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J)eazo llr. IDJbv: 

DEPARTMENT OF' THE TREASURY 
8UREAU 0 .. THE ~8L.IC CIE8T 
WASHINGTON. Cl.C. ZOZ21M1001 

~ 22, 1989 

1199 

1'IUa u iJl response to yoar le1:'ter of ~tm9 20, 1919, in vtaic:b you 
r.quest intupretatians of tlare• pravuicma of tb• ~ 
ret)Qlatiau 1.Jlpleacting 'th• Gov~ Sac:ariUes Ac: of ltH 
(GSA regalaticma, 1'7 CFJl 400, S: ag.). Specifically, yoa 
rmquesi: 1:!Ml't., tor pazpoaes of s~ona 402.2, 40J.4, and 4DJ.5 
(capital and c:ust=er protec:tian ni->, govezimen: sac:anues · 
:brakera ar dulera tba't. par'bcipa't.e in tu Gov~ Sec:uri't.ies 
Clearing c:=ponticm (GSCC) ~ for ~ ccmpand ~-.des 
(ll•Cizag Systa) H al.loved to c::cmsider tbe ~~ data for a 
:ail to ncaive ar deliver to lie tb• ~ nc:ant -.1.Deu day for 
vhic:b ·-= fail .bu :been •z:tecl to ~ and npri~ tbrDalJh 
GS~'• ••:ting Syat9a. 

1fe 1IJ'ldentud th• fac:ta to lie u follova. GSCC u Z'elJi.stuwS as 
• clearing a9aey vitb tb• SecariU- aml Excbanp Ccmai•icm 
(SEC) pana&ll't. to· Sactic:ms 1'7A(la) (2) ad 19(&) of the Sec:ari't.ies 

· Exc:bange kt: Of 1934 (l'XcbaT19• Ac:) [15 V.S.C. '71CZ-l(la) (2) ud 
'71•C•»· Jtegis't.%a't.icm was gran't.8d cm Kay 24, uaa, for a period 
nD't. to ezcaed Jfi acmtbs. In t!i.ia ral•, GSCC ha8 filed variau 
Foposed rule c:bangu with the SEC in ardu to es't..Uliab a leqal 
f=aaavr:k far i't.S JleeiDg syS't.ma (nl.• filings l•-4, 19-5, H-fi, 
and 19-'7). Vpcm receiving SEC apprcwal., c:scc H9aA ~u :u't.'t.ing 
operaUma DD O:aly '7, 1981. 

Z&c:b .. iMss day, GSCC calc:alates aml reports to partic:ipan't.S in 
'tbe ··~inl Sys't.ea (Betting Jla:ben) -= Mt .. ~eaa't. 
poaiticm, i=l:adinlJ faila, that Re~in) Ka:ben have iJl an 
elilfilll• De't.'t.iDfJ •ec:arity. 1lben c:scc nl~• i'ta upon 
detailing -=ect pasiUcma, all delivu and receive obligaUcma 
(toge'thu with related payment Dbligatims8) that VU"e created l)y 
'tbe ••~ JIUl:bcs' trad- Rl:mi~ for zaet--intf are ta:m1,,.tad 
and nplac:ed by deliver, nc:aive, and pa)'llUt Dbl.iga't.icma to or 
frc: c;scc. 1'or aech na't. y.isiticn, the Re~ Me:be:- is e.i~er 
D:bligated u de!ive: 5ecuri~as to c:scc or 't.CI receive s~ties 
f:= csc::: the Jiettin; ~;:;.bar c:cnalc! also have a ~lat pcs!Uim. 
ZVcy delive:y and :ec:eip't. lry a lletti.ng Kezl:be= to and fnm =sec 
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is · done aqainst sillultaneous paym~, ~aqh Fedvire, at • 
anif ora systai price established 1'y GSCC each tiusinus day for 
eacb eli;.ible netting security. 1'll• unifona system price 
represenu an apprmcimaticn of the aarut value of a ae=:ity for 
a day'• uades. J'ails are not netted vitb other fails or with 
nev trades. Znstead, they are aainUined on an izidependent basis 
anUl. MUled. • 

on eac:ta !NSiness day, RettinCJ 11~ Pr/ to, or coue= f:'ml, 
GSC:C a fUndS-aaly settlaent ~. vhidl is ~ta frClll the 
aattl~ of de1ivUT obliptiOD9 described abcrVa. Inc:l:aded i:n 
the funds-only ••ttl~ ua: (1) u adjutaent comisti.ng of 
the difference ~Mn the conua= val• and tbe 'lmifom system 
price for aetUinrJ t%ades, and (2) a aark-to-u.rltd adjustaent 
tor .VUl' fail net sattleaeat posiUcm, iJlclmlin9 ac:cned 
~-
YOQ represent that capital . cbaz'ges related to·•aged• fails 
(defined below) and urlc.-to-aa:ket reqaUaent.s for aged fails 
are designed to tata into •~ aitaatic:ms vhue m:Ut P=ic:es 
ac:rve aignUic::antly away fna conua= prices as the ariginal 
aettlaent data bee: =s acre raota. For purposes of tile GSA 
ret)Ulaticms, a fail occ:ara when a sec:arity is not delivered or 
received GD aettlaent data. Settlement date ia tile. date an · 
vhic:b delivuy and ncaipt of a aacarity and payaen: an · 
cmameted to oc:car. ~ fail bec:aau·apd when it :mins 
1m89ttled for Mn t.baza a apec:ilic:ally ~ period Of tiae 
beyaDd ·~eaant date. 

·yw also npres~ tbat C:SCC nqairu Jle=in; Bemben to ~ir.11 
tbeU' t:acling obligations and uJce daily urle~ 
adjust:amits, vhic!i Cons~ of pa:pezrl:a to, and Colle-~ fn:=, 
Betting Kabus who an parties T.D a fail in oner to 'llpdate the 
pri.ce of 'the fail position to the =:rent aar.k~ value of the 
underlying sec:arities. Based on 'these npresmitstic:ms, you 
assert 'that far pmpasu of the capital and c:astcmer prota~-ion 
nles, Betting JIUIJ:len a!loalcl be allaved to consider the 
••ttleaent date for a fail to ·a t:be aost nc:ent J:lasiness day for 
v.bic:b the fail has men urked to ~ %n eUac::, you raqgest 
tl:lat JlettiJlg Jleabers l:le allowed to tzout fails as unapd (i.e., 
cmly one J::nisbess day old) fm: ~ of.tbe capital and 
custame: prat.ectian nl•· 
The CSA reqal •~i=• adclresa 'the tr•e'bent or .... ~ fa Us in t!3e 
liquid =Fii<:;.l cc:pi:~a:ion. ~· C:e!initic= of liqi;i:! =api'CU, 
aet out at se:ion 402.Z(cl), in~orates the SEC'• de:ini'l:!=:i c:! 
n•~ capital (17 C!'R 240.15C3-1(c:) (2)), vitb c:en:aill aodilicatiou 
that an not aaterial to l'oa:' inta:pretation r..;aest. Parag:aph 
(ix) of the i.nc:ozponted definition of net c:apital·prwicles that 
fail to deliver c:ontra=s ~for five W.iness days or 
longer nqgin deductions fraa net vcrtb ti.sad on tbe appropriate 
hairclit for the 'lmderlying -c:urity am deductions troll, or · 
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additions to, net vortb d~ cm tb• difference !:letveen the 
canuact prica and tb• aarket value af • trade. Korecver, 
paragrapb (iv)(E) af tbe incorporated net capital Z'Ule requires 
deductions from net vortb if the aarket val.a af securities 
failed to receive CNtstandiDIJ langer tbU lO days exceeds tba 
~ va1ue of auc:b fails. 

Dae ~ protection ral.es alsa iapo .. nqlli.reaent.a cm 
govenment aecurities ~ealera r~ a9ed fails. 
Seftia 403.4 af tllll GSA rat)Ulaticms adopU t.be SEC'• CDRc:llaar 
pratec:Ucm r~ (17 era 240.15C:3-J and 240.15c:3•Ja), vi th 
~ llOdifir:atiom tbat an ~ rel~ to yoar request. 
Pangrapb (d)(2) af tbe adopted mstaaer protec:Ucm nl• provides 
that !Ny-ins ~ l»e c:cmducUd vben aecaritiu failed to receive 
are ~ more tbaJl :so days. Jn addition, tbe adopted 
c:ustaller prote~ian ral.e reqaira9 t.bat ~al.era aai.zrt&in a 
speci•l rese-..,,e ~ accoant far th• exclmsive ~fit af 
c::ustaaazs. 'fh• aaounc raqaind to M deposited into tbe ac:c:ou= 
ia deri'Hd fna a fonml.a -t at at sectia 240.15c:3•:Sa (Zxhil:lit 
A) Of ~- adopted nle. Exbitlit A, •ace D at %ta 4 reql1i.ns 
~ Robr-dulera credit to t:ba nsena faalQla ~· uaant b)' 
v!aic:b Ce urlcU va1ue of aecaritiu failed to ret::ei,,. ad 
cnztstamling llDrlt ~ JO days exc:nda tJaeir c:ont:act Talu. 
Exhibit A, :rta 12 prcwicles ~t wen ~ail ta deliver ecmuac:ts 
Mc:cma older tban :sa c:aludaz' days. ~en ~ naove 
dUit.a t.bat wen recoried in tM resarn fcmml.a far ncb fails. 
Fim.lly. MCtion 403.S(c) (1) (ill) at tbe GS& ngulaticma 
·~liallea bay-in :requirements for fin-ri1J .insti=tian 
gov~ sec:m"ities ~ or deal.en Vila .failed. to ret:eive 
M=rities are ~ for wer 30 days. 

ll~cnagh. as disc::assed llelav, GSCC: ba9 taka steps to redDC• the 
risks to He~ing Xemben vitb respect to fails, fails t.bat 
conti.Jm• to be unsettled ~te: a specified tiae, :regardless af 
vbetber tbey are aarked to aa%ket, ~within tbe defiJU.ticm 
of a9ed fails as applied in tba capiUl and c:astoaer protection 
:ales. •• laeliev• ~t • vider definiticm VOQld a inconsistan~ 
vi~ ~· application d ~· GS& nl•. AccoZ'1liD9ly, ve are 
11Uble to prcwicle YDa vitb tb• puti=lu. ~ticma yw 
nqgest •:l.Jaca ~ vaald caanic= vi.Ul Ula definiU= of aged 
fa1l.a. . . . . 

Bavevar, aar analysis imlicatu tmt a=•• daily aark-to-u:rlcet 
p~cedmoe, vhicb includes pay.:ai.~ t.b:routJb c:scc fro: cme Jle=i:2; 
JI:~ to ano~er, prav:::!es f~ci&l sa!epards to B~-1=; 
~. ~:bers !::r credit ~ mArke~ ri.slc tbat pe·:allel tbe 
capitalization required of ac:b aabe:s wader tba capitai rule • 
.Additionally. 1:be protec:Uon pnvided to =stamen tb:aQgb tbe 
un-to-aarket ••cbanisa is ~le to ~t pravided msder ~· 
CUS1=1e% protection raqui:reaen:a. l.iU tbe caS'b:lllU protection 
requirements. tbe :aark•to-urltat procedu:'e prO\o·ides :t:troke..-s ad 
dea1ua vitb nfficient hDds to aatisfy contnctu&l o:t:tli9aticms 

@1999,G sec Interpretive Letters 



, , .. 
. . 

0 

0 

1199 
9-37 

to ~oaers. Moreover, aark-to-aarket payments consti=:e 
incentives for brokers and dealers to caaplete deliver and 
receive obligations. Siailar conclusions vere reacbed by tb• SEC: 
staff in ~o no-action leners (dated .June 11, 191'7 and 
Decmmer 22, 198'7) addressed to tbe Jlational Sec:uriT:i .. Clearinog 
corporatim:i (NSCC) regardi119 its Rec:cmfiniaticm and Pric:e Service 
(:RECAPS) and as evidenced by th• 11scc•s trea~ of fails.in its 
coatinUous Jlet Sett1~

0

(CllSJ syst• as 'IUUlged under tJle SZC: 
:net capital rule. · 

Based on these f ac:tars and your representations of tJl• ~C'tUre 
and operation of the Netting SysUa aml tb• daily JIU'Jt•U-.U-ket 
process, ve believa that exemptions froa CU'taiD capiUl and 
~=er protection requirements regardialJ aged fails an 
warranted. We have cansQJ.ted with tM staff of tla8 5ZC iJl 
arrivinrJ at our decisions, and ve haV• d~ tbat ndl 
exemptions an ccnsistent vitb tb• pmlic interest, tba 
pr~•ctian of inYestors, and the purposes of uae Gove:mamt 
Securities Act given GSCC:'a curz'ent operating ~. 

Ac:c:ardingly, punuaat u 15 u.s.c. 71o-5(a)(4), ve ~·tnJ"T: 
ex..,Uana, only f= U.du processed t!arDulJb as=··~ 
Syst•, u GSCC BettialJ MeJlben tmat an 9crvU'ml9llt. ..c=nuu 
~en and dealers fr= the follawiJlt -Ga nl•: (i) aa 
inc:orpanted ill 1'7 c:nl 402.2 (d), paragrapbs 1'7 en 24D.Uc3-
1 (C:) (2) (iT) (1:) and (C:) (2) (ix) : (ii) U inc:m:pora'Ud iD 11 en 
4DJ.4, paragnpb 240.15c3•l(d) (2) a.ad Zlbiltit A (Jl=e D of l~ 4 
and It• 12) 1 and (iii) 17 Cnt 403.l(C:) (1) (ill). 

ftese exemptions apply solely to GSCC. Jleuillg llaben • U'ades 
t!Ult ._ .. processed throup GSCC'S lleUUg Systa ad an 
conditioned upm:i tbe folloviD): (i) in lin of adhering u.the 
Treasmy =staaer pZ"OteCT:icm (secticm 4Dl.4) .nle •s ~ 
:r•~iremen1: at 17 C1'Jl 2CO.l.5C3-3a (:Exbibit A) Rote D of Item 4, 
C:SC:C Netting J5embe..-s that ue gave~ Mc:arities l:Oku­
deale..., required l:ly section co3.4 to aaiatain a ~l ~::ve 
bank account for ~ exelusive l::lenefit Of castmDen vill a~ all 
tiales aaintain a credit l:lalance in :Ita 4 of th• reserve 
requirmDent in an ~ represeatiDg tbe ca:rent a:~ price of 
tJle anderlying fail to receive aecariT:y, %'9gU'dlesa of tJle age o! 
.udl fail: aad (il) tbe sysua price vill i:antinue to :be 
estal:llished l:ly c:scc eac= basiness day, as represented l:ly you, 
based cm =rrent aarleet prices of gave:mient ae=ritiu. Any 
cban9• in the f ac:ts or circlmstances of you: reqDest voald 
reqo.Ji:re !:J:r't.he= &:'...alysis md c:oi:ld lud i.o a te::.inaticm of the 
exe:::ptions. 
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Punuan1: to 17 CFR 4D0.2(c) (7) (1), your Jncoainq letter and this 
response vill be a.ecliataly available to the public. 

:Zdfzey F. lngbc 
Aamod.&1:9 Gananl CDmmal 

Sim:araly. 

ltic:baz'll t.. c:nn 
Cnee'ssianu 

Gav~ sec::ariti .. ClearinlJ c:m:poration 
55 Water SUeet 

· Bev ~orlt, Bev York 10041 
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ID:QJVT SEC a..Ril\G CCRPS FAX:212 363 4607 

Government Securities Clearing Corporation 
55 Water S11Ere1. New York. NV 10041 
12121 !)1i.J·CJ400 
Tele)!; No. 5106001991 NSCC NYK 

Michael A. Macchiaroli, Esq. 
Assistant Director 
Division of Market Regulation 
Securities and Exchange commission 
450 Fifth Streat, H.W. 
Stop 5-1 
Washington, D.c. 20549 

June 20, 1989 

,.. 

Ba: 17 c.F.R. sections 240.15c3-1 and 15c3-3 

Off ice of the CaJDJDissianer 
Bureau of the PUblic Debt 
Room 553 
999 E Street, N.W. 
Washington, D.C. 20239 

Attn: Mr. Richard L. Gregg, Co1DJ11issioner 

Bili 17 c.P.R. sections 402.2, 403.4 and 403.5 

Dear Mr. Macchiaroli and Kr. Gregg: 

The Government Securities Clearing Corporation ("GSCC"), which 
was, on May 24, 1988, granted te•porary registration by tha 
securities and Exchange Co1DJ1issian (the "Commission") pursuant to 
sections 17A(b)(2) and 19(a) of the Securities Exchanqa Act of 
1934, as amended (the "Exchange Act"), as a clearinq aqency for a 
period not ta exceed 36 manthsl/, bas filed with the commission 
various proposed rules changes (GSCC rule filinga 89-4, 89-5, 19-
6, and 89-7) that would establish the leqal framework for a 

l/ 53 Fed. Req. 19839 (May 31, 1988). 

. .. ; ... 
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system rar the nettinq of compared trades at certain eliqibla 
Gavermaent securities (hereinafter, the "Netting System") that 
GSCC propaaea to implement an behalf of its Netting Members. 
Th9se rule filings were puJ:>lished in the Eedaral Register an May 
19, 1989 J,/1 the caJllJllent period provided far in the Federal 
Register notice ended on June 9, 1989. At this tiae, subject to 
commission approval, GSCC anticipates cammencinq the netting 
operation an July 7, 1989. 

'l'be purpa•• of thi• letter is to deacri~• th• proposed Netting 
. system and t:be treatment under that syaj:ea at net settlement 

positions that are open after having failed ta settle on their 
scheduled settlement date (hereinafter "fails"), and ta request 
your advice, based an the facta and circwastances aa described 
herein, (1) that the Division of Market Regulation (hereinafter, 
the "Division") would neither raise question with nor recommend 
enforce•ant action ta the commission if GSCC'a Netting MellDers 
that are registered with the commission aa a broker or a dealer 
pursuant to section 15 of the Exchange Act (hereinafter, 
"registered brokers and dealers•) (a) far th• purposes af the 
commission'• Rule 15cl-l l/ (hereinafter, "the Het capital 
Rule•), canaidar the aattlement date for a fail to be the mast 
recent business day far which auch fail has been marked ta th• 
market and repriced through GSCC's Nattinq 'system, and (b) for 
purposes at the Cammission's Rule 15c3-3 !/ (hereinafter, the 
•custamer Protection Rule•), treat the •oat recent business day 
for which a tail has been marked ta the markat and repriced 
through GSCC'& Hettinq system •• the date of tbe trade for the 
sacuritiea underlying •uch fail, and (2) th• Office of the 
Co11J11issianer of Public Debt (hereinafter, the "OfficeM) issue an 
interpretation, pursuant to 17 C.F.R. section 400.Z(c), of Sec­
tions 402.2, 403.4, and 403.5 of the Treasury Department Regula-
tions promulgated under section 15C of the Exchange Act R,J · 

v 54 ,ES. B!,g. 21701. 

JI 17 c.r.R. section 240.15c3-1. 

J./ 17 C.F.R. Sections 402.2, 403 .• 4, and 403.5. 

~ 17 C.F.R. Section 240.1503•3. 

~ Governmen1 Secur1tle1 Cl11rlng Corporotion 

. .. / ... 
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pravidinq tar similar treatment as regards Netting Members that 
are a Government securities broker or a Government Securities 
dealer (hereinafter, "Government securities brokers and dealer&") 
subject ta the requirements of tbe above-referenced sections. 

pescription of the proposed Netting System and the Treatment at 
Pail• Tb•reundar 

The Hatting System is a system for aggregating an4 matching 
offsetting obligations resulting from trades made by Netting 
Members in eligible netting securities, which trades (1) have 
been compared, (2) have not been settled, (3) have not previously 
failed ta settle, and (4) have not been excluded by GSCC from the 
net. Each business day, GSCC will calculate and report ta Net­
ting Members each net settlement position that they have in an 
eligible netting security, including fails1 far each such posi­
tion, the member is either obligated ta deliver securities ta 
GSCC or is obligated to receive securities from GSCC (alterna­
tively, the member may have a flat position). 

The establislullent of net settlement positions far trades of a 
Netting Member in eligible netting securities will be done by 
GSCC by calculating the difference between tbe par value amounts 
of each purchase and sale of an eligible security. Resulting 
Netting Member deliver and receive obligations to and frDll GSCC 
will b• allocated by GSCC an a random basis to Netting Members 
with corresponding receive and deliver obligations. The 
obligation of a Netting Member ta deliver or receive securities 
will be fixed at the time that GSCC makes available 
it• report detailing netted poaitionsi at that time, all deliver 
and receive abliqatians, and related payment obligations, that 
were created by the Member's netted trades are terminated and 
replaced by deliver, receive, and payment obligations to GSCC as 
created by the net. Every delivery and receipt by a Netting 
Member ta and from GSCC will be done against simultaneous payment 
at a uniform System price established by GSCC each business day 
for each eligible netting security; accrued interest from the 
contractual settlement date ta the actual settlement date will be 
encompassed in the settlement price. Fails will not be netted 
with other fails or with new trades; rather, they will be main­
tained on an independent basis until settled. 

... / ... 
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securitiea deliverie• and receipts by GSCC and by Netting Members 
must b• made through clearing banks designated by each that have 
access ta FedWira. Netting Members will be obligated ta 
appropriately instruct their clearing banks ta mak• securities 
movements an their behalf, and the Kamber• will be responsible 
far any failur• of their clearing bank to act appropriately an 
their behalf as regards settlement of netted positions. · 
on each business day, each Nettinq Member shall either pay ta 
GSCC or collect tram GSCC a net total funds-only settlement 
aaount comprised of the tallowinv component• (all ~ut ona of 
Which -- tee• awinq to GSCC -- may, on any particular buain••• 
day, be either a credit or a debit anaunt for the Member): (1) 
with regard to every net settlement position, an adjustment 
payment to reflect the System price established for the underly­
ing securities, (2) with reqard to every fail net settlement 
position, a mark-to-market adjustment that includes accrued 
interest, (3) with regard to fails that bava remained open on a 
coupon payment data or on a aaturity date ~or th• underlying 
securities, a coupon adjustment payment c~. th• coupon pay­
ment• due and owing on each &ecurity that campriaea the fail 
position).§/ and a redemption adjustment payment Ci.a.A..., the dollar 
difference between th• syste• value and the •aturity value of 
each security that comprises the fail ·paaition), respectively, 
(4) with regard to any settlement made at other than the appro­
priate system value, a clearance difference amount, (5) adjust-
ments to a Metting Member's cash deposits ta the Clearing Fund or 
other cash collateral, (6) fee amounts owinq to GSCC, and (7) 
other miscellaneous adjustment•. An exception is provided for 
Hettinq Members that are Inter-Dealer Broker•• they are not 
obliqated to make :mark-to-market payments or coupon adjustment 
.payments (and are not entitled to collect such payments) until 
"there occurs settlement of the tail positions tram which these 
adjustllenta arise. 

All payments and collection& of funds-only settlement amounts 
must be done through depositoty institutions acting on behalf of 
Netting Members and GSCC. If a Netting Member is obligated to 
make payment of a funds-only settlement amount to GSCC on a 
business day, it must do so by 10:00 a.a. an such day; GSCC must 
make payment at funds-only settlement amounts owing ta 

jJ For a fail, in order ta avoid douJ>le-countin9, each coupon 
payment adjustment is accompanied by an offsetting mark adjust­
ment payment. 

. .. / ... 
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Netting Members on a particular busine•• day by 11:00 a.m. on 
such day. Tb• obligation at GSCC ta pay a funds-only settlement 
amount ta ·a Netting Member is not contingent upon the collection 
by GSCC of any tun4a-anly settlement amounts frDJD any HeJDber. 

GSCC'• proposed Hatting Syste•, and th• treatment of fails 
thereunder, are discussed in •ore detail in GSCC rule filing 89-7 
(copy enclosed), which delineates GSCC'• operating rulea far its 
Metting system. 

Diacussign .. 

1. Bet Capital BUle 

The Net capital Rule requires, for registered brokers and 
dealers, certain deductions fro• net worth for "aged" fail-to­
deliver or •agedn fail-ta-receive securities transactions. A 
fail becomes aged when it remains unsettled far mare than a 
specifically prescrib•d period of time past settlement date. 
Specifically, pursuill'lt to Paragraph (c)(2)(ix) of the H•t capital 
Rule, registered brokers ~nd dealers may have to deduct from 
their net worth a certain amount far each tail-to-deliver 
contract that is outstanding tar five business days or longer. 

'l'be amount depends an the appropriate haircut far the particular 
security and the difference between th• contract price and the 
market price of the trade. Similarly, there is a potential 
capital charqe far fail-ta-receive contracts outstanding 30 days 
or, longer under Section (c)(2)(iv)(B) of tba Rule.lJ 

These capital charges are designed to take into account a 
situation where th• market price at a trade may move significant­
ly away from the trade's contract price, aa the settlement data 
of the oriqinal contract becomes aore remote. However, where the 
parties to the transaction confirm tbeir obligations as reqards 
the trade and make (or collect), an a daily basis, the level of 
payment necessary to update the price of the fail to the current 
market, as is the case with respect ta GSCC'a proposed Netting 
system, it would be appropriate, for purposes of the Net capital 

1./ .&.I.a 17 c.r.R. Section 240.15c3-l(c)(2)(ix) (fails ta deliver) 
and Section 240.15c3-l(c) (2)(iv)(EJ (fails ta receive) • 

. . . / ... 
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Rule, to consider the settlement data of th• fail a• th• most 
current business day for which the tail bas been marked and 
repriced. 

GSCC requests, in effect, th• same capital treatment far fails 
that are pending in its Metting syatem awaitin9 settlement as is 
afforded other transactions vbere tbe contract price i• updated 
to the current market price. Far example, in th• continuous net 
settlement ("CNS") system operated by the National Securities 
Clearinq corporation ("HSCC"), NSCC mellbera are ~rked-to·tb•­
•ark•t an a daily basia for compared trades that do not settle on 
the original aattlemant day. Accordingly, CHS positions are not 
treated aa aged fails under the Net capital Rule. Similarly, 
with regard ta the NSCC's Reconfirmation and Price Service 
("RECAPS") for fails in municipal securities, the Division agreed 
that it would raise no question nor raco11l11lend any .enforcement 
action if a broker-dealer participating in RECAPS treat• the 
RECAPS' settlement date aa tb• date of the fail to deliver or tbe 
fail to receive under the Net Capital Rule.I/ 

Zn view of th• above, GSCC believes that, for purposes of tha Net 
Capital Rule, a rail should be considered to have as its 
settlement date the most recant business day for which th• tail 
has been marked and repriced through GSCC'• Netting System, not 
the original scheduled settlement date of the transaction. 

2. Section 402.2 

Section 402.2(a) provides that no registered Government 
securities broker or dealer shall permit it• liquid capital ta be 
below an amount equal to 120 percent of "total baircuta•, as 
defined in Section 402.2(g)1 Section 4D2.2(b) further provides 
that, notwithstanding the provisions of section 402.2(a), a 
Government securities broker or dealer must bave and maintain 
liquid capital in an amount not leaa than $25,ooo, after deduct­
inq total haircuts. "Liquid capital" ia defined in Section 
402.2(d) to mean net capital as defined in tbe Net Capital Rule, 

I/ i.§1. letter, dated Deceiliiier 22, 1987,.to Michael J. simon, 
Vice President and Associate General counsel of NSCC, from Mi­
chael T. Dorsey, Attorney•Adviaor, Division of Market Regulation 
(copies ot this letter and of Kr. Simon'• earlier request letter 
are enclosed). · 

... / ... 
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with certain aadificationa specified therein.I/ 

For the reaaons qivan above with regard to the Net Capital Rule, 
GSCC believe• that, tar the purpose of calculation af liquid 
capital, a tail should be considered to have aa its settlement 
date the aaat current business day far which tbe tail has baan 
•arked to the market and repriced thrauqh GSCC'& Netting 
system, net the oriqinal scheduled settlement date of the trans­
action. 

3. Qustopaer Prot;action Bula 

Th• cust01Dar Protection Rule imposes additional requirements on 
reqistered brakara and dealers with aqed faila. First, it 
require• such a broker or dealer under certain circumstances ta 
buy in fail-ta-receives autstandinq for more than JO calendar 
days.lJV Also, it re;uires a broker or dealer, in camputinq its 
reserve requirement, ta include aa a credit the market value of 
all customers' tail-to-receives outstanding mare than 30 calendar 
day•, rather than th• contract value of such fails, if the market 
value of the underlying securities exceeds the contract value af 
the fail.ll/ FUrtbermora, a broker-dealer auat exclude as a . 
debit the contract value af all customers• fail-to-delivers where 
such fails have became older than 30 calendar days.11/ 

For th• reasons set forth above with regard to the Net Capital 
Rule -- in particular, tbe daily mark-ta-market protection 
provided Netting Members -- GSCC believe& tbat, for purposes of 
the customer Protection Rule, botb fails-to-receive and 

ii For example, Section 402.2(d)(l) provides that the percentages 
ta be used to calculate tbe deductions far fail-to-deliver 
contract•, when tba underlying instrument is a "Treasury market 
risk instrument,• are the appropriate net position haircut 
factors specified in Section 402.2(f) (2). 

l.QI 17 C.F.R. Section 402.15c3-3(d)(2). Effective December 31, 
1987, the PUblic Securities Association adopted procedures for 
implementing this buy-in requirement • 

.11/ 17 C.F.R. Section 240-15c3-3a, Item 4 and Note D. 

12/ 17 C.F.R. Section 240-15c3-Ja, Item 12. 

... / ... 
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fails-ta-deliver that arise from fail positions that are •arked­
ta-market and repriced an • daily ba•i• in the Netting Syste• 
should be considered ta arise from net settlement 
poFitions that have as their settlement date the mast recent 
business day for which such positions have bean marked ta the 
market and repriced. In thi• regard, .I note that, in th• no­
action letter to HSCC cited earlier, the Division agreed that it 
would not recommend enforcement action it a broker-dealer 
participatinq in RECAPS treated the RECAPS settl81Dent date as the 
date of th• fail for purposes at th• customer Protection Rule. 

4. sections 403.4 and 403.5 

Section .403.4 provides that every registered Government 
securities broker or dealer shall comply with the requirements of 
the customer Protection Rule, includinq its provisions pertaininq 
ta aged fails, with certain modifications specified therein. 
Section 403.5(a)(1) provides ••sentially that a Government Secu­
rities broker or dealer that is a financial institution shall 
comply with the reQUirements af Part 450 of sW:achapter B of the 
regulations promulgated under Title II of the Government Securi­
ties Act af 1986 (hereinafter, "Part 450") -- which delineates 
requirement& far depositary institutions that hold Government 
securities for the account of a customer -- with respect to all 
Government securities held far the account of customer• in its 
capacity as a fiduciary or custodian. Section 403.&(a)(2) pro­
vides essentiallI that a Government securities broker or dealer 
that is a financ al institution shall comply with the require­
ments of Part 450 and with paragraphs (b),(c), and (d) of Section 
403.5 with respect ta all tullI paid and excess margin Government 
securities held tor customers n its capacity as a Government 
securities broker or dealer, and with respect to Government 
securities that are tbe sUbject of a repurchase agreement between 
the financial institution and certain counterpartias. Section 
40J.5(c)(iii) re;uire• that a financial institution that is a 
Government securities broker or dealer take prompt action ta 
obtain possession or central of tail-to-receives that are mare 
than 30 days old. 

Par tbe reasons given above, GSCC believes that, for purposes at 
Sections 403.4 and 403,5, both fail-to-receives and fail-to­
delivers that arise from fails that are marked-to-market and 
repriced on a daily basis in the Hatting system should be 

... / ... 
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considered ta arise from net settle•ent positions that hav• as 
their settlement data the mast current bu•ineas day tar which 
such paaitions have been marked and repriced. 

If you have any que•tians reqarding thia letter or desire any 
additional information, please do not hesitate ta contact me at 
(212) 510-0538. . 

JFI:kaj 
Enclosure(&) 

Very truly yours, 

~~.~ 
Jeffrey r. In~ar 
As•ociata General counsel 

cc: Jonathan Kallman, Esq., Assistant Director, Division of 
Market Regulation 

E•ter Saverson, Esq., Branch Chief, Division of Market 
Recaulation 

Mr. Donald Hammond, Assistant Director, Office of tbe 
Commissioner 

Don Rinqsmuth, Esq., Associate General counsel, Federal 
Reserve Bank of Hew York 

~ Goverrvnont Stcurittes CIN••~ .-~--·--




