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investigation, law eafon:9ment 
personnel, and IIOW'C8t of information. 

(D) To fulfill commitments made to 
protect the confidentiality of soun:M. 

(EJ To protect the identity or Federal 
employees who furnah a complaint or 
information lo OIG, consistent \\ith 
section 7(b) of the Inspector General Act 
or 1978, u amended, 5 u.s.c. App 3. 

(F) To auure accua to sources of 
confidential information, including 
those contained In Federal, State, and 
local criminal law enforcement systema.. 

(G) To prevent disclosure of law 
enforcement techniques and procedW95. 

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

(Iii) Recorda within this system of 
records comprfaed of Investigatory 
material compiled solely for the purpose 
of determining suitability or eligiblllty 
for Federal dviltan employment, 
Federal contnctort, or access to 
classified information, are exempt under 
the provisions of 5 U.S.C. 552a(k)(5), but 
only to the extent that diacloswe would 
reveal the identity of a source who 
furnished information lo the 
Govemmeot l&Dder an exp~• promise 
that the identity of the SOW'C8 would be 
held in confidence. or. prior to Jamwy 
1, 1975, \I.Ddar an implied promlae that 
the Identity of the source would be held 
in confidence. This 1ystem of recorda ii 
exempt for ooe or more of the following 
reasons: 

(A) To fulfill commitments made to 
protect the oonfidentiallty of sources. 

(B) To usure access to IOW'C8S of 
confidential Information, including 
those CGDtalned ln Federal. State, and 
local criminal law enforcement 
information systems. 

bsmd M WlllwlgtOD, DC, tbi1 23rd of 
November 1992. 
Offlr:eoflupedorc-eral 
....... Aul,, 
lns,-:tnrC--1, llaNlutltnl Tn,d 
Co,ponnioiL 
(PR Doc. 92-29254 Flied t:z-1-92, a 45 am) 
IIIWNO COOi .,,...._. 

SECURITIES AND EXCHANGE 
COMMISSION 

17 CFA Part 240 

(AelNN No. 34-31511; Ate No. 87-28-11) 

AIN 3235-AD79 

Net Capital Rule 

AGENCY: Securitia. and Exchange 
Commiaioa. 
ACTION: Final rule amendments. 

SUMMAfff: The Securities and Exchange 
C'.nmmisaiou la amending its net capital 

rule under the Securities Exchange Ad. 
The amendments wdl mae the ahlolute 
minimum net capital required of certain 
registered brobr-dea.len. Broker-dealers 
that hold cuatom• funda or securities 
will be required to maintain at least 
$250,000 in net capital. Thoae firma that 
clear customer tramactions but do not 
hold customer funds or leCUrities 
beyond the settlement of the transaction 
will be subject to a S100,000 minimum 
net capital requirement. Broker-dealers 
that Introduce cuatomer acoounts to 
other brobr•deah,n wtll be required to 
maintain $50,000 or S5,000 In minimum 
net capital, depending on whether or 
not they 1'9C81ve NCUrittee. Broker­
dealen that make markets In certain 
securitiea will be required to maintain 
gre,iter net capital in proportion to the 
number of 18CUrities In which they 
make markets. The maximum on this 
addttional market maker minimum net 
capital requimmmt wtll be raised from 
$100,000 to St .000,000. The minimum 
net capital NqUirement for C91'taln 
mutual fund brobr-dealers will be 
increued to SZS,000. The inaeues to 
the minimum capital hm,t, will be 
Implemented over a period of eighteen 
months. Additionally, the two methods 
of computfna deductions for equity 
securitiaa positions (or "haircuts") will 
be standardlZl!d. Finally, airtaln 
changes wtll be made to the 
computation of aggregate indebtedness. 
EFRCTIYI DATU: For the amendmenta 
relating to equity securltiea haircuts 
(paragraph (c)(2)(vl)ID), chargea to 
aggregate indebtednau (paragraph 
(c)(l)). and the capital requil8ments for 

market mabn ~J:R (a)(4). axcapt 
u lo that provision iii& the ultimate 
market maks hlJi!tal requirement lo 
$1,000,000. w aball become 
effuctive on June 30, 1093), the effective 
date ahall be Jamaary 1, 1093. For the 
amendments relating to minimum net 
capital requirement• contained in 
paragraph (a), 188 the temporary phase­
in schedule set forth in Appendix E lo 
Rulet~l. 
FOR FUA'THEA INFOAIIATION CONTACT: 
Michael A. Macchiaroli, (202) 272-
2904, Michael P. JamroE. (202) 272-
2372 or Roger G. c.offin. (202) 272-7375, 
Division of Market Regulation. '650 Fifth 
Street, NW .. Wuhington, DC20549. 
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Analysts 
VIII. Statutory Aalysla 
IX. Ult of Subjects ill 17 atl Part 240 
X. Tm of the Propoeed Amendments 
8UPPLEIIENTAAT Nu.ATION: 

I. lntrodllciion 

A . The Commiuion'1 Proposal 

On September 15, 1989, the 
CommJsaion ilSUed a 1111lease requesting 
comment on propoted inaeeses to the 
minimum net capital requirements 
applicable to brobr-dealers.1 The 
Commission wu concerned that the 
minimum net capital n,quirements, 
which in eome C888I dated back to 1972, 
were no longer ad~uate. 

In that release. the Commission 
proposed lnaeues in the minimum 
capital requirementa for registered 
broker-dealers, hued on the nature of 
the buslnesa or the Brm, end the extent 
to which a brobr-deeler ha, contact 
with customer funda or MCUrities. 
Briefly, under the proposal. finna that 
carry C\lltomer accounts would be 
required to maintain at least $250,000 in 
net capital Broker-dealers that dear 
customer accounts in accordance with 
Securities Exchange Act Rule 15c3-
3{k)(2)(i) (and therefore, although they 
may receive funda 01' HCUrities, they 
may not hold them beyond the 
settlement of a transaction) would be 
required to maintain at least $100,000 in 
net capital. Firms that lntroduai 
customer accounts to other broker­
dealers would be required to maintain a 

1 SecuriU.. lilcb..p Act ..... No 27:1411 
(Sepwmber 15. 1989). St Fil 403115 (Octobar 2. 
11189) All cocnmau are lflilable Ill Flla No. 57-
28-89 • lheCaaatlalml'1 PuhUc ~ Room. 
450 Fifth Slnll, NW~ W ...... -. DC 20M9. 
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minimum net capital or $100,000 or 
$50,000, depending upon whether the 
firm routinely or occes1onally receives 
customer funds or securities Under the 
proposal, broker-dealers that never 
receive customer funds or secunt1es 
would be allowed to maintem minimum 
net r.apital of $5,000 

The mmimum net capital required to 
be maintained by finns that make 
markets in securities also would be 
raised under the profosed amendments. 
Under the net capita rule, a market 
maker 1s required to maintain the 
greater of the base m1mmum net capital 
requirements referred to above or an 
amount of net capital determined by the 
number of secunues m which the r1rms 
makes markets. The net capital rule 
currently draws a distinction m this 
regard based on the pnce of the security. 
Securities pnced $5 and below require 
capital of $500 each, while secunties 
priced above SS require capital of 
$2,500 each Under the proposal, the 
amount to be maintained for secunties 
priced under $5 per share would be 
raised to Sl,000 per security. The 
ceiling on this net capital rnquirement 
would have been raised to Sl.000,000. 
from the present $100,000. 

The proposed amendments also 
included provisions that would 
standard1:z.e the deductions under the 
rule for proprietary positions in equity 
securities. Currently, the applicable 
deduction for '"ha1rcuf') depends on the 
method the broker-dealer elects to 
compute Its net capital requirement. 
Broker-dealers calculating their net 
capital under the basic method mcur a 
different haircut charge than those 
computing haircuts on the alternative 
method, which generally results m 
lower haircut charges then the basic 
method 

Further, broker-dealers computing net 
capital under the basic method would 
reah:ie reductions in aggregate 
indebtedness charges for liabilities 
associated with mutual fund and 
secur1t1es lending transactions. Finally, 
the Comm1ss1on 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 appropnate sections of this 
release 

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

Therefore, the Commi!.s1on 1s 1ssumg 
two releases that relate to the minimum 
net capital standards applicable to 
broker-dealers. This release discusses 
the proposals that are bemg adopted by 
the Commission. In a separate release, 
the Commission is proposing for 
comment further amendments to the 
minimum net capital standards 

B. Bnef Summary of Comments 
The Commission received almost 275 

letters in msponse to the propo!;erl 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 mcreoses ob1ected to the proposed 
mcreases to the net capital requirements 
for introducing and mutual fund broker­
doalors Primonly, these firms feared 
that an increase in minimum net capital 
requirements would restrict entry Into 
the secunties busmess and force 
existing entities to close. A frequently 
voiced complaint was that the proposal 
discriminated against smaller firms in 
favor of larger enterprises without 
sufficient Justification 

Self-regulatory organizations and 
other groups including the New York 
Stock Exchange ("NYSE"), the 
Securities Industry Assoc1at1on ("SIA' ), 
the American Bar Association, the 
Chicago Bar Association, the 
Philadelph1a Stock Exchange l"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 1n the release 
proposing the amendments for 
comment. In particular, the National 
Association of Securities Dealers, Inc. 
("NASO"} expressed support for raismg 
minimum net capital levels generally 
and made specific rocommendahons 
regarding the appropriate levels for 
introducing firms. The NASD's 
recommendation has, m large part, 
served as the framtlwork for the 
requirements for introdu mg firms s t 
forth in the releases being issued today. 

Comments with respect to the 
increased net capital requirements for 
firms that carry and clear customer 
acco40ts were spht, a number of 
commentators objected to the potential 
anti-competitive effects of the increases 
However, others recogmzed the risks 
created by firms that hold customer 
funds and securities and aclcnowledged 
the need for regulatory action. 

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

m over-the-counter "-8CUnt1es ThP. 
NASO and the SIA supported the 
proposal; a number of broker-dealer 
criticized it, cla1mmg that an increase m 
capital requirements would dnve some 
mark.et makers away from the over-the­
counter secunties market, reducmg 
hquiduy. 

Firms that commented on the 
proposed new haircuts for zero-coupon 
and stnpped securities opposed the 
measure on the ground that the 
proposed haircut was not reflectn e of 
the risks or volatility associated with 
stripped debt secuntios In this regard 
the Public Securities Associahon 
("PSA") provided data on the volat1hty 
of stripped socunhes to he used m 
determining haircuts for these 
mstruments The proposals to 
standard1z.e haircuts and alter the 
computation of aggregate mdebtedne~ 
were generally supported by the 
,·ommentators. 

C The Net Capital Rule 
The Commission's net capital rule 

requires that every registered broker­
dealer maintain a certam specJfied 
minimum level of net capital 2 Rule 
15c3-1 reqmres registered broker­
dealers to mamtani sufficient hqu1d 
assets to enable those firms that fall 
below the m1mmum net capital 
requirements to hqu1date in an orderly 
fashion without the need for a formal 
proceedmg.3 The rule prescnbes 
reqmred mm1mum levels based upon 
both the method the firm adopts m 
computing its net t:apital and the type 
of secunt1es busmess ll conducts A 
firm engaging m a general secunt1es 
busmess (which would mclude the 
ablhty to clear and carry customer 
accounts) calculating Its net capital 
under the basic (or agg~iiate 
indebtedness method) must ma111tam a 
m1mmum net capital level of the gre ter 
of $25,000 or 62f.i percent of its 
hab1ht1es (with certam exclusions) If 
tho firm chooses the alternative method 
of computmg its net capital (presently 
found m paragraph (f) of the rule), 11 
must mamtatn net capital equal to the 
greater of $100,000 or 2 percent or its 
customer-related receivables 

The current rule prescnbes different 
minimum levels of net capital for finns 
based on categories of business acti., 1ty 
Those lovels were des1gm1d to address 

•c.merally net capital as defined bv Rule I~ -
1 IJ a broker-dealer'• nel worth plu• li.b1ht1M 
aubordmated ID accordcice with AppeDd111 D of the 
rule. m1nu1 u..c. --no, l'Mdlly convertJbk Into 
cash"' and rertaln ~i..., or bairtuts of a 
firm'• NCUritift and commoclitle1 poslliom 

1 Sell liquldallon of• aec:urltle1 flnD In or 
1ppro•chln1 financial difficulty Is 1peofically 
con1-plated by section ~•)12) of th• S.CUrlUM 
Investor Protection ACI ol 1970l" SIPA"). 
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the risks perceived in the different types 
of businesses engaMtKi in by broker­
dealers. For example, if a broker-dealer 
cames no customer accounts and hmits 
,ts business to certain specified 
acuvilles, it needs to maintain only 
S'i,000 In net capital. rather than the 
525,000 that would otherwise be 
required under the basic method of 
r nmputing net capital • One of the 
specified acllv1Ues permitted is the 
introducing. on a fully disclosed basas, 
of customer account!! to another broker• 
dPalcr that denrs enrl carries the 
accounts 

II. Rule Amendmen~Minimum Net 
Capital llequirements 

The following section of ttus release 
addre,;ses. in greater detail, the 
Comm1sslon's auumdmunts to tho net 
capllal rule concerning m1111mum net 
c p,tal requirements. 

A Cleanng Firms 

(i) The Comm1ss1on's Proposal and the 
Nued for Increases 

Tho Commission's proposal would 
raise tho minimum net C'.apital 
requirements of firms that clear 
customer accounts and hold customer 
funds and securities from $25,000 (or 
5100,000 for firms on the alternative 
method) to $250,000. Because of the 
reduced risk, clearing firms that receive 
customer funds and securitiP-5 but do 
not maintain custody of such assets 
beyond the settlement of a transaction 
(and are therefore exempt from the 
customer protection rule by \'lrtue of 
paragraph (k)(2)(1)) would have a 
minimum net capital requirement of 
only $100,000.5 

The Commission belie\ t1s 1t is 
appropriate to require the highest 
minimum level of net capital for broker­
dealers that are entrusted with the 
money and securities of customer.;, who 
Are, in most instances, incapable of • 
assessing the financial condition of 
custodian firms. The required minimum 
net capital level for custodian firms 
~hould not be such that the slightest 
financial adversity will cause the 
collapse of the broker-dealer, an e\·ent 
that may cause delays and possible 
losses to customers and the Securities 
Investor Protection C'.orporation 
("SIPC") fund. 

•5"Secunuea ExchaqeAc1 Rule lk.3--l(aK2I, 
l1 CFR 240 t5c3--l(aK21 

• Und• pARgn!pb (kK21(11 of Rule 15<:3-3. • 
bro~-deal• !hat d!MI not cany IIWlin accounts. 
promptly truumlll all~ funcb and 
5f!C\lnllt11 10 • Qrtyl .. Brm md effect11818S all 
financial lnnlacUODI wltb CUSlomen lhrough I 
specwly ct.elpated bank accowit la aempt fl'olll 
the pou.sloo and cootrol and a- Formula 
requ1remen11 ol lha CIUIOmar protection rule 

Several liquidations supervised by the 
NASO 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 
liqmdatlons. 

Dunng a self-liquidation. the 
expenses of a finn continue while its 
re\onuos drop significantly, often to 
zero. For example, employees of the 
firm being liquidated are retained in 
nrrler to perform the services assoclatud 
wtth transfemng customer accounts to 
other firms. The salaries of these 
employees. along wilh the costs 
associated with maintaining the 
premises of the firm and transferring 
sec ur1ties are borne out of the remaining 
capital of the firm. A self•hquidat1on 
can take from three weeks lo several 
months, dt!pendlng on the condition of 
the records of the broker-dealer and 
whether other broker-dealers willing to 
tale the customer accounts can be 
readily located. 

Self-hquadation costs im .. "Urrerl by the 
self-regulatory authorities are difficult to 
moasure, because a large portion of the 
e,cpenses are for non-incremental 
employee salaries, although for broker• 
dealers located outside the commuting 
distance of an NASO 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 NASO 
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 
ci.:stomers of a firm undergoing a SIPC 
liquidation are usually unable to access 
their accounts during the liquidation. 
Aside from possible financial hann 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 aa 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. 

\Vhlle 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. In most instances. a 
$250,000 minimum net capital 
requirement should prove to be a 
sufficient cushion for a mason11bly 
conducted self-liquidation before a 
broker-dealer's insolvency. The Sttlf• 
regulatory organizations will be less 
hesitant to intervene and supervise a 
!.Alf-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 lo move 
against the broker-dealer. This as the 
most desirable situation for the 
customers of a firm that 1s no lunger 
v111hl0 

Other organizations have expressed 
concern about the minimum levels of 
net capital. The Commodity Futures 
Trading Commission ('"OTC") recently 
approved amendments to National 
Futures Association ("NFA") rules that 
increased the minimum net r.apital 
requirements of futures commission 
merchants from $50,000 to $250,000.8 

The Options Clearing Corporation 
requires its new members to maintain 
$1 million in net capital and other 
members to maintain $750,000 in net 
capital.7 The National Securities 
Clearing Corporation requires its 
member broker-dealers to maintain 
$50,000 in excess net capital ovar that 
required by Rule 15c3-t.• 

(ia) Industry Response 
Generally, the self-regulatory 

organizations, SIPC, and the SIA 
expressed approval of the higher 
requirements. Both the NYSE and the 
NASO srecifically endorsed the 
pmposa for clearing and carrying firms. 
However, approximately twenty-five 
broker-dealers expressed their 
opposition to the prorosed $250,000 
requirement. Many o these firms are 
small to mid-size regional firms that 
carry customer accaunts and clear their 
own secuntaes transactions but do not 
clear the accounts of other broker-

•s.. Nainonal Futi•res Assoc,auon Amendments 
to NF A Flll&ndal RaqutNltllenb Secuona 1 and 6, 
lanuary 25. 1990. (~'I Fut. Aa'n Man. (P-HI 
H 7011 and 7041. NF A FiAancial Reqwrementa 
1o11tllons l and II The NF A II a 111f l'IIWAIOry 
mpnlzallon compnMMI or futlll'8 commission 
mschanu, commodity pool operaton. commodily 
udwlgea. t.lb and alher organlzat1001 that 11 
-poiulble ror NgU!aUng th• financial 
rapoiwbility ol 1b members. 

'See Options Oeutna Corp Gulde (CCHJ Rules 
30t(al and 30%(al 
•s. Nat1 Sec. Clearuia Corp Rul• Addendum 

811.B la. 
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to comply with the amendments 
However, even if the estimated cost of 
capital were eight pen:ant, the average 
cost of capital lor 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 
prohlb1t1ve, gh,en the added protection 
the rule amendments will provide. 

As a concess1on to those firms 
required to meet the higher minimum 
requirements, the Comm1ss1on's 
proposal 111,-ould have relaxed the haircut 
charge assoctated with securities 
underwriting,, known as the 
'contractual commitment haircut"' The 

contractual commitment baucut apphes 
to finn commitment underwritings and 
requires a cha~ on each net long 
secunues 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 unree.limd 
profits) on their open contractual 
commitment, in equities. The size of 
this contractual commitment haircut 
can dilCOurage smaller firms from 
participating in securities offerings, 
since the haircut could threaten their 
net capital compliance. 

Because small broker-dealers play an 
important role in the local capital 
formation process, the Commission 
believes that those finns meeting the 
higher mm1mum 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 
wh1c:h It has a firm commitment to 
purchase 118CUnties, and the appropriate 
contractual commitment deduction 
would be $150,000 or less, the broker­
dealer would incur no haircut. 
Commitments resulting in potential 
charge, 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 underwriting& but were 
prevtously subject to the full amount of 
the contractual commitment charge 

In order to clarify the application of 
the S250.000 minimum net capital 
standard, the amendments contain the 
following definitions. A broker-dealer 
shall not be deemed to receive funds 
from customers if it receives checks. 
drafts, or other evidencea of 
indebtedness made payable to an entity 

other than Itself (such as another broker• 
dealer, escrow agent, etc.) and the 
receiving brolcer-deeler promptly 
forwards such funds to the other broker­
dealer or escrow agent.11 With regard to 
securities, a broker-dealer shall be 
deemed to hold secunues 1f 1t does not 
promptly forward such securities 
received by the finn to a clearing firm, 
escrow agent or other appropriate entity 

Finally, flnns that choose not to meet 
the new levels. or are unable to do so, 
wtll not, as some commentators suggest, 
be forced to close their doors 
Specifically, the lower net capital 
requirement afforded broker-dealers that 
operattt under the (k)(2)(1) exemption 
from Rule 15c3-3 will provide many 
firms that currently hold the assets of 
their customers an alternative to the 
higher minimum for clearing and 
carrying 6rms. Moreover, they may elect 
to remain in the securities business with 
an even lower amount of capital and 
introduce their accounts to another firm 

The Commission believes that the 
combined effect of the variety of options 
contained in the recommended 
amendments will allow each firm to 
select an appropnate 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 mdustry, and the impact on 
competition will be minimal. For these 
and the 1'811SOns stated above, the 
Commission is adoP.ting the 
amendments regarding clearing and 
carrying firm net capital requirements as 
proposed. 

B. Dealers, Market Makers and Trodmg 
F,rms 

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 nRt 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 nsks 
m a dealer's business, because of the 
potential for severe market volatility. 
Additionally, the proliferation of 
complex securities, including interest­
only and principal-only mortgage­
backed securities and various option 

11 The._ "prompdy forward" u defined Ill the 
- capllal Nie co - wbm "llada lrmlambllon 
or deli""7 ls made DO laler 1111D - of 1M nut 
~ day da lbe l9Clipl of audl funds or 
securttl-." Rule 15c3-i(c){9l 

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 behaves 
firms that fall into this category should 
have a m,mmum net capital 
requirement of at least S100,000 and 1s 
adopting the amendments. 

For the purposes of determining 
"hether a person is subject to the higher 
net capital requirements applicable to 
dealers. the term "dealer" for that 
purpose would include thostt persons 
that endorse or write O\'er-the-counter 
options, and any broker-dealer that 
effects more than ten transaL1ions in any 
one year for its own investment account. 
but would exclude firms that 
underwrite secunties on a best efforts or 
all or none basis. those that engage in 
certain kinds of riskless principal 
trading, and certain finns engaged in the 
sale of redeemable sbarus of registered 
investment companies. 

(ii) Over-the-Counter Market Makers 

In addition to raising the base 
minimum requirements for market 
makers, the proposed amendments 
would raise the additional market maker 
capital requirement. Currently, 
securities priced $5 and below require 
net capital of $500 each, while 
secuntie1 priced above $5 require net 
capital of $2,500 each. Undor 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 c.ap1tal requirement would be raised 
to Sl,000,000, from the present 
$100,000. No change to the existing 
capital requirement of $2,500 per share 
for securities priced over $5 was 
proposed The Commission is adopting 
these amendments as proposed. 12 

Market maker capital requirements 
have been a cause for considerable 
concern since at least the market break 
ofl987. In its Market Break Re~rt. the 
Division of Market Regulation (the 
"Div1S1on") 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 re\'iew 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-

11 Separately. tti. CommlMloo b propoataa for 
comment an-~• that would NQuln awbt 
mabrs to maintain capital of SUOO per ,hare. 
repnll- of tti. price of the NCUrity. 
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countermukel makers hnmediately 
followins tbe Octob. 1987 IINll'ut 
break. ID 101M cues. the pricea oft.be 
!leC\tritles in which they made• market 
fell dnunalically. Cutcnar obliptkms. 
which In 110111• CNN were sec:uied by 
the aecnrities. became unmllectible. 
The Division pointed out that other 
broker-dealers and cuatomers are also 
exposed to potential market k>sses wben 
a significant market maker in a 
particular S8Cllrity fails. Othar. Issa 
sig1uficant market mabn may 
withdraw from the system or may 
restrict their purchases, oftan resultiag 
in a free-fall in Iha prices o£ the 
securitiN.13 

Tha NASO reacted promptly to the 
1987 market bNak by approvins 
amendments to its Small Order 
Execution System ("S0£S"}. which 
required not ooly maodatory 
participation iD the SOES for all market 
ma.kus in certain 18CUritiaa. llut also 
maximwn SOES order ll1Z8 limits based 
on the market characteristk:a of the 
securiUes.14 Under mandatory SOES 
participation, merket lltHMS are 
required lo acupl IUUlll ord.ra received 
througb tbe SO!S1ysleln. 8ecalMe U.. 
financial ~nta reaulti.ng from 
the .. ndewry SOES obliptiou _,... 
higher capital levels of merltel m.bn, 
the NASD'a Quality of Markel, 
Committee l'IICCllnlMad.d that the 
CommiNion M111a1Kially iDC1Mle 
capital ~lab market 
mak.n.,111 

DHplte thase J"8ConunendaUon$. a 
number of commemla&Gl's opPQll&d Ille 
f'-OQUPi11ioa'1 JIIOpoN1. argulftR tbel 
inaeuea would discowage 6nu &om 
making market-. mulling fn reduced 
liquidity, particularly in lower priced 
stock,. The Commistioo believ81 this 
concern is mainly unfounded. Markee 
makers play an integral role in the 
securities marketa ud the C.nrornils.ien 
bellevea It la euential for these finns te 
maintain sufficient capital w discharge 
theu market making activities withw& 
dW\IJ)tions that can interrupt the 
liquidity in a particular .:urlty Mark. 
makers lhat maintain the bare minimum 
amount of net capital are, however, 
frgquently unable to MSume even the 
smallest positiooa in the 11tocb in 
which they make markets. Indeed. the 
Commission beli11Ves it is those firms 

u See the Oc:lober 1987 Mlrkll Brali., & lulport 
by lhe Divlaioa or Neut~ of tlia U.S. 
Secw•tl• 111d Exdlallp Commhlton, Fatm-y 
1988, (the .. Muir.• Bl.a. a.,ost; pp. S-11 12 ud 
Ill. 

••See File No SR-NAS0-8&-t, Securities 
bchupAc, Rel- No.257111 Uuna9, 1!1118). 

'"Sea a.port al Iba S,adal Cnrmlaee -,f lb. 
Replaloo, an-T.i.FercaDD dl.~J ol 
Marketa, NASO pnblk:ali- lW. p. \S 

that meintain the b8ff mbwnmn 
amount of capital that pase • t1lreat to 
liquidity. To the exlaDI tueh • fira'1 
capital fa1k below the minimum.. the 
finn la compelled to wit.bdraw n • 
marks\ maker in 10a1e of lta market 
ma.king NCUrities. which could imptm 
the market. Thia bu been a particular 
problem in the marketplace for those 
securitiee priced wlder $5 per share, 
where the faihuw of mark.at makine 
firms h• resulted In the vbtul 
eliminatlon of a public market for many 
of the securities in whicb they mad9 
markets. When• brobr-deal• bolds 
Itself out u making • marliet in • 
particular IBCllfity, lt aboald maintain 
sufficient capital to mJkl behind that 
commitment. Thal commitmnt la no 
less impOltut in the market for 
securitiea priced below $5 per shan,. 

Bued on these reuoos, the NYSE, the 
NASO and the SlA suppoNCI the 
propoul. In fact, the SIA n•ted that the 
pN>poeal did DO\ go far •web• 
Speci&cally. the SIA arp.d diet it is 
inappropriate to disttngwab betweell 
securities priced aboftSS perSMnt 
from Iha. that are priced Nlow $5 per 
share bl cletnmhwls capital 
reqabe ,t.a. Tba Cmamisslon 
prelimulariJy •BNea wilb tbe 
NMZJ111--.letion of 11w SIA •d ..._._ 
that. faltber Ull8Ddmnt lo the aet 
capilal nala Is wananeed.. 

'l"hereiare., the CMre•m ... In. 
separate 111le=-~•S Im 
commmt m that would 
rai• the nquiNmant to SZ500 pll' 
security. regardlRS!I nf the pric.e of ti. 
security. 

C. Introducing Fmns 

(i) lntnJctaction 

An Introducing broker-dealer is one 
that bu a c011tractual 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 finn submits its cudolller 
ac:counts and cusk>nw.r Qffl8J'S to the 
carrying firm. which uecu1et the order. 
and carries Iha account. The carrying 
firm'• dut.lea uaclude the proper 
disposition of the customer fUllds and 
securiti• after trade date, the custody ol 
customer securities and funda, and the 
111Cnrdk:Nping associated with carrying 
customer &CCOUDts.18 

l • A fully dlaclosad immdlldAt~l 
ahould be dfs!htaubbffll from III DIIUllbaa clearin& 
arrana--c ..,-. the d-1ni firm matntatns one 
&(:Count for all lbe CUJtomer trlnMttlOM ol tbe 
IJIUIDClaciat flnn. la• -1.bm NM!i...Wp. 1M 
cl--e a..---i.- IMiclanul:, of Illa 
~ of theillballuc ... Onn. Ja. hi~ 
disclowldwl••""' ........... .._ 
knowa the names, ad~..,.... ,oa111-

The practices reprding the handing 
of custom•,._. aad sacarities 9'•J'J 
alllfJll8 difllaut introducing and 
claaing~JnmanyCMN.,the 
CU9f0ffls pwa funds and NCUrities 
directly to the introducing ftrm. which 
In tum is obligated to forward rhem to 
the clearing firm. In other cues. the 
customer sends funds and securifim; 
directly to the clearing finn.1? 

The receipt of c\lltomer funda or 
IIICUriti• by iDa~ately capitalized 
introduclog firms ~ a major coocarn of 
both the Comm mien and SIPC. 
Recugnizing lhia concern, the propoaing 
rel- would h.-.. cneted thrN tien of 
Introducing ftml minimom net apttal 
requirements. based on the frequency 
with which the inuoch1cing 6nn 
handles eusloms property. Fmm that 
routinely baadte customer fnnds or 
teclllltNe would bne been n,quired ro 
maintaht 1100,000 In net capital. 
Brokers lhat oa:asianally handltt funds 
and 98C1H'itfes would hn• been requfml 
to maintain 150,000 in minimum net 
capital. Pinna that never receive funds 
or securities would mnain in • S5.000 
category 

The C.mmiea.aa i- decideo 1o tali• 
a two-step appraech lo lM minimmn 
net capHal ..,.merllS appbbl• to 
lntNMwingflnm.Pinl..tha 
Collllllil•icm Is abaclanmg dsa tbrN-tiel 
dillim:liaa U... WM --.ct OD the 
occasionel wnu9 reutine NC9tpl of 
secwities ba favor of• twe>-tier l)'lltem 
which would ha .. • SS0,000 minimum 
fo, ftnna diet l'8C9Mf any NCUritles. and 
a $5,000 minimum for those thaf do not 
The INICO!ld phue of the Commission's 
action with respect to introducing firms 
will be the additional proposal of an 
amendment raising the $5,000 
minimum to S25,000. Discussed more 
fully below are the specifics of the 
Commission's action and the reasons for 
the increases 

111d oth11r nJ,,...i, UY • to aedl CUI- Yo, 11w 
~ of the net capital rule. brour-dealen that 
lntroducw accouou on an OD1nlb111 bu s are 
am1ldend ct.rintl ft-. 

"Undw ,_..pi. (a)Cl) r;f the Ml c:a:,llal nt e 
lntroduclat flnlll - pl'lllllbillld '-n ilohlint l'lntds 
or aecurlt- for CIM&oaan. Tlwy .,. req lreci 10 
promptly forw11rd all l'wtd& and .aecun1t&11hey 
rlJCIII • e lo their Cll1TT111(1 ftnn. In addl lion lo 1119H 
~ bt orck Ill Ille H\'11111&119 of th,, 
s, 000 IUIUlllam fl&Uy dladoled laUodudDg !k1IM! 
mu• b&M • dMrioa~• -• 111411- lhal lor 
pwpoam of SIP A 1111d fiAIDdal rMJIGlUibilily 
rules, the lnlJ'llduced customer IICCOUDU an the 
retpllllfllli 'J of !ti. C.rrJllll llrm. S.. Letter from 
JUclwd G k.cdlua, Dlrec1m Div.._ oiMar.,_ 
bf!ulallon el Dawl Mucua, New Ynrll. Sum, 
Eschanp, J,uuary 14, 11185, ("klldaum Latter"~ 
Da&plr• dlla raqumnMnl SIPC llllp()Mlre to111 rat t 
from lbe failun1 of• liltrodadlll !Inn In 
pmuai,6aa of~~ 
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(ii) Need :For Incraal8S 

The net cnpita1 rule requires 
introducing brokers to promptly furwaril 
all customer funds and &eCUrlt1es to-the 
clearing broker-dealer. Even when this 
requirement is complied with, as the 
commentators pointed out, many 
customers mab checks payable or 
endorse ll8CW'ltles duectly to the 
intffJduclnR firm SIP.Chas expntsaed its 
concern 10 the Commls&ion regarding 
"• • • situations whe,e .the S1PC 
member involved Jn the customer 
protection proceading ii: a broker-dealer 
exempt from the pnmsions of SEC Rule 
1 Sr.3-:t, and subject to lea than the full 
net capital n,quiranumts of SEC Rule 
15c3-t." SIPC reported in August 1991, 
that smoe January il986, twe.nty 
introducing firms ha,'tl beomne the 
subject of SIPC ,pn,aiedmgs . .In thOGe 
proca,dings, SrJIC baa paia .$8.226,380 
to satisfy oustomer claims and 
SJ.405,1'85 for administrative experuies. 
SU'C bas also informed the Oommiasion 
that in one of thtll8 customer protttction 
proceedings tbe1rufl99 h85 received and 
1s reviewing claims far customer 
protection of ,apprmcunately $6 nullion 

Although the .firms that "81'8 the 
subjects of these proceedmgs were 
prohibited from boldmg customer 
property, they wa,e nevertheless ill• 
position where1hey were able to obltllu 
nccess to customer -auets &hrough e 
variety of schemu. Some of the SlPC 
proceedlll85involwd firm.,; that 
ohtalned cuatomeni' funds by aolaciUng 
those funds directly from the customers 
for investment in a ''.certificate of 
deposit" or oilier instruments issued by 
thel>roker-dealer. Some SIPC 
proceedings involvs introducmg finna 
that misappropriated funds by 
instructing clearing.firms to plaoe 
customer funds into accounts controlled 
by the introducl.J18 Bnn. Other cases 
in\'olve introducing firms that failed to 
transmit customer monies entrusted for 
investment; in tnese cases, introducmg 
firms converted the customer funds by 
forging the endorsement on the checks 
given to them by customers. 

In one case, for example, pnnc1pals of 
a firm corrverted $4.3 m1lhon of checks 
written by at least 1Z9 customers made 
payable to the firm. Those funds were 
entrusted to the firm for purchase of 
certificates of deposit and mutual funds. 
lnsteaa "df Investing 'them as instructed 
by the customffl', the principals of the 
firm diverted the funds for thetr 
personal use. Although the firm 
m,sappropnatod $4 3 million of 
customer property, SIPC reimbursed 
customers for only $2.9 million 'For tbs 
most part. most al the shortfall was due 

to claims that exceeded the limitations 
on SIPC advaDON.n 

Two recent Commi11&ion proceedings 
further lllultrate the Commission's 
conoerm. lo the first. the broker 
mlsappropriatecj over SU nullion of 
customer funds that were intended to be 
invested in securities . .In the teeond e 
particularly,egregious cue, a broker­
deeler in FJoride solicited money -from 
invlt!ltors by advertising, among other 
places, in local church :flyers. Customers 
all8fled they wen,,purchasing 
certifioatea of deposit from the broker­
ch,eler te be held by the broker-dealer. 
However. the owner of the-broker daaler 
converted 1he funds, and after hl­
scbeme 'WBS discovered, committed 
suicide. It appears that the amount of 
stolen funds could reach 54 malbon. 
The cue is lfurlher compllcstt!d by !he 
fact that S1PC may not reimbU1'118 the 
customers on theipounds that the 
investments la 11ueation may be 
characterized as.a loan to1he hrolcor­
dealer 

Investers who give funds.and 
Ntrurltieno brokBMiealera do so with 
some deeree of auuranoe that their 
property is •fe when antrulted with an 
entity ft!8illteNMI with and :regulated by 
the Commission. However, many 
mvestors.are not able to ascertain the 
difference between a registered brukar­
dealer that Is well capitalized and one 
that is not, and-underwhat 
ctrcumstam:es SIPC coverage is 
provided. 

A wcond element of concern for the 
customers of introducmg firms lnvolvos 
the customer'• relationship with the 
clearing Tinn. 'Customers can be 
stranded ff'themtroducing firm fails or 
closes 'temporarily due to 11 capital 
violation. Generally,ihe-clearing firm 
WJ11 not accept orders directly from the 
customers because the cleanng firm will 
consider the customers as those of the 
introducing .firm. & a rasult. customers 
may be unable to hqwdate their 
58Ctlrfties posttions or open new 
positions un1H their accounts are 
transferred 'to andther broker-dealer. 
Although higher minimums will not 
eliminate fins nsk, 'the increased 
standards will mcrease the likehhood 
that the firm can qu1tlly find a 
purchaser fur its assets and av01d an 
NASO sapel'\ised self-liquidation 

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

'"Und• NCtlon I ofSIPA. when theamount11f 
customer proi-ty present In a Wied Jim, la 
hwufficleat lo meec !he clabu of~. SIPC 
muat ....._..._ to --to -lh• 
aboJtfall In Neb-'-'• claim. '111Nud­
.,. liaalled IOe ..a of AOCI.NOol cub ad 
-,tllelpar-. <Wllba$100.000Jimltaticm 
oa claims for cub 

clearing :firms when introducing firms 
.fail. For IIXZllmple, during periods of 
market decline. customer accounts may 
become 'Unsecured due to sharp drops in 
the value of aeountiee In mugin 
acoounts or becaa• of chenges 1n the 
:value of customer •hort optien 
positions. If a customer fails to 'l1le8t 
margin calls made by the cleering firm 
or falls to pay-the'Mlttlement amount for 
eecurities it has purchaNd, tlte 
introducing firm, 1Mtce1:11e most cleanng 
arrangements place habOity on the 
introducing firm for defimts in 
introduced accounts. will bear the loss 
from 'the default. If the Introducing firm 
does not have adequate 1'98ources to pay 
the clearing firm, the clearing firm 
inCU1'11 the IOIS.11 

Two exanq,les are 11lustrative. During 
the October 1987 market break, Hus 
Securities Corporation, a fully disclosed 
int.roducing-bmlcar-dealer and a market 
maker in eleven '88Cllrities, ceased 
operations. Aa a result of unsecured 
customer-.ccounts introdur.ed by Haas, 
Its clearing firm incurred a reduction in 
its net -capital between S15 and $20 
million 20 More recently, an introducing 
broker was involved in 11 marupulation 
scheme wherein three registered 
representatives at the introducing firm 
attempted to comer the market in a 
particular NCUrity by piecing large 
amounts of unauthorized purchases ol 
tha .security in a Dwnbtsr of L'UStwoer 
accounts. As a result llf the 
manipulation, the security rose in value, 
but trading in the MCUnty .was 
suspended after the acheme was 
discove.md JUtd ,never resumed. The 
security aerved as .maqpn for debits 
owned by customers .of the 198i1tered 
representatives and became worthless 
when trading was suspended. As a 
result of this occurreoce. the clearing 
firm incurred Joases in excess or $20 
million. The introduciQ8 firm could not 
cover losses .of this magnitude. At the 
time of the manipulation. the clearing 
firm was OWDed by another broker• 
dtialur. Main1y as a result .of the loasu 
incurred through the manipulation, the 
clearing fmn wu acquired by another 
broker dealer and then eventually 

'"Jn lmpo-11111MDCboas DD an introduCU1g firm 
for tailing lo dlsdOM IQ lu carrying firm INllerlal 
racu u to the crwilltworthln- of one of Its 
CUJtoaMa,!be Comm!Mion l'IICOfllllzad the 
potan1'41 credit 911,-,.ure of clear111t1 'fini• and 
11&tod "II Is lnMI thal hb• lntroduao« lirml bed • 
c:ontraclual obligation lo lndemn(f¥ llhe cleanna 
brourl for lo-fl-. comlderlnj llh• 
lntrodudnc llrm'wl 11118ll - capllal • • • lbere 
- 11ubl1aatial IW1haocl that .the c1...i,. 
broken would tbanulv• i...- ta bear ell or pert 
or any poleallal •-" In re Boylu. Sec:urlti• 
Exchanp Act Ml_ No 183711 at 45 n 33 Oanuary 
14, IDll2). 

""See MmecllNllt~.i,. '1-11 
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liquidated. Before the hquidatton, the 
cleanng firm cleared for 154 introducing 
brokers 

Indeed, many clearing firms require 
introducing firms to maintain net 
r.apital in exc:es11 of that required by the 
net capital rule (In addition to a clearing 
deposit) before they will transact 
business with an introducing firm. One 
firm will not clear for an introducing 
broker-dealer unless the firm has at least 
$150,000 in net capital. However, 
because industry practice is not 
uniform, weaknesses tend to develop. 
Assuming that risk-conscious clearing 
firms require their introducing firms to 
maintain the greatest amount of capital, 
the Commission is concerned that 
clearing firms that are not as sensitive 
to risk will tend to have a higher 
concentration of poorly capitalized 
introducing firms. The failure of one 
large introducing firm could weaken 
such a clearing firm, with a ripple effect 
that could expose other firms that clear 
through the same broker-dealer. If such 
a firm fails, not only will customers of 
that firm suffer, but a large number of 
market makers in lower priced 
securities might fail with it, resulting in 
significantly reduced liquidity in the 
markets for their securities. 

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

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

The Division has interpreted the net 
capital rule and Rule 15c3-3 to require 
that, for the purposes of the 
Commission's finanaal respons1b1lity 
rules and SIPC, the Introducing firm's 
customers should be treated as 
customers of the clearing firm. 21 The 
Division has also Interpreted revised 

1)aragraphs (a)(2)(i) and (a)(2)(iv) of the 
net r.apltal rule to reqmre an 
introducing firm, in order to fall under 

11 See Kett.hum Lell•. supra note 17 

the terms of paragraph (a)(2)(1v), to have 
in place a clearing agreement with a 
registered broker-dealer that states, for 
the purposes of SIP A and the 
Commission's financial responsibility 
rules, customers are cuslomers of the 
clearing, and not the introducing, firm. 
Furthermore, the clearing firm must 
issue account statements directly to 
customers. Each statement must contain 
the name and telephone number of a 
responsible Individual at the clearing 
firm whom a customer can contact with 
inquiries regarding the customer's 
account. Finally, the account statement 
must disclose that customer funds or 
securities are located at the clearing 
broker-dealer, and not the introducing 
firm. 

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

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• 
estahlished factor. However, this 
approach would require the net capital 
rule to make dozens of distinctions that 
would further complicate the regulatory 
pror...ess It is important for the net 

u Addllaonelly, In order IO 111b advani.p of the 
NmlAld 15,000 minimum - capilal requ1Nm1111I, 
iolroducina lirma will be required 10 nohfy their 
custo_. that the ftnn la prohibited from rec:.tviDI 
funds (orher than checks made out to third puties) 
or HCUrlti•. 

capital rule to be based on readily 
identifiable minimum classification 
requirements. Therefore this suggestion 
does not provide a workable altemat1\ie 
to the base requirement approach 
currently in pla~ 

It appears that the primary ob1echon 
to the proposed increases concerned the 
costs associated with raising additional 
r.apital and the impact on compeht1on 
m the industry. To assess the cost of ttie 
proposed rules, using the NASO Dale, 
the Division examined the capitalization 
ofthe 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 NASO Data does not distingun,h 
between introducing brokers that 
receive funds and securities and those 
that do not. The assumption was made 
thot all firms receive customer property 
to assess the maximum impact of the 
recommended amendments. Under this 
assumption, the calculations 
demonstrate that 919 introducing 
brokers (out of 2,301) would need total 
additional capital of $25 million to 
comply with the new $50,000 standard. 
or an average of $27,180 per firm . Based 
on an eight percent spread of cost of 
capital,u the nl!w 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 NASO member introducmg 
firms, only $304 million is accounted 
for by firms with less than $50,000 1n 

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 lhe 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 NASO, objected to the 
Commission's dassification or 
mmimum net capital levels based on thf1 
distinction between occasional and 
routine receipt of customer funds and 
secunties.24 The NASO suggested a 
reconsideration of the $100,000 category 
which would apply to those introducmg 

»For• discussion of the cOit of apaul, see 
section ZIRI Cui} Plpra 

"Th• NASO, the self•reirul•tory orwanlullon 
clwgt,d with ov._aag the bulk of tnrrocluc1ns 
111'1111 • .-,ally endorsed the new requirements 
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finm.tbat "J'outinely receive cuttomer 
funds or securities. Such intN>duciDg 
brokers would ban 1be 1ame capital 
reqwrement u lnobr·dealers that 
roceive lunda-.nd securitie1 pursuant to 
the provision, df parasraph (k)(2)(1) of 
Rule UcS-3,.f\a tbe!NASD pointed out, 
introducmg!irma could, without 
changing their capital requnement, clear 
accounta :under:tbe Ck)(2)(i) method. To 
prevent1bia, 1he NASO recommenfted 
the establlahmeot ohwo claMi.fications 
of introducing firms: A $50,000 
minimum for firms that ruce1ve 
securities and a $25,000 minimum level 
for those .that do .not. 

Tha Commiuion bellev&1 that the 
NAiD's ~ ftll)resenta a 
rea10Dable.cmnpromiae between the 
Commiuieo:S and die commentatms' 
concern reprdina.the.impact of the 
amendments on Introducing firms. 
Acco~.1be three liar approach 
that would ~ betWND 
occaaional.andmuthut reoelpt of funds 
and UC11dtles u not hehJt! adopted and 
willlte ~ted by the approach 
recomma bf lhe NASO. 

Thereloaa. .the Commission is 
adoptiDf!ilhe~ that would 
im:raase lhe, Mt .capital 
requirement of .inlrodw:i~ firms that 
receive.acuriti• to4SD.OOO. llw 
Cornmiuion ia alao!adopting,,on a 
tempolllJ')' baai&, the propoud .S5,000 
minimum .reguiramant. .Under the 
approach Mlqpted,by the Commission, 
an introducmg broker.dealer that 
recaiwsrcuatomar cbacb made p&Jable 
to Itself .would be .111b)8Cl to.a 1250.000 
minimum Del ~ital regwrement..AJi 
introducing broker-dealer that recei•• 
secunti&1 u lW'&lltU cuatomer cheob 
made payable toJta clearing firm or 
other appropriate third P6rl¼' (e,g, 
escrew 1p11t) that It promptlf forwards 
to such third perty would be subJed. ta 
a minimum 11et ag,ital requirement of 
$501000 • .An introducing hrolcer-dealer 
that noaiffl no ucudUes '8Dd cmly 
reoei"88 customer checb made payable 
to .appropriate third parties would be 
subject.to a SS.000 minimum net capital 
requiremant.,25 

1n a .aeparate release, the Commiasion 
is proposing for commefd the additional 
amendment that wowdn.iae the net 
capital ~irementa of this aecond tier 
.of .introducing finns to $25,000. The 
CommisaiOD CGmidars the increued 

requirements to be mnre flfflaonably 
related to the 18V81 of awital mieded 10 
maintain BUa:essfuily a securities 
business. 

In addition to raw04 the hue 
minimum capital 1'8(JU11'8DU1Dtl, the 
Commission's ortf:"I propoeal would 
ba¥e ,required u troducfug firm to 
maintain additional mtl:apital equal to 
one quarter of one -peroent df the 
customer debit balances introauced to 
its clearing 6nn. This regutrement wu 
designed to furthenddress'the situation 
where clearing firms have their capital 
endangered by the .failure or:financiel 
difficulty of an lntieducloa firm. The 
r.ommentators, lncludhJB ilm NASO, 
pointed out that the fl111Uinm11111t would 
be difflcult,tr, calo•lata, ud th8NfoN 
difficult ta enfarca . .Mmeovar, it would 
add varyJitfle to-Oiu:apital 
requirements of.most intraduciq:finm. 
Based on these commentll, the 
Commission 'bu clecided not to adopt 
this pro_j>Q18l. 

Tlie final mmponent of 1he original 
proposal wtth 1'llgUd to introducing 
firms was an amendment that would 
allow &mate,pmtiolpaile liD 
underwritmp iD which othar members 
of the delilar,&rOUP have firm 
commltmeutslan activity not allowed 
the current JS.ODD brobNlealer) AO Iona 
as the.lntroauoinglirm is not the 
statutory underwriter. but a marbUna 
agent with no commitmeot to purchau 
any or the aecurlties. The rule 
amendment5 mab It clear that this is a 
daaler activtt,y (that .woula ordinarily 
subject the 'firm to II minimum 
requiremeat of SlOO.OOO). but pecmlt 
introducing fimu that maintam 
minimum net Q\Plt.al ol at least .SS0.000 
to enpp in thia activity. 

In condmion, 'the Commission 
betieves it 'it improprlale to niise the 
mhrlnnmni« captta1 -n,quiraments for 
i.Dtroducing 6nm in 1ha 11111011111s 
inaicatecl. flJe Commission 'b8li8V8S the 
'fflCl'NS89 are justified because uf 1be 
large amounts -of customer DS8ts 
handled 'b_yintroducing 'firms;and the 
Impact such firms' faflU!'81 can h11Ve on 
customers and 1.he SIPC fund. 
Pernrltting undercapitalized introducing 
firms to handle, even for a miort periotl 
of lime, the assets ofitmlstors bas 
proven to 1be • ffgUllltmy problem that 
the'C'.ommillion 'believes wtn be 
allevieteH,y requirln& a greater cushion 
of ntlt capital to :insulate customers from 
1089. Finally. the Commission notes that 
it is taldng'today's action llt the nquest 
of1he NA-SO, -which ;s the-primary 
supervisory entity for the majority of the 
firms lfflilctedl,y1heincreuet, end 
S1PC. 1i&idl 18rVM u the J.nvastor'a last 
reamt .forncGY81J .ia brok41Mlealer 
faibn-. 

D. Other Brol«,r.,'Deale~ 

This section of the release will 
address the minimum net capital 
treatmnt farllill other aitesories .of 
blokeMiealen .not -.pecificalty 'Jlefemtd 
toib.va. 

(i) Mutual Fwtd Finns 

Under the Cemmi88ion's preposa1. 'the 
minimum netimpital 1'8qlli1'm09Dt 
appliamletu\lrdhr-d.len'that'lhnit 
thelr:activities to 'tftmMCtitms tn shares 
oTft!dstMeliim95tment'00mp8Dies, and 
which l'9C8t9e cuitomerfuna. or 
securities, W01dd i11CP81198 from 5'2,SOO 
to $25:00U. !Por fhoennutual funa firma 
that do nuthurale1111J1'119t'Omer fmHn 
or ll801lrities, UICI are m,t ffiTect wi,a 
orderlfirms. a ss.oeo minimum was 
propueel. The ColnndtNrien -1• aaopting 
thtl889fflendmen11J. 

The finm that c:ommenleel on the 
increase'from1he cummt S2.~oo 
minimum to $25,000 were genereny 
opposed to it. lbea&manmea ibat 
increuhag roinim11m capital 
requireD18Dl9 MIIOUl,j ,elimioete urmund 
atflle ~ in .tlut mutual JuDd 
indust:g. Howevar, the Cmnmialon 
coouden a capital nqWIIKD8Dl ar 
·$2,500 to be Far loo ...it .for a licm that 
handles fundt and securities. Moreover, 
the NASO Data doesnatinclicate1hat 
the propoNCI acnaaea weuld ..,..,. 
dramaticilffact an mlll!P8tJtion. n.e 
ll6vwoo baa caJc.....r ilMll•• tnta1 
409 msg mutml fad.firms. 195 &mt 
would reqube• .totaliol$3.miWuw en 
uaapofSU.125,eecbto:meet.abe 
$25.000 levw. l1aeee fimaa.....,.aad 
IIMmuet af~Y.Whan. Nlich 
...-nted-aalr 4.2 pm:eatrol the total 
$1.ll billiaa .in ...,...NM~ by 
all NAmmember mutuaf fund lirm1 
duriq the Jut :,aar. 
(ii) Best EffortstJndmwrlters 

Unct.tbe~nle. inmtbat. 
participale,• aaalar or.alealar, ID 
1m•wr:itiut,l'llll a '1basteffmts" basit 
ud ithat prampt1y fmwud all customer 
funds and 18CW'iti•1D.aliuuer or an 
independent 8ICl'OW aj8Dt tlas.ignatad 
for the Wlderwzitina .. .required to 
maintain minimum'Dlllapital ofmy 
$5,000. In effect, 1hae :firms are trMted 
u introducing finna.. Oum,n(}y,broker­
dealers that sell direct participation 
pmgmns in 1'881 estate syndications also 
many avail themselves oftbiutandard. 
AO long as any fuuda or l8CWities an, 
promptly forwarded loo lu\l91'-or 
esaow apnt. The 'Otjpnal p,opoea1 did 
not propoaeu inaNNia minimum 
capital requirements for thetefirms; 
rather it added a p,ovWcm which 
prohibited these lirms1&em ?9CMVing 
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any customer funds or securities. This 
aspect of the proposal is being adopted 

(iii) M1scellaneo11s Brokers 
The onglnal release did not propose 

any increases applicable to the residual 
category of broker dealers that would 
include broker-dealers that are 
tangenhally related to the Sl!Cunlles 
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 brokor-doalors with 
the Comm1ss1on 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 secur1t1es 
exchanges 

(1v) Further Proposals 
As to each of the categories of firms 

descnbed m paragraphs (i) through (iii) 
above, in a separate release, the 
Commission 1s proposing for comment 
an increase in the minimum net capital 
requirements to $10,000. 

E Phase-In Schedule 
Because of the burden that the 

amundment 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 
sugges1ed that the time penod should be 
reduced, although others recommended 
an increase in time The Commission 
has deeded to adopt a modified phase­
In penod of one year commencing six 
months from the effective date. The 
Cooimission considers this to be a fan 
period of time within which additional 
capital could be acquired, particularly 
since the proposal has been outstanding 
since 1989 The timing of the increases 
is summarized below. 
I Finns That Cony Customer Accounts 

(Asgregate Indebtedness Standard) 
1. Cumnt Rule S25,000 
b. By 6/30/93 Sl00,000 
c. By 12/31/93. $175,000 
d By 6/30/94· $250,000 

ii Fums That Elect The Alternat i e Standard 
a. Cumnt Rule Sl00,000 
b. By 6/30/93 $150,000 
~ By 12/31/93· $200,000 
d By 6/30/94 $250,000 

ill Cleanng Fmm That Do Not CenffrOlly 
MOU1tain CUstady of CUstome, Funds or 
Sacurltia 

a. Cumnt Rule $25,000 
b. By 6/31/93· SS0 000 

• 

c. By 12/31/93. $75,000 
d By 6/30/94. $100,000 

1v Mutual Fund Dealers That Receive 
Cllstomer Fund1 

a Cunent Rule S2,500 
b By 6/30/93· $10,000 
c.. By 12/31/93· $17,500 
d By 6/30/94 SZS,000 

v Mutual Fund Dealers That Do Not Receive 
Customer Funds 

a C'ulTilnl Rule $2,500 
b. By 6/30/93 SJ,300 
c. By 12/31/93. $4,100 
d By 6/30/94 SS 000 

, 1 Introducing Firms That Receive Customer 
Secunties 

a Cumnt Rule. $5,000 
b By 6/30/93 S20 000 
c. By 12/31/93. $35,000 
d By 6/30/94: SS0,000 

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

Ill. Election of the Altemative Standard 
The Commission proposed to make 

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

The Commission behe, es the 
amendment that would have pre\'ented 
the election of the alternative standard 
by firms that do not carry customer 
accounts 1s not appropnate 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 altemative.28 TI111 

Commission behaves that the $250,000 
capital requirement will pro'II 1de 
sufficient cushion to compensate for the 
additional capital that would have ooen 
required for those firms under the 
aggregate indebtedness standard. 
Indet1d, 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 

"lb• rule -c1menu ebo requin • brour­
deeler lo notify It, deslpeled -inins authority 
of ,u alectlon ta Nlect lb• altema&lw 11andvd, the 
rule previously requincl the brok•--clealer lo notify 
lb• 1ppropna1e Reponel Office of the CommlulOD. 

leverage that can be attained by trading 
firms was addressed by the 
Commission's recent adoption of a new 
early warning level under paragraph (e) 
of the net r.apital rule based on 25 
percent of haircuts. That early warning 
level change will address some of the 
Commission's concerns and constrain 
firms wath la11:e 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 I\\O 

separate methods for calculating 
haircuts related to a broker-dealer's 
equity securities positions. The method 
used by a broker-dealer depends on the 
election the broker-dealer makes with 
respe<.1 to its net capital requirement. A 
firm calculating its net capital 
requirement under the basic method 
incurs a haircut equal to 30 percent of 
the market value of the greater of its 
long or short positions, plus 15 percent 
of the lesser positions, but only to the 
extent that those positions exceed 25 
percent of the market value of the 
greater of the long or short positions In 
effect, the first 25 percent of the lesser 
position incurs no bafrcut.'7 

Under the current rule, a broker­
dealer electing the alternative method of 
computing net capital incurs a 15 
percent haircut on its long equity 
secunties 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.28 

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

Broker-dealers are not necessarily 
constrained by the abihty to finance 
their long pos1t1ons by a bank or another 
broker-dealer. For example, broker 
dealers are able to receive cash 
collateral in excess of the market value 

., For aumple PoalUon Long, Sl.000 000, Short. 
SS00.000 Haircut· Lo111, Sl00,000: Short, $37 SOO 
11 !1"- of SZ!I0,000), Tot&l.1337.5CIO. 

"Por example: PotiUon• Lona, 11.000 000. Sbor1, 
S!I00,000 Haircut 1..0D1- 1150,000; Short, S75 500 
130"- of $250,000); Tolal, S2U,IIOD. 
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ohhe long position by lending the 
security to another broker-dealer. 
Moreover, except for situation11 such as 
tender offers. the long position would 
seem to be no less volatile or damaging 
to the broker-dMler than the short 
position. 

One commentator expressed the view 
that, given the volatility of the equity 
markets, all haircuts should remain at 
JO 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 pen:ent on the 
market value of the greater or the long 
or short equity poi.ition, and a 
deduction of 15 percent on the marlcet 
\'alue of the lesser position. but only to 
the extent this ktsser position exceeds 
25 percent of the greater position.211 

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

B Undue Conc,mtration Charge 
Paragraphs (c)(2)(vi)(M) and (O(ali) 

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 (0 of the rule. There were no 
commenta on this upect of the 
proposal; therefore, the Commission is 
adopting this amendment as 
proposed.30 

n Aa propoMd, Ibis lowwed baircul would have 
bNn awulable lo 8nm on1, wbm !he, croaed die 
Sl00.000 nee CIIMIAi lhrlilllold However. the NASO 
suge,t9d diet dlil wooJd be difficult lo monltor 
BAHd DD dw -••datlon the Commwloo b 
nOI idopllna 1h11 .-dmml Tbe contractual 
mauni~ lwrcul will ~a al 30 peiaal for 
IDltJal public ofteriaD. SUDilarl1. die baircul 
uMIHd for raoemlilae aisiaa la coajunclioa wllh 
subordmal.d loaDI wtll Nmala al 30 pen:eal 

..,,. ~ ta alto nqulNd to deduct Iha 
portion of• Iona 9qU!ly MCUrill• poallloa lhat II 

C. Conrroctua/ Commitments 

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

V. Aggregate Indebtedness 
The aggregate indebtedmtSs test has 

been included in the net capital rule 
since its adoption in 1942. The term 
aggregate indebtedness includes all of 
the habahtlea and/or ohhgahons (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 babilities. In the two 
classes of ll11bilities described below, 
the Commission believes the 61/3 
percent aggregate indebtedness charge is 
not appropriate, particularly in light or 
the increases in the minimum 
requirements. Therefore, the 
Commission's proposal would have 
reduced the 6¼ percent charge to one 
percent in the two areas discussed 
below. Both of these amendments are 
being adopted u proposed. 

A Mutual Fund Payabl~s 

Currently, the net capital rule requires 
a broker-dealer that owes money to a 
mutual fund in connection with a 
purchase of shares of that fund to 
include that amount in aggregate 
indebtedness even if offset by a 
receivable from another broker-dealer 
related to that transaction.31 

Currently, the net capital rule requires 
a charge of 621:t percent on these mutual 
fund payables. The Commission's 

holda Iha! 11 larp la relation to dte lradlfll volume 
fM that MCUrity Tbis II pnerally referred 10 u the 
"blocbge lfll". 

•• Thia payable arlla out of a purchase of shares 
by the brobr-dNl9r cluecd1 from die fund fM 
aaOlher blObr-deal• (preswnablJ for the otbar 
brobr-daller'a ~ The firtl broker-deal. 
OWN mooe, lo Iha lwld MCUNd by Iha lavestlnenl 
compaa1 sham. The NCOlld brok•-deal• OWN 
moae, to Iha llnt brour.-ler The debt on lhe 
flnt bnlkar-daaler'1 boob II of&« by a NCel.-able 
from die _.. broliar-daalar. clauified ..,_.ity 
u • fall to dell.,.. That -.wable II also IIICUf8d 
by die mutual fund llbanl, llac:e dellvwy of the 
lherN wtn no1 occur until.,.,._, of lhe 
obUptloa by the sacond brobr-dealttr 

proposal would lower this deduction to 
one percent of the liability amount 
when an offset from the mutual fund 
exists Other than the request for 
clarifkation discussed in the following 
paragraph. the Commission received no 
comments on this amendment. and is 
adopting at 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 
agKregate indebtedness exclusion when 
the narratave description or the rule 
change in the proposing release 
descnbed a one percent aggregate 
indebtedness charge. The answer is thnt 
61/, percent of .15 (remaining after .85 
is deducted from one) gives the same 
result as one percent of one. The 
method chosen for reduang the charge 
wes designed for consistency with the 
present status of the rule 

8 . 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 
andebtedness even If the securities that 
were loaned were borrowed from 
another brolcer-dealer 32 The current 
rule requires a 61/, percent charge on 
these items. As with mutual fund 
receivables, the Commission's proposal 
would reduce this charge to one 
percent. 

Given the matched nature of these 
related payables and receivables, the 
Commission does not believe that the 
risk merits a charge or 61/:i percent on 
the dollar amount of the liability; 
therefore, the Commission is adopting 
the amendment as proposed 

VI. Technical Amendments 
Because or the amendments to the 

minimum net capital requirements and 
equity securities haircuts, the 
Commission ls merging paragraph (0 
into paragraph (a) of the rule. As a 
result. the rule amendments include 
several technical changes to the rule 

u When one llfobr-dealer lends MCUnh• lo 
another broker-deal•. Iha lending broker-dealer 
11111..tly 1'11C81,... cah c:ollalenl la exceas or the 
value of lhe aac:untla 1ml For flnancW 1tatemeru 
purposes. the lendiag broker-dealer accounts for th., 
cub collataral u a liabihly, linai lhal brokttr-dealer 
mllll repay the fuada to the bonow1ng brolter•dealflf 
upon Nlwn of the IIIIC8riliel 

Much of die ltod. lent by broker-dealers 10 other 
broker-deal .. 11 borrow9d from a third broker­
daalar M olbar .,._. If a broker-dealer borrows 
IIOdt 11uoup • ,tock loan tramacuon collater~hzed 
by cash, die barrowuis broker-dealer accounts for 
the collalenl ill Ila flDendel lltalamenll u a 
receivable from Iha hmdla1 penon 
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PART 24o-GENERAL RULES AND 
REGULATIONS, SECORfTIES 
EXCHANGE ACT OF 1934 

2 St-t:tl n 240 15<..3 1 l ded by 
mo~ 1 g paragraph (0. remo ng tho 

word "and" from paragraph (r:)(l)(xu) 
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sponsor, or other distributor of 
secunues A broker or dealer shall be 
deemed to hold securities for, or to carry 
customer or broker or dealer accounts. 
and hold secunties of, those persons if 
It does not promptly forward or 
promptly deh\er all of the secuntles of 
customers or of other broL:fus or dealers 
received by the firm in connection with 
its activities as a broker or dealer A 
broker or dealer, without comp I) Ing 
with this paragraph (a)(2)(1), may 
receive securities only If Its activltlM 
conform 111o1th 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 

(i1) A broker or dealer that is exempt 
from the provlSlons of S 240.lScl-'3 
pursuant to paragraph (k)(2)(1) thereof 
shall maintain net capital of not less 
than $100,000. 

Dealers 

(iii) A dealer shall maintain net 
capital of not less than $100,000 For the 
purposes of this section, the term 

dealer" includes: 
(Al Any broker or dealer that endorsos 

or writes options otherwise than on a 
registered national securities exchange 
or a facility of a registered national 
securities association; and 

(Bl Any broker or dealer that effects 
more than ten transactions 10 any one 
calendar ]Utar for its own investment 
aGCOunt. This section shall not apply to 
those persons engaging in activities 
described in paragraphs (al(2)(v), 
(a){2){vi) or (a)(8) of this section, or to 
those persons whose underwriting 
activities are limited solely to acting as 
underwriters In best efforts or all or 
none underwritings in conformity with 
paragraph (b)(2) of S 240.15c2-4, so long 
as those persons engage in no other 
dealer activities 

Brokers or Dealers That Introduce 
Customer Accounts And Recefr'e 
Securities 

(1v) A broker or dealer shall mamtain 
net capital of not less than $50,000 Jf it 
introduces transactions and accounts of 
customers or other brokers or dealers to 
another registered broker or dealer that 
carries such accounts on a fully 
disclosed basis, ond 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 

purr.ha58 of shaNIS reletAd to that 
underwntmg. 

Brokers or Dealers 1-:ngaged in the Sale 
of Redeemable Shares of Registered 
fnvestment Companies and Certain 
Other Share Accounts 

(v) A broker or dealer shall uuuntam 
net capital of not less than $25,000 1f 1t 
acts as a broker or dealer with respect 
to the purchase. sale and redemption of 
redeemable shares or registered 
mvestment companies or of interests or 
partlc1pattons in an insurance company 
separate accow1t directly from or to tht1 
issuer on other than a subscription Y.ay 
basis A broker or dealer orerating 
under this section may sel secunhes for 
the account of a customer to obtam 
funds for the immediate reinvestment in 
redeemable securities of registered 
investment companies. A broker or 
dealer operating under this paragraph 
{a)(2)(v) must promptly transmit all 
funds and promptly deliver ell 
securities received in connection with 
its activiU8$ 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 

sacurity in Y.h1ch it makes a market has 
a market value of $5 or less. in which 
event the amount or net capital shall btt 
not less than Sl,000 for each such 
security) based on the average number 
of such markets made by such broker or 
dealer dunng the 30 days Immediately 
preceding the computation date. Under 
no circumstances shall It have net 
capital less than that required h} the 
pro\'lsions of paragraph (a} of this 
section. or be required to mamtam net 
capital of more than $1,000,000 unless 
required by paragraph (a) of this section 

(5) (Reserved). 

Market Makers. Spec1al1sts and Certmn 
Othf'r Dealers 

(6)(1) A dealer who meets the 
conditions of paragraph (a)(6)(ii} of this 
section may elect to operate under this 
paragraph (al(6) and thereby not apply. 
except to the extent required by this 
paragraph (aJ(R), the provi11ions of 
paragraphs (c)(2)(vi) or Appendix A 
(S 240.15c3-1a} of this section to market 
maker and specialist trRnsactions and, 
in lieu thereof. apply thereto the 
pro\'lsions of paragraph (al(6)(iii) of this 
sect.ion. 

(v1) A broker or dealer that does not Self-Clearins Options Special,st:; 
receive, directly or indirectly, or hold (7)(i) A dealer who meets the 
funds or securities for, or owe funds or conditions of paragraph (a)(7)(il) of this 
securities to. customers and does not section may elect to operate under this 
carry accounts of. or for, customers and paragraph (a)(7) and thereby not apply. 
does not engage in any of the activities except to the extent required by this 
descn'btld in paragraphs (a)(2) (i) paragraph (a)(7). the provisions of 
through (vi of this section shall paragraphs (c)(2)(v1), (c)(2)(xl. and 
maintain net capital of not less than (c)(2)(Xl) of this section or Appendix A 
$5,000. A broker or dealer operating (§ 240.lScJ-la) to this section and, in 
under this paragraph may engage in the lieu thereof. apply the provisions of 
follo\\'lng dealer activities without being paragraph (al(7){iii) of this section. 
subject to the requirements of paragraph • • • 
(a)(2)(iii) of this section: 

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

(BJ 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 port10n thereof, "l"hich 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)(8J 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 

Certain Additional Capital 
Requirements for Brokers or Dealers 
Engaging ,n Rever..e Repurchase 
Agreements 

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

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

(ii) The excess of the market value of 
secunties issued or guaranteed as to 
pnnc1pal or interest by an agency of the 
United States or mortgage related 
securities u defined In section 3{a)(41} 
of the Act subject to reverse repurchase 
agreements with any one party over 110 



58- Faunl ...... / Vol. 57, No. 232 / Wednesday, December Z, 1992 / Rules and Regulation• 

paomt of the contract pricea (including 
accrued interest) for NVerN repurcbue 
~ta whh that party; and 

(ih) The exceN of tie market value of 
other securitiee subject to revene 
repurcbue agnementa with any one 
party over 120 percent of the contrect 
prices (Including eccrued lntsut) for 
reverse repurchase agreements with that 
party. 

• • 
le)• • • 
(1) ••• 

• • 

Exclusions From Aggregate 
Indebtedness 

(xlll) Deferred tax tlablHties; 
(xiv) Eighty-five percent of amounts 

payable to a registered inveetmeot 
company related to fail to deliver 
receivables of the NIM quantity arisin8 
out of pun:h-of shares of thON 
registered lnwatment com~; and 

(xv) Eighty•&,,. percent of emounta 
payable apinat 98CUritiea loaned for 
which the brobr or dealer bu 
receivables relatad to 18CUritiee of the 
same c1 .. and baue and quantity that 
are sacuritt. bca:owed by the brok• m 
dealer. 

Net Capital 
(2) • • • 
h) • • • 
IC) • • • 
( J) The 8(18J9ple amount resulting 

from applying to the amount of the 
deductiona compuled in accordance 
with parapapb (c)(~Yi) of tbi1 aection 
and Appendices A and B. § 240.15d-la 
and 240.1~1b, the appropriate 
Federal and Slate tu rate(s) applicable 
to any umealiaed pin on the Ml8t on 
whu:h the deduction w• computed; 

• • 
(iv)(A) • 

• 
• • 

0:rtom Unsecured ond Partly Secunrd 
Receivables 

(B) All unsecured advances and loau: 
de6cits in customers' and non­
customera' unl8CW9d end partly 
secured notea; deflcita in apeclal 
omnibus aca>unts maintained m 
compliance with the requirements of 12 
CFR 220.10 of Regulation T under the 
Securities ExchantJe Act of 1934, or 
fiinular accounts canied on behalf of 
another broker or dealer, after 
application of call, for margm, marks to 
the market or other required d11J>(IQll 
that are outstanding 5 businelA day1 or 
less, deficits in customers' and non 
customers' umecured and partly 
&eCllNld aa:ouota after application of 
calla for maram, marb to the market or 
other required deposits thel ue 
outat•ncbng ' blaai.,.., ._,. or leu. 
ncapl deficits iD caah aa:ouota u 

defined in ta CFJl 220.8 of Regulation 
T under the Securities Excbaap Act of 
1934 for which not more than one 
extension respecting a specified 
securities transaction has been 
requested and granted, and deducting 
for securities carried in any of such 
accounts the peramla8fl specified in 
paragraph (c)(2)(Yi) of this section or 
Appendix A (§240.15c3-la); tba market 
value of .aock loaned in tm::MI of the 
value of any collateral NC8i119d tbanfor; 
receivables arising out of free shipment. 
of NCUrities (other than mutual fund 
redemptions) m exceu of S5.000 per 
shipment and all free shipments (other 
than mutual fund redemptions) 
outstandiDK more than 7 buslneu days. 
and mutuef fund Ndemptions 
outstanding more than 18 business days; 
any collateral defideociel in l8CW'8cl 
demand not• as defined in Appendix D 
(§ 240.l~ld); 
• • • • 

(F) • • • 
(3)(i)(A) • • • 

• 

(B) The nt:8SIJ of the iif!8iegate 
repwch ... egn,ement deficits with any 
one party M• 25 percent ol the broker 
or dealer's net capital before the 
application of paragraph (c)(2)M) of this 
section (lass any deduction taken with 
respect to repurchase agreements wttb 
that party under paragraph 
(c)(2)(iv)fF)(3)(,1(A) of this section) or, If 
gJ'Nter: 

(C) The exOBIS of the aggregate 
repurchase agreement deficits over 300 
percent of the broker's or dealer's net 
capital before the appUcatlon of 
paragraph (c)(2)(vi) of this 18dion. 
• • • • • 
Securities Haircuts 

fvi} Deducting the percentages 
specified ln paragraphs (c)(Z)(vi) (A) 
thl'OUjb (M) of this section (or the 
deductions presaibed for securities 
positions set forth in Appendbc A 
( § 240.15c3-1a) of the market value of 
all securitin. money market 
instruments or optiona ln the 
propnetary or other aa:ounts of the 
brw.er or dealer. 

(A) (4) * • • 
(5) In the case of a Government 

secunlial dealer that reporu to thlt 
Federal Reserve System. that transacts 
business directly with the Federal 
R11sorvo System, and that maintlllDS at 
all times a minimum net capital of at 
Jeest $50,000,000, before •pt,tication of 
the deductiODI provided for in 
paragraph (c)(2.)(vi) of thia aec:ticm, the 
deduction for a 18CUrity iaaued or 
guarmteed • to principal or int.wt. by 
the United Stelaa or •J apocy thereof 
shall be 75 ,-.:eot of the dedndi<DI 

otherwise mmputed under paragraph 
(c)(2)(Yi)(A) of this section. 
• • • • 

(1) IReeerved). 

All Other SecuntJes 

0) In the cue or all secunties or 
evidences of indebtednesa, except thoee 
dacribed in Appendix A,§ 240.1~ 
ta, which are not included lo any oftbe 
percentage categoriea enumented in 
paragraphs (c)(2.)(Yi) (A) through (H) of 
this section or paragraph (c)(2)(Vl)(K}(h) 
of this section, the deduction shall be 15 
percent of the lllllrket value of the 
grmt• of the loDR or short pOS1tiom and 
to the extent the market value of the 
lesser of the long or abort positions 
exceeds 25 peramt of the market value 
of the greater of the long or short 
positions. the percent9 deduction OD 

such acesa ahall be 15 percent of the 
market value of such excesa. No 
deduction need be made in the case of: 

(1) s= that Is convertible fnto 
or ex for anoths security 
within a period of 90 days. subject to no 
conditions other tba the paym•t of 
money, and the other aecurlties into 
which such security is convertible or for 
which it i1 ucbanaeeble, are abort in 
the accounta of lldl broks or deeler: or 

(2) A INICUrity that bas hem called for 
redemption and that is redeemable 
within 90 days. 
• • • • • 
Undue Concentrotion 

(M)(J) In the caee of roooey marbt 
instrumnta. or NCUritin of a single 
chm or 98ries of U1 ia1•. including 
any option written, eadoned or beld to 
pwcbue or sell IKUritiee of such e 
single clau or aeries of UI iuu• (other 
than "exempted securities" and 
redeemable NCUritl• of an Investment 
company f9818'•red pursuant to lbe 
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 
propnelary or oths accounts of a broker 
or dealer, including NCUrities that are 
collateral to NCW'9d demand notes 
defined in Appendix D, §240.lSd-td, 
and that bllYlt • market value of more 
than 10 percent of the ''net capital' of 
a broker or dealer before the application 
of paragniph (c)(Z)(vi) of' this section or 
Appendix A, §240 15c3-1a, there shall 
be an addit1ooal deduction from net 
worth andlorthe Collateral Value for 
securities coUateraliung • secwed 
demand note defined in Appendix D, 
!i 240 t~ld. equal to 50 pmamt of 
the peraotap deduction otherwise 
pnmded by this per•greph lc)(Z)(vi) of 
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this se<.1lon or Appendix A, S 240 1Sc3-
la, on that portion or the se<.-urities 
position in excess of 10 pttn:ent of the 
"net capital" of the broker or dealer 
lmfore tho application of paragraph 
(c)(2](v1] of this SAr.lion and Appendix 
A,§ 240.1Sc3-la In the case of 
securltlr.s described in paragmph 
(l ](2)(vi)O), the additional deduction 
required by this paragraph (c}(:?}(vil(MJ 
shnll be 15 percent. 

(2) This parag,apb lc)(Z)(vi)(M) shall 
apply notwithstanding any long or short 
position exmnption provided for in 
paragraph (c){2)(vi){J) of this aection 
(ttxcept for long or short poeition 
exemptions arising out of the first 
proviso to paragraph (c)(2)(vi)IJ)) and 
the deduction on any such exempted 
position shall be 15 percent of that 
portion of the snr..uritias posi.lion in 
excess of 10 percent of the broker or 
doaler's net capital before the 
application of panigreph (c)(2J(vi) of this 
section and Appendix A,§ 240.15c3-1a. 

(3) Th.is paragraph lr.)12)(vi)(M) shall 
be apphed to 1111 blsue of equity 
securities only on the market value of 
such ser.urit1i,5 in i,xcess of $10,000 or 
the market value of 500 shares, 
whichever is greeter, or $25,000 in the 
case of a debt security. 

(4) This paragraph (c)(2J(yi}(M) will 
be applied to an isllUO of municipal 
securities having the same security 
pro\·isions, date of issue, intel'8St rate, 
day, month and yeer of maturity only if 
such secunties have a market YBlue in 
excess of $500,000 in bonds (SS,000,000 
in notes) or 10 percent of tentati•e net 
capital, whichttYer is greater, and are 
held in position longer then 20 busill&.';5 
days from the de1e the securities are 
received by the syndicate manager from 
the issuer. 

(5) Any ~pednlist that is suhjer.t to a 
d1.1ductlon required by this paragraph 
(c)(2](vi)(MJ, respecting its specialty 
stoc.lc, that can demonstrate k> the 
satisfaction of the Examining Authoctty 
for such broker or dealer that them, is 
sufficient liqu1rllty for such specinlist's 
specialty staclc and that such deduction 
need not be applied In the public 
interest for the protection of investors. 
may upon a proper showing to such 
F..xamining Authority have surh undoo 
c.om:cntration deduction appropriately 
decreased, but in no case shall the 
dedUdion prescnbed in paragraph 
(c)(2)(vi}U) of tb1a i;ection above be 
reduced Each such Examining 
Authont) shall mak11 and presanre for a 
penod of not less than 3 years a record 
of ear.h application granted pursuant to 
this paragntph (c)(2)(vi)(M){5), whlcb 
shall contain a 5Wllmary of the 

justification fm, the granting of tha 
application. 

• • 
Oprn Contractual Commitments 

(vHl) Deducthig. in tbs case of a 
hrokur or dealer that has open 
contractual commitments (olber than 
those option positions ,iubject to 
Appendix A, §240.15c3-la), Ule 
respective dedoc.tions as spt1qfiod in 
pnragraph (c)(2)(vi) of this section or 
Apptmdix H, § 240.15c:3-th, from the 
value (which shall be lhe market value 
whenever there is • market) of each net 
long and each net short position 
contemplated by any open cont.Jectual 
commitment in the proprietary or other 
accounts of the broker at dNler. 

lA) The deduction for contraaual 
com1D1tmenls in those socuritles that are 
treated in peragraph (c)t2)lvi)U) of this 
sor:hon shall be 30 peramt unless the 
class and issue of the 1N1CUrities subject 
to the opea contractual C011Urutmenl 
d0cruction are listed for trading on a 
11atiu11al sen1rities exch1mge or are 
designated as NASDAQ Notional Morket 
System Securities. • 

(Bl A broker or dealer that maintains 
in excltSS of S250,000 of net capital may 
add back to aet worth up to S150,000 of 
any deductioo computed under this 
para8"'JJh (c)l2)fviH)(B). 

tel The deduction with respect to any 
single commitment shall be reduced by 
the unrealized profit iD such 
commitment, in an amount not greeter 
than the deduction provided for by this 
paragraph (or increased by the 
unrealized loss), in such commitment, 
and in no event shall an unrealized 
profit on any closed transactions operate 
to increase net capital. 

(ix) Deductins fmm the contract value 
of each failed to deliver contract that is 
outstanding 6ve business davs or longer 
(21 business days ur longer in the C88'I 

of munkipal securities) the percent&gi!s 
ofthe market value of the undeJlying 
security that would be required by 
application of the "1duction required by 
paragraph (c.:)(2)(vi) of this section. Such 
dedui:tion, however, shall be inueasod 
by any excess of the contract price of tho 
fnilPd to de]h·er contract over the 
market \'alue of the undml}-ing sacur ty 
or reduced by any excess of the market 
value or the underlying M1Curity over the 
contract value of the !ailed to dell\-er 
contract. but not to exceed the nmount 
of sudl deduction The designated 
e.xamming 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 
exte.nsiou is wa1T&11led. The designated 
Pxaminins authority upon e piration of 

the extension may 11xtend for one 
additional period of up to 5 business 
days. any period herein specified when 
it ts satisfied thnt tho exten!,"lll is 
warranted. 

(x)(A) • • • 

(2) In the case of a bona fide hedged 
position as defined in this paragraph 
(c:)(2)(xl(C) involving a long position in 
a security, other than an option, and a 
short po:1ition in a call option, the 
deduction shall be 15 pen.'1tllt lm StJch 
other pArcentaRe required by paragntphs 
(c;l(2)(vi) (A) through (K) of this section) 
uf the marktit value of tho long position 
reduced by any excess of the market 
value of the long position over the 
exerc;ise value of the short option 
position. In no event shall such 
reduction operate to increastt nut 
capital. 

(3) In the c.ase of a bona fide hedgtid 
position as defined ln this paragraph 
(c}(2)(x)(C) involving a short position m 
a sn<:nrity, oth0r than an optiao, and a 
long position in a call option, the 
deduction shall he the lesser of 15 
perr.ent of the market value of the short 
pusition or thfl amount hy which the 
exercise value of the long 11pti1111 
position exceeds the market value of the 
short position; however, if the exercise 
value of the long option position does 
not exc89d the market value of the short 
position, no deduction shafl 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 othu than an option. and a 
short position iu a put option, the 
deduction shall be 15 percent (or such 
othtu percentaga required by paragraphs 
(,.)(2)(vi) (A) through (K) of this 981"'--tioo) 
of the market value of the short secunty 
position reduced by any excess of the 
exercise valLHt of the short option 
position over the market value of thu 
short security position. No such 
reduL1ion shall operate to increast1 nl!t 
capital 

(5) In the r.llffl of a hnna fide hedged 
position as defined fn this p11ragraph 
(cl(2)(x){C) inYOlving a long pm1t1on In 
a 5ecurity, 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 kmg 
security position or the amount by 
which the mark.et value of such long 
security position exceeds t~ exercise 
value of the long option position. If the 
market value of the long ser.urlty 
position does not exceed the exercise 
value of the long option position no 
t!Rrluction shart be applied. 
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Promptly Tmnsmit and Deliver 
(91 A broknr or denier is deemed to 

'promptly transmit" all funds and to 
"promptly deliver" all securities within 
the meaning of paragraphs (e)(2J(il encl 
(a)(2l(vl of this section wh0re such 
transmission or delivery is made no 
later than noon of the next business cln} 
ofter the receipt nf such funds or 
secuntaes: provided. however. that such 
prompt transmission or delivery shall 
not be niquired to be effected prior to 
the Sttttlement date for such transaction 

Promptly Forward 
(10) A broker or dealer is d1wmed to 

.. promptly forward" funds or securitie-. 
within the meaning of paragraph 
(a)(2)(il of this section only when sud! 
forwarding occurs no later than noon of 
the neKt business day following receipt 
of such funds or securltlflS 

• • • • 
J. § 240. t5c3-la is amended by 

rev1sang paragraphs (c)(t) through (cl(SJ. 
(c)(7). (ct(9I end (cl(t0I to read 85 

follows. 

f240.1Sc3-1e Optlone (App9nell• A to 17 
CFR 240.1Sc3-1._ 

(cl • • • 

UncoH•red Calls 
(11 \Vhere • broker or dealer is short 

a call. deducting. after the adjustment 
provided for in paragraph (bJ of this 
Appendix A. 15 percent (or such other 
percentage requiMd by paragraphs 
(c)(2Jhil (Al through (K) of§ 240. lSc.1-
1) of lhe current market value of the 
secunty underlying such option 
reduced by any excess of the exercise 
value of the call over the current market 
value of the underlying security. In no 
e\ent shall the deduction provided bv 
this paragraph be less than $250 for 
each option contract for 100 shares. 

t.:11COl'ered Puts 
(21 Where a broker or dealer is short 

a put, deducting. after the adjustment 
provided for in paragraph (b) of tlus 
Appendix A, 15 percent (or such other 
percentage required by paragraphs 
(cl(2J(vt) (Al through (Kl of§ 240 15cJ-
1 I of the current market value of the 
security underlying the option reduced 
by any excess of the market vnlue of the 
underlying security over the ex11n:1se 
value of the put. In no event shall the 
deduction provided by thas paragraph 
be less than $250 for each optaon 
r:ontr,u:t for 100 shares 

Colered Calls 
(3) Where a broker or dealer is short 

a call and long equivalent units of the 
underl)ing security, deducting. after the 

adjustments provided for in paragraph 
(b) of this Appendix A. 15 percent (or 
such other percentage required by 
paragraphs (c)(2)(vi) (A) through (Kl of 
§ 240.15c3-1) of the current market 
,•alue of the underlying security reduced 
by any excess of the current market 
value of the underlying security o,er the 
exercise value of the call. No reduction 
under thi9"paragraph shell hava thtt 
effect of increasing net capital 

or exceeds the market value of 
equivalent units of the long securit} 
position. no percentaRe deduction shnll 
he applied 

(10) \\'here a broker or dealer 1s shon 
a security for which he is olc;o long a 
listed call (surh broker or dealer mo} 111 

addition he short a put). dedur ting, after 
the ad1ustments prO\ ided in parogr.iph 
(bl of thts Append ax A, 15 pen.-ent of the 
market value of the short secunt} 

Covered Put:. position not to exceed the amount b) 
(4) Where a broker or dealer is short which the exercise value of 1h11 luni,: Ldll 

8 
put and short equivalent units of the exceeds the market valu11 of equivalent 
d I • ri ded · ft h units of the short security position If 

un er ying secu ty. ucting. 8 er I e the exercise value of the call is lec;s than 
adjustment provided for in paragraph 
(bl of this Appendix A. 15 percent (or or equal to the market value of 
such other percentage requimcl hy equivalent units of the short securit) 
paragraphs (cl(2J(vi) (A) through (Kl of posillon no parcentage deduction shnll 
§ 240.t5c3-1) of the current market be applied 
value of the underlying security redur:ttd • 
by any excess of the exercise value of 4 § 240 tSc.3-lc as amanded by 
the put over the market value or the revising paragraph (bl( 11, to read os 
underlying security. No such reduction follows: 
shall have the effect of increasinR net 
capital. 

Convt1rs1on Accounts 
(51 Where• broker or dealer is long 

equivalent units of the underlying 
security. long en unlisted put writt11n 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)(vil (Al 
1hrough (Kl of§240.15c3-1) of the 
current market value of the underlying 
security. 

Long Ol•er-the-Counter Option:. 
(7) Where a broker or dealer 1s long 

an unlisted put or call endorsed or 
written by a broker or dealer. deductmg 
ts percent (or such other percentage 
required by paragraphs (c)(2)(vi) (Al 
through (K) of S 240.15c3-1) of the 
market value of the un~rlylng security, 
not to exceed any v ue attributed to 
such option m paragraph (c)(2l(tl of 
S 240 15c3-1. 

Cet1a,n Secunty Posrtwm \\'1th 
Off setting Options 

(~I Where a broker or daaler 1s long 
a secunty for which 1t 1s also long a 
lasted put (such broker or dealer may in 
addition be short a call). deducting. after 
the ad1ustment11 provided m paragrarh 
(b) of this Appendix A. 15 percent o the 
market value of the long security 
position not to exceed the amount by 
which the market ~alue of equivalent 
units of lhe long security position 
exceeds the exercise value of the put. If 
the exercise value of the put 1s equal to 

t240.1Sc3-1c Caneolidllted Computation• 
of Net Cepltal end AggNpte lndebtedneaa 
for Cer1eln Sub8ldleriN end AfflliatH 
(AppendlxC lo 17 CFR 240.15c3-1}. 

Required Counsel Opinion~ 

(bJ(lJ If the consolidation, provided 
for in paragraph (a) of this section. of 
any such subsidiary or affiliate result!I 
in the increase of the broker's or 
dealers's net capital and/or the dec.nlB~ 
of the broker's or dealer's minimum net 
r.apital requirement under paragraph (RI 
of§ 240.lScJ-t and an opinion of 
counsel described in paragraph (b)(2) of 
this section has not been obtained, sue h 
benefits shall not be recognlwd in the 
broker's or dealer's computotion 
required by this section 

• 
5. § 240.15c3-ld 1samended by 

revising paragraphs (a)(2)(iil). (b)l6)(111J. 
(b)(7), (b)(8J, (b)(t0)(il)(BI, (c)(2), 
(c)(5J(i). and (c)(Sl(li)(Al to read ac; 
follows· 

t 240.1 Sc3-1 d Satisfactory Subordination 
AgrMmenta (Append!• D to 17 CFA 
240.15c3-1). 

(al(21 • • • 
(aii) 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)(2J(vl) of S 240.15c3-t except for 
paragraph (c)(2)(\'i)UJ. In lieu of the 
deduction under (c)(2)(vi)U). the broicer 
or dealer shall reduce the market value 
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of t s ~ pledgt,d to secwe Iba 
ec red d mand note by 30 perce t . . . . 

'lo\ 

ered 
nmr t7p ll 

of th req to be segreg t d 
p r tot Comm y Ex Di_B 
Act 11nd th regulat1 ns t 11n1und r Oess 
th m rlret va e of commodity opt10ns 
purdi sed by op 100 customers bject 
to the rules or a contract market eech 
such doouction BOC to exceed the 
a ou1 t of funds In tit. op on 
customer's account). if grmtm No single 
secur d demand note shall be p 1tfed 
to be redw;ed by more than 15 pe•amt 
of its origmat pnncfpa! amou t IUld 
ofter such reduction no exce s col attiral 

ay be w.ithdmwn No Examining 
Authority shall CGll9alll to a redl1 o of 
lhe principal amount of a secured 
demand note if after givlllg effect to 
5"'11 reduction nvt capital wou d be 
less tbaa 120 percent of th• mini mum 
dollar amount rmpuNd by 240 15c3-J 

Pero11ss,Vf! ~pnent$ 
(7) A broker or dealar at ita opuon but 

not et the ophon of the lend r may if 
tha subordination agreement so 
provides make a Payment ofall a y 
portion or the Payment Of>Hgation 
there pnor k> the schea 
mehmt date of such Payment 
Obhga n (hereinafter :referred I as a 
"Prep yment' ), but m DO event any 
Prepayment be made before the 
e,rp ration of one year from the 

h subordination 18J118mt!Dt became 
ef ectiTit This ftllltrid1on sha I not apply 
to temporary suhardmau n agreement 
that a,rnply with the p °" a of 
paragra hf• ) of 111. s A x O No 
Prepa) me t shall be made 1f a er 
gh: ng effect tharet (and to all 
Payrneata of Payment Obliga&ianS under 
any other subord nated agl'fflDlllltS dlen 
outstanclmg tl:ia matwity or accalaratad 
maturities of which a19 acbeduled to fall 
due with n su montba de, the date 

( 0) ) • • • 
(BJ Th 

bro , r or d 
of its mit api I or In the case of a 
bro er or deal r t at has lected to 
operate under paragraph a) 1} 1) of 
S 240 15c3 1 its net cap tal comp ted 
m accordance therewith as less tho 2 
percent of its aggnigate deb1t it ms 
computed 1 accordance with 
§ 240 15c3 Ja or If registered a a 
futures comm ssion merchant, 4 pe!O!nt 
of th funds requir d to be segregated 
pur.mant to the Commodity Excha e 
Act and the regulations thereund (Jess 
the market value of co modity options 
pun:hasod by option customers on or 
subject to the rules or a contract market. 
•ch such ded ction not to exceed the 
amount of fluids In the option 
customer's account), if greater, 
throughout a period of 15 consecut ve 
business da)'S. commencing on the day 
the broker or dealer fiISt determines aud 
notifies th,t Examining Authfldty for the 
broker or daalar, or tlLe Examiuiug 
Authonty or the Commission first 
determines and notiftea the broker or 
dealer of such £act, 
• • • • 
Ir.)*** 

Not1c of Matunry or A e/eroted 
Matunty 

(2) Every broker or dealer sha I 
immediately n tify the E»amln · 
Authonty for such broker or dealer f 
after g v g effect to all Pay1mmts o 
P yment Oh~aUons under 
subordination agreements UM 
ou tending thai ant thea due or mature 
withm tba i lo gab. months w I 
iwi oce t an projected profit or I 
of the brok r or dealer either the 
agg,vgate debted.ness of the brok or 
deale.r would e,icaed c:r:rcent of1t» 
ner capital or ilS net we.Id be 
leas than 120 peramt oft.be minim m 
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dollar amount required by S 240.15c3-l. 
or. in the case of a brol..er or dealer 
operating fursuant to paragraph 
( )(1)(11) o § 240 lScl-1, Its net capitol 
,rn !Id be luss than 5 percent of 
ggregate debit items computed m 

accordance with§ 240 J5r::1-3a, or, ,r 
registered as a futures c-.ommission 
1mm.hant. 6 percent of the funds 
required to be segregated pursuant to 
the Commodity Exchange AL1. and the 
r gul tions thereunder (less the market 
\ I e of commodity options purchased 
b pt1on customers on or subject to the 
rule of a contract market, each such 
deducuon not to exceed the amount of 
f d m the option customer's account), 
,f gre ter or le s than 120 percent ofthe 
m mmum dollar amount required h\ 
p 1ph (al(ll(iil of§ 240 1Sc.1-l 

T mp mry and Rel'Ol\·mg 
Suhordlnat10n AgrePrmml:; 

(51(1) For the purpose of enabhni,: a 
broker or dealer to participate as an 
under~ nter of securities or other 
extraordinary activities in compliance 
'"th the net capital reqmrements of 
§ 240 15c3-1, a broler or dealer shall be 
permitted. on no more thnn three 
oc as1ons in any 12 month period. to 
enter 11110 a subordination agreement on 
a temporary basis that has a stated term 
or no more than 4'i days from the dat11 
such subordination agreement became 
effect ve. This temporary relief shall not 
apply to a broker or dealer if, et such 
llmtt, It is subJect to any of the reporting 
pro\ stonsof§24017a-11,irrespecthe 
of its compliance with surh provu;iuns 
or 1f immediately prior to entering into 
uch subordination agreement, either 
(Al The aggregate indebtedness of the 

broker or dealer exceeds 1000 percent of 
Its net capital or Its net capital is less 
then 120 percent of the minimum dollar 
amount required by §240.15c3-1. or 

lB) In the case of a broker or dealer 
operating yursuant to paragraph 
(el(tl(1I) o § 240.15c3-1, its net capital 
ts less than 5 percent of aggregate debits 
computed in accordance with 
~ 240 1Sc3-1, or, if registered as a 
f 1tures commission merchant. less than 
7 percent of the funds required to be 
segregated pursuant to tho Commodit} 
Exchange Act .ind the regulations 
thereunder (less the market value of 
commodity options purchased by option 
customers on or sub1ect to the rules of 
a contract market, each such deduc.11on 
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 
(al(l)(it) of this section, or 

(CJ The amount of Its then 
outstanding subordination agreements 

exceeds the limits specified in 
paragraph (dl of§ 240 1Sc3-1. Such 
temporary subordination agreement 
shall be subject to all other prov1s1ons 
of this Appendix D 

(u) • • • 
(Al After gmng effect thereto (and to 

all Pa}ments of Payment Obhgat1ons 
under any other subordinated 
agreements then outstanding. tho 
maturity or accelerated matunties or 
wh ch are scheduled to foll due~ 1thm 
six months after the date such 
pNpa}ment 1s to occur pursuant to this 
prov1s1on or on or pnor to the date on 
"htch the Pa} ment Obligation m 
respect of such prepayment is 
s heduled to mature dlsregard111g tins 
prov1s1on, whichever date is earlier) 
\\ 1thout reference to any pro1ected profit 
or loss of the broker or dealer. either 
aggregate indebtedness of the broker or 
dealer would exceed 900 percent of 1ts 
net capital or its net capital would be 
less than 200 percent of the minimum 
dollar amount required by § 240.15c3-l 
or, m the case of a broker or dealer 
operaung pursuant to paragraph 
(11)(1)(11) of§ 240 15c3-1. its net capital 
would be less than 6 percent of 
aggregate debit items computed in 
accordance with§ 240 15c3-3a. or. if 
registered as a futures commission 
merchant, 10 percent of the funds 
required to be segregated pursuant to 
the Commodity Exchange Act and the 
regulations thereunder (less the market 
\ alue 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 m the option customer's account). 
1f greater. or llS net c-.apital would be less 
than 200 pel"Ct!nt of the minimum dollar 
amount reqwred by paragraph (a)(l)(ii) 
of this section or 

6 S 240 15c3-le 1s added to read as 
follows 

9240.15c3-1• Temporary Minimum 
Requltements (Appendix E to 17 CFR 
240.15c3-1e). 

Brokers or Dealers That Carry Customer 
Account Aggtt>gate /ndcbtednPss 
Standard 

(al A broker or dealer that falls "1thln 
the provisions of paragraph (a)(2l(i) of 
§ 240 15c3-1 and computes its required 
net capital under §'240.15c3-1(a)(l)(il 
shall maintain net capital not less than 
the greater of the amount computed 
under the paragraph (al(t)(t) or 

(1) S25.000 until June 30, 1993: 
(2) S100,000 on July 1, 1993. Willi 

Uecember 31. 1993: 
(31 $175,000 on January 1. 1994, until 

June 30. 1994: and 

(41 $250.000 on July 1. 1994. 

Brokers or Dealers That fJect thr 
Altematn-e Standard 

(bl A broker or dealer that elects the 
prO\isions of§ 240.15c3-1 (a)(l )(ii) shall 
mamtain net capital of not less than the 
greater of the amount computed under 
the paragraph (a)(l)(iil or. 

(1) Sl00,000 until June 30, Hl9~. 
(2) $150,000 on July 1, 1993, until 

December 31, 1993, 
(3) $200.000 on Januar) 1, 1Q94, uni!! 

June 30. 1994, and 
(4) S250,000 on Jul) 1, 1994 

Broker or Dealers That are Exempt From 
Secunt,es Exchange Act Rule 15 3-3 
l 'ndPr Pamgroph (k/(2 (1I and Dealers 

(cl A broker or dealer that falls \\ 1thin 
the pro~1sions of§ 240 15c3-l(a)(2) (11) 
or (th) and computes 1L<; required net 
c-.ap1tal under !I 240.15c3-l(n)(l)(I) hall 
rnamtain net capital not less than the 
greater of the same compulPd under 
§ 240 15c3-1(a)(1)(1I or. 

(1) $25,000 until June 30, 1993, 
(2) $50,000 on July 1, 1993, until 

December 31, 1993: 
(3) $75,000 on Januan 1. 1994, until 

June 30, 1994: and 
(41 s100.ooo on Jul} 1. 1994 

Brokers or Dealers That Introduce 
Customer Accounts and Rel'el\-e 
Securities 

(dl An mtroducmg broker that foils 
"1th In the provisions or§ 240.15c3-
1 (a )(2)(i v) and computes Its required net 
capital under§ 240.15c3-l(a)(1)(1) shall 
maintain net capital of not less thnn the 
greater of the amount computed under 
§ 240 15c3-1(a)(l)(ll or: 

(1) 55,000 until June 30, 1993, 
(2) 520,000 on July 1. 1993, until 

December 31, 1993, 
(3) 535,000 on January 1, 1994, until 

June 30. 1994: and 
(4) $50,000 on July 1. 1994 

Brokers or Dealers Engaged m the Sale 
of Redeemable Shares of Reg1stP1'f'd 
Inve tment Companies and Certa,n 
Other Share Acrounts 

(el A broker or dealer that falls Mthm 
the pru\·1sions of§ 240.1 Sc3-1 (a )(2)( vi 
and computes its required net cap1tnl 
under§ 240 1Sc3-1(11)(l)(i) !;hall 
maintain net r.apital of not less than th-, 
greater of the amount computed under 
§ 240 15c3-t(a)(1l(il or. 

(11 S2,500 until June 30, 1993. 
(2) s10.000 on July 1, 1993. until 

December 31, 1993. 
(3) $17,500 on January 1, 1994. until 

June 30, 1994; and 
(41 $25.000 or July 1, 1994 
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Other Brokers or Dealers 
(0 A broker or dea er that ra ls within 

the prov slons of§ 240 15c3-lla 2 (v ), 
computes Its required net capital nder 
§ 240 15 3-1(a)(l)h) and Is not 
otherwise sub ect to a 55 000 m mum 
net cap tal requ rement shall m ntain 
net capital of not less than the gre ter 
of the amount computed u der 
§ 240 15 :.l-l(a}ll)h) or 

(1) SZ 500 until/ e 30 1993 
(2) $3,300 on Ju y 1, 1 3, t I 

December 31 1993 
(3) 54 100 o Ja 
e 30 1994 and 

(4) $5 000 on J \ 1 
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DEPARTMENT OF TRANSPORTATION 

National Highway Traffic Safety 
Administration 

Federal Highway Administration 

23 CFA Part 12CM 

[NHTSA Docket No.11-12 Notte. I) 

Highway Safety Program Guideline No. 
17, Puptl Tranaportatton Safety 

SUPPLEMENTARY INFORMATION: 
On Apnl 26 1991, the Nallo al 

Highway Traffic Safety Administrat n 
(NHTSA) and the Federal Highway 
Admin1strat1on (FHWA) published 
re slo s to Highway Safety Ptogra 
Guide) ne 17, Pupil Tram,portat on 
Sa ety 156 FR 19270) Guideline 17 
onta ns rN:ommendahons to the States 

on vanous operational aspects of the r 
school bus and pupil transportation 
safRly programs including school bus 
equ pment such as mirror systems !see 
§ 1204.4(1V)IB)ll)(g)) As form rror 
vmems Gu1dehne 17 states that-

.. AII school buaes should • • • (g) 
Have a system of mirrors that nfonns 
to the school bus requirements or 
FMVSS No 111, 49 CFR 571111 and 
prov des the seated driver a v ew to the 
rear along both 11des of the bus a d a 
\i ew of the front bumper and the area 
m front of the bus Mirrors should be 
posit oned and adJusted such that wh n 
a rod 30 me.hes long 1s placed upnght 
m the ground at any pomt along a 
tra erse 1 foot forward of the forward 
most point of a school bus at least 71h 
101 hes of the length of the rod 11ho Id 
be v1 1ble to the driver, either h direct 
, 1ew or by the system of mirrors ' 

While Gwdehne 17 was bemg 
amended NHTSA issued a proposal to 
d termme whether to amend Fed ra) 
motor veh le safety sta, d rd No 111 
R rview mmors (56 FR 20171 May 2 
1991) That NPRM propo d d tailed 
le t locations that would super e the 
~pedfi ad ustment requ· nt m 
Guid In 17 

Elsewhere m today s Federal Reg1Ster 
t e a ency s pub) shmg an am ndment 
to FMVSS No 111 Rean 1ew M rrors 
w th respect to the field-of-v ew aro nd 

hool buses The nohce am d the 
standard to require a bus dnv r to be 
able to see either directly o th o gh 
mirrors cert m specified area I fro 

f and along both sides of school bu s 
The amendment also specifies deta led 
perfonn nee reqwrements 

Aft r rev1ewmg Gmdelme 17 s 
relati nsh1p 1th Stand rd No 111 t s 
apparent that Gu1delme 17 ho d be 
am nded to reference Standard No 111 
w thout any additional prov111 ns 
Accordmgly, Guideline 17 is a ded 
to state "All school buses should ••• (g) 
Have a system of mirrors that coni rms 
to the school bus requirements of 
FMVSS No 111, 49 CFR 571111." The 
additional proviaiona in Gu1del ne 17 
about the driver • view, mirror 
positioning and adJustment, and the 30" 
rod test are deleted from Guideline 17 

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

111 by reference. Nevertheless the 
existence of the add11Jonal provis ons n 
Guidehne-17 are bemg deleted because 
they are without legal effect and co Id 
be confusing given the amendme I to 
Standard No. 111 

B ed on the above cons d r t 
the agen y has deCJded to issue t s 
conforming amendment lo cla fy t 
s tunt1on. This amendment Imposes no 
d t es or n,sponsib1htles on any part 
nor does 11 alter existing obhgat o s 
Instead, this amendment wilt simply 
ensure that Guideline 17 has no 
extranaous langu ge that could be 
misinterpreted as 1mposmg g d I 
that are not actually m effect 
Accordingly, the agency finds t r g d 
cause that notice and opportun t i r 
comment nn this mendment are 

nnecessary. 

List of Subjects in 23 CFR Part 1204 

Grant programs, Highway safety 
In r.ons1deratlon of the for gomg 

NHTSA and FHWA amend 23 CTR p rt 
1204 as follows 

PAAT1204-AMENDED 

1 The authority citation for 23 CFR 
Part 1204 continues to read as r II 

Authority 23 U S C 402 d g I 
a hon y 11 49 CFR 1 48 a d 1 50 

t 120U [Amended] 
2 In § 1204 4, section ()\) B 

revised to read as follow 
• • 

g Hava a system of mmo th t 
confonns to the school b s req I e 
offMVSSNo lll,49CFR 71111 

• 
ed 

Manon C. Blak.y 
Adm 
Thomas D. I.anon. 
Adm1n1 trot r 
IFR Doc 9 -2 o 2 F 
-..uNQ COOi ., ....... 

CO.st Guard 

33 CFA Part 165 

• 

(COTP St. Louie Regulation 92-GIJ 

Safety Zone Regulation: Upper 
Mlnlnlppt River, MUe 90.0-103.02 

AOINCY: Coast Guard DOT. 
ACTION: Temporary final rule. 

SlWAAY: The Coast Guard 1a 

establishing a safoly zone on the Upper 
Mississippi River, between Mlle 90 0 
and 103 0. Thia safety zone 1s needed to 
protect commeroal traffic and pnvate 




