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RIN 3235-AD78

Net Capital Rule

AGENCY: Securities and Exchange
Comimissien. :

ACTION: Final rule-amendments.

suMMARY: The Securities and Exchange
Commission is amending its net capital

rule under the Securities Exchange Act.
The amendments will raise:the absalute:
minimum net capital required of certain.
registered broker-dealers. Broker-dealers
that hold customer funds or securities
will be required to maintain at least
$250,000 in net capital. Those firms that
clear customer transactions but de nat
hold customer funds or securities.
beyond the settlement of the transaction
will be subject to a $100,000 minimum
net capital requirement. Broker-dealers

- that introduce:customer accounts.ta

other broker-dealers: will be required: to
maintain $50,000 or-$5,000 in minimum
net capital, depending on whether or
not they receive sacurities. Broker-
dealers that make markets inr certainx
securities will be required to-meintain
greater net capital inr proportion-to-the
number of securities in which they -
make markets. The maximum on this
additional market maker minimum-net
capital requirement will be raised from:
$100,000 to $1,000,000. The- minfmuwm: -
net eapital requirement forcertainr
mutual fund brokerdealers will be-
increased to $25,000. The-increases to-
the minimum capital fevels will be
impiemented over & petiod of eightesn
months. Additionally, the two methods
of computing deductions forequity -
securities positions-{or “haircuts”) will
be standardized. Finally, certainr
changes will be made to the -
computation of aggregate indebtedness..
EFFECTIVE DATES: For the amendments
relating te equity securities haircuts
(paragraph (c)(2)(vi)(J1). charges.to
aggregate indebtedness (paragraph

{c)(1)). and the capital requirements for

market makers (paragraph (a)(4), except’
as to that provision raising the ultimate
market maker capital ra%ui'rement to
$1,000,000, which shall become™ *

effective on June 30, 1993), the effectfv& :

date shall be January 1, 1993. For the.
amendments relating to.minimum net
capital requirements contained in.
paragraph (a), see the temporary phase-
in schedule set forth in Appendix E'to
Rule 15¢3-1. o
FOR FURTHER INFORMATION. CONTACT:
Michael A. Macchiaroli, (202) 272~
2904, Michael P. Jamroz, (202) 272
2372 or Roger G. Coffin, (202} 2727375,
Division of
Street, NW., Washington, DC 20549..
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1. Introduction. " -

A L. Mavemresecsare’ )
A. The Commsission’s Proposal

Ox September 15, 1989, the
Commission fssued a release requesting
comment on propased. increases to the
minimum net capitat requirements -

- applicable to brok r-dealers.? The

Commission was.concerned that the
minimum net capital requirements,
which in some cases dated back to 1972,
were no longer adequate. -~
In that release, the Commission

proposed increases in the'minimum -
capital requirements for registered
broker-dealers, based on the nature of
the business of the firm, and the extent
to which a broker-desler bas contact
with custemsr funds ar securities.
Briefly, under the proposal. firms that
carry customer accounts would be :
required to. maintain at Jeast $250,000 in
net capital. Broker-dealers that clear
customer accounts in accordance with
Securities Exchange Act Rule 15¢3—
3(k)(2)(1) (and therefors, although they
may receive funds ar securities, they.
may not hold them beyond the
settlement of a transaction) would be

ired to maintain at least $100,000 in
pet capital. Firms that introduce
customer accounts to other broker-
dealers would b required to maintain a

1 Securities Exchangs Act Raeloase No. 27249
(Saptember 15. 1989), 54 FE 40395 (October 2,
19689}, All comments are avaitable in File No. 57—
28-8% ot the Commissian’s: Public Reference Room,
450 Fifth Street, NW., Washingtan, DG 20549.
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minimum net capital of $100,000 or
$50,000, depending upon whether the
firm routinely or occasionally receives
customer funds or securities. Under the
proposal, broker-dealers that never
receive customer funds or securities
would be allowed to maintain minimum
net capital of $5,000.

The minimum net capital required to
be maintained by firms that make
markets in securities also would be
raised under the proposed amendments.
Under the net capital rule, a market
maker is required to maintain the
greater of the base minimum net capital
requirements referred to ahove or an
amount of net capital determined by the
number of securities in which the firms
makes markets. The net capital rule
currently draws a distinction in this
regard based on the price of the security.
Securities priced $5 and below require
capital of $500 each, while securities
priced above $5 require cepital of
$2,500 each. Under the proposal, the
amount to be maintained for securities
priced under $5 per share would be
raised to $1,000 per security. The
ceiling on this net capital requirement
would have been raised to $1,000,000,
from the present $100,000.

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

Further, broker-dealers comﬁuﬁné net

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

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

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

B. Brief Summary of Comments

The Commission received almost 275
letters in response to the proposed rule
changes. Approximately 200 of the
commentators objected generally to the
proposed increases in minimum net
capital requirements. Most of the
commentators writing in protest against
the increases objected to the proposed
increases to the net capital requirements
for introducing and mutual fund broker-
dealers. Primarily, these firms feared .
that an increase in minimum net capital
requirements would restrict entry into
the securities business and force

" existing entities to close. A frequently

voiced complaint was that the propaosal

discriminated against smaller firms in
favor of larger enterprises without

" sufficient justification.

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

- served as the framework for the

requirements for introducing firms set
forth in the releases being issued today.

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

The Commission received mixed - - -
comments with respect to its proposal to
increasethe minimum capital *
requirements of firms that make markets

PR o omxamidd A

. LU Tha
in over-tne-counter securitiss. 1 ne

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

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

C. The Net Capital Rule

The Commission’s net capital rule
requires that every registered broker-
dealer maintain a certain specified
minimum level of net capital.2 Rule
15¢3-1 requires registered broker-

,,,,,,,,,,,,, RO,

dealers to maintain sufficient liquid
assets to enable those firms that fall
below the minimum net capital
requirements to liquidate in an orderly
fashion without the need for a formal
proceeding.® The rule prescribes
required minimum levels based upon
both the method the firm adopts in
computing its net cepital and the type
of securities business it conducts, A
firm engaging in a general securities
business (which would include the
ability to clear and carry customer.
accounts) calculating its net capital
under the basic (or aggregate ’
indebtedness method) must mdintain a
minimum net capital level of the greater
of $25,000 or 6% percent of its .
liabilities (with certain exclusiens)}. If
the firm chooses the alternative method
of computing its net capital {presently
found in paragraph (f} of the rule), it
must maintain net capital equal to the
greater of $100,000 or 2 percent of its '
customer-related receivables. -
The current rule prescribes different
minimum levels of net capital for firms
based on categories of business activity.
These levels were designed to address

2Generally, net capital, as defined by Rule 15¢3—
1, is a broker-dealer’s net worth plus liabilities -
subordinated in accordance with Appendix D of the
rule, minus assets ““not readily convertible into
cash” and certain percentages, or haircuts, ofa
firm's securities and commodities positions..

3 Self-liquidation of a securities firm inor ..
approaching financial difficulty is specificelly ~
contemplated by section 5{a){2) of the Securities '
Investor Protection Act of 1970 (“SIPA™).
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the risks perceived in the different types
of businesses engaged in by broker-
dealers. For example, if a broker-dealer
carries no customer accounts and limits
its business to certain specified
activities, it needs to maintain only
$5.000 in net capital, rather than the
$25.000 that would otherwise be
required under the basic method of
computing net capital.? One of the
specified activities permitted is the
introducing, on a fully disclosed basis,
of customer accounts to another broker-
dealer that clears and carries the
accounts.

i1. Rule Amendments—Minimum Net

Capital Requirements

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

A. Clearing Firms

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

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

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

4 See Securities Exchange Act Rule 15¢3-1{a){2};-
17 CFR 246.15c3-1(a}{(2).

5 Under paragraph (k){2)(i) of Rule 15¢3-3,a .
broker-dealer that does not carry margin accounts.
promptly transmits all customer funds and
securities to a carrying firm and effectuates all
financial transactions with customers through a
specially designated bank account is exempt from
the possession and control and Reserve Formula
requirements of the customer protection rule.

Several liquidations supervised by the
NASD illustrate the potential dangers
more dramatically. One firm held $70
million of customer securities, although
it maintained only $61.000 of net
capital. Another held $8 million of
customer securities against only $42,000
in net capital. In both instances, the
NASD became aware of financial
difficulties in time to have the firms
transfer the customer accounts to other
broker-dealers, thereby avoiding SIPC
liquidations. .

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

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

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

While requiring additional amounts of
capital will not prevent firms from

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

Other organizations have expressed
concern about the minimum levels of
net capital. The Commodity Futures
Trading Commission (“CFTC") recently
approved amendments to National
Futures Association (“NFA") rules that
increased the minimum net capital
requirements of futures commission
merchants from $50,000 to $250,000.%

The Options Clearing Corporation

=10 Lpone Lieaniy LA paiatlill

requires its new members to maintain
$1 million in net capital and other
members to maintain $750,000 in net
capital.” The National Securities
Clearing Corporation requires its
member broker-dealers to maintain
$50,000 in excess net capital over that
required by Rule 15¢3-1.8

{ii) Industry Response

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

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

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

#Ses Nat'l Sec. Clearing Corp. Rules Addendum
BilB.1la
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dealers. Primarily, these firms feared
that the proposal would drive them out
of the securities business and therefore
reduce competition. It should be noted
howevaer, that even among this group of
firms that objected to the proposed
minimum, almost one-half stated that .
some increase in minimum net capital
requirements is warranted. One firm
candldly acknowledged that the current
minimum of $25,000 is far below what -
is needed to operate a securities
business.

Other smail broker~dealers opposed
the increase and disagreed with the
contention that clearing firms could
avaid the increased costs associated
with obtaining the capital necessary to .

comply with the amendments by opting

to become introducing broker-dealers.®
(iii) lmpac:t of Increased Requxrements

It is clear that the recommended
amendments will require some ‘irms 10, -
raise additional capital. The firms that
will need extra capital to comply are, -
the Commission believes, currently
operating a securities business with an
inappropriately, and in some instances
dangerously, low level of net capital.
While the. Commission agrees with-

thoge commentators who pnvni out tha

regional clearing firms provide . . .
important services to investors, the
Commission also believes that
undercapitalized firms endanger -
investors and undermine the consumer
confidence upon which all firms rely. -
Investors who choose to leave their -
funds and securities with a regional self-

clearing firm will be better served if that -

firm maintains an amount of net capxtal
sufficient to ensure its contmuity and
stabihty in the industry.

® Several commentators abjected to tho

Commission’s characterization of the risks cneated =

by clearing firms. These firms argued that the .. _
Commission should draw distinctions based on the
manner in which clearing firms hold their customer
securities in order to allow firms that hold customer
securities in. non.negotiable form to cperate under
teduced minimum. Presumably, this means that the.
broker-dealer would have no powers of attornsy. -
The Commission does not believe that developmg

a minimum requirément containing sucha ~ .°

distinction would be a practical solution. It woiﬂd .
be virtually impossible to examine for compliance . ..

with this type of a requirement. If a clearing firm :
is holding hundreds of customer securities, - —..- -
examiners would have to inspect for powers of-
attorney for each customer. Furthermore. the ~ -~ -
essential risks inherent in allowing firms with lmle
capital to hold securities would still be present. -
under such a scheme. If it means that the broker- -
dealer would hold powers of attorney, the pracuoal
effect of this arrangement diminishes the
distinction that the commentatars would draw in
the way securities are held at the firm. In the evert
of a SIPC liquidation, these securities are treated asz
part of the fungible bulk that is shared by all
customers ina pro rata form (See SIPA Section 8),
.although SIPC would make every effort to retuna
-specific securities to customers.

In any event, the Commission's
analysis of cost of capital data and the
present net capital of clearing firms
tends to refute the arguments of the
commentators. Based on data received
from the NASD reflecting financial
informatien for firms designated to the
NASD for examination {“NASD Data’"},
the approximate effect the increased
requirements will have on the
marketplace was calculated.2? Of the
458 NASD firms that clear customer
accounts or hold customer property, 349
had net capital in excess of $250.000.
These firms had a total combined.
revenus of $9 7 billion that represented
99 percent of ibe toial revenue
generated by all NASD clearing firms
during the past year. Put another way,
the rule amendments will affect 109
firms whose combined revenues of $105
million represent about 1 percent of the
total $9.8 billion of clearing firm
revenues. The Commission believes that
this data demonstrates that the
amendments will have & minimal effect
on competition among clearing firms

- because, for the most part, investors

already deal with well capitalized
entities when makmg mvestment
decisions: . -

The Cnmmmcmn recognizes s that a
preciss estimate of the costs the.
recommended amendments would - -
impose on clearing firms is difficuit, if
not impossible to calculate, especially

- considering the so-called “‘opportunity

costs™ involved in tying up additional
resources in minimum net capital;

"Nonetheless, rough estimates based on

the relative cost of capital demonstrate
that the effect of the amendments
should not be unduly harsh:.

- Typically, broker-dealers are
organized ds corporations or - -
partnerships. In either instance, the-’

individual or:individuals who establish

the firm can deposit into the entity
money either as equity capital or
subordinated debt that has been
borrowed personally. These deposits are
deemed to be the net capital of the
broker-dealer, so long as the broker-

‘dealer incurs no liability on the -

personal loan. -

‘Once in the entity the net capital of
the broker-dealer may be invested in
high-grade commercial paper, bank -
certificates of deposit or short-term
government securities, all of which, as
money market instruments, receive little
or no haircut under the net capital rule.
The Commission estimates the :
difference between the lending rate and
the rate 8 broker»deaier could earn on

1°None of the firms designated to the NYSE

-appear to have a problem meenng dm new

minimum requ irements,

the above-mentioned instruments to be
approximately three to four percent -

annually before taxes. Based on the
NASD data, the analysis shows that 109
clearing firms would need, on average,
an additional $120,520 each to comply
with the $250,000 requirement. Using a
four percent spread to determine the
cost of capital, it would cost each of the
109 clearing firms on average : -
approximately $4,821 per year to
comply with the new requlrement This
is 2 small insurance premium to pay to
protect the investing public and the
SIPC fund.

Rather than raise addltional capita]

.......... firms that
Hldu_y UI U(t: bUU’Lludllus Lirngs sisax

would be unable to meet the $250,000
net capital requirement would have
ariother option available. These firms

could lower their minimum required
hnnvnﬂ hu rnndnrhno business in

accordance with paragraph (k}{2){i) of
Rule 15¢3~3, or by introducing their
customer accounts to a clearing firm. All
but 41 of the 109 NASD clearing firms
that would not meet the-$250.000
requirement would meet the $160,000
minimum capital requirement

AL
. apput,uum to (k){2}(i} firms, All but 12

of these firms would be able to meet the
$50,000 requirement applicable to
introducing firms.

With respect to those firms that

receive funds and securitieg, but do not

‘hold them pursuant to paragraph
(k)(2)(i) of Rule 15¢3-3, the NASD data
indicates that, at the end of 1991, 62 out
of the 242 firms that conduct a general
securities business and operate under
that exemption would be unable to meet
the $100,000 standard. Those firms
would need a total of $2,7 million, or an
average of $43,000 per firm, to mest the -
new requirements, Further, in 1991,
NASD firms conducting business under
the paragraph (k)(2){i) exemption -
produced revenues of $3.1 billion. The
62 firms that would not be able to meet
the new $100,000 standard had $24
million of revenues or .75 percent of the
total amount. Thus, it does not appear
that the $100,000 standard will have a
significant impact on competition
among this class of clearing firms.
Several commentators disputed the
Commission’s cost of capital estimates.
Others argued that a four percent spread
was too low. The Commission =~
recognizes that broker-dealers may incur
economic costs other than the estimated:
four percent cost of capital. For
example, if a principal of a broker-
dealer borrows funds personally, he or
she will likely be required to-pledge
personal assets as collateral for the loan.
Additionally, there may be other
inestimable opportunity costs associated
with raising and using additional capital
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to comply with the amendments.
However, even if the estimated cost of
capital were eight percent, the average
cost of capital for the 109 clearing firms
that need to acquire extra capital would
only be $9,642 per year, before taxes. It
does not appear that these costs will be
prohibitive, given the added protection
the rule amendments will provide.

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

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

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

other than itself (such as another broker-
dealer, escrow agent, etc.) and the
receiving broker-dealer promptly .
forwards such funds to the other broker-
dealer or escrow agent.1! With regard to
securities, a broker-dealer shall be
deemaed to hold securities if it does not
promptly forward such securities
received by the firm to a clearing firm,
escrow agent or other appropriate entity.

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

“introduce their accounts to another firm.

The Commission believes that the
combined effect of the variety of options
contained in the recommended - - ’

.amendments will allow each firm to

select an appropriate amount of net.

“capital and tailor its business activities

accordingly to meet the requirement it

- ‘chooses. Thus, firms will not be drawn
- -.out of the industry, and the impact on

11 1

- . .competition will be minimal: For these

and the reasons stated above, the

Commission is adopting the

amendments regarding clearing and
carrying firm net capital requirements as
proposed. : '

‘B. Dealers, Market Makers and Trading

Firms

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

(i) Dealers '

The types of broker-dealers that fall
under the dealer category take risks that
far outweigh their present minimum net
capital requirements. A minimum net
capital level of only $25,000 is an
extremely thin cushion against the risks

-in a dealer’s business, because of the

potential for severe market volatility.

- Additionally, the proliferation of

complex securities, including interest-
only and principal-only mortgage-
backed securities and various cption

11The term "promptly forward” is defined in the
net capital rule to mean when “such transmission
or delivery is made no later than noon of the next
business day after the receipt of such funds or
securities.” Rule 15¢3~1(c)(9). - C

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

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

(ii) Over-the-Counter Market- Makers

In addition to faising the base
minimum requirements for market

makers, the proposed amendments
1A raiea the additional market maker

“WOUIQA Tais8 Wl aGOIUCnas Inarxes axl

capital requirement. Currently,
securities priced $5 and below require
net capital of $500 each, while :
securities priced above $5 require net
capital of $2,500 each. Under the
proposal, the amount to be maintained
for securities priced under $5 per share
would be raised from $500 to $1,000 per
security. The ceiling on this additional
net capital requirement would be raised
to $1,000,000, from the present
$100,000. No change to the existing
capital requirement of $2,50C per share
for securities priced over $5 was
proposed. The Commission is adopting
these amendments as proposed.*?
Market maker capital requirements
have been a causs for considerable
concern since at least the market break
of 1987. In its Market Break Report, the
Division of Market Regulation (the
“Division”) stated that there should be
a review of the minimum amount of
capital necessary to qualify as an over-
the-counter market maker, The Division
noted that the review should include an
analysis of the amount of capital
necessary for each security, as well as
the appropriateness of the capital
ceiling of $100,000. The Division’s
concern was precipitated by the
cessation of business by 12 over-the-

12 Separatelj,'the Commission is proposing for
commant an amendment that would require market

- makers to maintain capital of $2,500 per share, -

regardless of the price of the security.
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counter market makers immediately
following the October 1987 market
break. In some cases, the prices of the
securities in which they made a market
fell dramatically. Customer obligations,
-which in some cases were secured by
the securities, became uncollectible.
The Division pointed out that other
broker-dealers and customers are also
exposed to potential market losses when
a significant market maker in a
particular security fails. Cther, less
significant market makers may
withdraw from the system or may
restrict their purchases, often resulting

in a fraa_fall in tha nricag af tha
inl & Irée-i1d.: inl Ui8 Prices o7 wie

securities.?3

The NASD reacted promptly to the
1987 market break by approving
amendments to its Small Order
Execution System {“SOES”), which
required not only mandatory :
participation in the SOES for all marke
makers in certain securities, but also
maximum SOES order size limits based
on the market characteristics of the
securities.14 Under mandatory SOES
participation, market makers are
required to accept smail orders received
through the SOES system. Because the
financial requirements resulting from.
the mandatory SOES obligations require
higher capital levels of market makers,
the NASD’s Quality of Markets
Committee recommended that the
Commission substantially increase .
capital requirements for market
makers.1% :

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

13 Sgp the October 1987 Market Break, a Report
by the Division of Market Regulation of the U.S. .
Securities and Exchange Commission, February

1988, (the “Market Break Report”) pp. 5-11, 12 and

15. .
14 See File No. SR-NASD-88-1, Securities
Exchange Act Release No. 25791 (June 9, 1988).
15 Seo Roport of the Special Committee of the
Regulatory Review Task Force on the Quality of
Markets, NASD publication, 1988, p. 15

that maintain the bare minimum
amount of capital that pose a threat ta
liquidity. To the extent such a firm’s
capital falls below the minimum, the
firm is compelled to withdraw as a
market maker in some of its market
making securities, which could impair
the market. This has been a particular
problem in the marketplace for those
securities priced under $5 per share,
where the failure of market making
firms has resulted in the virtual
elimination of a public market for many
of the securities in which they made
markets. When a broker-dealer holds
itself out as making a market in a .
particular security, it should maintain
sufficient capital to stand behind that
commitment. That commitment is no
less important in the market for
securities priced below 85 per share.
Based on these reasons, the NYSE, the
NASD and the SIA supparted the

_ proposal. In fact, the SIA stated that the

proposal did not go far enough.
Specifically, the SIA argued that it is
inappropriate to distinguish between
securities priced above $5 per share
from those that are priced below $5 per
share in determining capital
requirements. The Commission
preliminarily agrees with the .

recommendation of the SIA and believes
that 2 further amendment to the net

capital rule is warranted.

herefore, the Commission, in a
separate release, is proposing for
comment an amendment that would
raise the requirement to $2,500 per
security, regardless of the price of the
security.

C. Introducing Firms
{i) Introduction

An introducing broker-dealer is one
that has a contractual arrangement with
another firm, known as the carrying or
clearing firm, under which the carrying
firm agrees to perform certain services
for the introducing firm. Usually, the
introducing firm submits its customer
accounts and customer orders to the
carrying firm, which executes the orders
and carries the account. The carrying
firm’s duties include the proper
disposition of the customer funds and
securities after trade date, the custody of
customer securities and funds, and the
recordkeeping associated with carrying
customer accounts, 8

1 A fully disclosed introducing arrangement
should be distinguished from an omnibus clearing
arrangement where the clearing firm maintains one
account for all the customer transactions of the
introducing firm. In an omnibus relationship, the
clearing firm does not know the identity of the
customers of the introducing firm. In a fully-
disclosed clearing arrangement, the clearing firm
knows the namss, addresses, securities positions

-clearing dealers. In many cases, the

The practices regarding the banding
of customer funds and securities vary
among different introducing and

customer gives funds and securities
directly to the introducing firm, which
in turn is obligated to forward them ta
the clearing firm. In other cases, the
customer sends funds and securities
directly to the clearing firm.?7

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

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

and other relevant data as to each customer. Faor the
purposes of the net capital rule, broker-deaiers that
introduce accounts on an omnibus basis are
considered clearing firms.

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

503



(i) Need For Increases

The net capital rule requires
introducing brokers to promptly forward
all customer funds.and securities to the
clearing broker-dealer. Even when this
requirement is complied with, as the
commentators pointed out, many
customers make checks payable or
endorse securities directly to the
introducing firm. SIPC has expressed its
concern to the Commission regarding
‘“* * * situations whers the SIPC
member involved in the customer
protection proceeding is a broker-dealer
exempt from the provisions of SEC Ruie
15c3-3, and subject to less than the full
net capital requirements of SEC Rule
15¢3-1." SIPC reported in August 1991,
that since January 1986, twenty
introducing firms have become the
subject of SIPC proceedings. In those
proceedings, SIPC has paid $8,226,330
to satisfy customer claims and
$3.405,385 for administrative expenses.
SIPC has also informed the Commission
that in one of these customer protection
proceedings the trustes has received and
is reviewing claims for customer
protection of approximately $6 million.

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

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

to claims that exceeded the limitations
on SIPC advances,!8

Two recent Commission proceedings
further illustrate the Commission’s
concerns. In the first, the broker
misappropriated ever $1.1 million of
customer funds that were intended to be

.invested in securities. In the second, a

particularly egregious case, a broker-
dealer in Florida sclicited money from
investors by advertising, among other
places, in locai church flyers. Customers
alleged they were purchasing
certificates of deposit from the broker-
dealer to be held by the broker-dealer.
Howsver, the owner of the broker dealer
converted the fiinds, and after his
scheme was discoevered, committed
suicide. It appears that the amount of
stolen funds could reach $2 million.
The case is further complicated by the
fact that SIPC may not reimnburse the
customers on the grounds thet the
investments in question may be
characterized as a loan to the broker-
dealer.

Investors who give funds and
securities to broker-dealers do so with
some degree of assurance that their
property is safe when entrusted with an
entity registered with and regulated by

the Commission. However, many

investors are not able to ascertain the
difference between a registered broker-
dealer that is well capitalized and one -
that is not, and under what
circumstances SIPC coverage is
provided. , '

A second element of concern for the
customers of intreducing firms invelves
the customer's relationship with the
clearing firm. Customers can be
stranded if the introducing firm fails-or
closes temporarily due to a-capital
violation. Generally, the clearing firm
will not accept orders directly from the
customers because the clearing firm will
consider the customers as those of the
introducing firm. As a result, customers
may be unable to liquidate their

. securities positions or open new

positions until their accounts are
transferred to another broker-dealer.
Although higher minimums will not
eliminate this risk, the increased
standards will irrcrease the likelihood
that the firm can quickly find a
purchaser for its assets and avoid an

NASD su{ggrvised self-liquidation.

Aside from the impact on customers,
there is a risk of sudden losses to

18nder section 9-0f SIPA, when the amount of
customer property present in a failed firm is
insufficient to meet the claims.of customers, SIPC
must make advances to customers to-cover the
shortfall in each customer’s claim. Those advances
are limited to0.a total of $500,000 of cash-and

itd i with a $700,000 limitation

on claims for cash.

sec 7y

clearing firms when introducing firms
fail. For example, during periods of
market decline, customer accounts may
become unsecured due to sharp drops in
the value of securities in margin
accounts or because of changes in the
value of custormner short option
positions. i a customer fails to meet
margin calls made by the clearing firm
or fails to pay the settlement amount for
sacurities it has purchased, the
introducing firm, because most clearing
arrangements place liability on the
introducing firm for deficits in
intreduced accounts, will bear the loss
from the default. If the introducing firm
does ot heve adequate Tesources to pay
the clearing firm, the clearing firm
incurs the loss.1®

Two examples are illustrative. During
the October 1987 market break, Haas
Securities Corporation, a fully disclosed
intreducing broker-dealer and a market
maker in sleven securities, ceased
operations. As a result of unsecured
customer accounts introduced by Haas,
its clearing firm incurred a reduction in
its net capital between $15 and $20
million.2¢ More recently, an introducing
broker was involved in a manipulation
scheme wherein three registered
representatives at the introducing firm
attempted to corner the market in a
particular security by placing large
amounts of unauthorized purchases of
the security in a number of customer
accounts. As a result of the
manipulation, the security rose in value,
but trading in the security was
suspended after the scheme was
discovered and never resumed. The
security served as margin for debits
owned by customers of the registered
representatives and became worthless
when trading was suspended. As a
result of this occurrence, the clearing
firm incurred losses in excess of $20
million. The introducing firm could not
cover losses of this magnitude. At the
time of the manipulation, the clearing
firm was owned by another broker-
dealer. Mainly as a result of the losses
incurred through the manipulation, the
clearing firm was acquired by another
broker-dealer and then eventually

1°1a imposing sanctions on an introducing firm
for failing to disclose to its carrying firm material
facts as to the creditworthiness of one-of its
customers, the Commission recognized the
potential credit exposure of clearing firms and
stated: *It is true that [the introducing firm] had a
contractual obligation to indemnify [the clearing
broker} for losses. However, constdering [the
introducing firm's) small net capital * * * there
was a substantial likelihoed that the clearing
brokers would themselves have to bear all or part
of any potential losses.” In re Boylan, Securities
Exchange Act Release No. 18378 at 45 n.33 (January
14, 1982).

20 Sag Markat Break Report at pg. 5-11.
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liquidated. Before the liquidation, the
clearing firm cleared for 154 introducing
brokers.

Indeed, many clearing firms require
introducing firms to maintain net
capital in excess of that required by the -
net capital rule (in addition to a clearing
deposit) before they will transact
business with an introducing firm. One
firm will not clear for an introducing
broker-dealer unless the firm has at least
$150,000 in net capital. However,
because industry practice is not
uniform, weaknesses tend to develop.
Assuming that risk-conscious clearing
firms require their introducing firms to
maintain the gradwbi amount of Capltax,
the Commission is concerned that
clearing firms that are not as sensitive
to risk will tend to have a higher
concentration of poorly capitalized

................
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large introducing firm could weaken
such a clearing firm, with a ripple effect
that could expose other firms that clear
through the same broker-dealer. If such
a firm fails, not only will customers of
that firm suffer, but a large number of
market makers in lower priced
securities might tail with it, resulting in
significantly reduced liquidity in the
markets for their securities.

(iif) Interpretation of Introducing
Accounts on a Fully Disclosed Basis = -

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

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

21 See Ketchum Letter, supra note 17.

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

An introducing firm without such an
arrangement will not be considered, for

4 1
the purposes of the Commission’s

financial responsibility rules, tobe a
firm that “introducels] transactions and
accounts of customers to another
registered broker or dealer that carries
such accounts on a fully disclosed -
basis.” Absent such an arrangement, the
introducing firm would be required to

- comply with the greater minimum net -

capital requirements required of a
clearing firm.22 :

(iv) Industry Response and Commission
Action

~ When the amendments were
proposed, the Commission was sensitive
to the potential impact of the increases.

. Accordingly, the Commission solicited

comments from the introducing firm
community on their potential impact.
Approximately 100 small broker-
dealers objected to the proposals,
arguing that the increases would either
eliminate smaller firms, or prevent
small broker-dealers from entering the
industry. Other commentators objected

to the size of the increases or the

asserted lack of any need for them. As
an alternative, a number of firms
suggested that the Commission could
accomplish its regulatory goals more .
fairly by drafting a net capital rule that
would call for incremental increases for
different types of business activity. For
example, if a firm transacted a margin
business, its minimum net capital
requirement would increase by a pre-
established factor. However, this
approach would require the net capital
rule to make dozens of distinctions that
would further complicate the regulatory
process. It is important for the net

32 Additionally, in order to take advantage of the
revised $5,000 minimum net capital requirement,
introducing firms will be required to notify their
customers that the firm is prohibited from receiving
funds {other than checks made out to third parties)”
or securities, .

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

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

firms would need to raise additional

funds. The Division also estimated the
approximate costs of raising the
additional capital..

The NASD Data does not distinguish
between introducing brokers that
receive funds and securities and those
ma( 00 not. lne assumpuml was llldu\i
that all firms receive customer property
to assess the maximum impact of the

recommended amendments. Under this

assumption, the calculations
demonstrate that 919 introducing
brokers {out of 2,301) would need total
additional capital of $25 million to
comply with the new 850,000 standard,
or an average of $27,180 per firm. Based
on an Uisxu percent ayncud of cost of
capital,2? the new standards would cost
each broker an average of approximately
$2,174 per year. The Commission
believes this is a slight insurance
premium in light of the benefits that
would be derived from the increase.

To assess the impact of the proposal
on the industry, introducing firm
revenue data was examined. Out of a
total $4.96 billion in annual revenues
generated by NASD member introducing

_firms, only $304 million is accounted
. for by firms with less than $50,000 in

net capital. In other words, the
amendments would at most affect the
919 firms that account for 6.1 percent of
the total introducing firm revenues.
Thus, the data suggests the impact of
the increases will not be dramatic.
Notwithstanding, the Commission
believes certain refinements to the
original proposal are warranted. For
example, a number of commentators,
including the NASD, objected to the
Commission’s classification of
minimum net capital levels based on the
distinction between occasional and
routine receipt of customer funds and
securities.?4 The NASD suggested a
reconsideration of the $100,000 category
which would apply to those introducing

22For a discussion of the cost of capital, see
saction 2(B} {iii) supra.
*2¢The NASD, the self-regulatory organization
charged with overseeing the bulk of introducing
firms, generally endorsed the new requirements.
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firms that routinely receive customer
funds or securities. Such intreducing
prokers would have the sams capital
requirement as broker-dealers that
receive funds and securities pursuant to
the provisions of paragraph (k)(2)(i) of
Rule 15¢c3~3. As the NASD pointed out,
introducing firms could, without
changing their capital requiremsnt, clear
accounts undwer the (xXj{2}{(i) method. To
prevent this, the NASD rscommended
the establishment of two classifications
of introducing firms: A $50,000
minimum for firms that receive
securities.and a $25,000 minimum level
for those that do not. :

The Commission believes that the
NASD's approach represents a
reasonable compromise between the
Commissien'’s and the commentators’
concern regarding the impact of the
amendments on introducing firms.
Accordingly, the three tiar approach
that would distinguish betwsen
occasional end routine receipt of funds
and securities is not being adopted and
will be supplantad by the approach
recommended by the NASD,

Therefore. the Commission is
adopting the proposal that weuld
increase the minimum net capital
requirement of introducing firms that
receive securities to $50,000. Ths
Commission is also adopting, on a
temporary basis, the propoesed $5,000
minimum requirement. Under the
approach adopted by the Commission,
an introducing broker-dealer that
receives customer checks made payabla
to itself would be subject to a $250,000
minimurn net capital requirement. An
introducing broker-dealer that receives
securities s well as customer checks -
made payable to its clearing firm or
other appropriate third party {e.g., =~
escrow agent) that it promgt;ly forwards
to such third party would be subject to -
a minimum net capital requiremnent of
$50,000. An introducing broker-dealer-
that reoceives no securities and only ..
recaives customer checks made payable
to appropriate third parties wougd be
subject to a.$5,000 minimum net capital
requirement.??

In & separate release, the Commission
is proposing for comment the additienal
amendmsent that would raise the net
capital requirements of this second tier
of introducing firms to $25,000. The
Commission considers the increased

281t should be notad that the $5.000 standard
adopted today differs from the previous $5,000
requirement. Under the new rule, introducing firms
securities and funds {other than checks payable o
third parties). It will be necessary for these firms to
develop procedures ia insure that they domot
receive Customer seouritias or checks made payable
to themselves. .

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

In addition to raising the base
minimum capital requirements, the
Commission’s original proposal would
have requited an intreducing firm to
maintain additional net capital equal to
one quarter of one percent of the
customer debit balances introduced to
its clearing firm. This requirement was
designed to further address the situation

. where clearing firms have their capital

endangered by the failure or financial
difficulty of an introducing firm. The
commentators, including the NASD,
pointed out that the requirement would.
be difficult to calculate, and therafore
difficult to enforce. Moreover, it would
add very little to the capital

mriimn man intradicin
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Based on these comments, the .
Commission has decided not to adopt
this proposal. _ o

The firal component of the original
proposal with regard to i i »
firms was an amendment that would
allow firms to participete in
underwritings in which other members
of the dealar group have firm :
commitments {an activity not allowed
the current $5.000 broker-dealer) so lang
as the introducing firm is notthe -
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agent with no commitment to purchase
any of the securities. The rule

- amendments make it clear that this is a

dealer activity {that would ordinarily
subject the firm to @ minimum
requirement of $100,000), but permit
introducing firms that maintain ‘
minimur net capital of at least $50,00
to engage in this activity. o

In conclusion, the Commission: -
believes it ts appropriate to raise the:
minimum net capital requirements for
introducing firms in the amounts - - -
indicated. The Commission believes the
increases are justified becanse of the -
large amounts of customer assets :
handled by introducing firms, and the
impact such firms’ failures can have-on
customers and the SIPC fund.
Permitting undercapitalized introducing
firms to handle, even for a short period
of time, the assets of investors has
proven to be a regulatory problem that
the Commission believes will be
alleviatod by requiring a greater cushion
of net capital to insalete customers from
loss. Finally, the Commission notes that
it is taking today’s action &t the reguest:
of the NASD, which is the primary

‘supervisory entity for the majority of the

firms affected by the increases, and
SIPC, which serves as the investor’s last
resort for recovery in broker-dealer
failures. : : _

- tregtment for all other categaries of

- the NASD Data does not indicate that

-all NASD membsar mutual fund firms

D. Cther Broker-Dealers

This section of the release will
address the minimum net capital

broker-deelers not specifically referred
to above.

(i) Mutual Fund Firms

Under the Commission’s proposal, the
minimum et capital requirement
applicable to broker-dealers that limit
their activities to transactions in shares
of registered investrrent companies, and
which receive customer funds or
securities, weuld increase from $2,500

to $25,000. For thoss mutual fiumd frms

that do not handle any customer funds
or securities, and are not direct wire
order firms, a $5,800 minimum was
proposed. The Commissien is adopting

s T rrey .
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The firms that commented on the
increase from the current $2,500
minimum te $25,000 were gensrally -
opposed to it. These firms feared that
increasing minimum capital :
requirements would eliminate firms and
stifle competition in the mutual fund
industry. However, the Commission
considers a capital requirement of
$2.500 1o be far too small for a fixm that

handles funds and securities. Moreover,

the proposed incresses would have a
dramatic effect on compstition. The
Division has calculated that of a tetal
409 NASD mutual fund firms, 195 firms
would require.a total of $3 million or an
average of $15,325 each to mest the
$25,000 level. These firms gensrated
revenues of $15.6 million, which .
represented only 1.2 percent of the total
$1.31 billion in revenues produced by

during the last year.
{ii) Best Efforts Underwriters

Under the current rule, firms that
paiticipate, as a broker or dealer, in
underwritings on a ‘best efforts” basis
and thet promptly forward all customer
funds and securities to an issuer-or an -
independent escrow agent designated
for the underwriting are required to
maintain minimum et capital of only
$5,000. In effect, these firms are treated
as introducing firms. Currently, broker-
dealers that sell direct perticipation
programs in real estate syndications also
many avail thenrselves of this standard,
so long as any funds or securities are
promptly forwarded to an issueror
escrow agent. The original proposal did
not proposa aa increase in minimum
capital requirements for these firms;
rather it added a provision which
prohibited these firms from receiving
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funds
aspect of the proposal is being adopted.

any customer

tor r sacurities. Thig .

(iii) Miscellaneous Brokers

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

{iv) Further Proposals

As to each of the categories of firms
described in paragraphs {i) through (iii)
above, in a separate releass, the
Commission is proposing for comment

. . e .
" inerassa in tha minimum nat ~anital

an indcreaso il uld MINImum not myltﬁl

requirements to $10,000.
1 Cohodula

21GS5T A n ocaequie

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

E DPhaco.J;

u‘

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

c. By 12/31/93: $75.000
d. By 6/30/94: $100,000
iv. Mutual Fund Dealers That Receive
Customer Funds
a. Current Rule: $2,500
b. By 6/30/93: $10,000
c. By 12/31/93: $17,500
d. By 6/30/94: $25,000
v. Mutual Fund Dealers That Do Not Receive
" Customer Funds
a. Current Rule: $2,500
b. By 6/30/93: $3,300
c. By 12/31/93: $4,100
d. By 6/30/94: $5,000
vi. Introducing Firms That Receive Customer
Securities )
a. Current Rule: $5,000
b. By 6/30/93: $20,000
c. By 12/31/93: $35,000
d. By 6/30/94: $50,000

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

I11. Election of the Alternative Standard

The Commission proposed to make
the alternative available only to firms
that clear and carry customer
transactions. That would have altered

the nrasant mila which allawrs tradine
38 Present riie wiita aii0wWs raGing

firms and introducing firms to elect the
alternative method of calculating net
capital. ARter careful consideration, the
Commission has determined to make
the alternative standard avaxlable toall
firms. .

The Commlssxon believes the )
amendment that would have prevented
the election of the alternative standard

_ by firms that do not carry customer. .- .

_accounts is not appropriate for.several .
reasons. First, a firm could easily render
the prohibition ineffective by.accepting
one customer account. Secondly, under
the amendments as adopted a firm must
maintain at least $250,000 in order to
compute under the alternative.?? The
Commission believes that the $250,000

.capital requirement will provide

sufficient cushion to compensate for the
additional capital that would have been
required for those firms under the .
aggregate indebtedness standard. -,
Indeed, a firm will have to have more
than approximately $3.8 million in
aggregate indebtedness before its net.
capital requirement would exceed the .
$250,000 minimum. Finally, the -
Commission’s concern with respect to

28 The rule amendments also require a broker-

dealer to notify. its designated examining authority
of its election to select the alternative standard; the .
rule previously required.the broker-dealer to notify
the appropriate Regional Office of the Commission.

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

IV. Equity Securities Haircuts

A. General

The net capital rule provides two
separate methaods for ralmvlahno

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

Under the current rule, a broker-
dealer slecting ths alternative metho
computing net capital incurs a 15
percent haircut on its long equity -
securities positions.- That haircut is-
increased by 30 percent of the broker-
dealer’s short equity positions, but only
to the extent those short positions
exceed 25 percent of the: long
positions,?8.

The basis for the distinction between
. -long and short positions is, for haircut
purposes, no longer valid. The ...
distinctions based upon: the method
chosen are, the Commission believes,
even less 51gmﬁcant when the increases
to the minimum requirements are taken
into account. The premise underlying
the alternative method of calculating
haircuts was that long positions have to

A ~f
T Ul

* be financed by an outside entity that

will demand more margin than the 15
percent haircut. Short positions, by
contrast, are self-financing.

- Broker-dealers are not necessarily
constrained by the ability to finance:
their long positions by a-bank or another
broker-dealer. For example broker-
dealers are able to recsive cash :

- collateral in excess of the market value

37For example: Position:. Long, $1,000,000; Short,

--,$500,000. Haircut: Long, $300,000; Short, $37,500

{15% of $250,000); Tatal, $337,500. -

38For example: Position: Long, $1,000,000; Short.
$500,000. Haircut: Long, $150,000; Short 375 500
{30% of $250,000); Total, $225,000.
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of the long position by lending the
security to another broker-dealer. - -
Moreovaer, except for situations such as
tender offers, the long position would
seem to be no less volatile or damaging
to the broker-dsaler than the short
position. - ' S

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

In addition to standardizing the
deduction for equity securities positions
under the net capital rule, the proposal
would have required broker-dealers to
apply the equity securities haircut (15
percent), rather than the lower,
government securities haircut (6

1017 SANI0ILS 14 1Nterest

and principal only instruments. In
response to this proposal, the Public
Securities Association submitted data
suggesting that a-lower haircut should
be applied. The Commission is not
adopting this amendment, and will
await a further recommendation by the-
Commission staff in this regard. -~~~

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

28 As proposed, this lowered haircut would have
been available to firms only when they-crossed the
$100,000 net capital threshold. However, the NASD
suggested that this would be difficuit to monitor.
Based on this recommendation the Commission is’
not.adopting this amendment. The contractual
commitment haircut will remain at 30 percent for
initial public offsrings. Similarly. the haircut
assessed for receivables arising in conjunction with
subordinated loans will remain at 30 percent.

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

C. Cdntmctual Commitmentg )
" The Commission’s proposal, although

- it would standardize equity securities
haircuts at 15 percent, would have .
_nonetheless required a 30 percent

charge for the contractual commitment
haircut in certain securities. The ;
Commission is adopting this o

» amendment as proposed. Therefore, th

contractual commitment haircut
applicable to equity securities shall

.remain at 30 percent unless the class -

and issue of the securities are listed on.

a national securities exchange or are - -
designated as NASDAQ National Market
System Securities. "~ - - :

V. Aggrega(e Indebtedness

- The aggregate indebtedness test has
been included in the net capital rule
since its adoption in 1942. The term
aggregate indebtedness includes all of
the liabilities and/or obligations {actual
or otherwise) of a broker-dealer. The test
applies to broker-dealers computing net
capital under the basic method and -

‘limits the leverage that they are able to

attain. The rule however, specifically
excludes from aggregate indebtedness
certain prescribed liabilities. In the two
classes of liabilities described below,

o o .
the Commission believes the 624

© percent aggregate indebtedness charge is
-not appropriate, particularly in light of -

" the increases in the minimum -

- requirements, Therefore, the. .~

- Commission’s proposal would have |

reduced the 62 percent charge to one
percent in the two areas discussed
below. Both of these amendments are -

 being adopted as proposed:

A. Mutual Fund Payables

Currently, the net capital rule requires

a broker-dealer that owes monsey to a

. mutual fund in connection with a

purchase of shares of that fund to
include that amount in aggregate
indebtedness even if offset by a
receivable from another broker-dealer

. related to that transaction.3?

Currently, the net capital rule requires

~a charge of 6% percent on these mutual
fund payables. The Commission’s- -

' holds that is large in relation to the trading volume-:
- for that security. This is generally referred to as the -

*“blockage test”. .

31This payable arises out of a purchase of shares .

by the broker-dealer directly from the fund for -

- another broker-dealer (presumably for the other” -

broker-dealer’s customer). The first broker-dealer

owes money to the fund secured by the investment

‘company shares. The second broker-dealer owes
money to the first broker-dealer. The debt on the
first broker-dealer’s books is offset by a receivable
‘from the second broker-dealer. classified generally
as a fail to deliver. That receivable is also secured
by the mutual fund shares, since delivery of the
shares will not occur until payment of the . ‘

. obligation by the second broker-deater.

. INAECIOGINCSS OVOIL 11 1210 STLAALIA

‘proposal would lower this deduction to

one percent of the lability amount

when an offset from the mutual fund -
exists. Other than the request for’
clarification discussed in the following

_paragraph, the Commission received no
. comments on this amendment, and is

adopting it as proposed. -~

A number of commentators wrote to-
the Commission requesting clarification
in the method of computation.
Specifically, the commentators
questioned why the proposed rule
amendment contained an 85 percent
aggregate indebtedness exclusion when
the narrative description of therule =~
change in the proposing release
described a one percent aggregate

- indebtedness charge. The answer is that

624 percent of .15 (remaining after .85
is deducted from one) gives the same
result as one percent of one. The
method chosen for reducing the charge
was designed for consistency with the
present status of the rule.

B. Stock Loan Payables -

- A stock loan payable is a liability
arising from the receipt of cash
collateral from a person who borrows
securities from the broker-dealer. The
payable is considered aggregate
fndahtadnacs aven if the sacurities that
were loaned were borrowed from
another broker-dealer.2? The current
rule requires a 624 percent charge on
these items. As with mutual fund

. receivables, the Commission's proposal

would reduce this charge to one
percent. s '

. Given the ﬁatmed nature _o‘f these
- related payables and receivables, the
- Commission does not believe that the .

risk merits a charge of 6% percent on
the dollir amount of the liability:
therefore, the Commission is adopting

- the amendment as proposed.

VL Technical Amendments
Because of the amendments to the

. minimum net capital requirements and

equity securities haircuts, the
Commission is merging paragraph (f) -
into paragraph (a) of the rule. As a
result, the rule amendments include

_several technical changes to the rule.

- 32 When one broker-dealer lends securities to
another broker-dealer, the lending broker-dealer
generally receives cash collateral in excess of the
value of the securities lent. For financial statement
purposes, the lending broker-dealer accounts for the

. cash collateral as a liability, since that broker-dealer
- must repay the funds to the borrowing broker-dealer

upon return of the securities.

"~ Much of the stock lent by br_oker-dealérs to other

broker-dealers is borrowed from a third broker-
dealer or other person. If a broker-dealer borrows
stock through a stock loan transaction collateralized

- by cash, the borrowing broker-dealer accounts for

the collateral in its financial statements as a
receivable from the lending person.
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For example, all reforences to paragsaph
(f) are deleted and new references to
appropriate rule sections are
substituted. Other examples include the
amendments to the concentration
charges under paragraph (cl2}vi}iM)
and the contractual commitment charge
under paragraph {(€}{2){viii). The
amendments alse delete a provision
fram paragraph {c}{2}{ix} of Rule 15¢3~
1 that expired on January t, 1983.

VIi. Summary of Fina} Regulatory
Fiexibility Analysis

The Commission has prepared a Final
Regulatory Flexibility Analysis
(“Analysis™} in accordance withi 3
1.5.C. 693 ;egnrding the amen dments.
The Analysis netes trat the objactive of
the amendments is to further the
purposes. of the various rrnancxa}
Xﬂpr“bIU' ll ly T UIU) Ll‘d\‘. P’ oY n_u-;
safeguards with respect to the financial
respansibility and related practices of
brokers-dealers. The Analysis states that
the Commission did not recsive any
commenis concerning the Initial
Regulatory Ffexlbil.ty Analysis. A copy
of the Analysis may be obtained by
contacting Roger G. Coffin, Division of
Market Regulation, Securities and

Exchange Commission, Washington,

20549, (202} 272-7375.

VI antlvirm Amaluvcic

Viaie SREiUIUNy SARAIVS
P

D

Pursuant to the Securities Exchange
Act of ¥934 and particularly sections
15fcH3), 17 and 23 thereof, 15 U.5.C.
780(c)(3), 78g and 78w, the Commission
is adopting amendments to § 240.15¢3~
1 of title 17 of the Code of Federal
Regulations in the manner set forth
below.

IX. List of Subjects in 17 CFR Part 24

Reporting and recordkeeping
requirements, Securities.

X. Text of the Amendments

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

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

1. The autkority citation for part 246
continues to read as follows:

Authority: 15 U.S.C. 77c, 77d, 77g, 77},
72s, 77eee, 77gag, ?7nnn, 77sss, 721, 38¢,
78d, 784+, 78§, 781, 78m, 78n, 786, 78p, 78s,
78w, 78x, 78/i{d), 79q, 79t, 89220, 80a-23,
80a—29, 80u-37, 80b-3, 80b—4, and 80b~11,
unless otherwise noted.

2. Section 240.15c3—~1 is amended by
removing paragraph (], removing the
ward “and"” from paragraph (c){1}6xii),

removing and reserving paragraphs
(a)(3). (a)(5) and (c}(2)(vi)il}, adding
paragraphs (c}ft){xiv} and {c}(1){xv] and
revising paragraphs {a} introductory
text, (a){1), (a)t2], (a}{4], (a]i6)(i),
fa)(7)(i}, (a)(9). (c)f1)(xiii), (cH2](IXCI(T],
(cH2)tiv)(BY, te)2)livHFHIN(1)(B) and
(), {c)(2){vi) mtroductory text,
{el2)(vi){AY(5), fel2)vil(]) and (M],
(c)(2}viii), fc)(2)(ix), (c)2}Ox)(AN2)
through (5}, {(c)(9}, and (c}{16} to read as
follows:

§240.15¢3-1. Net capital requirements for
brekers or deailers.

ta) Every broker or dealer shall at all
times have and maintain net capital no
less than the greater of the highest
minimum requirement applicable to its
ratto requirement under paragraph {a)(1)
of this section, or to any of its activities
under paragraph {a)(Z) of this section.
Each broker or dealer also shall comply
with the supplemental reguirements of
paregraphs. (a}t4) and (a)(9) of this
section, to the extent either paragraph is
applicable to its activities. In addition,
a broker or dealer shall maintain nét
capital of not less than its own net
capital requiremnent plus the eum of
each broker’'s or dealer's subsidiary or
affiliate minimuem et capital
requirements, which is consolidated
pursuant to Appendix C, § 240.15¢3-1c.
Ratio Requirements
Aggregate Indebtedness Standard

(1)fi} No broker or dealer, other than
one that elects the provisions of
paragraph ta}{1}if) of this section, shall
permit its aggregate indebtedness to all
other persons to exceed ¥500 percent of
its net capital (or 800 percent of its net
capital for 12 months after commencing
business as a broker or dealer].

Alternative Standard

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

(A) Make the com putation required by
§ 240.15¢3-3fe} and set forth i Exhibit

A, §240.15c3-3a, on a weekly basis and,

in leu of the 1 percent reduction of
certain debit items required by Note E
(3) in the computation of its Exhibit A
requirement, reduce aggregate debit
mems in such computahcm by 3 percent;

{B) Include in ltems 7 and 8 of Exhibit
A, §240.15c3-3a, the market value of
items specified thereir more than 7
business days old;

{€Y Exclude credit balances
accounts representing amounts payable
for securities net yet received from the
issuer or its agent which securities are

specified in paragraphs (e}(2){wi] {A) and

(E) of this section and any related debit
items from the Exhibit A requirement
for 3 business days; and

{D} Deduct from net worth in
computing net capital 1 percent of thee
contract value of aI} falked to deliver
contracts or securities berrowed that
were allocated to failed to receive
contracts of the sarne issue and which
thereby were exchided from Iterms 1% ar

12 of Exhibit A, §246.15c33a.

Futures Commissien Merchants

{iii) No broker or dealer registered as
a futures eommission merchesit shall
pesmnit its net capital to be less than the
graater of its requirement urder

paragraph (a}1} (i} or (ii} af this section,

or 4 percent of the funds required ta be
segregated pursuant ta the Commedity
Exchange Act and the regulations
thereunder (less the market value of
commodity optlions purchased by optios
custorners or or subject ta the roles of

a contract marke!, each such deduction
not to exceed the amount of funds in the
customer’s account},

Minimum Reguirements

See Appendix E (§ 240.15¢3—2E} for
temporary minimum reguirements.

Brokers or Dealers That Carry Customer
Accounts

{2}(i} A broker or dealer {other than
one described in paragraphs. (a}{2}ii} or
(a)(8) of this section} shall maintain net
capital of not less than $250,000 if it
carries customer or breker or dealer
accounts and receives or holds funds or
securities for those persons. A broker or
dealer shall be deemed to receive funds.
or Lo carry customer or broker er desler
accounts and to receive funds frem
those persons if, in connection with its
activities as a breker ar dealer, it
receives cheeks, drafts, or other
evidences of indebtedness made payabi-
ta itself or persons other than the
requisite registered broker or deales
carrying the account of & customer,
esczow agent, issuer, underariter,
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sponsor, or other distributor of -
securities. A broker or dealer shall be
dsemed to hold securities for, or to carry
customer or broker or dealer accounts,
and hold securities of, those persons if
it does'not promptly forward or
promptly deliver ali of the securities of
customers or of other brokers or dealers
roceived by the firm in connection with
its activities as a broker or dealer. A
broker or dealer, without complying
with this paragraph (a)(2)(i), may
receive securities only if its activities
conform with the provisions of
paragraphs (a)(2) {iv) or (v) of this
section, and may receive funds only in .~
connection with the activities described
in paragraph (a)(2}(v}) of this section.

(ii) A broker or dealer that is exempt -
from the provisions of § 240.15¢3-3
pursuant to paragraph (k)(2)(i) thereof
shall maintain net capital of not less
than $160,000. o -
Dealers -

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

{A) Any broker or dealer that endorses
or writes options otherwise than on a
registered national securities exchange -
or a facility of a registered national -
 securities association; and e

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

Brokers or Dealers That Introduce
Customer Accounts And Heceive
Securities . : :

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

purchase of shares related to that
underiwriting. '

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

{v) A broker or dealer shall maintain
net capital of not less than $25,000 if it
acts as a broker or dealer with respect

“to the purchase, sale and redemption of

redeemable shares of registered

investment companies or of interests or
participations in an insurance company
separate account directly from or to the
issuer on other than a subscription way

Locie A b i o
basis. A broker or dealer operating

under this section may sell securities for
the account of a customer to obtain
funds for the immediate reinvestment in
redeemable securities of registered
investment companies. A broker or

dealer operating under this paragraph

" {a){(2)(v) must promptly transmit all

funds and promptly deliver all
securities received in connection with
its activities as a broker or dealer, and
may not otherwise hold funds or
securities for, or owe money or
securities to, customers. :

““Other Brokers or Dealers

~ (vi) A broker or dealer that d'oesino_t
receive, directly or indirectly, or hold

L. s anvrvrbian - y
funds or securitiss for, or owe funds or

* securities to, customers and does not " .

carry accounts of, or for, customers and
does not engage in any of the activities
described in paragraphs (a)(2) (i) :

" through (v) of this section shall "~

maintain net capital of not less than
$5,000. A broker or dealer operating
under this paragraph may engage in the
following dealer activities without being
subject to the requirements of paragraph
(a)(2)(iii) of this section: ,

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

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

(3) [Reserved].

Capital Requirements for Market Makers

{4) A broker or dealer engaged in
activities as a market maker as defined

“in paragraph (c)(8) of this section shall

maintain net capital in an amount not
less than $2,500 for each security in
which it makes a market {unless a

security in which it makes a market has
a market value of $5 or less, in which
event the amount of net capital shall be
not less than $1,000 for each such
security) based on the average number
of such markets made by such broker or
dealer during the 30 days immediately
preceding the computation date. Under
no circumstances shall it have net
capital less than that required by the
provisions of paragraph (a) of this
section. or be required to maintain net
capital of more than $1,000.000 unless
required by paragraph (a) of this sectien.
5) [Reserved].

Market Makers, Specialists and Certain
Other Dealers . »
-(6)(i} A dealer who meets the
conditions of paragraph (a)(6)(ii) of this
section may elect to operate under this
paragraph (a)(6) and thereby not apply.
except to the extent required by this
paragraph (a){6), the provisions of
paragraphs (c)(2)(vi) or Appendix A
(§ 240.15¢3-1a) of this section to market
maker and specialist transactions and.
in lieu thereof, apply thereto the
provisions of paragraph (a}(6)(iii) of this

pecialists

elf-Clearing Opt S
(7)(i) A dealer who meets the
conditions of paragraph (a)(7)(ii) of this
secticn may elect to operate under this
paragraph {a)(7) and thereby not apply.
except to the extent required by this
paragraph (a)(7), the provisions of
paragraphs (c}(2)(vi), (c)(2)(x), and
{c)(2)(xi) of this section or Appendix A
(§ 240.15c3~1a) to this section and, in
lieu thereof, apply the provisions of
paragraph (a)(7)(iii) of this section.

* - w * »

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

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

percent of: S
(i) The excess of the market value of

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

(ii) The excess of the market value of
securities issued or guaranteed as to
principal or interest by an agency of the
United States or mortgage related
securities as defined in section 3(a)(41)
of the Act subject to reverse repurchase

" agreements with any one party over 110
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percent of the contract prices {including
accrued interest) for reverse repurchase
agreements with that party; and

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

party.
* * * * *
(C)' * *
(1)‘ * &
Exclusions From Aggregate
Indebtedness

(xiii} Deferred tax lahilities;

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

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

doalar
Goaisr,

Net Capital

(l) * * L]

€ » = =

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

(iv)a) * * *

Certain Unsecured and Partly Secured
Receivables

{B) All unsecured advances and loans;

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

defined in 12 CFR 220.8 of Regulation
T under the Securities Exchange Act of
1934 for which not more than one
extension respecting a specified
securities transaction has been
requested and granted, end deducting
for securities carried in any of such
accounts the percentages specified in
paragraph (c)(2}{vi)} of this section or
Appendix A (§240.15c3—1a); the market
value of stock loaned in excess of the

value of any collateral received therefor;

receivables arising out of free shipments
of securities {other than mutual fund
redemptions} in excess of $5,000 per
shipment and all free shipments (other

th - radamyrti
than mutual fund redemptions}

outstanding more than 7 business days,
and mutual fund redemptions
cutstanding more than 16 business days;
any collateral deficiencies in secured

eman SaIte CIIGIX

- demand noteg ag defined in Anpnnrh\( D

(§ 240.15¢3~-1d});
(F) *® X W ‘ :
(3}Neay * *
{B} The excess of the aggregate

repurchase agreement deficits with any
one party over 25 percent of the broker
or dealer’s net capital before the
application of paragraph (c}(2}(vi} of this

cortion {locg anv ﬂnr"nr‘hnn takon unfh

SCLUCT 2066 A1y GOUNLUCHL laxell Wikl

respect to repm'chase agreements with
that party under paragraph '
(C]’(Z}(Iv)(F}E3)(ﬂ(A) of this section} or, if
greater;

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

» » * L3
Securities Haircuts »
{vi} Deducting the percentages

specified in paragraphs (c}2}(vi} (A}
through {M} of this section {(or the
deductions prescribed for securities
positions set forth in Appendix A

(§ 240.15c3—1a} of the market value of
all securities, money market
instruments or options in the
proprietary or other accounts of the
broker or dealer.

(Ay(q) > * *

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

- Reserve System, and that maintains at

all times a minimum net capital of at
least $50,000,000, before application of
the deductions provided for in
paragraph (c}(2)(vi) of this section, the
deduction for a security issued or
guaranteed as to principal or interest by
the United States ar any agency thereof
shall be 75 percent of the deduction

therwise computed under paragraph
2} vi}{A) of this section.

{1} [Reserved].
All Other Securities

(J) In the case of all securities or
evidences of indebtedness, except those
described in Appendix A, §240.15¢3—
1a, which are not included in any of the
percentage categories enumerated in
paragraphs {c}2)ivi) (A) through (H) of
this section or paragraph (c}{2}{vi){K){ii)
of this section, the deduction shall be 15
percent of the market value cf the
greater of the long or short pesitions and

o b nurtant thao markot valiia af tha
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lesser of the long or short positiens
exceeds 25 pevcent of the market value
of the greater of the long or shert
positions, the percentage deduction on

such excess s shallhe 15 ?nrrnnf of the

market value of such excess. No
deduction need be made in the case of:

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

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

* * »* »

Undue Concentration

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

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

(2) This paregraph {c}(2){vi)(M) shall
apply notwithstanding any long or short
position exemption provided for in
paragraph (c}(2}(vi}(J) of this section
{axcept for long or short position
exemptions arising out of the first
proviso ta paragreph (c}(2)(vi}{J}) and
the deduction on any such exempted
position shall be 15 percent of that
portion of the securities position in
excess of 10 percent of the broker or
dealer’s net capital before the
application of paragraph (c}(2}(vi) of this
section and Appendix A, § 240.15¢c3-1a.

(3) This paragraph (c)(2){vi}{M) shall
be applied to an issne of equity
securities only on the market value of
such securities in excess of $10,000 or
the market value of 500 shares,
whichever is greater, ar $25,000 in tha

arcnever 1s greater

case of a debt securiy.

{4) This paragraph (c)(2){vi){(M) will
be applied to an issue of municipal
securities having the same security
previsions, date of issue, interest rate,
day, month and year of maturity only if
such securities have a market value in.
excess of $300,000 in bonds {$5,000,000
in notes) or 10 percent of tentative net
capital, whichever is greater, and are
held in position longer than 20 business
days from the date the securities are
received by the syndicate manager from
the issuer. :

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

justification for the granting of the
application.

~ * L 3 - -

Open‘Contmctual Commitments

(viii} Deducting, in the case of a
broker or dealer that has open
contractual commitments (other than
those option positions subject to
Appendix A, §240.15c3—-1a), the

respective deductions as specified in

paragraph (c){2)(vi) of this section ar
Appendix B, § 240.15c3-1b, from the
value {which shall be the market value
whenever there is a market) of each net
long and each net short position
contemplated by any open contiactual
commitment in the proprietary or other
accounts of the broker or dealer.

{A} The deduction for contractual
commitments in those securities that are
treated in paragraph {c}{2}{vi}{]] of this
section shall be 30 percent unless the
class and issue of the securities subjsct’
to the open contractual commitment
deduction are listed for trading on a
national securities exchange or are-

designated as NASDAQ National Market

System Securities,

(B) A broker or desler that mainiains
in excess of $250,000 of net capital may
add back to net worth up to $150,000 of
any deduction computed under this
para 3‘?}1 J(c)J(Z)(viii)(B.).

P . 3 vy
a
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single commitment shall be reduced by -
the unrealized profit in such
commitment, in an amount not greater
than the deduction provided for by this
paragraph {or increased by the
unrealized loss), in such commitment,
and in no event shall an unrealized
profit on any clesed transactions operate
to increase net capital. -

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

- other percentage required by paragraphs

.of the market value of the short security

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.

Ay

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

......

(3) In the case of a bona fide hedged
position as defined in this paragraph
(©)(2}(x}(C) involving a short position in
a security, other than an opticn, and a
long position in acall option, the
deduction shall be the lesser of 15
percent of the market value of the short
position or the amount by which the
exercise value of the long option
position exceeds the market value of the
short position; however, if the exercise
value of the long option position does
not exceed the market valus of the short
position, no deduction shall be applied.

(4) In the case of a bona fide hedged
position as defined in this paragraph
{c}2}{x)(C) involving a short position in
a security other than an option, and a
short position in.a put option, the -
deduction shall be 15 percent {or such

{c)(2}(vi) (A} through (K) of this section)

position'reduced by any excess of the
exercise value of the short option
position over the market value of the
short security positicn. No such
reduction shall operate to increase net
capital. ‘

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

* * * 4 .4
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prnmnHvT smit and Deliver

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

Promptly Forward .
{10} A hroker or dealer is deemed to

*promptly forward"” funds or securities
within the meaning of paragraph
(a)(2)(i) of this section only when such
forwarding occurs no later than noon of
the next business day following receipt
of such funds or securities.

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

$240.15c3-1a Options (Appendix A ta 17
CFR 240. 15¢3-1).
L3 * - - L3
- (C] « = =
Uncovered Calis

(1) Where a broker or dealer is short
a call, deducting, after the adjustment
provided for in paragraph (b) of this
Appendix A, 15 percent {or such other
percentage required by paragraphs -
(c)(2)(vi) (A) through (K) of § 240.15c3~
1) of the current market value of the
security underlying such option
reduced by any excess of the exercise
value of the call over the current market
value cf the underlying security. In no
event shall the deduction provided by
this paragraph be less than $250 for
each cption contract for 100 shares.

Uncovered Puts

(2) Where a broker or dealer is short
a put, deductmg. after the adjustment
provided for in paragraph (b} of this
Appendix A, 15 percent {or such other
percentage required by paragraphs
(c)(2){vi) (A) through (K) of § 240.15¢c3~
1) of the current market value of the
security underlying the option reduced '
by any excess of the market value of the
underlying security over the exercise
value of the put. In no event shall the
deduction provided by this paragraph
be less than $250 for each option
contract for 100 shares.

Covered Calls

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

adiustments nrovided for in paragranh
glustments provided Ior in paragrapn

{b) of this Appendix A, 15 percent (or .
such other percentage required by
paragraphs {c)(2){vi) {A) through (K) of
§ 240.15¢3-1) of the current market
value of the underlying security reduced
by any excess of the current markat
value of the underlying security over the
exercise value of the call. No reduction
under this paragraph shall have the
effect of increasing net capital.

Covered Puts

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

Conversion Accounts

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

* L3 L * *

Long Over-the-Counter Options

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

* * L] * *

Certain Security Positions With
Offsetting Options

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

or excoedg the mnr]{nt v, n]_u\n of

equivalent units of the long security
position, no percentage deduction shail
be applied.

(10} Where a broker or dealer 1s short
a security for which he is also long a
listed call (such broker or dealer may in
addition be short a put), deducting, after
the adjustments provided in paragraph
{b) of this Appendix A, 15 percent of the
market value of the short security
position not to exceed the amount by
which the exercise value of the long call
exceeds the market value of equivalent
units of the short security position. If

thn avnrcicsa valuan of tha rall i lage than
18 8XOrcise vaiug o1 (o Cail is 1655 (han

or equal to the market value of
equivalent units of the short security
position no percentage deduction shall
be applied.

4. §240.15c3~1c is amended by
revising paragraph (b)(1). to read as
follows:

§240.15¢3~-1c Consolidated Computations
of Net Capital and Aggregate Indebtedness
for Certain Subsidlaries and Affiliates

on AL

p\ppenuu C to 17 CFR 240. IODO"I}
L * * * *

Required Counsel Opinions

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

- * * * *

5. § 240.15¢3-1d is amended by
revising paragraphs (a)(2){iii), (b}(6)}(iii).
(b)(7). (bl(8). (b)(10){ii)(B), {c}(2),
(c)(5)(). and (c)(S)(n)(A) to read as
follows:

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

* - L4 ® ]

@@l2y* » =

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

(b)) * ~ *

(iii) The secured demand nots
agreement also may provide that, in lieu
of the procedures specified in the
provisions required by paragraph
{b}){8)(ii) of this sacticn, the lender with
the prior written consent of the broker
or dealer and the Examining Authority
for the broker or dealer may reduce the
unpaid principal amount of the secured
demand note. After giving effect to such
reduction, the aggregate indebtedness of
the broker or dealer may not exceed
1000 percent of its net capital or, in the
case of a broker or dealer operating
pursuant to paragraph (a}(1}(ii) of
§ 240.15¢3-1, net capital may not be less
than 5 percent of aggregate debit items
computed in accordance with
§ 240.15¢3-3a, or, if registered as a
futures commission merchant, 7 percent
of the funds required to be segregated
pursuant to the Commodity Exchange
Act and the regulations thereunder (less
the market value of commedity options
purchased by option customers subject
to the rules of a contract market, each
cuch deduction not to exceed the
amount of funds in the option
customer’s account), if greater. No single

carnrad demand nota chall ha pnr‘rni?fnr]
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to be reduced by more than 15 percent
of its original principal amount and

after such reduction no excess collateral
may be withdrawn. No Examining
Authority shall consent to a reduction of
the principal amount of a secured
demand note if, after giving effect to
such reduction, net capital would be

less than 120 percent of the minimum
dollar amount required by § 240.15¢c3-1.

Fermissive Prepayments

(7) A broker or dealer at its option but
not at the option of the lender may, if
the subordination agreement so -
provides, make a Payment of all or any
portion of the Payment Obligation
thereunder prior to the scheduled
maturity date of such Payment
Obligation (hereinafter referred to as a
':Prepayment”), but in no event may any
Prepayment be made before the
expiration of one year from the date
such suberdination agreement bacame
effective. This restriction shall not apply
to temporary subordination agreements
that comply with the provisions of
Paragraph {c}{5) of this Appendix D. No
Prepayment shall be made, if; after
giving effect thereto {and to all
Payments of Payment Obligations under
any other subordinated agreements then
Gutstanding 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 pricr 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 projacted profit
or loss of the broker or dealer, either
aggregate indebtedness of the broker or
dealer would exceed 1000 percent of its
net capitsl or its net capital would be
less than 120 percent of the minimum
dollar amount required by § 240.15¢3~1
or, in the case of a brecker or dealer
operating pursuant to paragraph
(a){1)(ii) of § 240.15¢3~1, its net capital
would be less than 5 percent of its
aggregate debit items computed in
accordancs with § 240.15¢3-3a, or if
registered as a futures commission
merchant, 7 percent of the funds
required to be segregated pursuant to
the Commodity Exchange Act and the
regulations thereunder (less the market
value of commodity options purchased
by option customers subject to the rules
of a contract market, each such
deduction not to exceed the amount of
funds in the option customer’s account},
if greater, or its net capital would be less
than 120 percent of the minimum dollar
amount required by paragreph (a}{1){ii)
of § 240.15c3-1. Notwithstanding the
above, na Prepayment shall occur
without the prior written approval of
the Examining Authority for such broker
or dealer.

Suspended Repayment

{8)(i) The Payment Obligation of the
broker or deeler in respect of any
subordination agreement shall be
suspended and shall not mature if, after
giving effect to Payment of such
Payment Obligation (and to all
Payments of Payment Obligations of
such broker or dealer under any other
subordination agreement(s) then
outstanding that are scheduled to
mature on or before such Payment
Obligation) either (A) the aggregate
indebtedness of the broker or dealer
would exceed 1200 percent of its net
capital, or in the case of a broker or
dealer operating pursuant to paragraph
(a)(1)(ii) of § 240.15c3-1, its net capital
would be less than 5 percent of
aggregate debit items computed in
accordance with § 240.15¢3-3a or, if
registered as a futures commission
merchant, 6 percent of the funds
required to be wgﬁd pursuant to
the Commodity Exchange Act and the
regulations thereunder (less the market
value of commedity options purchased
by option customers on or subject to the
rules of a contract market, each such
deduction not to exceed the amount of
funds in the option customer’s acconnt),

if greater, or {B) its net capital
less than 120 percent of the minimum
dollar amount required by § 240.15¢3-1
including paragraph (a}{1)(ii), if
applicable. The subordination
agreement may provide that if the
Payment Obligation of the broker or
dealer thereunder does not mature and
is suspended as a result of the
requirement of this paragraph (b)(8) for
a period of not less than six months, the
broker or dealer shall thereupon
commence the rapid and orderly
liquidation of its business, but the right
of the lender to receive Payment,
together with accrued interest or
compensation, shall remain subordinate
as required by the provisions of
§ 240.15¢3-1 and § 240,15¢3-1d.
" L - * »

(o)) * * 7

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

Notice of Maturity or Accelerated
Maturity

(2) Every broker or dealer shall
immediately notify the Examining
Authority for such broker or dealer if,
after giving effect to all Payments of
Payment Obligations under
subordination agreements then
outstanding that are then due or mature
within the following six months without
reference to any projected profit or loss
of the broker or dealer either the
aggregate indebtedness of the broker or
dealer would exceed 1200 percent of its
net capital or its net capital would be
less than 120 percent of the mimimum
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or, in the case of a broker or dealer
operating pursuant to paragraph
{a)(1)(ii) of § 240.15c3~1, its net capital
would be less than 5 percent of
aggregate debit items computed in
accordance with § 240.15¢3~-3a, or, if
registered as a futures commission
merchant, 6 percent of the funds
required to be segregated pursuant to
the Commodity Exchange Act and the
regulations thereunder (less the market
value of commodity options purchased
by option customers on or subject to the
rules of a contract market, each such
deduction not to exceed the amount of
funds in the option customer’s account),
if greater, or less than 120 percent of the
minimum dollar amount required by
paragraph {a)(1)(ii) of § 240.15¢3~1.

* *

* * *

Temporary and Revolving
Suberdination Agreements

(5){(i) For the purpose of enabling a
broker or dealer to participate as an
underwriter of securities or other
extraordinary activities in compliance

sith thn mat nanital nacaain bo Al
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§ 240.15c3—1, a broker or dealer shall be
permitted, on no more than three
occasions in any 12 month period, to
enter into a subordination agreement on

a fomnnrnny bacie that hac a stated term
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of no more than 45 days from the date
such subordination agreement became
effective. This temporary relief shall not
apply to a broker or dealer if, at such
time, it is subject to any of the reporting
provisions of § 240 17a-11, irrespective
of its compliance with such provisions
or if immediately prior to entering into
such subordination agreement, either; -

{(A) The aggregate indebtedness of the
broker or dealer exceeds 1000 percent of
its net capital or its net capital is less
than 120 percent of the minimum dollar
amount required by §240.15c3~1, or

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

(C) The amount of its then
outstanding subordination agresments
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paragraph (d) of § 240.15¢3~1. Such
temporary subordination agreement
shall be subject to all other provisions
of this Appendix D.

(i) * *

(A) After giving effect thereto (and to
all Payments of Payment Obligations
under any other subordinated
agreements then outstanding, the
maturity or accelerated maturities of-
which are scheduled to fall due within
six months after the date such
prepayment is to occur pursuant to this
provision or on or prior to the date on
which the Payment Obligation in
respect of such prepayment is
scheduled to mature disregarding this
provision, whichever date is earlier)
without reference to any projected profit
or loss of the broker or dealer, either
aggregate indsbtedness of the broker or
dealer would exceed 900 percent of its
net capital or its net capital would be
less than 200 percent of the minimum
dollar amount required by § 240.15c3-1
or, in the case of a broker or dealer
operating pursuant to paragraph
{aj{(1)(ii) of § 240.15¢3~1, its net capum
would be less than 6 percent of
aggregate debit items computed in
accordance with § 240.15¢3-3a, or, if
regxstered as a futures commxssxon
merchant, 10 percent of the funds
required to be segregated pursuant to
the Commodity Exchange Act and the
regulations thereunder (less the market
valus of commodity options purchased
by option customers on or subject to the

-rules of a contract market, each such

deduction not to exceed the amount of
funds in the option customer’s account),
if greater, or its net capital would be less
than 200 percent of the minimum dollar
amount required by paragraph (a}(1)(ii)
of this section or
* * . * * L]

6. § 240.15c3~16 is added to read as
follows:

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

Brokers or Dealers That Carry C;lstomer :

Accounts Aggregate Indebtedness
Standard

{a) A broker or dealer that falls within
the provisions of paragraph (a}(2)(i) of
§ 240.15c3~-1 and computes its required
net capltal under § 240.15¢3-1(a)(1){i)
shall maintain net capital not less than
the greater of the amount computed
under the pamgra;l)h {a)(1)(i) or:

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

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

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

Brokers or Dealers That E.
Alternative Standard

(b} A broker or dealer that elects the
provisions of § 240.15¢3~1(a){1)(ii)-shsll
maintain net capital of not less than the
greater of the amount computed under
the paragraph (a){1)(ii} or:

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

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

(3) $200.000 on January 1. 1994, until
June 30, 1994; and

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

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

(c) A broker or dealer that falls thhm
the pmvmxuua of §240.1563-1{a){2) {ii}
or (iii) and computes its required net
capital under § 240.15c¢3-1(a)(1)(i) shall
maintain net capital not less than the
greater of the same computed under-

§ 240.15¢3~-1(a)(1){i) or:

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

(2) $50.000 on July 1, 1993, until
December 31, 1993;,

(3) $75,000 on January 1, 1994, until
June 30, 1994; and

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

Brokers or Dealers That Introduce
Customer Accounts and Receive
Securities

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

(1) $5.000-until June 30, 1993;

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

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

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

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

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

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

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

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

{4) $25,000 on July 1, 1994,
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Other Brokers or Dealers

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

net capital of not lsss than the greater
of the amount computed under
§ 240.15¢3-1(a)(1)(i) or: -

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

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

(3) $4,100 on January 1, 1994, until

june 30, 1994; and .
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Dated: November 24, 1992.
By the Commission.
Margaret H. McFarland,
Deputy Secretary. :
{FR Doc. 92-29031 Filed 12-1-92; 8:45 am]
BILLING CODE 8010-01-M

No. 232 / Wednesday, December 2, 1992 / Proposed Rules

Federal Register / Vol. 57,

SECURITIES AND EXCHANGE

17 CFR Part 240
[FRelease No. 34—-31512; File No. S7-36-92}
RIN 3235.-AD79

Net Capital Rule

AGENCY: Securities and Exchange
Commission. ‘ :
ACTION: Proposed rule amendments.

SUMMARY: The Securities and Exchange
Commission is proposing for comment
amendments to its net capital rule unders
the Securities Exchange Act. The
proposal would raise the base minimum
net capital requirements applicable to
broker-dealers that introduce customer
accounts but do not receive customer
securities to $25,000. The minimura net
capital requirement applicable to other
classes of broker-dealers that never
rgceive customer securities would be
increased from $5,000 to $19,000.
Broker-dealers that make markets in
securitiss would be required to maintain
net capital equal te $2,500 for each
security in which they make a market
regardless of the price of the security.
The proposed amendments are
designed to strengthen the ’
Commission’s financial responsibility
rules and are intended to improve the
commission’s ability to protect the
customers and creditors of a broker-
dealer in the event of the broker-dealer’s
insolvency. The Commission requests -
comment on the proposed amendments.
DATES: Comments to be received on or
pefore February 5, 1993.
ACDRESSES: Persons wishing to submit
written comments should file three
copies thereof with Jonathan G. Katz,
Secretary, Securities and Exchange
Commission, 450 Fifth Street, NW.,
Washington, DC 20549. All comment
letters should refer to File No. $7-36—
92. All comments received will be
available for public inspection and
copying in the Commission’s Public
Reference Room, 450 Fifth Street, NW.,
Washington, DC 20549.

FOR FURTHER INFORMATION CONTACT:

Michael A. Macchiaroli, (202) 272
2904, Michael P. Jamroz, (202) 272~
2372, or Roger G. Coffin, (202) 272—
7375, Division of Market Regulation,
450 Fifth Street, NW., Washington, DC

20549.
Tabie of Conienis
I. Introduction ) .
A. The Commission’s Proposal and
Commission Action
B. Brief Summary of Commenis
II. The Net Capital Rule
I1I. Proposals Based on Firm Type
A. Introducing Firms
(i) Introduction
{ii) Need for Increasss
(iii} Industry Impact
B. Over-the-Counter Market Makers
C. Mutual Fund and all other Broker-
Dealers
IV. Phase-In Schedule .
V. Summary of Initial Regulatory Flexibility
Analysis
VL. Statutory Analysis
V. List of Subjects in 17 CFR Part 240
VIIL Text of the Proposed Amendments

SUPPLEMENTARY INFORMATION:
1. Intreduction

A. The Commission’s Proposal and
Summary of Commission Action

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

. In that reiease, the Commission
proposed increases in the minimum
capital requirements for registered
broker-dealers, based on the nature of
the business of the firm, and the extent
to which the broker-dealer has contact
with customer securities. For example,
firms that carry customer accounts
would have besn required to maintain at
least $250,000 of net capital. Firms that
introduce customer accounts to other
broker-dealers would have been
required to maintain minimum net
capital of $100,000 or $50,000,
depending upon whether the firm

routinely or occasionally received
securities. Under the proposal, broker-

. dealers that do not receive securities

would have been allowed to maintain
minimum net capital of $5,000.

The Commission is separately
adopting most of the amendments set
forth in the 1989 propesal.? This release
proposes for comment additional
increases to the minimum net capital
requirenents applicable to certain
broker-dealers in securities.

B. Brief Summary of Comments
The Commission received almost 275

B P S v - ~ o Tmra
letters in response to the proposed rule

changes. The majority of the
commentators objected generally to the

- proposed increases in minimum net

capital requirements. Most of the

cnmmantatar N
commentators objected to the proposed

increases to the net capital requirements
for introducing and mutual fund broker-
dealers. Primarily, these firms feared
that an increase in minimum net capital
requirements would restrict ertry into
the securities business and would force
existing entities to close. Another
commeon complaint was that the
proposal discriminated against smaller
firms in favor of larger enterprises
without sufficient justification.
Self-regulatory organizations and
other groups including the New York
Stock Exchange (“NYSE”}, the
Securities Industry Association (“SIA™),
the American Bar Association, the
Chicago Bar Association, the
Philadelphia Stock Exchange {“Phix"),
-and the Midwest Stock Exchange
generaily supported the Commission's’
proposal. These commentators
acknowledged the need to increase
minimum net capital requirements and
supported the general concerns set forth
in the release propesing the
amendments for comment.

1 Securities Exchange Act Release No. 27249
{Saptember 15, 1989), 54 FR 40395 (Ociober 2,
1989). All comments are available in File No. 87—
28-89 at the Commission’s Public Reference Room,
450 Fifth Street; NW., Washington, DC 20549.

3 Securities Exchange Act Release No. 21511,
{November 24, 1992}.
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The National Association of Securities because of the market maker's ratio -
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Dealers (“NASD"'}, made specific
recommendations with respect to the
level of capital that should be required
of introducing broker-dealers and other
categories of broker-deslers that do not
handle customer securities. As
described further in the Commission’s
adopting release and in this releass, the
NASD’s recommendation has, in large
part, served as the framework for the
requirements applicable to introducing
and mutual fund firms that are being
implemented.

IL. The Net Capital Rule

The Commission's net capital rule -
requires that every registered broker-
dealer maintain a certain specified -
minimum level of net capital.? The rule
requires ragistarad broker-dealers to .
maintain sufficient liquid assetsto .
enable those firms that fall below the -
minimum net capital requirements to
liquidate in an orderly fashion without:
the need for a formal proceeding. The
rule prescribes required minimum. -
levels based both upon the method the
firm adopts in computing its net capital,
and the type of securities business it
conducts. These levels were designsd to
address the risks perceived in the =
different types of businesses engaged in -
by broker-dealers. For example, ifa
broker-dealer carries no customer :
-accounts and limits its business to
certain specified activities, it needs to
maintain only $5,000 in net capital. One
of the specified activities permitted is ..
the introducing, on a fully disclosed -
basis, of customer accounts to another
broker-dealer that clears and carries the
accounts.. S ’ T

The net capital rule recognizes that
other categories of broker-dealers, - -
because of the nature of the business
they transact, require more net capital
than introducing brokers. For example, .
if a broker-dealer makes markets in
securities, it must maintain the greater
of: its base minimum net capital - '
requirement; or $2,500 for each security
priced over $5 in which it makes a '
market, plus $500 for each security -
priced $5 or less in which it makes'a
market.* Unless required to doso "~

3Ganerally. net capital. as defined by Rule 15¢3—
1. is a broker-dealer's net worth plus liabilities - ~
subordinated in accordance with Appendix D of the |
rule, minus assets not readily convertible into cash
and certain percentages, or haircuts, of a firm's -
securities and commodities positions. _
. 4See Securities Exchange Act Rule 15¢3-1{a){4);
17 CFR 240.15¢3-1(a){4). The Commissi«l)n'sl a
adopting release amended paragraph (a)(4) to ~
require $1,000 for sach security priced $5 or less. -

requirement, regardless of how many
securities in which it makes a market,
the firm is not currently required to
maintain net capital greater than -
$106,000 to support its market making .
activities.® In conjunction with the
amendments contained in the adoptin
release, the Commission has =~ . .
preliminarily decided to propose for
comment the following amendments.

1I1. Proposals Based on Firm Type
A. Introducing Firms
(i) Introduction

Under the version of Rule 15¢3~1 in
effect prior to the effectiveness of the
amendments to the minimum net
capital requirements, an introducing
firm was required to maintain only
$5,000 in net capital.® Previously, an
introducing firm maintaining only
$5,000 in net capital was able to handle
funds or-securities in a variety of ways.
In many cases, customers give funds or

" securities directly to the introducing

firm, which is obligated to forward them
to the clearing firm. In other cases, .
customers send property directly to the.
clearing firm. o o
Under the amendments being adopted
by the Commission, introducing firms

S | I - 2o=y 3 i 3
will b required to maintain either

$50,000 or $5,000 in net capital, -
depending on, whether the firm receives
its customers’ securities. Under the
amended rule, the $50,600 minimum is
applicable to introducing firms even if
the firm receives securities or checks -
-made payable to the clearing firm or -

other responsible parties {e.g., an escrow
agent). However, in order
classified, for the purposes of the .
Commission’s financial responsibility
rules, as a firm that introduces accounts
on a fully disclosed basis,an ... -
introducing firm must follow certain. .
procedures.” In order to operate under
the new $5.,000 minimum requirement,
introducing firms must not receive
securities in any form (except by
customer error). s :
Notwithstanding this prohibition, the
Commission believes that the $5.000
requirement provides an inadequate
standard for customer safety, as the
procedures involving the disposition of
customer funds or securities by
inadequately capitalized introducing
firms is a primary concern of both the
Commission and SIPC. The NASD, the
primary regulator for most introducing’
firms. shared this concern, and
suggested in its comment letter to the
Commission’s original proposal, that the
Commission establish two categories of
introducing firm minimum - g
requirements: A $50,000 requirement
for firms that receive customer o
securities; and a $25,000 for those that
do not. The Commission preliminarily

haolingne ¢ha RTA o mase 3 1
belisves the NASD's AGCummendathﬂ 15

valid, is proposing these amendments,
accordingly. S
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{ii) Need for Increases

The Commission believes it is
appropriate to increase the minimum
net capital requirement for introducing.
firms to $25,000 for numerous reasons.
Customers of an introducing firm, for
example, can be harmed in several
ways. First, even when introducing
firms are prohibited from receiving

- customer funds and securities,

5 The Commission's adopting release amended .-.
paragraph (a)(4) to raise this ceiling from $100.000
to $1,600.000. - P

® An introducing broker-dealer is one thathasa .
contractual arrangement with another firm, known
as the carrying or clearing firm, under which the -
carrying firm agrees to perform certain services for
the introducing firm. Usually. the introducing firm

submits its customer accounts and customer orders .

to the carrying firm that executes the orders and
carries the account. The carrying firm's duties -
include the proper disposition of customer monsey
and securities after trade date, the holding of
customer securities and funds. and the

- recordkeeping associated with carrying customer

accounts. - . .

A fully disclosed introducing arrangement should
‘be distinguished from an omnibus clearing
arrangement where the clearing firm maintains one
-account for all the customer transactions of the - *
introducing firm. In an omnibus relationship, the
clearing firm does not know the identity of the -
‘customers of the introducing firm. In a fully-
disclosed clearing arrangement, the clearing firm
knows the names, addrssses, positions and other -
relavant data as to each customer. For the purposes
of the net capital rule, broker-dealers that introduce
accounts on an omnibus basis are considered
clearing firms. )

customers cai be exposed to loss.
Although these introducing firms would
not be permitted to receive customer -
property (other than checks made

' payable to appropriate third parties)

under the amended ruls, they are

7To be considered a fully disclosed introducing.
firm, the broker-dealer must have in place a clearing
agreement that states that, for the purposes of SIPA
and the Commission's financial responsibility rules,
customers are customers of the clearing, and not the
introducing, firm. Furthermore, the clearing firm
must issue account statements directly to

" customers. Such statements must disciose the .-

nature of the relationship between the entities and
contain the name and telephone number of a
‘respoasible individual at the clearing firm whom'a
customer can contact with inquiries regarding the

‘customer’s account. Finally, the account statement

must disclose that customer funds or securities-are
located at the clearing, and not the introducing,
firm. Absent such an arrangement, the introducing
firm would be required to comply with greater
minimum net capital requirements.: .

517




nevertheless able to obtain access to
customer funds and securities.

Introducing firms frequently place
customer orders with clearing firms and
are therefore able to direct movements
of customer funds and securities when
those orders are placed. In this regard,
customers are usually unable to
distinguish from a broker-dealer that is
allowed 1o receive funds and securities
and one that is not. In many cases, the
customer’s sole contact with the
securities industry is the registered
representative at the introducing firm
Retail investors often place heavy
reliance on the registered representative
for investment advice and as such, trust
their representatives,

A second element of concern for the
customers of introducing firms invalves
the customers’ relationship with the
clearing firm. Investars can be stranded
if the introducing firm fails or closes
temporarily due to a capital violation.
Generally, the clearing firm will not
accept orders directly from the .
customers because the clearing firm will
consider the customers as those of the
introducing firm. As a result, customers
mey be unable to liqguidats their
securities positions or open new
positions until their accounts are
transferred to another broker-dealer.

Although higher minimums will not

aliminate the rick of this occurring
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greater minimum net capital
requirements will increase the chances
that a failed introducing firm can
quickly find a purchaser for its assets
and therefors avoid a liquidation.

A final risk to customers exists in
cases of fraud or theft. Because the
introducing firm can control the
disposition of the customer’s property &t
the clearing firm, it can convert those
assets to its own benefit. Recently, the
Commission considered the case of the
principal of an introducing broker-
dealer that directed wire transfers of
customer funds from accounts ata
clearing firm to his account without
customer authorization. The total
amount of misappropriation exceeded
$1.1 million.

{iii) Industry Impact

The Commission is aware of the
potential impact on the industry
increases to minimum capital
requirements can have, Indeed, in
response to the Commission’s first
proposal, many commentators objected
that the increases would eliminate
existing firms and prevent broker-
dealers from entering the industry.® To

8 As an alternative, a number of firms suggested
that the Commission could accomplish its
regulatory goals mors fairly by drafting a net capital
rule that would call for incremental increases for

address these concerns, the Division of
Market Regulation (the “Division”)
analyzed financial data pertaining to
introducing firms supplied by the NASD
staff (“NASD Data’"}. To assess the cost
of the proposed rules, the Division
examined the capitalization of the
industry. The Division also estimated
the approximate costs of raising the
additional capital. While a precise
estimate of the costs is difficult, if not-
impessible to predict, estimates based
on tha relative cost of capital
demonstrate that the proposed
amendments will not be unduly
burdensome for introducing firms.?

The NASD Data does not distinguish
between introducing brokers that
receive funds and securities and those
that do not. Therefore, the Division
assumed that ail NASD intreducing
firms elected to operate under the
proposed $25,000 standard instead of
the $50,000 level that will ultimately be
required, This analysis reveals, as.of the
end of 1991, 560 introducing brokers
{out of a total of 2,301 NASD member
introducing firms} would need a total of
$6.2 million to comply with the
proposed $25,000 standard, or'an
average of $11,114 for each firm. Based
on an eight percent spread of cost of

.
capital, the new standard would cost

each broker an average of approximately
$890 per year. The Commission believes
this is a slight insurance premium in
light of the benefits that would be
derived from the increase.

Moreover, to assess the impact of the
proposal on the industry, introducing
firm revenue data was examined. Qut of
4 total $5 billion in annual revenues
generated by NASD member introducing
firms in 1991, only $119 million is
accounted far by firms with less than
$25,000 in net capital. In other words,
assuming all NASD introducing firms -
would fall under the $25,000 standard,
the proposed amendments would only
affect the 560 firms that eccount for 2.4
percent of the total introducing firm
revenues. In light of this data, and the
regulatory concerns described abave,
the Commission believes an increase to

different types of business activity. For example, if
a firm transacted a margin business, its minimum
net capital requirement would increase by a pre-
established factor. Howevar, this approach would
require the net capital rule to make dozens of
distinctions that would further complicate the
regulatory process. It is important for the net capital
rule to be based on reedily identifiable minimum
classification requirements. Therefore this
suggestion does not provide a workable alternative
tol the base requirement approach currently in
place.

®For a more complete discussion of the cest of
capital, see Section H{c)(iii) of the Cammission’s
adopting release.

$25,000 is warranted and realistic. The
Commission requests comment on the
proposed increase, including comment
on whether any additional safeguards or
increases would be appropriate.

B. Over-the-Counter Market Makers

Under the net capital rule, a market
maker’s minimum requirement is the
greater of its base minimum requirement
or the amount determined on a per
security basis. The net capital rule
distinguishes between securities priced
$5 and above, and requires net capital
of $2,500 for those securities priced over
$5. Under the emendments adopted by
the Commission, the per security
requirement for securities priced at $5
or less was increased from $500 to
$1,000. No change was made to the
requirement for those priced abave $5.1°

Notwithstanding these amendments,
the Commission is concerned that the
per security reguirements for market
makers are still too low. Thus, the
Commission believes an additional
proposal that will standardize the
additional market maker capital
requirement at $2,500 per security,
regardless of the price of the security, is
necessary.

The proposal to standardize the per
security market maker capital
requiremsnt at $2,500 would eliminate
a distinction that the Commission no
longer believes is valid. When a broker-
dealer holds itself out as making a
market in & particular security, it should
maintain sufficient capital to stand
behind that commitment. That
commitment is no less important in the
market for securities priced at less than
$5. In fact, market makers that maintain
the minimum amount of net capital
required by the Commission are
frequently unable to assume even the
smallest number of positions in the
stocks in which they make markets.

The Commission believes that these
market makers can pose a threat to
overall market liquidity. When a thinly
capitalized market maker’'s capital falls
below its minimum net capital
requirement, the firm is compelled to
withdraw as a market maker in-some of
its market making securities. This has
been a problem particularly in the
marketplace for securities priced under
$5 per share. This segment of the
marketplace has been beset with broker-
dealer failures, many of which have
involved the failure of market making
firms leading to the virtual elimination
of a public market for many securities.
The Commission believes that requiring
a greater cushion of net capital for lower

10The overall ceiling for market maker net capital
was also raised from $100,000 to $1,000,000.
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riced securities will reduce the

equency of these occurrences by
insuring that market mekers have the
wherewithal to take meaningful
positions in the securities in which they
make markets.

Moreover, the Commission’s
experience is that the price per share of
a security does not provide a usefuk
indicia of the risk inherent in positions
in that security. Far from discouraging
market making activity in lower priced
securities, the Commission believes that
the proposed amendment will benefit
the market for securities priced less than
$5 by adding depth and liquidity.
'}'herefore, the Commission is proposing
for comment an amendment that would
require $2,500 for all securities in which
a firm makes a market, regardless of
price.

C. Mutual Fund Broker-Dealers and All
Other Broker-Dealers

The amendments to Rule 15¢3-1
centained in the adopting release raise
the net capital requirement for broker-
dealers that limit their activities to
transactions in shares of registered
investment companies and receive, but
promptiy transmit funds and securitises,
to $25,000. Mutual fund firms that do
not receive customer funds or securities
were permitted to remain in a $5,000
category, The Commission believes that
an additional increase (to $10,000) for
mutual fund broker-dealers that operate
on a subscription way basis is
necessary.

The Commission preliminarily
believes that a minimum net capital
requirement of only $5,000 is too low
for a registered broker-dealer that
conducts a business with the investing
public. The protections afforded
customers and creditors of a firm with
such minimal capital is negligible.
Furthermore, the Commission believes
the increase is justified given the pace
of inflation since the time this level was
adopted.

- The Commission therefore is
proposing for comment an amendment
to paragraph (a)(2)(vi) of the net capital
rule that would raise the minimum
requirement for all categories of broker-
dealers that do not receive customer
funds or securities (including mutual
fund firms that operate other than on a
wire order basis) to $10,000. The
Commission wishes to emphasize that
any receipt of funds or securities by
firms operating under this category
{except by customer error) will cause its
minimum net capital requirement to
increase from $10,000 to $25,000. It will
become incumbent on these firms,
therefore, to develop procedures to
prevent their customers from

transmitting funds or securities to the
The proposed $10,000 minimum levei
will also apply to all other broker-
dealers that do not fall into the
introducing, mutual fund, or some cther
category. The Commission believes that
this residual category of broker-dealers
pose reduced risks to customers and
should have reduced net capital
requirements. This proposed increase
will therefore affect all firms that do not
fit into any of the categories specified in
the net capital rule.
This category includes broker-dealers
that do not take customer erders, hold
customer funds or securities, or exscute
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register as broker-dealers with the
Commission because of the nature of
their business activities. Firms that fall
into this category include enterprises
that identify and locate potential merger
or acquisition opportunities on behalf of
a third party and earn a percentage
based fee. For this residual category of
broker-dealer, the Commission also is
proposing a minimum net capital
requirement of $10,000. The prohibition
against receipt of customer funds or
securities will apply to these firms as
well. Finally, other firms, such as floor
brokers, which currently may avail
themselves of the $5,000 minimum net
capital category, also will fall into the
proposed $10,000 category.

As with introducing firms, the
Division analyzed industry
capitalization data to assess the impact
of the proposed increased requirements.
For mutual fund firms, the NASD Data
does not, again, distinguish between
firms that receive customer property
and those that do not, Assuming all 409
NASD firms specializing in mutual fund
activities in 1991 elected to operate
under the $10,000 standard, 118 would
require additional capital to do so.
Thess firms would need $481,993, or an
average of $4,085 per firm to comply
with the proposed increase. Assuming
an 8 percent cost of capital, the
proposed amendment would cost those
firms, on average, $327 per year to
obtain the funds necessary for
compliance. Finally, during 1991,
NASD mutual fund firms collected
revenues of $1.308 billion. Of that
amount, only $6 million, or .46 percent
was attributable to firms that
maintained net capital below the
proposed requirements..

In the residual category of firms that
would be affected by the proposal, the
largest grouping are those firms that
specialize in best efforts underwritings.
Of the 9890 NASD member firms that
conduct this activity, 358 would need a
total of $946,000, or an average of
$2,640 per firm, to comply with a

. :
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$10,000 minimum requirement. Based
on an 8 percent cost of capital, the
proposed amendments would cost those
firms only approximately $210 per year
to comply. Finally, during 1991, this
category of firms produced revenues of
$497 million. Of that amount, $20
million, or only 4 percent, was
attributable to firms that did not
maintain $10,000 in net capital.

IV. Phase-In Schedule

Because the new minimum capital
standards will require some broker-
dealers to acquire additional capital, the
Commission proposes that the increases
be staggered over a period of one year,

.
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beginning six months from the effective

date. The Commission notes that the
first proposing release contained a four
year phase-in provision. However, the
Commission believes eighteen months is
an acceptable time frame to allow firms
to acquire additional capital. The timing
of the proposed increases is summarized
below:
1. Introducing Firms That Do Not
Receive Funds or Securities

a. Current rule: $5,000

b. By 6/30/93: $12,000

c. By 12/31/93: $19,000

d. By 6/30/94: $25.000
2. All Other Firms

a. Current rule: $5,000

b. By 6/30/93: $6,500

c. By 12/31/03; £8,500

Adai A WO I U

d. By 6/30/94: $10,000

V. Summary of Initial Regulatory
Flexibility Analysis

The Commission has prepared an
Initial Regulatory Flexibility Analysis
(“Analysis”) in accordance with 5
U.S.C. 630 regarding the proposed
amendments. The Analysis notes that
the objective of the proposed
amendments is to further the purposes
of the various financial responsibility
and customer protection rules that
provide safeguards with respect to the
financial responsibility and related
practices of brokers and dealers. In sum,
the Analysis states that the proposed
amendments would subject broker-
dealers to higher capital requirements.
A copy of the Analysis may be obtained
by contacting Roger G. Coffin, Divisien
of Market Regulation, Securities and
Exchange Commission, 450 Fifth Street,
NW., Washington, DC 20549, (202} 272-
7375.

VI. Statutory Analysis

Pursuant to the Securities Exchange
Act of 1934 and particularly Sections
15(c}(3), 17 and 23 thereof, 15 U.S.C.
780(c)(3), 78q and 78w, the Commission
proposes to amend 240.15¢3-1, of title
17 of the Code of Federal Regulations in
the manner set forth below.
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requirements, Securities.

Text of the Proposed Amendments

In accordance with the foregoing, title
17, chapter II of the Code of Federal
Regulations is proposed to be amended
as follows:

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

1. The authority citation for part 240
is amended by addmg the following
citation:

...... | B Al o -~ -
nuﬁuuui‘y 15 U.8.C. 77¢, 774, 775,111,

77s, 77eee, 77ggg, 77nnn, 77sss, 77ttt, 78c,
78d, 78i, 78j, 781, 78m, 78n, 780, 78p, 78s,
78w, 78x, 7811(d), 79q, 79t, 80a-20, 80a-23,
80a-29, 80a-37, 80b-3, 80b-4, and 80b—ll
unless otherwise noted.

2. Paragraphs (a)(2)(iv), (vi) and (a}(4)
to § 240.15c3-1 are revised to read as
follows:

§240.15¢c3-1" Net capital requirements for
brokers and dealers.
R 4 * ~ » ”

(aM{2)y* » *

Brokers or Dealers That Introduce
Customer Accounts ’

(iv){A) Brokers or Dealers That
Receive Securities. A broker or dealer
shall maintain net capital of not less
than $50,000 if it introduces on a fully
disclosed basis transactions and
accounts of customers to another
registered broker or dealer but does not
receive, directly or indirectly, funds
from or for, or owe funds to, customers,
and does not carry the accounts of or for
customers. A broker or dealer operating
pursuant to this paragraph {a)(2){iv){A)
may receive, but shall not hold,
customer or other broker or dealer
securities. A broker or dealer operating
under this paragraph (a){2}{iv) may
participate in a firm commitment

underwriting without being deemed to '

be a dealer for the purposes of
paragraph (a)(2)(iii) of this section but
may not enter into a commitment for the
purchase of shares related to that
underwriting.

(B) Brokers or Dealers That Do Not
Receive Securities. A broker or dealer
shall maintain net capital of not less
than $25,000 if it introduces, on a fully
disclosed basis, transactions and
accounts of customers to another
registered broker or dealer but does not
receive, directly or indirectly, funds or
securities from or for, or owe funds or
securities to, customers, and does not
carry the accounts of or for customers.
A broker dsealer operating under this
paragraph may engage in the activities

set forth in paragraph (a)(2)(v) of this
section.

{C] A broker or dealer operating under
this paragraph may engage in the
following dealer-activities without being
subject to the requirements of paragraph
(a)(2}(iii} of this section:

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

2) In the case of a sell order, prior to
executing such customer’s order. it sells
as prmupul uw Sae llllrl‘ll)fﬂ= f)l blldlt_‘lb
or a portion thereof, which shall be
cleared through another reglstered
broker or dealer.

» - » * "

Other Brokers or Dealers

(vi) A broker or dealer that does not
receive, directly or indirectly, or hold,
securities for, or owe funds or securities
to, customers and does not carry
accounts of, or for, customers and does
not engage in any of the activities
described in paragraphs (a)(2} (i)
through (v) of this section shall

maintain net capital of not less than

$10,000.

* " w * k4

Capital Requn’ements for Market
Makers

(4) A broker or dealer engaged in
activities as a market maker as defined
in paragraph (c)(8) of this section shall
maintain net capital in an amount not
less that $2,500 for each security in
which it makes a market based on the
average number of such markets made
by such broker or dealer during the 30
days immediately preceding the
computation date. Under no
circumstances shall it have net capital
less than that otherwise required by the
other provisions of paragraph-(a) of this
section, or be required to maintain net
capital of more than $1,000,000 unless
otherwise required by the other
provisions of paragraph (a}.

3. § 240.15c3-1e is amended by
revising paragraph (f) and adding
paragraph (g) ta read as follows:

§240. 15¢3-1e Temporary Minimum
Requirements (Appendix E to 17 CFR
240.15¢3-1e).

Brokers or Dealers That Introduce
Customer Accounts And Do Not
Receive Securities

{f) A broker or dealer that
falls within the provisions of Rule
15c¢3-1(a)(1)(iv)(B) and computes its

- under § 240.15c3~1(a}(1}(i) shall

required net capital under § 240.15¢3~-
1(a)(1)(i) shall maintain net capital of
not less than the greater of the amount
computed under that paragraph or:

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

{2) $12,000 on July 1, 1993, until
December 31, 1993;

(3) $19,000.on January 1, 1994.» until
June 30, 1994; and

(4) $25,000 on July 1, 1994,

Other Brokers or Dealers

(g) A broker or dealer that faﬁs withir
the provisions of Rule 15¢3-1(a)(2)(vi)
and computes its required net capital -

mamtam net capital of not less than the
greater of the amount computed under
that paragraph or:

{1) $5,000 until june 30, 1993;

{2) $6,500 on July 1, 1993, until

December 31, 1993;

(3) wu,auu on ,anuary 1.

June 30, 1994; and
(4) $10,000 on July 1, 1984.
By the Commission. ‘
Dated: November 24, 1992.
Margaret H. McFarland,
Deputy Secretary. '
{FR Doc. 82-28035 File
BILLING CODE 8010-01-M
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