23, 1982

TO: All NASD Members and Municipal Securities Bank Dealers
ATTN: All Operations Personnel
RE: Independence Day Trade Date - Settlement Date Schedule

Securities markets and the NASDAQ System will be closed on Monday,
July 5, 1982, in observance of Independence Day. "Regular-Way" transactions made on
the business days preceding that day will be subject to the following schedule.

Trade Date-Settlement Date Schedule
For "Regular-Way" Transactions

Trade Date Settlement Date *Regulation T Date
June 28 July 6 July 8
29 7 9
30 8 12
July 1 9 13
2 12 14
6 13 15

The foregoing settlement dates should be used by brokers, dealers and
municipal securities dealers for purposes of clearing and settling transactions pursuant to
the Association's Uniform Practice Code and Municipal Securities Rulemaking Board
Rule G-12 on Uniform Practice. Questions regarding this notice may be directed to the
Uniform Practice Department at (212) 938-177.

* Ppursuant to Section 4(c)(2) of Regulation T of the Federal Reserve Board, a broker-
dealer must promptly cancel or otherwise liquidate a purchase transaction in a cash
account if full payment is not received within seven (7) business days of the date of

purchase or, pursuant to Section 4(c)(6), make application to extend the time period
specified. The date members must take such action is shown in the column entitled
"Regulation T Date".
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NATIO.NAL ASSOCIATION OF SECURITIES DEALERS, INC.
1735 K STREET NORTHWEST - WASHINGTON, D.C. 20006 - (202) 833-7200

June 30, 1982

IMPORTANT

COMPLIANCE OFFICERS AND REGISTERED OPTIONS PRINCIPALS

TO: All NASD Members
RE: Amendment to "OPTIONS ACCESS RULES" Requiring Options Transaction
Reports by Market Makers in Listed Securities

Effective with the date of this notice is an amendment to Appendix E of
Section 33 of the Association's Rules of Fair Practice ("Options Access Rules") which
requires market makers in listed equity securities to submit on a monthly basis a report
of certain options transactions for the underlying equity securities in which they make
markets. This amendment takes the form of a new Section 24 to Appendix E and has
been added to conform the Association's Options Access Rules to similar options rules of
other exchanges. This reporting rule is intended to monitor for surveillance purposes,
options trading by members which are also market makers in listed equity securities.

New Section 24 to Appendix E specifically requires the reporting of all
proprietary options transactions as well as options transactions executed by officers,
directors or partners of the firm whether in exchange-listed options or conventional
options on equity securities listed on an exchange. It should also be noted that Section 24
applies to all members which are market makers regardless of the member's exchange
affiliations or the market in which the options transactions took place.

In order to assist members in complying with the new reporting requirement,
we have attached a copy of the amendment (Exhibit I) and a copy of the reporting form
titled "REPORT OF OPTION TRADES BY MARKET MAKERS IN LISTED SECURITIES"
accompanied by instructions for completion of the form. The report should be completed
and returned on or before the 5th day of the month following the month in which the



options transactions took place. Members may provide computer-produced reports which

contain all of the required information. Such reports should be forwarded to the
following address:

National Association of Securities Dealers, Inc.
Market Surveillance Department

Attn: Brian C. Timken

1735 K Street, N.W,

Washington, D. C. 20006

Questions concerning this notice and requests for additional forms should be
directed to Brian C. Timken, Market Surveillance Department, (202) 833-7193.

Sincerely,




Exhibit I

Amendment to Options Access Rules

The following is the full text of Section 24 to Appendix E to Section 33 of
Article III of the Association's Rules of Fair Practice.

Section 24 - Options Transactions and Reports by Market Makers in Listed Securities

Every member who is a market maker in a security listed on a

national securities exchange shall report to the Association, in

accordance with such procedures as may be preseribed by the

Board of Governors, any transaction either directly or indirectly

for the benefit of such member and/or any partner, officer or

director of the member in any option contract for which such

security is the underlying security. This rule shall apply to all

options transactions ineluding those executed on an exchange to

which the member may belong.

) A copy of the form to be completed by members on a monthly basis to comply
with the rule is appended hereto.



REPORT OF OPTION TRADES BY MARKET
MAKERS IN LISTED SECURITIES

RETURN: National Association of Securities
Dealers, Inc.
Market Surveillance Section
1735 K Street, N\W.
Washington, D.C. 20006

NAME OF FIRM: PREPARED BY: MONTH: YEAR:
OPTION SERIES NUMBER OF CONTRACTS czom%_.ﬁumwmmmcm_i
TRADE DATE SoLD
OPTION EXPIRATION EXPIRATION TRANSACTION
CLASS/TYPE MONTH PRICE PRICE BOUGHT COVERED UNCOVERED BOUGHT SoLD

T

SIGNATURE:




Computation Date:
Due Date:

Filing Responsibilities:

Submit To:

INSTRUCTIONS
Appendix E, Section 24—Reporting option transactions by market makers in
exchange-listed securities.

This rule requires every member to file a report with the Associationon a monthly
basis reflecting all transactions executed by the member and/or certain persons
associated with the member in any option contract whether listed or conventional
for which the underlying security is a listed security and where the member is a
market maker in such security.

It is important to include all information requested on this form, including the
firm’s transactions in the underlying shares. The symbol (P) should be used to
identify put options under the heading “Option Class/Type.”

Aggregate trading in the underlying security for each trade date on which

reportable options transactions occur should be reported.

The report is to be prepared as of the last trade day of each month.
\
The report is due five business days following computation date.

Members should file for the foliowing accounts the “Report of Option Trades by
Market Makers in Listed Securities” reflecting all option transactions in exchange
listed securities for which the member is a market maker:

(a) All accounts in which the member has an interest, including trading or
investment accounts;

{b) Ali accounts of partners, officers, and directors of the member.

National Association of Securities Dealers, Inc.
Market Surveillance Section

1735 K Street, N.W.

Washington, D.C. 20006

Any questions concerning this reporting form or requests for additional forms should be directed to
the Market Surveillance Section, (202) 728-8210.
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