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security or a source of payment for, an
existing or planned debt obligation; or

©) Guarantee of paragraph
OADAE)(A) or (B).

(ii) The term financial obligation shall
not include municipal securities as to
which a final official statement has
been provided to the Municipal Securi-
ties Rulemaking Board consistent with
this rule.

(g) Transitional provision. If on July
28, 1989, a Participating Underwriter
was contractually committed to act as
underwriter in an Offering of municipal
securities originally issued before July
29, 1989, the requirements of paragraphs
(b)(3) and (b)(4) shall not apply to the
Participating Underwriter in connec-
tion with such an Offering. Paragraph
(b)(5) of this section shall not apply to
a Participating Underwriter that has
contractually committed to act as an
underwriter in an Offering of municipal
securities before July 3, 1995; except
that paragraph (b)(5)(i)(A) and para-
graph (b)(6)(1)(B) shall not apply with
respect to fiscal years ending prior to
January 1, 1996. Paragraph (c) shall be-
come effective on January 1, 1996.
Paragraph (d)(2)(ii) and paragraph
(d)(2)(iii) of this section shall not apply
to an Offering of municipal securities
commencing prior to January 1, 1996.

[564 FR 28813, July 10, 1989, as amended at 59
FR 59609, Nov. 17, 1994; 73 FR 76132, Dec. 15,
2008; 75 FR 33155, June 10, 2010; 83 FR 44742,
Aug. 31, 2018]

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

(a) Every broker or dealer must at all
times have and maintain net capital no
less than the greater of the highest
minimum requirement applicable to its
ratio requirement under paragraph
(a)(1) of this section, or to any of its
activities under paragraph (a)(2) of this
section, and must otherwise not be
“insolvent” as that term is defined in
paragraph (¢)(16) of this section. In lieu
of applying paragraphs (a)(1) and (a)(2)
of this section, an OTC derivatives
dealer shall maintain net capital pur-
suant to paragraph (a)(5) of this sec-
tion. Each broker or dealer also shall
comply with the supplemental require-
ments of paragraphs (a)(4) and (a)(9) of
this section, to the extent either para-
graph is applicable to its activities. In
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addition, a broker or dealer shall main-
tain net capital of not less than its own
net capital requirement plus the sum
of each broker’s or dealer’s subsidiary
or affiliate minimum net capital re-
quirements, which is consolidated pur-
suant to appendix C, §240.15c3-1c.

RATIO REQUIREMENTS

Aggregate Indebtedness Standard

(1)(i) No broker or dealer, other than
one that elects the provisions of para-
graph (a)(1)(ii) of this section, shall
permit its aggregate indebtedness to
all other persons to exceed 1500 percent
of its net capital (or 800 percent of its
net capital for 12 months after com-
mencing business as a broker or deal-
er).

Alternative Standard

(ii) A broker or dealer may elect not
to be subject to the Aggregate Indebt-
edness Standard of paragraph (a)(1)(i)
of this section. That broker or dealer
shall not permit its net capital to be
less than the greater of $250,000 or 2
percent of aggregate debit items com-
puted in accordance with the Formula
for Determination of Reserve Require-
ments for Brokers and Dealers (Exhibit
A to Rule 15c¢3-3, §240.15c3-3a). Such
broker or dealer shall notify its Exam-
ining Authority, in writing, of its elec-
tion to operate under this paragraph
(a)(1)(ii). Once a broker or dealer has
notified its Examining Authority, it
shall continue to operate under this
paragraph unless a change is approved
upon application to the Commission. A
broker or dealer that elects this stand-
ard and is not exempt from Rule 15¢3-
3 shall:

(A) Make the computation required
by §240.15¢3-3(e) and set forth in Ex-
hibit A, §240.15c3-3a, on a weekly basis
and, in lieu of the 1 percent reduction
of certain debit items required by Note
E (3) in the computation of its Exhibit
A requirement, reduce aggregate debit
items in such computation by 3 per-
cent;

(B) Include in Items 7 and 8 of Ex-
hibit A, §240.15c3-3a, the market value
of items specified therein more than 7
business days old;

(C) Exclude credit balances in ac-
counts representing amounts payable
for securities not yet received from the
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issuer or its agent which securities are
specified in paragraphs (c)(2)(vi) (A)
and (E) of this section and any related
debit items from the Exhibit A require-
ment for 3 business days; and

(D) Deduct from net worth in com-
puting net capital 1 percent of the con-
tract value of all failed to deliver con-
tracts or securities borrowed that were
allocated to failed to receive contracts
of the same issue and which thereby
were excluded from Items 11 or 12 of
Exhibit A, §240.15¢c3-3a.

Futures Commission Merchants

(iii) No broker or dealer registered as
a futures commission merchant shall
permit its net capital to be less than
the greater of its requirement under
paragraph (a)(1) (i) or (ii) of this sec-
tion, or 4 percent of the funds required
to be segregated pursuant to the Com-
modity Exchange Act and the regula-
tions thereunder (less the market value
of commodity options purchased by op-
tion customers on or subject to the
rules of a contract market, each such
deduction not to exceed the amount of
funds in the customer’s account).

MINIMUM REQUIREMENTS

See Appendix E (§240.15c3-1E) for
temporary minimum requirements.

Brokers or Dealers That Carry Customer
Accounts

(2)(Q) A broker or dealer (other than
one described in paragraphs (a)(2)(ii) or
(a)(8) of this section) shall maintain
net capital of not less than $250,000 if it
carries customer or broker or dealer
accounts and receives or holds funds or
securities for those persons. A broker
or dealer shall be deemed to receive
funds, or to carry customer or broker
or dealer accounts and to receive funds
from those persons if, in connection
with its activities as a broker or deal-
er, it receives checks, drafts, or other
evidences of indebtedness made pay-
able to itself or persons other than the
requisite registered broker or dealer
carrying the account of a customer, es-
crow agent, issuer, underwriter, spon-
sor, or other distributor of securities.
A broker or dealer shall be deemed to
hold securities for, or to carry cus-
tomer or broker or dealer accounts,
and hold securities of, those persons if
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it does not promptly forward or
promptly deliver all of the securities of
customers or of other brokers or deal-
ers received by the firm in connection
with its activities as a broker or deal-
er. A broker or dealer, without com-
plying with this paragraph (a)(2)@i),
may receive securities only if its ac-
tivities conform with the provisions of
paragraphs (a)(2) (iv) or (v) of this sec-
tion, and may receive funds only in
connection with the activities de-
scribed in paragraph (a)(2)(v) of this
section.

(ii) A broker or dealer that is exempt
from the provisions of §240.15¢3-3 pur-
suant to paragraph (k)(2)(i) thereof
shall maintain net capital of not less
than $100,000.

Dealers

(iii) A dealer shall maintain net cap-
ital of not less than $100,000. For the
purposes of this section, the term
‘“‘dealer’ includes:

(A) Any broker or dealer that en-
dorses or writes options otherwise than
on a registered national securities ex-
change or a facility of a registered na-
tional securities association; and

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

Brokers or Dealers That Introduce
Customer Accounts And Receive Securities

(iv) A broker or dealer shall maintain
net capital of not less than $50,000 if it
introduces transactions and accounts
of customers or other brokers or deal-
ers to another registered broker or
dealer that carries such accounts on a
fully disclosed basis, and if the broker
or dealer receives but does not hold
customer or other broker or dealer se-
curities. A broker or dealer operating
under this paragraph (a)(2)(iv) of this
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section may participate in a firm com-
mitment underwriting without being
subject to the provisions of paragraph
(a)(2)(iii) of this section, but may not
enter into a commitment for the pur-
chase of shares related to that under-
writing.

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

(v) A broker or dealer shall maintain
net capital of not less than $25,000 if it
acts as a broker or dealer with respect
to the purchase, sale and redemption of
redeemable shares of registered invest-
ment companies or of interests or par-
ticipations in an insurance company
separate account directly from or to
the issuer on other than a subscription
way basis. A broker or dealer operating
under this section may sell securities
for the account of a customer to obtain
funds for the immediate reinvestment
in redeemable securities of registered
investment companies. A broker or
dealer operating under this paragraph
(a)(2)(v) must promptly transmit all
funds and promptly deliver all securi-
ties received in connection with its ac-
tivities as a broker or dealer, and may
not otherwise hold funds or securities
for, or owe money or securities to, cus-
tomers.

Other Brokers or Dealers

(vi) A broker or dealer that does not
receive, directly or indirectly, or hold
funds or securities for, or owe funds or
securities to, customers and does not
carry accounts of, or for, customers
and does not engage in any of the ac-
tivities described in paragraphs (a)(2)
(i) through (v) of this section shall
maintain net capital of not less than
$5,000. A broker or dealer operating
under this paragraph may engage in
the following dealer activities without
being subject to the requirements of
paragraph (a)(2)(iii) of this section:

(A) In the case of a buy order, prior
to executing such customer’s order, it
purchases as principal the same num-
ber of shares or purchases shares to ac-
cumulate the number of shares nec-
essary to complete the order, which
shall be cleared through another reg-
istered broker or dealer or

§240.15¢c3-1

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

(3) [Reserved]

Capital Requirements for Market Makers

(4) A broker or dealer engaged in ac-
tivities as a market maker as defined
in paragraph (c)(8) of this section shall
maintain net capital in an amount not
less than $2,5600 for each security in
which it makes a market (unless a se-
curity in which it makes a market has
a market value of $56 or less, in which
event the amount of net capital shall
be not less than $1,000 for each such se-
curity) based on the average number of
such markets made by such broker or
dealer during the 30 days immediately
preceding the computation date. Under
no circumstances shall it have net cap-
ital less than that required by the pro-
visions of paragraph (a) of this section,
or be required to maintain net capital
of more than $1,000,000 unless required
by paragraph (a) of this section.

(5)(1) In accordance with appendix F
to this section (§240.15¢c3-1f), the Com-
mission may grant an application by
an OTC derivatives dealer when calcu-
lating net capital to use the market
risk standards of appendix F as to some
or all of its positions in lieu of the pro-
visions of paragraph (c)(2)(vi) of this
section and the credit risk standards of
appendix F to its receivables (including
counterparty net exposure) arising
from transactions in eligible OTC de-
rivative instruments in lieu of the re-
quirements of paragraph (c)(2)(iv) of
this section. An OTC derivatives dealer
shall at all times maintain tentative
net capital of not less than $100 million
and net capital of not less than $20 mil-
lion.

(ii) An OTC derivatives dealer that is
also registered as a security-based
swap dealer under section 15F of the
Act (15 U.S.C. 780-10) is subject to the
capital requirements in §§240.18a-1,
240.18a-1a, 240.18a-1b, 240.18a-1c and
240.18a-1d instead of the capital re-
quirements of this section and its ap-
pendices.
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Market Makers, Specialists and Certain
Other Dealers

(6)(i) A dealer who meets the condi-
tions of paragraph (a)(6)(ii) of this sec-
tion may elect to operate under this
paragraph (a)(6) and thereby not apply,
except to the extent required by this
paragraph (a)(6), the provisions of para-
graphs (c¢)(2)(vi) or appendix A
(§240.15c3-1a) of this section to market
maker and specialist transactions and,
in lieu thereof, apply thereto the provi-
sions of paragraph (a)(6)(iii) of this sec-
tion.

(ii) This paragraph (a)(6) shall be
available to a dealer who does not ef-
fect transactions with other than bro-
kers or dealers, who does not carry cus-
tomer accounts, who does not effect
transactions in options not listed on a
registered national securities exchange
or facility of a registered national se-
curities association, and whose market
maker or specialist transactions are ef-
fected through and carried in a market
maker or specialist account cleared by
another broker or dealer as provided in
paragraph (a)(6)(iv) of this section.

(iii) A dealer who elects to operate
pursuant to this paragraph (a)(6) shall
at all times maintain a liquidating eq-
uity in respect of securities positions
in his market maker or specialist ac-
count at least equal to:

(A) An amount equal to 25 percent (b
percent in the case of exempted securi-
ties) of the market value of the long
positions and 30 percent of the market
value of the short positions; provided,
however, in the case of long or short
positions in options and long or short
positions in securities other than op-
tions which relate to a bona fide
hedged position as defined in paragraph
(€)(2)(x)(C) of this section, such amount
shall equal the deductions in respect of
such positions specified by appendix A
(§240.15c3-1a).

(B) Such lesser requirement as may
be approved by the Commission under
specified terms and conditions upon
written application of the dealer and
the carrying broker or dealer.

(C) For purposes of this paragraph
(a)(6)(iii), equity in such specialist or
market maker account shall be com-
puted by (I) marking all securities po-
sitions long or short in the account to
their respective current market values,
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(2) adding (deducting in the case of a
debit balance) the credit balance car-
ried in such specialist or market maker
account, and (3) adding (deducting in
the case of short positions) the market
value of positions long in such account.

(iv) The dealer shall obtain from the
broker or dealer carrying the market
maker or specialist account a written
undertaking which shall be designated
““Notice Pursuant to §240.15¢3-1(a)(6) of
Intention to Carry Specialist or Mar-
ket Maker Account.” Said undertaking
shall contain the representations re-
quired by paragraph (a)(6) of this sec-
tion and shall be filed with the Com-
mission’s Washington, DC, Office, the
regional office of the Commission for
the region in which the broker or deal-
er has its principal place of business
and the Designated Examining Au-
thorities of both firms prior to effect-
ing any transactions in said account.
The broker or dealer carrying such ac-
count:

(A) Shall mark the account to the
market not less than daily and shall
issue appropriate calls for additional
equity which shall be met by noon of
the following business day;

(B) Shall notify by telegraph the
Commission and the Designated Exam-
ining Authorities pursuant to 17 CFR
240.17a-11, if the market maker or spe-
cialist fails to deposit any required eq-
uity within the time prescribed in
paragraph (a)(6)(iv)(A) of this section;
said telegraphic notice shall be re-
ceived by the Commission and the Des-
ignated Examining Authorities not
later than the close of business on the
day said call is not met;

(C) Shall not extend further credit in
the account if the equity in the ac-
count falls below that prescribed in
paragraph (a)(6)(iii) of this section, and

(D) Shall take steps to liquidate
promptly existing positions in the ac-
count in the event of a failure to meet
a call for equity.

(v) No such carrying broker or dealer
shall permit the sum of (A) the deduc-
tions required by paragraph (c)(2)(x)(A)
of this section in respect of all trans-
actions in market maker accounts
guaranteed, indorsed or carried by such
broker or dealer pursuant to paragraph
(¢)(2)(x) of this section and (B) the eq-
uity required by paragraph (iii) of this
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paragraph (a)(6) in respect of all trans-
actions in the accounts of specialists of
market makers in options carried by
such broker or dealer pursuant to this
paragraph (a)(6) to exceed 1,000 percent
of such broker’s or dealer’s net capital
as defined in paragraph (c)(2) of this
section for any period exceeding five
business days; Provided, That solely for
purposes of this paragraph (a)(6)(v), de-
ductions or equity required in a spe-
cialist or market maker account in re-
spect of positions in fully paid securi-
ties (other than options), which do not
underlie options listed on the national
securities exchange or facility of a na-
tional securities association of which
the specialist or market marker is a
member, need not be recognized. Pro-
vided further, That if at any time such
sum exceeds 1,000 percent of such bro-
ker’s or dealer’s net capital, then the
broker or dealer shall immediately
transmit telegraphic notice of such
event to the principal office of the
Commission in Washington, DC, the re-
gional office of the Commission for the
region in which the broker or dealer
maintains its principal place of busi-
ness, and such broker’s or dealer’s Des-
ignated Examining Authority. Provided
further, That if at any time such sum
exceeds 1,000 percent of such broker’s
or dealer’s net capital, then such
broker or dealer shall be subject to the
prohibitions against withdrawal of eq-
uity capital set forth in paragraph (e)
of this section, and to the prohibitions
against reduction, prepayment and re-
payment of subordination agreements
set forth in paragraph (b)(11) of
§240.15¢c3-1d, as if such broker or deal-
er’s net capital were below the min-
imum standards specified by each of
the aforementioned paragraphs.

ALTERNATIVE NET CAPITAL COMPUTA-
TION FOR BROKER-DEALERS AUTHOR-
1ZED TO USE MODELS

(7) In accordance with appendix E to
this section (§240.15¢c3-1e), the Commis-
sion may approve, in whole or in part,
an application or an amendment to an
application by a broker or dealer to
calculate net capital using the market
risk standards of appendix E to com-
pute a deduction for market risk on
some or all of its positions, instead of
the provisions of paragraphs (c)(2)(vi)
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and (c)(2)(vii) of this section, and using
the credit risk standards of appendix E
to compute a deduction for credit risk
on certain credit exposures arising
from transactions in derivatives in-
struments, instead of the provisions of
paragraph (c)(2)(iv) of this section, sub-
ject to any conditions or limitations on
the broker or dealer the Commission
may require as necessary or appro-
priate in the public interest or for the
protection of investors. A broker or
dealer that has been approved to cal-
culate its net capital under appendix E
must:

(i)(A) At all times maintain tentative
net capital of not less than $5 billion
and net capital of not less than the
greater of $1 billion or the sum of the
ratio requirement under paragraph
(a)(1) of this section and:

(I) Two percent of the risk margin
amount; or

(2) Four percent or less of the risk
margin amount if the Commission
issues an order raising the requirement
to four percent or less on or after the
third anniversary of this section’s com-
pliance date; or

(3) Eight percent or less of the risk
margin amount if the Commission
issues an order raising the requirement
to eight percent or less on or after the
fifth anniversary of this section’s com-
pliance date and the Commission had
previously issued an order raising the
requirement under paragraph
(a)(T)(1)(B) of this section;

(B) If, after considering the capital
and leverage levels of brokers or deal-
ers subject to paragraph (a)(7) of this
section, as well as the risks of their se-
curity-based swap positions, the Com-
mission determines that it may be ap-
propriate to change the percentage
pursuant to paragraph (a)(7)(i)(A)(2) or
(3) of this section, the Commission will
publish a notice of the potential
change and subsequently will issue an
order regarding any such change.

(ii) Provide notice that same day in
accordance with §240.17a-11(g) if the
broker’s or dealer’s tentative net cap-
ital is less than $6 billion. The Commis-
sion may, upon written application,
lower the threshold at which notifica-
tion is necessary under this paragraph
(a)(7)(ii), either unconditionally or on
specified terms and conditions, if a
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broker or dealer satisfies the Commis-
sion that notification at the $6 billion
threshold is unnecessary because of,
among other factors, the special nature
of its business, its financial position,
its internal risk management system,
or its compliance history; and

(iii) Comply with §240.15c3-4 as
though it were an OTC derivatives
dealer with respect to all of its busi-
ness activities, except that paragraphs
(c)(5)(xiii), (c)(B)(xiv), (d)(8), and (d)(9)
of §240.15¢3-4 shall not apply.

(8) Municipal securities brokers’ bro-
kers. (i) A municipal securities brokers’
brokers, as defined in subsection (ii) of
this paragraph (a)(8), may elect not to
be subject to the limitations of para-
graph (¢)(2)(ix) of this section provided
that such brokers’ broker complies
with the requirements set out in para-
graphs (a)(8) (iii), (iv) and (v) of this
section.

(ii) The term municipal securities
brokers’ broker shall mean a municipal
securities broker or dealer who acts ex-
clusively as an undisclosed agent in the
purchase or sale of municipal securi-
ties for a registered broker or dealer or
registered municipal securities dealer,
who has no ‘‘customers’” as defined in
this rule and who does not have or
maintain any municipal securities in
its proprietary or other accounts.

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

(iv) For purposes of this paragraph
(a)(8), a brokers’ broker shall deduct
from net worth 1% of the contract
value of each municipal failed to de-
liver contract which is outstanding 21
business days or longer. Such deduc-
tion shall be increased by any excess of
the contract price of the fail to deliver
over the market value of the under-
lying security.

(v) For purposes of this paragraph
(a)(8), a brokers’ broker may exclude
from its aggregate indebtedness com-
putation indebtedness adequately
collateralized by municipal securities
outstanding for not more than one
business day and offset by municipal
securities failed to deliver of the same
issue and quantity. In no event may a
brokers’ broker exclude any overnight
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bank loan attributable to the same mu-
nicipal securities failed to deliver con-
tract for more than one business day. A
brokers’ broker need not deduct from
net worth the amount by which the
market value of securities failed to re-
ceive outstanding longer than thirty
(30) calendar days exceeds the contract
value of those failed to receive as re-
quired by Rule 15¢3-1(c)(2)(iv)(E).

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

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

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

(ii) The excess of the market value of
securities issued or guaranteed as to
principal or interest by an agency of
the United States or mortgage related
securities as defined in section 3(a)(41)
of the Act subject to reverse repur-
chase agreements with any one party
over 110 percent of the contract prices
(including accrued interest) for reverse
repurchase agreements with that
party; and

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

Broker-Dealers Registered as Security-
Based Swap Dealers

(10) A broker or dealer registered
with the Commission as a security-
based swap dealer, other than a broker
or dealer subject to the provisions of
paragraph (a)(7) of this section, must:

(i)(A) At all times maintain net cap-
ital of not less than the greater of $20
million or the sum of the ratio require-
ment under paragraph (a)(1) of this sec-
tion and:

384



Securities and Exchange Commission

(I) Two percent of the risk margin
amount; or

(2) Four percent or less of the risk
margin amount if the Commission
issues an order raising the requirement
to four percent or less on or after the
third anniversary of this section’s com-
pliance date; or

(3) Eight percent or less of the risk
margin amount if the Commission
issues an order raising the requirement
to eight percent or less on or after the
fifth anniversary of this section’s com-
pliance date and the Commission had
previously issued an order raising the
requirement under paragraph
(a)(10)(1)(B) of this section;

(B) If, after considering the capital
and leverage levels of brokers or deal-
ers subject to paragraph (a)(10) of this
section, as well as the risks of their se-
curity-based swap positions, the Com-
mission determines that it may be ap-
propriate to change the percentage
pursuant to paragraph (a)(10)(1)(A)(2) or
(3) of this section, the Commission will
publish a notice of the potential
change and subsequently will issue an
order regarding any such change; and

(ii) Comply with §240.15c3-4 as
though it were an OTC derivatives
dealer with respect to all of its busi-
ness activities, except that paragraphs
(c)(b)(xiii) and (xiv), and (d)(8) and (9) of
§240.15c3-4 shall not apply.

(b) Exemptions:

(1) The provisions of this section
shall not apply to any specialist:

(i) Whose securities business, except
for an occasional non-specialist related
securities transaction for its own ac-
count, is limited to that of acting as an
options market maker on a national
securities exchange;

(ii) That is a member in good stand-
ing and subject to the capital require-
ments of a national securities ex-
change;

(iii) That does not transact a busi-
ness in securities with other than a
broker or dealer registered with the
Commission under section 15 or section
15C of the Act or a member of a na-
tional securities exchange; and

(iv) That is not a clearing member of
The Options Clearing Corporation and
whose securities transactions are ef-
fected through and carried in an ac-
count cleared by another broker or
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dealer registered with the Commission
under section 15 of the Act.

(2) A member in good standing of a
national securities exchange who acts
as a floor broker (and whose activities
do not require compliance with other
provisions of this rule), may elect to
comply, in lieu of the other provisions
of this section, with the following fi-
nancial responsibility standard: The
value of the exchange membership of
the member (based on the lesser of the
most recent sale price or current bid
price for an exchange membership) is
not less than $15,000, or an amount
equal to the excess of $15,000 over the
value of the exchange membership is
held by an independent agent in es-
crow: Provided, That the rules of such
exchange require that the proceeds
from the sale of the exchange member-
ship of the member and the amount
held in escrow pursuant to this para-
graph shall be subject to the prior
claims of the exchange and its clearing
corporation and those arising directly
from the closing out of contracts en-
tered into on the floor of such ex-
changes.

(3) The Commission may, upon writ-
ten application, exempt from the provi-
sions of this section, either uncondi-
tionally or on specified terms and con-
ditions, any broker or dealer who satis-
fies the Commission that, because of
the special nature of its business, its fi-
nancial position, and the safeguards it
has established for the protection of
customers’ funds and securities, it is
not necessary in the public interest or
for the protection of investors to sub-
ject the particular broker or dealer to
the provisions of this section.

(c) Definitions. For the purpose of this
section:

AGGREGATE INDEBTEDNESS

(1) The term aggregate indebtedness
shall be deemed to mean the total
money liabilities of a broker or dealer
arising in connection with any trans-
action whatsoever and includes, among
other things, money borrowed, money
payable against securities loaned and
securities ‘“‘failed to receive,” the mar-
ket value of securities borrowed to the
extent to which no equivalent value is
paid or credited (other than the market
value of margin securities borrowed
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from customers in accordance with the
provisions of 17 CFR 240.15c3-3 and
margin securities borrowed from non-
customers), customers’ and non-cus-
tomers’ free credit balances, credit bal-
ances in customers’ and non-cus-
tomers’ accounts having short posi-
tions in securities, equities in cus-
tomers’ and non-customers’ future
commodities accounts and credit bal-
ances in customers’ and non-cus-
tomers’ commodities accounts, but ex-
cluding:

EXCLUSIONS FROM AGGREGATE
INDEBTEDNESS

(i) Indebtedness adequately
collateralized by securities which are
carried long by the broker or dealer
and which have not been sold or by se-
curities which collateralize a secured
demand note pursuant to appendix D to
this section 17 CFR 240.15¢3-1d; indebt-
edness adequately collateralized by
spot commodities which are carried
long by the broker or dealer and which
have not been sold; or, until October 1,
1976, indebtedness adequately
collateralized by municipal securities
outstanding for not more than one
business day and offset by municipal
securities failed to deliver of the same
issue and quantity, where such indebt-
edness is incurred by a broker or dealer
effecting transactions solely in munic-
ipal securities who is either registered
with the Commission or temporarily
exempt from such registration pursu-
ant to 17 CFR 240.15a-1(T) or 17 CFR
240.15Ba2-3(T);

(ii) Amounts payable against securi-
ties loaned, which securities are car-
ried long by the broker or dealer and
which have not been sold or which se-
curities collateralize a secured demand
note pursuant to Appendix (D) (17 CFR
240.15¢)

(iii) Amounts payable against securi-
ties failed to receive which securities
are carried long by the broker or dealer
and which have not been sold or which
securities collateralize a secured de-
mand note pursuant to Appendix (D)
(17 CFR 240.15¢3-1d) or amounts pay-
able against securities failed to receive
for which the broker or dealer also has
a receivable related to securities of the
same issue and quantity thereof which
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are either fails to deliver or securities
borrowed by the broker or dealer;

(iv) Credit balances in accounts rep-
resenting amounts payable for securi-
ties or money market instruments not
yet received from the issuer or its
agent which securities are specified in
paragraph (c)2)(vi) (E) and which
amounts are outstanding in such ac-
counts not more than three (3) business
days;

(v) Equities in customers’ and non-
customers’ accounts segregated in ac-
cordance with the provisions of the
Commodity Exchange Act and the
rules and regulations thereunder;

(vi) Liability reserves established
and maintained for refunds of charges
required by section 27(d) of the Invest-
ment Company Act of 1940, but only to
the extent of amounts on deposit in a
segregated trust account in accordance
with 17 CFR 270.27d-1 under the Invest-
ment Company Act of 1940;

(vii) Amounts payable to the extent
funds and qualified securities are re-
quired to be on deposit and are depos-
ited in a ‘‘Special Reserve Bank Ac-
count for the Exclusive Benefit of Cus-
tomers’ pursuant to 17 CFR 240.15¢3-3
under the Securities Exchange Act of
1934;

(viii) Fixed liabilities adequately se-
cured by assets acquired for use in the
ordinary course of the trade or busi-
ness of a broker or dealer but no other
fixed liabilities secured by assets of the
broker or dealer shall be so excluded
unless the sole recourse of the creditor
for nonpayment of such liability is to
such asset;

(ix) Liabilities on open contractual
commitments;

(x) Indebtedness subordinated to the
claims of creditors pursuant to a satis-
factory subordination agreement, as
defined in Appendix (D) @17 CFR
240.15c3-1d);

(xi) Liabilities which are effectively
subordinated to the claims of creditors
(but which are not subject to a satis-
factory subordination agreement as de-
fined in Appendix (D) (17 CFR 240.15c3-
1d)) by non-customers of the broker or
dealer prior to such subordination, ex-
cept such subordinations by customers
as may be approved by the Examining
Authority for such broker or dealer;
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(xii) Credit balances in accounts of
general partners;

(xiii) Deferred tax liabilities;

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

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

NET CAPITAL

(2) The term mnet capital shall be
deemed to mean the net worth of a
broker or dealer, adjusted by:

(i) Adjustments to net worth related to
unrealized profit or loss, deferred tax pro-
visions, and certain liabilities. (A) Adding
unrealized profits (or deducting unreal-
ized losses) in the accounts of the
broker or dealer;

(B)(I) In determining net worth, all
long and all short positions in listed
options shall be marked to their mar-
ket value and all long and all short se-
curities and commodities positions
shall be marked to their market value.

(2) In determining net worth, the
value attributed to any unlisted option
shall be the difference between the op-
tion’s exercise value and the market
value of the underlying security. In the
case of an unlisted call, if the market
value of the underlying security is less
than the exercise value of such call it
shall be given no value and in the case
of an unlisted put if the market value
of the underlying security is more than
the exercise value of the unlisted put it
shall be given no value.

(C) Adding to net worth the lesser of
any deferred income tax liability re-
lated to the items in (I), (2), and (3)
below, or the sum of (I), (2) and (3)
below;

(I) The aggregate amount resulting
from applying to the amount of the de-
ductions computed in accordance with
paragraph (c)(2)(vi) of this section and
Appendices A and B, §240.15c3-1a and
240.15¢3-1b, the appropriate Federal and
State tax rate(s) applicable to any un-
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realized gain on the asset on which the
deduction was computed;

(2) Any deferred tax liability related
to income accrued which is directly re-
lated to an asset otherwise deducted
pursuant to this section;

(3) Any deferred tax liability related
to unrealized appreciation in value of
any asset(s) which has been otherwise
deducted from net worth in accordance
with the provisions of this section; and,

(D) Adding, in the case of future in-
come tax benefits arising as a result of
unrealized losses, the amount of such
benefits not to exceed the amount of
income tax liabilities accrued on the
books and records of the broker or
dealer, but only to the extent such ben-
efits could have been applied to reduce
accrued tax liabilities on the date of
the capital computation, had the re-
lated unrealized losses been realized on
that date.

(E) Adding to net worth any actual
tax liability related to income accrued
which is directly related to an asset
otherwise deducted pursuant to this
section.

(F) Subtracting from net worth any
liability or expense relating to the
business of the broker or dealer for
which a third party has assumed the
responsibility, unless the broker or
dealer can demonstrate that the third
party has adequate resources inde-
pendent of the broker or dealer to pay
the liability or expense.

(G) Subtracting from net worth any
contribution of capital to the broker or
dealer:

(I) Under an agreement that provides
the investor with the option to with-
draw the capital; or

(2) That is intended to be withdrawn
within a period of one year of contribu-
tion. Any withdrawal of capital made
within one year of its contribution is
deemed to have been intended to be
withdrawn within a period of one year,
unless the withdrawal has been ap-
proved in writing by the Examining
Authority for the broker or dealer.

(i1) Subordinated liabilities. Excluding
liabilities of the broker or dealer which
are subordinated to the claims of credi-
tors pursuant to a satisfactory subordi-
nation agreement, as defined in appen-
dix (D) (17 CFR 240.15c3-1d).
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(iii) Sole proprietors. Deducting, in the
case of a broker or dealer who is a sole
proprietor, the excess of liabilities
which have not been incurred in the
course of business as a broker or dealer
over assets not used in the business.

(iv) Assets not readily convertible into
cash. Deducting fixed assets and assets
which cannot be readily converted into
cash (less any indebtedness excluded in
accordance with subdivision (c)(1)(viii)
of this section) including, among other
things:

(A) Fired assets and prepaid items.
Real estate; furniture and fixtures; ex-
change memberships; prepaid rent, in-
surance and other expenses; goodwill,
organization expenses;

Certain Unsecured and Partly Secured
Receivables

(B) All unsecured advances and loans;
deficits in customers’ and non-cus-
tomers’ unsecured and partly secured
notes; deficits in omnibus credit ac-
counts maintained in compliance with
the requirements of 12 CFR 220.7(f) of
Regulation T under the Act, or similar
accounts carried on behalf of another
broker or dealer, after application of
calls for margin, marks to the market
or other required deposits that are out-
standing 5 business days or less; defi-
cits in customers’ and non-customers’
unsecured and partly secured accounts
after application of calls for margin,
marks to market or other required de-
posits that are outstanding 5 business
days or less, except deficits in cash ac-
counts as defined in 12 CFR 220.8 of
Regulation T under the Act for which
not more than one extension respecting
a specified securities transaction has
been requested and granted, and de-
ducting for securities carried in any of
such accounts the percentages speci-
fied in paragraph (c)(2)(vi) of this sec-
tion or appendix A, §240.15c3-1a; the
market value of stock loaned in excess
of the value of any collateral received
therefor; receivables arising out of free
shipments of securities (other than mu-
tual fund redemptions) in excess of
$5,000 per shipment and all free ship-
ments (other than mutual fund re-
demptions) outstanding more than 7
business days, and mutual fund re-
demptions outstanding more than 16
business days; and any collateral defi-
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ciencies in secured demand notes as de-
fined in appendix D, §240.15c3-1d; a
broker or dealer that participates in a
loan of securities by one party to an-
other party will be deemed a principal
for the purpose of the deductions re-
quired under this section, unless the
broker or dealer has fully disclosed the
identity of each party to the other and
each party has expressly agreed in
writing that the obligations of the
broker or dealer do not include a guar-
antee of performance by the other
party and that such party’s remedies in
the event of a default by the other
party do not include a right of setoff
against obligations, if any, of the
broker or dealer.

(C) Interest receivable, floor broker-
age receivable, commissions receivable
from other brokers or dealers (other
than syndicate profits which shall be
treated as required in paragraph
(©)(2)({v)(E) of this section), mutual
fund concessions receivable and man-
agement fees receivable from reg-
istered investment companies, all of
which receivables are outstanding
longer than thirty (30) days from the
date they arise; dividends receivable
outstanding longer than thirty (30)
days from the payable date; good faith
deposits arising in connection with a
non-municipal securities underwriting,
outstanding longer than eleven (11)
business days from the settlement of
the underwriting with the issuer; re-
ceivables due from participation in mu-
nicipal securities underwriting syn-
dicates and municipal securities joint
underwriting accounts which are out-
standing longer than sixty (60) days
from settlement of the underwriting
with the issuer and good faith deposits
arising in connection with an under-
writing of municipal securities, out-
standing longer than sixty (60) days
from settlement of the underwriting
with the issuer; and receivables due
from participation in municipal securi-
ties secondary trading joint accounts,
which are outstanding longer than
sixty (60) days from the date all securi-
ties have been delivered by the account
manager to the account members;

(D) Insurance claims. Insurance claims
which, after seven (7) business days
from the date the loss giving rise to
the claim is discovered, are not covered
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by an opinion of outside counsel that
the claim is valid and is covered by in-
surance policies presently in effect; in-
surance claims which after twenty (20)
business days from the date the loss
giving rise to the claim is discovered
and which are accompanied by an opin-
ion of outside counsel described above,
have not been acknowledged in writing
by the insurance carrier as due and
payable; and insurance claims ac-
knowledged in writing by the carrier as
due and payable outstanding longer
than twenty (20) business days from the
date they are so acknowledged by the
carrier; and,

(E) Other deductions. All other unse-
cured receivables; all assets doubtful of
collection less any reserves established
therefor; the amount by which the
market value of securities failed to re-
ceive outstanding longer than thirty
(30) calendar days exceeds the contract
value of such fails to receive; and the
funds on deposit in a ‘‘segregated trust
account” in accordance with 17 CFR
270.27d-1 under the Investment Com-
pany Act of 1940, but only to the extent
that the amount on deposit in such
segregated trust account exceeds the
amount of liability reserves estab-
lished and maintained for refunds of
charges required by sections 27(d) and
27(f) of the Investment Company Act of
1940; Provided, That the following need
not be deducted:

(I) Any amounts deposited in a Cus-
tomer Reserve Bank Account or PAB
Reserve Bank Account pursuant to
§240.15c3-3(e) or in the ‘‘special reserve
account for the exclusive benefit of se-
curity-based swap customers’” estab-
lished pursuant to §240.15¢3-3(p)(3),

(2) Cash and securities held in a secu-
rities account at a carrying broker or
dealer (except where the account has
been subordinated to the claims of
creditors of the carrying broker or
dealer), and

(3) Clearing deposits.

(F)(1) For purposes of this paragraph:

(1) The term reverse repurchase agree-
ment deficit shall mean the difference
between the contract price for resale of
the securities under a reverse repur-
chase agreement and the market value
of those securities (if less than the con-
tract price).
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(ii) The term repurchase agreement
deficit shall mean the difference be-
tween the market value of securities
subject to the repurchase agreement
and the contract price for repurchase
of the securities (if less than the mar-
ket value of the securities).

(i11) As used in paragraph
(©)(2)(iv)(F)(1) of this section, the term
contract price shall include accrued in-
terest.

(iv) Reverse repurchase agreement
deficits and the repurchase agreement
deficits where the counterparty is the
Federal Reserve Bank of New York
shall be disregarded.

(2)(1) In the case of a reverse repur-
chase agreement, the deduction shall
be equal to the reverse repurchase
agreement deficit.

(i) In determining the required de-
ductions under paragraph
©)@2)Av)(F)(2)(i) of this section, the
broker or dealer may reduce the re-
verse repurchase agreement deficit by:

(A) Any margin or other deposits
held by the broker or dealer on account
of the reverse repurchase agreement;

(B) Any excess market value of the
securities over the contract price for
resale of those securities under any
other reverse repurchase agreement
with the same party;

(C) The difference between the con-
tract price for resale and the market
value of securities subject to repur-
chase agreements with the same party
(if the market value of those securities
is less than the contract price); and

(D) Calls for margin, marks to the
market, or other required deposits
which are outstanding one business day
or less.

(3) (1) In the case of repurchase agree-
ments, the deduction shall be:

(A) The excess of the repurchase
agreement deficit over 5 percent of the
contract price for resale of United
States Treasury Bills, Notes and
Bonds, 10 percent of the contract price
for the resale of securities issued or
guaranteed as to principal or interest
by an agency of the United States or
mortgage related securities as defined
in section 3(a)(41) of the Act and 20 per-
cent of the contract price for the resale
of other securities and;

(B) The excess of the aggregate re-
purchase agreement deficits with any
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one party over 25 percent of the broker
or dealer’s net capital before the appli-
cation of paragraph (c)(2)(vi) of this
section (less any deduction taken with
respect to repurchase agreements with
that party under paragraph
©)(2)AV)(F)(3)(i)(A) of this section) or,
if greater;

(C) The excess of the aggregate repur-
chase agreement deficits over 300 per-
cent of the broker’s or dealer’s net cap-
ital before the application of paragraph
(c)(2)(vi) of this section.

(ii) In determining the required de-
duction under paragraph
(©)2)AV)(F)(3)(i) of this section, the
broker or dealer may reduce a repur-
chase agreement deficit by:

(A) Any margin or other deposits
held by the broker or dealer on account
of a reverse repurchase agreement with
the same party to the extent not other-
wise used to reduce a reverse repur-
chase deficit;

(B) The difference between the con-
tract price and the market value of se-
curities subject to other repurchase
agreements with the same party (if the
market value of those securities is less
than the contract price) not otherwise
used to reduce a reverse repurchase
agreement deficit; and

(C) Calls for margin, marks to the
market, or other required deposits
which are outstanding one business day
or less to the extent not otherwise used
to reduce a reverse repurchase agree-
ment deficit.

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

(H) Any receivable from an affiliate
of the broker or dealer (not otherwise
deducted from net worth) and the mar-
ket value of any collateral given to an
affiliate (not otherwise deducted from
net worth) to secure a liability over
the amount of the liability of the
broker or dealer unless the books and
records of the affiliate are made avail-
able for examination when requested
by the representatives of the Commis-
sion or the Examining Authority for
the broker or dealer in order to dem-
onstrate the validity of the receivable
or payable. The provisions of this sub-
section shall not apply where the affil-
iate is a registered broker or dealer,
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registered government securities
broker or dealer or bank as defined in
section 3(a)(6) of the Act or insurance
company as defined in section 3(a)(19)
of the Act or investment company reg-
istered under the Investment Company
Act of 1940 or federally insured savings
and loan association or futures com-
mission merchant registered pursuant
to the Commodity Exchange Act.

(v)(A) Deducting the market value of
all short securities differences (which
shall include securities positions re-
flected on the securities record which
are not susceptible to either count or
confirmation) unresolved after dis-
covery in accordance with the fol-
lowing schedule:

Numbers

of busi-

Differences ness days

after dis-

covery
25 percent ... . 7
50 percent ... . 14
75 percent ... . 21
100 percent . . 28

1Percentage of market value of short securities differences.

(B) Deducting the market value of
any long securities differences, where
such securities have been sold by the
broker or dealer before they are ade-
quately resolved, less any reserves es-
tablished therefor;

(C) The designated examining author-
ity for a broker or dealer may extend
the periods in (v)(A) of this section for
up to 10 business days if it finds that
exceptional circumstances warrant an
extension.

Securities Haircuts

(vi) Deducting the percentages speci-
fied in paragraphs (¢)(2)(vi) (A) through
(M) of this section (or the deductions
prescribed for securities positions set
forth in Appendix A (§240.15c3-1a) of
the market wvalue of all securities,
money market instruments or options
in the proprietary or other accounts of
the broker or dealer.

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

(i) Less than 3 months to maturity—0 per-
cent.

(ii) 3 months but less than 6 months to ma-
turity— of 1 percent.

(iii) 6 months but less than 9 months to ma-
turity—>34 of 1 percent.

(iv) 9 months but less than 12 months to
maturity—1 percent.

CATEGORY 2

(i) 1 year but less than 2 years to matu-
rity—1% percent.

(ii) 2 years but less than 3 years to matu-
rity—2 percent.

CATEGORY 3

(i) 3 years but less than 5 years to matu-
rity—3%.

(ii) 5 years but less than 10 years to matu-
rity—4%.

CATEGORY 4

(i) 10 years but less than 15 years to matu-
rity—4%%.

(ii) 15 years but less than 20 years to matu-
rity—5%.

(iii) 20 years but less than 25 years to matu-
rity—>5%%.

(iv) 25 years or more to maturity—6%.

Brokers or dealers shall compute a de-
duction for each category above as fol-
lows: Compute the deductions for the
net long or short positions in each sub-
category above. The deduction for the
category shall be the net of the aggre-
gate deductions on the long positions
and the aggregate deductions on the
short positions in each category plus
50% of the lesser of the aggregate de-
ductions on the long or short positions.

(2) A broker or dealer may elect to
deduct, in lieu of the computation re-
quired under paragraph (c)(2)(vi)(A)(I)
of this section, the applicable percent-
ages of the market value of the net
long or short positions in each of the
subcategories specified in paragraph
(©)(2)(vi)(A)(1) of this section.

(3) In computing deductions under
paragraph (c¢)(2)(vi)(A)(I) of this sec-
tion, a broker or dealer may elect to
exclude the market value of a long or
short security from one category and a
security from another category, Pro-
vided, That:

(i) Such securities have maturity
dates:

(A) Between 9 months and 15 months
and within 3 months of one another.
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(B) Between 2 years and 4 years and
within 1 year of one another; or

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

(i1) The net market value of the two
excluded securities shall remain in the
category of the security with the high-
er market value.

(4) In computing deductions under
paragraph (c¢)(2)(vi)(A)(I) of this sec-
tion, a broker or dealer may include in
the categories specified in paragraph
(©)(2)(vi)(A)(1) of this section, long or
short positions in securities issued by
the United States or any agency there-
of that are deliverable against long or
short positions in futures contracts re-
lating to Government securities, trad-
ed on a recognized contract market ap-
proved by the Commodity Futures
Trading Commission, which are held in
the proprietary or other accounts of
the broker or dealer. The value of the
long or short positions included in the
categories shall be determined by the
contract value of the futures contract
held in the account. The provisions of
Appendix B to Rule 15¢3-1 (17 CFR
240.15¢3-1b) will in any event apply to
the positions in futures contracts.

(5) In the case of a Government secu-
rities dealer that reports to the Fed-
eral Reserve System, that transacts
business directly with the Federal Re-
serve System, and that maintains at
all times a minimum net capital of at
least $50,000,000, before application of
the deductions provided for in para-
graph (c)(2)(vi) of this section, the de-
duction for a security issued or guaran-
teed as to principal or interest by the
United States or any agency thereof
shall be 75 percent of the deduction
otherwise computed under paragraph
(¢)(2)(vi)(A) of this section.

(B)(1) In the case of any municipal se-
curity which has a scheduled maturity
at date of issue of 731 days or less and
which is issued at par value and pays
interest at maturity, or which is issued
at a discount, and which is not traded
flat or in default as to principal or in-
terest, the applicable percentages of
the market value on the greater of the
long or short position in each of the
categories specified below are:

(i) Less than 30 days to maturity—
0%.
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(i1) 30 days but less than 91 days to
maturity— of 1%.

(7i7) 91 days but less than 181 days to
maturity— of 1%.

(iv) 181 days but less than 271 days to
maturity—3s of 1%.

(v) 271 days but less than 366 days to
maturity—% of 1%.

(vi) 366 days but less than 456 days to
maturity—34 of 1%.

(vii) 456 days but less than 732 days to
maturity—1%.

(2) In the case of any municipal secu-
rity, other than those specified in para-
graph (¢)(2)(vi)(B)(I), which is not trad-
ed flat or in default as to principal or
interest, the applicable percentages of
the market value of the greater of the
long or short position in each of the
categories specified below are:

(i) Less than 1 year to maturity—1%.

(i7) 1 year but less than 2 years to ma-
turity—=2%.

(i11) 2 years but less than 3% years to
maturity—3%.

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

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

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

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

(viii) 156 years but less than 20 years to
maturity—6%%.

(iz) 20 years or more to maturity—
7%.

(C) Canadian Debt Obligations. In the
case of any security issued or uncondi-
tionally guaranteed as to principal and
interest by the Government of Canada,
the percentages of market value to be
deducted shall be the same as in para-
graph (A) of this section.

(D)(1) In the case of redeemable secu-
rities of an investment company reg-
istered under the Investment Company
Act of 1940, which assets consist of cash
or money market instruments and
which is described in §270.2a-7 of this
chapter, the deduction will be 2% of
the market value of the greater of the
long or short position.

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

(3) In the case of redeemable securi-
ties of an investment company reg-
istered under the Investment Company
Act of 1940, which assets are in the
form of cash or securities or money
market instruments which are de-
scribed in paragraphs (c)(2)(vi) (A)
through (C) or (E) and (F) of this sec-
tion, the deduction shall be 9% of the
market value of the long or short posi-
tion.

(BE) Commercial paper, bankers’ accept-
ances and certificates of deposit. In the
case of any short term promissory note
or evidence of indebtedness which has a
fixed rate of interest or is sold at a dis-
count, which has a maturity date at
date of issuance not exceeding nine
months exclusive of days of grace, or
any renewal thereof, the maturity of
which is likewise limited and has only
a minimal amount of credit risk, or in
the case of any negotiable certificates
of deposit or bankers’ acceptance or
similar type of instrument issued or
guaranteed by any bank as defined in
section 3(a)(6) of the Securities Ex-
change Act of 1934 (15 U.S.C. 78c(a)(6)),
the applicable percentage of the mar-
ket value of the greater of the long or
short position in each of the categories
specified below are:

(I) Less than 30 days to maturity—o0
percent.

(2) 30 days but less than 91 days to
maturity ¥s of 1 percent.

(3) 91 days but less than 181 days to
maturity % of 1 percent.

(4) 181 days but less than 271 days to
maturity 3s of 1 percent.

(5) 271 days but less than 1 year to
maturity %2 of 1 percent; and

(6) With respect to any negotiable
certificate of deposit or bankers ac-
ceptance or similar type of instrument
issued or guaranteed by any bank, as
defined above, having 1 year or more to
maturity, the deduction shall be on the
greater of the long or short position
and shall be the same percentage as
that prescribed in paragraph
(¢)(2)(vi)(A) of this section.
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(F)(1) Nonconvertible debt securities. In
the case of nonconvertible debt securi-
ties having a fixed interest rate and a
fixed maturity date, which are not
traded flat or in default as to principal
or interest and which have only a mini-
mal amount of credit risk, the applica-
ble percentages of the market value of
the greater of the long or short posi-
tion in each of the categories specified
below are:

(i) Less than 1 year to maturity—2%

(i1) 1 year but less than 2 years to ma-
turity—3%

(i) 2 years but less than 3 years to
maturity—5%

(iv) 3 years but less than 5 years to
maturity—6%

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

(vi) 10 years but less than 15 years to
maturity—7%%

(vii) 15 years but less than 20 years to
maturity—=8%

(viii) 20 years but less than 25 years to
maturity—8v%%

(ir) 25 years or more to maturity—9%

(2) A broker or dealer may elect to
exclude from the above categories long
or short positions that are hedged with
short or long positions in securities
issued by the United States or any
agency thereof or nonconvertible debt
securities having a fixed interest rate
and a fixed maturity date and which
are not traded flat or in default as to
principal or interest, and which have
only a minimal amount of credit risk if
such securities have maturity dates:

(1) Less than five years and within 6
months of each other;

(ii) Between 5 years and 10 years and
within 9 months of each other;

(iii) Between 10 years and 15 years
and within 2 years of each other; or

(iv) 15 years or more and within 10
years of each other.

The broker-dealer shall deduct the
amounts specified in paragraphs
(©)@2)(vi)(F) (3) and (4) of this section.
(3) With respect to those positions de-
scribed in paragraph (c)(2)(vi)(F)(2) of
this section that include a long or
short position in securities issued by
the United States or any agency there-
of, the broker or dealer shall exclude
the hedging short or long United
States or agency securities position
from the applicable haircut category

§240.15¢c3-1

under paragraph (c)(2)(vi)(A) of this
section. The broker or dealer shall de-
duct the percentage of the market
value of the hedged long or short posi-
tion in nonconvertible debt securities
as specified in each of the categories
below:

(1) Less than 5 years to maturity—
1%%

(i1) 5 years but less than 10 years to
maturity—2%%

(i77) 10 years but less than 15 years to
maturity—2%%

(iv) 15 years or more to maturity—3%

(4) With respect to those positions de-
scribed in paragraph (c)(2)(vi)(F)(2) of
this section that include offsetting
long and short positions in nonconvert-
ible debt securities, the broker or deal-
er shall deduct a percentage of the
market value of the hedged long or
short position in nonconvertible debt
securities as specified in each of the
categories below:

(1) Less than 5 years to maturity—
134%

(i1) 5 years but less than 10 years to
maturity—3%

(7i7) 10 years but less than 15 years to
maturity—3v%

(iv) 15 years or more to maturity—
3%

(5) In computing deductions under
paragraph (¢)(2)(vi)(F)(3) of this sec-
tion, a broker or dealer may include in
the categories specified in paragraph
(©)@2)(vi)(F)(3) of this section, long or
short positions in securities issued by
the United States or any agency there-
of that are deliverable against long or
short positions in futures contracts re-
lating to Government securities, trad-
ed on a recognized contract market ap-
proved by the Commodity Futures
Trading Commission, which are held in
the proprietary or other accounts of
the broker or dealer. The value of the
long or short positions included in the
categories shall be determined by the
contract value of the futures contract
held in the account.

(6) The provisions of Appendix B to
Rule 15¢3-1 (17 CFR 240.15¢3-1b) will in
any event apply to the positions in fu-
tures contracts.

(G) Convertible debt securities. In the
case of a debt security not in default
which has a fixed rate of interest and a
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fixed maturity date and which is con-
vertible into an equity security, the de-
ductions shall be as follows: If the mar-
ket value is 100 percent or more of the
principal amount, the deduction shall
be determined as specified in paragraph
(¢)(2)(vi)(J) of this section; if the mar-
ket value is less than the principal
amount, the deduction shall be deter-
mined as specified in paragraph (F) of
this section; if such securities are rated
as required of paragraph (F') of this sec-
tion;

(H) In the case of cumulative, non-
convertible preferred stock ranking
prior to all other classes of stock of the
same issuer, which has only a minimal
amount of credit risk and which are
not in arrears as to dividends, the de-
duction shall be 10% of the market
value of the greater of the long or
short position.

(I) In order to apply a deduction
under paragraphs (©)(2)(vi)(RH),
(©)2)(viXF)D), (©)@)(vD)(F)(2), or
(¢)(2)(vi)(H) of this section, the broker
or dealer must assess the creditworthi-
ness of the security or money market
instrument pursuant to policies and
procedures for assessing and moni-
toring creditworthiness that the
broker or dealer establishes, docu-
ments, maintains, and enforces. The
policies and procedures must be reason-
ably designed for the purpose of deter-
mining whether a security or money
market instrument has only a minimal
amount of credit risk. Policies and pro-
cedures that are reasonably designed
for this purpose should result in assess-
ments of creditworthiness that typi-
cally are consistent with market data.
A broker-dealer that opts not to make
an assessment of creditworthiness
under this paragraph may not apply

the deductions under paragraphs
(©)@)(vi)(E), (©)@)(vi)(F)(D),
©)2)(Vi)(F)2), or (c)2)(vi)(H) of this
section.

NOTE TO PARAGRAPH (¢)(2)(vi)(I): For a dis-
cussion of the ‘“‘minimal amount of credit
risk” standard, see Removal of Certain Ref-
erences to Credit Ratings Under the Securities
Exchange Act of 1934, Exchange Act Release
No. 34-71194 (Dec. 27, 2013), at http:/
www.sec.gov/rules/final.shtml.

All Other Securities

(J) In the case of all securities or evi-
dences of indebtedness, except those
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described in appendix A, §240.15c3-1a,
which are not included in any of the
percentage categories enumerated in
paragraphs (¢)(2)(vi) (A) through (H) of
this section or paragraph
(0)2)(vi)(K)(ii) of this section, the de-
duction shall be 15 percent of the mar-
ket value of the greater of the long or
short positions and to the extent the
market value of the lesser of the long
or short positions exceeds 25 percent of
the market value of the greater of the
long or short positions, the percentage
deduction on such excess shall be 15
percent of the market value of such ex-
cess. No deduction need be made in the
case of:

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

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

(K) Securities with a limited market. In
the case of securities (other than ex-
empted securities, nonconvertible debt
securities, and cumulative nonconvert-
ible preferred stock) which are not: (1)
Traded on a national securities ex-
change; (2) designated as “OTC Margin
Stock’” pursuant to Regulation T under
the Securities Exchange Act of 1934; (3)
quoted on “NASDAQ”; or (4) redeem-
able shares of investment companies
registered under the Investment Com-
pany Act of 1940, the deduction shall be
as follows:

(i) In the case where there are regular
quotations in an inter-dealer
quotations system for the securities by
three or more independent market-
makers (exclusive of the computing
broker or dealer) and where each such
quotation represents a bona fide offer
to brokers or dealers to both buy and
sell in reasonable quantities at stated
prices, or where a ready market as de-
fined in paragraph (c)(11) (ii) is deemed
to exist, the deduction shall be deter-
mined in accordance with paragraph
(¢)(2)(vi)(J) of this section;

(i7) In the case where there are reg-
ular quotations in an inter-dealer
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quotations system for the securities by
only one or two independent market-
makers (exclusive of the computing
broker or dealer) and where each such
quotation represents a bona fide offer
to brokers or dealers both to buy and
sell in reasonable quantities, at stated
prices, the deduction on both the long
and short position shall be 40 percent.
(L) Where a broker or dealer dem-
onstrates that there is sufficient Ili-
quidity for any securities long or short
in the proprietary or other accounts of
the broker or dealer which are subject
to a deduction required by paragraph
(¢)(2)(vi)(K) of this section, such deduc-
tion, upon a proper showing to the Ex-
amining Authority for the broker or
dealer, may be appropriately de-
creased, but in no case shall such de-
duction be less than that prescribed in
paragraph (¢)(2)(vi)(J) of this section.

Undue Concentration

(M)(I) In the case of money market
instruments, or securities of a single
class or series of an issuer, including
any option written, endorsed or held to
purchase or sell securities of such a
single class or series of an issuer (other
than ‘‘exempted securities’” and re-
deemable securities of an investment
company registered pursuant to the In-
vestment Company Act of 1940), and se-
curities underwritten (in which case
the deduction provided for herein shall
be applied after 11 business days),
which are long or short in the propri-
etary or other accounts of a broker or
dealer, including securities that are
collateral to secured demand notes de-
fined in appendix D, §240.15c3-1d, and
that have a market value of more than
10 percent of the ‘‘net capital” of a
broker or dealer before the application
of paragraph (c)(2)(vi) of this section or
appendix A, §240.15c3-1a, there shall be
an additional deduction from net worth
and/or the Collateral Value for securi-
ties collateralizing a secured demand
note defined in appendix D, §240.15c3-
1d, equal to 50 percent of the percent-
age deduction otherwise provided by
this paragraph (c)(2)(vi) of this section
or appendix A, §240.15c3-1a, on that
portion of the securities position in ex-
cess of 10 percent of the ‘‘net capital”
of the broker or dealer before the appli-
cation of paragraph (c)(2)(vi) of this
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section and appendix A, §240.15c3-1a. In
the case of securities described in para-
graph (c)(2)(vi)(J), the additional de-
duction required by this paragraph
(¢)(2)(vi)(M) shall be 15 percent.

(2) This paragraph (c)(2)(vi)(M) shall
apply notwithstanding any long or
short position exemption provided for
in paragraph (c)(2)(vi)(J) of this section
(except for long or short position ex-
emptions arising out of the first pro-
viso to paragraph (c)(2)(vi)(J)) and the
deduction on any such exempted posi-
tion shall be 15 percent of that portion
of the securities position in excess of 10
percent of the broker or dealer’s net
capital before the application of para-
graph (c)(2)(vi) of this section and ap-
pendix A, §240.15c3-1a.

(3) This paragraph (c)(2)(vi)(M) shall
be applied to an issue of equity securi-
ties only on the market value of such
securities in excess of $10,000 or the
market value of 500 shares, whichever
is greater, or $25,000 in the case of a
debt security.

(4) This paragraph (c)(2)(vi) (M) will
be applied to an issue of municipal se-
curities having the same security pro-
visions, date of issue, interest rate,
day, month and year of maturity only
if such securities have a market value
in excess of $500,000 in bonds ($5,000,000
in notes) or 10 percent of tentative net
capital, whichever is greater, and are
held in position longer than 20 business
days from the date the securities are
received by the syndicate manager
from the issuer.

() Any specialist that is subject to a
deduction required by this paragraph
(©)@2)(vi) (M), respecting its specialty
stock, that can demonstrate to the sat-
isfaction of the Examining Authority
for such broker or dealer that there is
sufficient liquidity for such specialist’s
specialty stock and that such deduc-
tion need not be applied in the public
interest for the protection of investors,
may upon a proper showing to such Ex-
amining Authority have such undue
concentration deduction appropriately
decreased, but in no case shall the de-
duction  prescribed in  paragraph
(€)(2)(vi)(J) of this section above be re-
duced. Each such Examining Authority
shall make and preserve for a period of
not less than 3 years a record of each
application granted pursuant to this
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paragraph (c)(2)(vi)(M)(5), which shall
contain a summary of the justification
for the granting of the application.

(N) Any specialist that limits its se-
curities business to that of a specialist
(except for an occasional non-specialist
related securities transaction for its
own account), that does not transact a
business in securities with other than a
broker or dealer registered with the
Commission under section 15 or 15C of
the Act or a member of a national se-
curities exchange, and that is not a
clearing member of The Options Clear-
ing Corporation need not deduct from
net worth in computing net capital
those deductions, as to its specialty se-
curities, set forth in paragraph
(c)(2)(vi) of this section or appendix A
to this section, except for paragraph (e)
of this section limiting withdrawals of
equity capital and appendix D to this
section relating to satisfactory subor-
dination agreements. As to a specialist
that is solely an options specialist, in
paragraph (e) the term ‘‘net capital”
shall be deemed to mean ‘‘net capital
before the application of paragraph
(c)(2)(vi) of this section or appendix A
to this section” and ‘‘excess net cap-
ital” shall be deemed to be the amount
of net capital before the application of
paragraph (c)(2)(vi) of this section or
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appendix A to this section in excess of
the amount of net capital required
under paragraph (a) of this section. In
reports filed pursuant to §240.17a-5 and
in making the record required by
§240.17a-3(a)(11) each specialists shall
include the deductions that would oth-
erwise have been required by paragraph
(c)(2)(vi) of this section or appendix A
to this section in the absence of this
paragraph (¢)(2)(vi)(N).

(O) Cleared security-based swaps. In
the case of a cleared security-based
swap held in a proprietary account of
the broker or dealer, deducting the
amount of the applicable margin re-
quirement of the clearing agency or, if
the security-based swap references an
equity security, the broker or dealer
may take a deduction using the meth-
od specified in §240.15c3-1a.

(P) Non-cleared security-based swaps—
(1) Credit default swaps—(i) Short posi-
tions (selling protection). In the case of a
non-cleared security-based swap that is
a short credit default swap, deducting
the percentage of the notional amount
based upon the current basis point
spread of the credit default swap and
the maturity of the credit default swap
in accordance with table 1 to §240.15¢c3-
1()@)(VD(P)(I)(D):

TABLE 1 TO §240.15¢3-1(c)(2)(vi)(P)(1)(i)

Basis point spread

Length of time to maturity of credit de-

fault swap contract 100 or less 101-300 301-400 401-500 501-699 700 or more

% % % % % %

Less than 12 months .......coeeeeeveveicecnne 1.00 2.00 5.00 7.50 10.00 15.00
12 months but less than 24 months ..... 1.50 3.50 7.50 10.00 12.50 17.50
24 months but less than 36 months ..... 2.00 5.00 10.00 12.50 15.00 20.00
36 months but less than 48 months ..... 3.00 6.00 12.50 15.00 17.50 22.50
48 months but less than 60 months ..... 4.00 7.00 15.00 17.50 20.00 25.00
60 months but less than 72 months ..... 5.50 8.50 17.50 20.00 22.50 27.50
72 months but less than 84 months ..... 7.00 10.00 20.00 22.50 25.00 30.00
84 months but less than 120 months ... 8.50 15.00 22.50 25.00 27.50 40.00
120 months and longer ..........cccccocoe.. 10.00 20.00 25.00 27.50 30.00 50.00

(i1) Long positions (purchasing protec-
tion). In the case of a non-cleared secu-
rity-based swap that is a long credit
default swap, deducting 50 percent of
the deduction that would be required
by paragraph (c)(2)(vi)(P)(1)(i) of this
section if the mnon-cleared security-
based swap was a short credit default
swap, each such deduction not to ex-
ceed the current market value of the
long position.

(1i1) Long and short credit default
swaps. In the case of non-cleared secu-
rity-based swaps that are long and
short credit default swaps referencing
the same entity (in the case of non-
cleared credit default swap security-
based swaps referencing a corporate en-
tity) or obligation (in the case of non-
cleared credit default swap security-
based swaps referencing an asset-
backed security), that have the same
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credit events which would trigger pay-
ment by the seller of protection, that
have the same basket of obligations
which would determine the amount of
payment by the seller of protection
upon the occurrence of a credit event,
that are in the same or adjacent spread
category, and that are in the same or
adjacent maturity category and have a
maturity date within three months of
the other maturity category, deducting
the percentage of the notional amount
specified in the higher maturity cat-
egory under paragraph (c)(2)(vi)(P)(1)(i)
or (ii) on the excess of the long or short
position. In the case of non-cleared se-
curity-based swaps that are long and
short credit default swaps referencing
corporate entities in the same industry
sector and the same spread and matu-
rity categories prescribed in paragraph
(©)@2)(vi)(P)(I)(i) of this section, deduct-
ing 50 percent of the amount required
by paragraph (c)(2)(vi)(P)(1)(i) of this
section on the short position plus the
deduction required by paragraph
(©)(2)(vi)(P)(1)(ii) of this section on the
excess long position, if any. For the
purposes of this section, the broker or
dealer must use an industry sector
classification system that is reasonable
in terms of grouping types of compa-
nies with similar business activities
and risk characteristics and the broker
or dealer must document the industry
sector classification system used pur-
suant to this section.

(iv) Long security and long credit de-
fault swap. In the case of a non-cleared
security-based swap that is a long cred-
it default swap referencing a debt secu-
rity and the broker or dealer is long
the same debt security, deducting 50
percent of the amount specified in
paragraph (c)(2)(vi) or (vii) of this sec-
tion for the debt security, provided
that the broker or dealer can deliver
the debt security to satisfy the obliga-
tion of the broker or dealer on the
credit default swap.

(v) Short security and short credit de-
fault swap. In the case of a non-cleared
security-based swap that is a short
credit default swap referencing a debt
security or a corporate entity, and the
broker or dealer is short the debt secu-
rity or a debt security issued by the
corporate entity, deducting the
amount specified in paragraph (c)(2)(vi)
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or (vii) of this section for the debt se-
curity. In the case of a non-cleared se-
curity-based swap that is a short credit
default swap referencing an asset-
backed security and the broker or deal-
er is short the asset-backed security,
deducting the amount specified in
paragraph (c)(2)(vi) or (vii) of this sec-
tion for the asset-backed security.

(2) Non-cleared security-based swaps
that are not credit default swaps. In the
case of a non-cleared security-based
swap that is not a credit default swap,
deducting the amount calculated by
multiplying the notional amount of the
security-based swap and the percentage
specified in paragraph (c)(2)(vi) of this
section applicable to the reference se-
curity. A broker or dealer may reduce
the deduction under this paragraph
©)(2)(vi)(P)(2) by an amount equal to
any reduction recognized for a com-
parable long or short position in the
reference security under paragraph
(c)(2)(vi) of this section and, in the case
of a security-based swap referencing an
equity security, the method specified
in §240.15c3-1a.

(vii) Non-marketable securities. De-
ducting 100 percent of the carrying
value in the case of securities or evi-
dence of indebtedness in the propri-
etary or other accounts of the broker
or dealer, for which there is no ready
market, as defined in paragraph (c)(11)
of this section, and securities, in the
proprietary or other accounts of the
broker or dealer, which cannot be pub-
licly offered or sold because of statu-
tory, regulatory or contractual ar-
rangements or other restrictions.

Open Contractual Commitments

(viii) Deducting, in the case of a
broker or dealer that has open contrac-
tual commitments (other than those
option positions subject to appendix A,
§240.15¢c3-1a), the respective deductions
as specified in paragraph (c)(2)(vi) of
this section or appendix B, §240.15¢c3-1b,
from the value (which shall be the mar-
ket value whenever there is a market)
of each net long and each net short po-
sition contemplated by any open con-
tractual commitment in the propri-
etary or other accounts of the broker
or dealer.

(A) The deduction for contractual
commitments in those securities that
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are treated in paragraph (c¢)(2)(vi)(J) of
this section shall be 30 percent unless
the class and issue of the securities
subject to the open contractual com-
mitment deduction are listed for trad-
ing on a national securities exchange
or are designated as NASDAQ National
Market System Securities.

(B) A broker or dealer that maintains
in excess of $250,000 of net capital may
add back to net worth up to $150,000 of
any deduction computed under this
paragraph (¢)(2)(viii)(B).

(C) The deduction with respect to any
single commitment shall be reduced by
the unrealized profit in such commit-
ment, in an amount not greater than
the deduction provided for by this
paragraph (or increased by the unreal-
ized loss), in such commitment, and in
no event shall an unrealized profit on
any closed transactions operate to in-
crease net capital.

(ix) Deducting from the contract
value of each failed to deliver contract
that is outstanding five business days
or longer (21 business days or longer in
the case of municipal securities) the
percentages of the market value of the
underlying security that would be re-
quired by application of the deduction
required by paragraph (c)(2)(vi) of this
section. Such deduction, however, shall
be increased by any excess of the con-
tract price of the failed to deliver con-
tract over the market value of the un-
derlying security or reduced by any ex-
cess of the market value of the under-
lying security over the contract value
of the failed to deliver contract, but
not to exceed the amount of such de-
duction. The designated examining au-
thority for the broker or dealer may,
upon application of the broker or deal-
er, extend for a period up to 5 business
days, any period herein specified when
it is satisfied that the extension is war-
ranted. The designated examining au-
thority upon expiration of the exten-
sion may extend for one additional pe-
riod of up to 5 business days, any pe-
riod herein specified when it is satis-
fied that the extension is warranted.

Brokers or Dealers Carrying Accounts of
Listed Options Specialists

(x)(A) With respect to any trans-
action of a specialist in listed options,
who is either not otherwise subject to
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the provisions of this section or is de-
scribed in paragraph (¢)(2)(vi)(N) of this
section, for whose specialist account a
broker or dealer acts as a guarantor,
endorser, or carrying broker or dealer,
such broker or dealer shall adjust its
net worth by deducting as of noon of
each business day the amounts com-
puted as of the prior business day pur-
suant to §240.15c3-1a. The required de-
ductions may be reduced by any liqui-
dating equity that exists in such spe-
cialist’s market-maker account as of
that time and shall be increased to the
extent of any liquidating deficit in
such account. Noon shall be deter-
mined according to the Ilocal time
where the broker or dealer is
headquartered. In no event shall excess
equity in the specialist’s market-
maker account result in an increase of
the net capital of any such guarantor,
endorser, or carrying broker or dealer.

(B) Definitions. (1) The term listed op-
tion shall mean any option traded on a
registered national securities exchange
or automated facility of a registered
national securities association.

(2) For purposes of this section, the
equity in an individual specialist’s
market-maker account shall be com-
puted by:

(1) Marking all securities positions
long or short in the account to their
respective current market values;

(1) Adding (deducting in the case of a
debit balance) the credit balance car-
ried in such specialist’s market-maker
account; and

(i11) Adding (deducting in the case of
short positions) the market value of
positions long in such account.

(C) No guarantor, endorser, or car-
rying broker or dealer shall permit the
sum of the deductions required pursu-
ant to §240.15c3-1a in respect of all
transactions in specialists’ market-
maker accounts guaranteed, endorsed,
or carried by such broker or dealer to
exceed 1,000 percent of such broker’s or
dealer’s net capital as defined in
§240.15¢c3-1(c)(2) for any period exceed-
ing three business days. If at any time
such sum exceeds 1,000 percent of such
broker’s or dealer’s net capital, then
the broker or dealer shall:

(I) Immediately transmit telegraphic
or facsimile notice of such event to the
Division of Market Regulation in the
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headquarters office of the Commission
in Washington, DC, to the regional of-
fice of the Commission for the region
in which the broker or dealer main-
tains its principal place of business,
and to its examining authority des-
ignated pursuant to section 17(d) of the
Act (156 U.S.C. 78q(d)) (‘‘Designated Ex-
amining Authority’’); and

(2) Be subject to the prohibitions
against withdrawal of equity capital
set forth in §240.15¢3-1(e) and to the
prohibitions against reduction, prepay-
ment, and repayment of subordination
agreements set forth in paragraph
(b)(11) of §240.15¢c3-1d, as if such broker
or dealer’s net capital were below the
minimum standards specified by each
of those paragraphs.

(D) If at any time there is a liqui-
dating deficit in a specialist’s market-
maker account, then the broker or
dealer guaranteeing, endorsing, or car-
rying listed options transactions in
such specialist’s market-maker ac-
count may not extend any further cred-
it in that account, and shall take steps
to liquidate promptly existing posi-
tions in the account. This paragraph
shall not prevent the broker or dealer
from, upon approval by the broker’s or
dealer’s Designated Examining Author-
ity, entering into hedging positions in
the specialist’s market-maker account.
The broker or dealer also shall trans-
mit telegraphic or facsimile notice of
the deficit and its amount by the close
of business of the following business
day to its Designated Examining Au-
thority and the Designated Examining
Authority of the specialist, if different
from its own.

(E) Upon written application to the
Commission by the specialist and the
broker or dealer guaranteeing, endors-
ing, or carrying options transactions in
such specialist’s market-maker ac-
count, the Commission may approve
upon specified terms and conditions
lesser adjustments to net worth than
those specified in §240.15c3-1a.

(xi) Brokers or dealers carrying special-
ists or market makers accounts. With re-
spect to a broker or dealer who carries
a market maker or specialist account,
or with respect to any transaction in
options listed on a registered national
securities exchange for which a broker
or dealer acts as a guarantor or en-
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dorser of options written by a spe-
cialist in a specialist account, the
broker or dealer shall deduct, for each
account carried or for each class or se-
ries of options guaranteed or endorsed,
any deficiency in collateral required by
paragraph (a)(6) of this section.

(xii)(A) Deduction from net worth for
certain undermargined accounts. Deduct-
ing the amount of cash required in
each customer’s or non-customer’s ac-
count to meet the maintenance margin
requirements of the Examining Au-
thority for the broker or dealer, after
application of calls for margin, marks
to the market or other required depos-
its which are outstanding 5 business
days or less.

(B) Deducting the amount of cash re-
quired in the account of each security-
based swap and swap customer to meet
the margin requirements of a clearing
agency, Examining Authority, the
Commission, derivatives clearing orga-
nization, or the Commodity Futures
Trading Commission, as applicable,
after application of calls for margin,
marks to the market, or other required
deposits which are outstanding within
the required time frame to collect the
margin, mark to the market, or other
required deposits.

(xiii) Deduction from net worth for in-
debtedness collateraliced by erempted se-
curities. Deducting, at the option of the
broker or dealer, in lieu of including
such amounts in aggregate indebted-
ness, 4 percent of the amount of any in-
debtedness secured by exempted securi-
ties or municipal securities if such in-
debtedness would otherwise be includ-
able in aggregate indebtedness.

(xiv) Deduction from net worth for ex-
cess deductible amounts related to fidelity
bond coverage. Deducting the amount
specified by rule of the Examining Au-
thority for the broker or dealer with
respect to a requirement to maintain
fidelity bond coverage.

(xv) Deduction from net worth in lieu of
collecting collateral for mon-cleared secu-
rity-based swap and swap transactions—
(A) Security-based swaps. Deducting the
initial margin amount calculated pur-
suant to §240.18a-3(c)(1)(i)(B) for the ac-
count of a counterparty at the broker
or dealer that is subject to a margin
exception set forth in §240.18a—
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3(c)(1)(iii), less the margin value of col-
lateral held in the account.

(B) Swaps. Deducting the initial mar-
gin amount calculated pursuant to the
margin rules of the Commodity Fu-
tures Trading Commission in the ac-
count of a counterparty at the broker
or dealer that is subject to a margin
exception in those rules, less the mar-
gin value of collateral held in the ac-
count.

(C) Treatment of collateral held at a
third-party custodian. For the purposes
of the deductions required pursuant to
paragraphs (¢)(2)(xv)(A) and (B) of this
section, collateral held by an inde-
pendent third-party custodian as ini-
tial margin may be treated as collat-
eral held in the account of the
counterparty at the broker or dealer if:

(I) The independent third-party cus-
todian is a bank as defined in section
3(a)(6) of the Act or a registered U.S.
clearing organization or depository
that 1is not affiliated with the
counterparty or, if the collateral con-
sists of foreign securities or currencies,
a supervised foreign bank, clearing or-
ganization, or depository that is not af-
filiated with the counterparty and that
customarily maintains custody of such
foreign securities or currencies;

(2) The broker or dealer, the inde-
pendent third-party custodian, and the
counterparty that delivered the collat-
eral to the custodian have executed an
account control agreement governing
the terms under which the custodian
holds and releases collateral pledged by
the counterparty as initial margin that
is a legal, valid, binding, and enforce-
able agreement under the laws of all
relevant jurisdictions, including in the
event of bankruptcy, insolvency, or a
similar proceeding of any of the parties
to the agreement, and that provides
the broker or dealer with the right to
access the collateral to satisfy the
counterparty’s obligations to the
broker or dealer arising from trans-
actions in the account of the
counterparty; and

(3) The broker or dealer maintains
written documentation of its analysis
that in the event of a legal challenge
the relevant court or administrative
authorities would find the account con-
trol agreement to be legal, valid, bind-
ing, and enforceable under the applica-
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ble law, including in the event of the
receivership, conservatorship, insol-
vency, liquidation, or a similar pro-
ceeding of any of the parties to the
agreement.

EXEMPTED SECURITIES

(3) The term exempted securities shall
mean those securities deemed exempt-
ed securities by section 3(a)(12) of the
Securities Exchange Act of 1934 and
rules thereunder.

CONTRACTUAL COMMITMENTS

(4) The term contractual commitments
shall include underwriting, when
issued, when distributed and delayed
delivery contracts, the writing or en-
dorsement of puts and calls and com-
binations thereof, commitments in for-
eign currencies, and spot (cash) com-
modities contracts, but shall not in-
clude uncleared regular way purchases
and sales of securities and contracts in
commodities futures. A series of con-
tracts of purchase or sale of the same
security conditioned, if at all, only
upon issuance may be treated as an in-
dividual commitment.

ADEQUATELY SECURED

(5) Indebtedness shall be deemed to
be adequately secured within the
meaning of this section when the ex-
cess of the market value of the collat-
eral over the amount of the indebted-
ness is sufficient to make the loan ac-
ceptable as a fully secured loan to
banks regularly making secured loans
to brokers or dealers.

CUSTOMER

(6) The term customer shall mean any
person from whom, or on whose behalf,
a broker or dealer has received, ac-
quired or holds funds or securities for
the account of such person, but shall
not include a broker or dealer or a reg-
istered municipal securities dealer, or
a general, special or limited partner or
director or officer of the broker or
dealer, or any person to the extent that
such person has a claim for property or
funds which by contract, agreement, or
understanding, or by operation of law,
is part of the capital of the broker or
dealer. Provided, however, That the
term ‘‘customer’” shall also include a
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broker or dealer, but only insofar as
such broker or dealer maintains a spe-
cial omnibus account carried with an-
other broker or dealer in compliance
with 12 CFR 220.4(b) of Regulation T
under the Securities Exchange Act of
1934.

NON-CUSTOMER

(7) The term non-customer means a
broker or dealer, registered municipal
securities dealer, general partner, lim-
ited partner, officer, director and per-
sons to the extent their claims are sub-
ordinated to the claims of creditors of
the broker or dealer.

MARKET MAKER

(8) The term market maker shall mean
a dealer who, with respect to a par-
ticular security, (i) regularly publishes
bona fide, competitive bid and offer
quotations in a recognized interdealer
quotation system; or (ii) furnishes bona
fide competitive bid and offer
quotations on request; and, (iii) is
ready, willing and able to effect trans-
actions in reasonable quantities at his
quoted prices with other brokers or
dealers.

PROMPTLY TRANSMIT AND DELIVER

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

PROMPTLY FORWARD

(10) A broker or dealer is deemed to
“promptly forward’ funds or securities
within the meaning of paragraph
(a)(2)(1) of this section only when such
forwarding occurs no later than noon
of the next business day following re-
ceipt of such funds or securities.

READY MARKET

(11)(i) The term ready market shall in-
clude a recognized established securi-
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ties market in which there exists inde-
pendent bona fide offers to buy and sell
so that a price reasonably related to
the last sales price or current bona fide
competitive bid and offer quotations
can be determined for a particular se-
curity almost instantaneously and
where payment will be received in set-
tlement of a sale at such price within a
relatively short time conforming to
trade custom.

(ii) A ready market shall also be
deemed to exist where securities have
been accepted as collateral for a loan
by a bank as defined in section 3(a)(6)
of the Securities Exchange Act of 1934
and where the broker or dealer dem-
onstrates to its Examining Authority
that such securities adequately secure
such loans as that term is defined in
paragraph (c¢)(b) of this section.

EXAMINING AUTHORITY

(12) The term Examining Authority of
a broker or dealer shall mean for the
purposes of 17 CFR 240.15c3-1 and
240.15c3-1a-d the national securities ex-
change or national securities associa-
tion of which the broker or dealer is a
member or, if the broker or dealer is a
member of more than one such self-reg-
ulatory organization, the organization
designated by the Commission as the
Examining Authority for such broker
or dealer, or if the broker or dealer is
not a member of any such self-regu-
latory organization, the Regional Of-
fice of the Commission where such
broker or dealer has its principal place
of business.

ENTITIES THAT HAVE A PRINCIPAL
REGULATOR

(13)(i) For purposes of §240.15c3-1e
and §240.15c3-1g, the term entity that
has a principal regulator shall mean a
person (other than a natural person)
that is not a registered broker or deal-
er (other than a broker or dealer reg-
istered under section 15(b)(11) of the
Act (15 U.S.C. 780(b)(11)), provided that
the person is:

(A) An insured depository institution
as defined in section 3(c)(2) of the Fed-
eral Deposit Insurance Act (12 U.S.C.
1813(c)(2));

(B) Registered as a futures commis-
sion merchant or an introducing
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broker with the Commodity Futures
Trading Commission;

(C) Registered with or licensed by a
State insurance regulator and issues
any insurance, endowment, or annuity
policy or contract;

(D) A foreign bank as defined in sec-
tion 1(b)(7) of the International Bank-
ing Act of 1978 (12 U.S.C. 3101(7)) that
has its headquarters in a jurisdiction
for which any foreign bank has been
approved by the Board of Governors of
the Federal Reserve System to conduct
business pursuant to the standards set
forth in 12 CFR 211.24(c), provided such
foreign bank represents to the Commis-
sion that it is subject to the same su-
pervisory regime as the foreign bank
previously approved by the Board of
Governors of the Federal Reserve Sys-
tem;

(E) Not primarily in the securities
business, and the person is:

(I) A corporation organized under
section 25A of the Federal Reserve Act
(12 U.S.C. 611 through 633); or

(2) A corporation having an agree-
ment or undertaking with the Board of
Governors of the Federal Reserve Sys-
tem under section 25 of the Federal Re-
serve Act (12 U.S.C. 601 through 604a);
or

(F) A person that the Commission
finds is another entity that is subject
to comprehensive supervision, has in
place appropriate arrangements so that
information that the person provides
to the Commission is sufficiently reli-
able for the purposes of determining
compliance with §240.15c3-1e and
§240.15c3-1g, and it is appropriate to
consider the person to be an entity
that has a principal regulator consid-
ering all relevant circumstances, in-
cluding the person’s mix of business.

(ii) For purposes of §§240.15c3-1e,
240.15c3-1g, 240.17h-1T, and 240.17h2T,
the term ultimate holding company that
has a principal regulator shall mean a
person (other than a natural person)
that:

(A) Is a financial holding company or
a company that is treated as a finan-
cial holding company under the Bank
Holding Company Act of 1956 (12 U.S.C.
1840 et seq.), or

(B) The Commission determines to be
an ultimate holding company that has
a principal regulator, if that person is

17 CFR Ch. Il (4-1-20 Edition)

subject to consolidated, comprehensive
supervision; there are in place appro-
priate arrangements so that informa-
tion that the person provides to the
Commission is sufficiently reliable for
the purposes of determining compli-
ance with §240.15c3-1e and §240.15c3-1g;
and it is appropriate to consider the
person to be an ultimate holding com-
pany that has a principal regulator in
view of all relevant circumstances, in-
cluding the person’s mix of business.

(14) The term municipal securities
shall mean those securities included
within the definition of ‘“‘municipal se-
curities’ in section 3(a)(29) of the Secu-
rities Exchange Act of 1934.

(15) The term tentative net capital
shall mean the net capital of a broker
or dealer before deducting the securi-
ties haircuts computed pursuant to
paragraph (c¢)(2)(vi) of this section and
the charges on inventory computed
pursuant to appendix B to this section
(§240.15¢3-1b). However, for purposes of
paragraph (a)(b) of this section, the
term tentative net capital means the net
capital of an OTC derivatives dealer be-
fore deducting the charges for market
and credit risk as computed pursuant
to appendix F to this section (§240.15¢3-
1f) or paragraph (c)(2)(vi) of this sec-
tion, if applicable, and increased by the
balance sheet value (including
counterparty net exposure) resulting
from transactions in eligible OTC de-
rivative instruments which would oth-
erwise be deducted by virtue of para-
graph (c¢)(2)(iv) of this section. For pur-
poses of paragraph (a)(7) of this sec-
tion, the term tentative mnet capital
means the net capital of the broker or
dealer before deductions for market
and credit risk computed pursuant to
§240.15c3-1e or paragraph (c)(2)(vi) of
this section, if applicable, and in-
creased by the balance sheet value (in-
cluding counterparty net exposure) re-
sulting from transactions in derivative
instruments which would otherwise be
deducted by virtue of paragraph
(c)(2)(iv) of this section. Tentative net
capital shall include securities for
which there is no ready market, as de-
fined in paragraph (c)(11) of this sec-
tion, if the use of mathematical models
has been approved for purposes of cal-
culating deductions from net capital
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for those securities

§240.15c3-1e.

pursuant to

INSOLVENT

(16) For the purposes of this section,
a broker or dealer is insolvent if the
broker or dealer:

(i) Is the subject of any bankruptcy,
equity receivership proceeding or any
other proceeding to reorganize, con-
serve, or liquidate such broker or deal-
er or its property or is applying for the
appointment or election of a receiver,
trustee, or liquidator or similar official
for such broker or dealer or its prop-
erty;

(ii) Has made a general assignment
for the benefit of creditors;

(iii) Is insolvent within the meaning
of section 101 of title 11 of the United
States Code, or is unable to meet its
obligations as they mature, and has
made an admission to such effect in
writing or in any court or before any
agency of the United States or any
State; or

(iv) Is unable to make such computa-
tions as may be necessary to establish
compliance with this section or with
§240.15¢c3-3.

(17) The term risk margin amount
means the sum of:

(i) The total initial margin required
to be maintained by the broker or deal-
er at each clearing agency with respect
to security-based swap transactions
cleared for security-based swap cus-
tomers; and

(ii) The total initial margin amount
calculated by the broker or dealer with
respect to non-cleared security-based
swaps pursuant to §240.18a-3(c)(1)(i)(B).

(d) Debt-equity requirements. No
broker or dealer shall permit the total
of outstanding principal amounts of its
satisfactory subordination agreements
(other than such agreements which
qualify under this paragraph (d) as eq-
uity capital) to exceed 70 percent of its
debt-equity total, as hereinafter de-
fined, for a period in excess of 90 days
or for such longer period which the
Commission may, upon application of
the broker or dealer, grant in the pub-
lic interest or for the protection of in-
vestors. In the case of a corporation,
the debt-equity total shall be the sum
of its outstanding principal amounts of
satisfactory subordination agreements,
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par or stated value of capital stock,
paid in capital in excess of par, re-
tained earnings, unrealized profit and
loss or other capital accounts. In the
case of a partnership, the debt-equity
total shall be the sum of its out-
standing principal amounts of satisfac-
tory subordination agreements, capital
accounts of partners (exclusive of such
partners’ securities accounts) subject
to the provisions of paragraph (e) of
this section, and unrealized profit and
loss. In the case of a sole proprietor-
ship, the debt-equity total shall in-
clude the sum of its outstanding prin-
cipal amounts of satisfactory subordi-
nation agreements, capital accounts of
the sole proprietorship and unrealized
profit and loss. Provided, however, That
a satisfactory subordination agreement
entered into by a partner or stock-
holder which has an initial term of at
least three years and has a remaining
term of not less than 12 months shall
be considered equity for the purposes of
this paragraph (d) if:

(1) It does not have any of the provi-
sions for accelerated maturity provided
for by paragraphs (b)(9)({), (10)(i) or
(10)(ii) of Appendix (D) @17 CFR
240.15¢3-1d) and is maintained as cap-
ital subject to the provisions restrict-
ing the withdrawal thereof required by
paragraph (e) of this section or

(2) The partnership agreement pro-
vides that capital contributed pursuant
to a satisfactory subordination agree-
ment as defined in Appendix (D) (17
CFR 240.15c3-1d) shall in all respects be
partnership capital subject to the pro-
visions restricting the withdrawal
thereof required by paragraph (e) of
this section.

(e)(1) Notice provisions relating to limi-
tations on the withdrawal of equity cap-
ital. No equity capital of the broker or
dealer or a subsidiary or affiliate con-
solidated pursuant to appendix C (17
CFR 240.15c3-1c) may be withdrawn by
action of a stockholder or a partner or
by redemption or repurchase of shares
of stock by any of the consolidated en-
tities or through the payment of divi-
dends or any similar distribution, nor
may any unsecured advance or loan be
made to a stockholder, partner, sole
proprietor, employee or affiliate with-
out written notice given in accordance
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with paragraph (e)(1)(iv) of this sec-
tion:

(i) Two business days prior to any
withdrawals, advances or loans if those
withdrawals, advances or loans on a
net basis exceed in the aggregate in
any 30 calendar day period, 30 percent
of the broker or dealer’s excess net cap-
ital. A broker or dealer, in an emer-
gency situation, may make with-
drawals, advances or loans that on a
net basis exceed 30 percent of the
broker or dealer’s excess net capital in
any 30 calendar day period without giv-
ing the advance notice required by this
paragraph, with the prior approval of
its Examining Authority. Where a
broker or dealer makes a withdrawal
with the consent of its Examining Au-
thority, it shall in any event comply
with paragraph (e)(1)(ii) of this section;
or

(ii) Two business days after any with-
drawals, advances or loans if those
withdrawals, advances or loans on a
net basis exceed in the aggregate in
any 30 calendar day period, 20 percent
of the broker or dealer’s excess net cap-
ital.

(iii) This paragraph (e)(1) does not
apply to:

(A) Securities or commodities trans-
actions in the ordinary course of busi-
ness between a broker or dealer and an
affiliate where the broker or dealer
makes payment to or on behalf of such
affiliate for such transaction and then
receives payment from such affiliate
for the securities or commodities
transaction within two business days
from the date of the transaction; or

(B) Withdrawals, advances or loans
which in the aggregate in any thirty
calendar day period, on a net basis,
equal $500,000 or less.

(iv) Each required notice shall be ef-
fective when received by the Commis-
sion in Washington, DC, the regional
office of the Commission for the region
in which the broker or dealer has its
principal place of business, the broker
or dealer’s Examining Authority and
the Commodity Futures Trading Com-
mission if such broker or dealer is reg-
istered with that Commission.

(2) Limitations on Withdrawal of equity
capital. No equity capital of the broker
or dealer or a subsidiary or affiliate
consolidated pursuant to appendix C (17
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CFR 240.15c3-1c) may be withdrawn by
action of a stockholder or a partner or
by redemption or repurchase of shares
of stock by any of the consolidated en-
tities or through the payment of divi-
dends or any similar distribution, nor
may any unsecured advance or loan be
made to a stockholder, partner, sole
proprietor, employee or affiliate, if
after giving effect thereto and to any
other such withdrawals, advances or
loans and any Payments of Payment
Obligations (as defined in appendix D
(17 CFR 240.15¢3-1d)) under satisfactory
subordination agreements which are
scheduled to occur within 180 days fol-
lowing such withdrawal, advance or
loan if:

(i) The broker or dealer’s net capital
would be less than 120 percent of the
minimum dollar amount required by
paragraph (a) of this section;

(ii) The broker-dealer is registered as
a futures commission merchant, its net
capital would be less than 7 percent of
the funds required to be segregated
pursuant to the Commodity Exchange
Act and the regulations thereunder
(less the market value of commodity
options purchased by option customers
on or subject to the rules of a contract
market, each such deduction not to ex-
ceed the amount of funds in the option
customer’s account);

(iii) The broker-dealer’s net capital
would be less than 25 percent of deduc-
tions from net worth in computing net
capital required by paragraphs
(©)(2)(vi), (f) and appendix A, of this
section, unless the broker or dealer has
the prior approval of the Commission
to make such withdrawal;

(iv) The total outstanding principal
amounts of satisfactory subordination
agreements of the broker or dealer and
any subsidiaries or affiliates consoli-
dated pursuant to appendix C (17 CFR
240.15¢c3-1c) (other than such agree-
ments which qualify as equity under
paragraph (d) of this section) would ex-
ceed 70% of the debt-equity total as de-
fined in paragraph (d) of this section;

(v) The broker or dealer is subject to
the aggregate indebtedness limitations
of paragraph (a) of this section, the ag-
gregate indebtedness of any of the con-
solidated entities exceeds 1000 percent
of its net capital; or
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(vi) The broker or dealer is subject to
the alternative net capital requirement
of paragraph (f) of this section, its net
capital would be less than 5 percent of
aggregate debit items computed in ac-
cordance with 17 CFR 240.15c3-3a.

(3)(i) Temporary restrictions on with-
drawal of net capital. The Commission
may by order restrict, for a period of
up to twenty business days, any with-
drawal by the broker or dealer of eq-
uity capital or unsecured loan or ad-
vance to a stockholder, partner, sole
proprietor, member, employee or affil-
iate under such terms and conditions
as the Commission deems necessary or
appropriate in the public interest or
consistent with the protection of inves-
tors if the Commission, based on the
information available, concludes that
such withdrawal, advance or loan may
be detrimental to the financial integ-
rity of the broker or dealer, or may un-
duly jeopardize the broker or dealer’s
ability to repay its customer claims or
other liabilities which may cause a sig-
nificant impact on the markets or ex-
pose the customers or creditors of the
broker or dealer to loss without taking
into account the application of the Se-
curities Investor Protection Act of
1970.

(ii) An order temporarily prohibiting
the withdrawal of capital shall be re-
scinded if the Commission determines
that the restriction on capital with-
drawal should not remain in effect. A
hearing on an order temporarily pro-
hibiting the withdrawal of capital will
be held within two business days from
the date of the request in writing by
the broker or dealer.

(4)(i) Miscellaneous provisions. Excess
net capital is that amount in excess of
the amount required under paragraph
(a) of this section. For the purposes of
paragraphs (e)(1) and (e)(2) of this sec-
tion, a broker or dealer may use the
amount of excess net capital and de-
ductions required under paragraphs
(©)(2)(vi), (f) and appendix A of this sec-
tion reported in its most recently re-
quired filed Form X-17A-5 for the pur-
poses of calculating the effect of a pro-
jected withdrawal, advance or loan rel-
ative to excess net capital or deduc-
tions. The broker or dealer must assure
itself that the excess net capital or the
deductions reported on the most re-
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cently required filed Form X-17A-5
have not materially changed since the
time such report was filed.

(ii) The term equity capital includes
capital contributions by partners, par
or stated value of capital stock, paid-in
capital in excess of par, retained earn-
ings or other capital accounts. The
term equity capital does not include
securities in the securities accounts of
partners and balances in limited part-
ners’ capital accounts in excess of their
stated capital contributions.

(iii) Paragraphs (e)(1) and (e)(2) of
this section shall not preclude a broker
or dealer from making required tax
payments or preclude the payment to
partners of reasonable compensation,
and such payments shall not be in-
cluded in the calculation of with-
drawals, advances, or loans for pur-
poses of paragraphs (e)(1) and (e)(2) of
this section.

(iv) For the purpose of this paragraph
(e) of this section, any transaction be-
tween a broker or dealer and a stock-
holder, partner, sole proprietor, em-
ployee or affiliate that results in a
diminution of the broker or dealer’s
net capital shall be deemed to be an ad-
vance or loan of net capital.

[40 FR 29799, July 16, 1975]

EDITORIAL NOTE: For FEDERAL REGISTER ci-
tations affecting §240.15c3-1, see the List of
CFR Sections Affected, which appears in the
Finding Aids section of the printed volume
and at www.govinfo.gov.

§240.15¢3-1a Options (Appendix A to
17 CFR 240.15¢3-1).

(a) Definitions. (1) The term wunlisted
option shall mean any option not in-
cluded in the definition of listed option
provided in paragraph (c)(2)(x) of
§240.15¢c3-1.

(2) The term option series refers to
listed option contracts of the same
type (either a call or a put) and exer-
cise style, covering the same under-
lying security with the same exercise
price, expiration date, and number of
underlying units.

(3) The term related instrument within
an option class or product group refers
to futures contracts, options on futures
contracts, security-based swaps on a
narrow-based security index, and swaps
covering the same underlying instru-
ment. In relation to options on foreign
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currencies, a related instrument within
an option class also shall include for-
ward contracts on the same underlying
currency.

(4) The term underlying instrument re-
fers to long and short positions, as ap-
propriate, covering the same foreign
currency, the same security, security
future, or security-based swap other
than a security-based swap on a nar-
row-based security index, or a security
which is exchangeable for or convert-
ible into the underlying security with-
in a period of 90 days. If the exchange
or conversion requires the payment of
money or results in a loss upon conver-
sion at the time when the security is
deemed an underlying instrument for
purposes of this section, the broker or
dealer will deduct from net worth the
full amount of the conversion loss. The
term underlying instrument shall not be
deemed to include securities options,
futures contracts, options on futures
contracts, security-based swaps on a
narrow-based security index, qualified
stock baskets, unlisted instruments, or
swaps.

(5) The term options class refers to all
options contracts covering the same
underlying instrument.

(6) The term product group refers to
two or more option classes, related in-
struments, underlying instruments,
and qualified stock baskets in the same
portfolio type (see paragraph (b)(1)(ii)
of this section) for which it has been
determined that a percentage of offset-
ting profits may be applied to losses at
the same valuation point.

(b) The deduction under this Appen-
dix A to §240.15c3-1 shall equal the sum
of the deductions specified in para-
graphs (b)(1)(v)(C) or (b)(2) of this sec-
tion.

THEORETICAL PRICING CHARGES

(L)) Definitions. (A) The terms theo-
retical gains and losses shall mean the
gain and loss in the value of individual
option series, the value of underlying
instruments, related instruments, and
qualified stock baskets within that op-
tion’s class, at 10 equidistant intervals
(valuation points) ranging from an as-
sumed movement (both up and down)
in the current market value of the un-
derlying instrument equal to the per-
centage corresponding to the deduc-
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tions otherwise required under
§240.15¢c3-1 for the underlying instru-
ment (See paragraph (a)(1)(iii) of this
section). Theoretical gains and losses
shall be calculated using a theoretical
options pricing model that satisfies the
criteria set forth in paragraph
(a)(1)(A)(B) of this section.

(B) The term theoretical options pric-
ing model shall mean any mathematical
model, other than a broker-dealer pro-
prietary model, approved by a Des-
ignated Examining Authority. Such
Designated Examining Authority shall
submit the model to the Commission,
together with a description of its meth-
ods for approving models. Any such
model shall calculate theoretical gains
and losses as described in paragraph
(a)(1)(A)(A) of this section for all series
and issues of equity, index and foreign
currency options and related instru-
ments, and shall be made available
equally and on the same terms to all
registered brokers or dealers. Its proce-
dures shall include the arrangement of
the vendor to supply accurate and
timely data to each broker-dealer with
respect to its services, and the fees for
distribution of the services. The data
provided to brokers or dealers shall
also contain the minimum require-
ments set forth in  paragraphs
(b)(1)(V)(C) of this section and the prod-
uct group offsets set forth in para-
graphs (b)(1)(v)(B) of this section. At a
minimum, the model shall consider the
following factors in pricing the option:

(I) The current spot price of the un-
derlying asset;

(2) The exercise price of the option;

(3) The remaining time until the op-
tion’s expiration;

(4) The volatility of the underlying
asset;

(5 Any cash flows associated with
ownership of the underlying asset that
can reasonably be expected to occur
during the remaining life of the option;
and

(6) The current term structure of in-
terest rates.

(C) The term major market foreign cur-
rency shall mean the currency of a sov-
ereign nation for which there is a sub-
stantial inter-bank forward currency
market.
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(D) The term qualified stock basket
shall mean a set or basket of stock po-
sitions which represents no less than
50% of the capitalization for a high-
capitalization or non-high-capitaliza-
tion diversified market index, or, in
the case of a narrow-based index, no
less than 95% of the capitalization for
such narrow-based index.

(ii) With respect to positions involv-
ing listed options in a single special-
ist’s market-maker account, and, sepa-
rately, with respect to positions in-
volving listed option positions in its
proprietary or other account, the
broker or dealer shall group long and
short positions into the following port-
folio types:

(A) Equity options on the same un-
derlying instrument and positions in
that underlying instrument;

(B) Options on the same major mar-
ket foreign currency, positions in that
major market foreign currency, and re-
lated instruments within those op-
tions’ classes;

(C) High-capitalization diversified
market index options, related instru-
ments within the option’s class, and
qualified stock baskets in the same
index;

(D) Non-high-capitalization diversi-
fied index options, related instruments
within the index option’s class, and
qualified stock baskets in the same
index; and

(E) Narrow-based index options, re-
lated instruments within the index op-
tion’s class, and qualified stock bas-
kets in the same index.

(iii) Before making the computation,
each broker or dealer shall obtain the
theoretical gains and losses for each
options series and for the related and
underlying instruments within those
options’ class in each specialist’s mar-
ket-maker account guaranteed, en-
dorsed, or carried by a broker or deal-
er, or in the proprietary or other ac-
counts of that broker or dealer. For
each option series, the theoretical op-
tions pricing model shall calculate the-
oretical prices at 10 equidistant valu-
ation points within a range consisting
of an increase or a decrease of the fol-
lowing percentages of the daily market
price of the underlying instrument:

(A) + (—)15% for equity securities
with a ready market, narrow-based in-
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dexes, and non-high-capitalization di-
versified indexes;

(B) + (—)6% for major market foreign
currencies;

(C) + (—) 20% for all other currencies;
and

(D) + (—)10% for high-capitalization
diversified indexes.

(iv) As to non-clearing option spe-
cialists and market-makers, the per-
centages of the daily market price of
the underlying instrument shall be:

(A) + (-) 4%% for major market for-
eign currencies; and

(B) + 6(—)8% for high-capitalization
diversified indexes.

(C) + (—) 10% for a non-clearing mar-
ket-maker, or specialist in non-high
capitalization diversified index product
group.

(v)(A) The broker or dealer shall mul-
tiply the corresponding theoretical
gains and losses at each of the 10 equi-
distant valuation points by the number
of positions held in a particular options
series, the related instruments and
qualified stock baskets within the op-
tion’s class, and the positions in the
same underlying instrument.

(B) In determining the aggregate
profit or loss for each portfolio type,
the broker or dealer will be allowed the
following offsets in the following order,
provided, that in the case of qualified
stock baskets, the broker or dealer
may elect to net individual stocks be-
tween qualified stock baskets and take
the appropriate deduction on the re-
maining, if any, securities:

(I) First, a broker or dealer is al-
lowed the following offsets within an
option’s class:

(i) Between options on the same un-
derlying instrument, positions cov-
ering the same underlying instrument,
and related instruments within the op-
tion’s class, 100% of a position’s gain
shall offset another position’s loss at
the same valuation point;

(ii) Between index options, related in-
struments within the option’s class,
and qualified stock baskets on the
same index, 95%, or such other amount
as designated by the Commission, of
gains shall offset losses at the same
valuation point;

(2) Second, a broker-dealer is allowed
the following offsets within an index
product group:
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(1) Among positions involving dif-
ferent high-capitalization diversified
index option classes within the same
product group, 90% of the gain in a
high-capitalization diversified market
index option, related instruments, and
qualified stock baskets within that
index option’s class shall offset the loss
at the same valuation point in a dif-
ferent high-capitalization diversified
market index option, related instru-
ments, and qualified stock baskets
within that index option’s class;

(i11) Among positions involving dif-
ferent non-high-capitalization diversi-
fied index option classes within the
same product group, 75% of the gain in
a non-high-capitalization diversified
market index option, related instru-
ments, and qualified stock baskets
within that index option’s class shall
offset the loss at the same valuation
point in another non-high-capitaliza-
tion diversified market index option,
related instruments, and qualified
stock baskets within that index op-
tion’s class or product group;

(711) Among positions involving dif-
ferent narrow-based index option class-
es within the same product group, 90%
of the gain in a narrow-based market
index option, related instruments, and
qualified stock baskets within that
index option’s class shall offset the loss
at the same valuation point in another
narrow-based market index option, re-
lated instruments, and qualified stock
baskets within that index option’s
class or product group;

(iv) No qualified stock basket should
offset another qualified stock basket;
and

(3) Third, a broker-dealer is allowed
the following offsets between product
groups: Among positions involving dif-
ferent diversified index product groups
within the same market group, 50% of
the gain in a diversified market index
option, a related instrument, or a
qualified stock basket within that
index option’s product group shall off-
set the loss at the same valuation
point in another product group;

(C) For each portfolio type, the total
deduction shall be the larger of:

(I) The amount for any of the 10 equi-
distant valuation points representing
the largest theoretical loss after apply-
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ing the offsets provided in paragraph
(b)(1)(v)(B) if this section; or

(2) A minimum charge equal to 25%
times the multiplier for each equity
and index option contract and each re-
lated instrument within the option’s
class or product group, or $25 for each
option on a major market foreign cur-
rency with the minimum charge for fu-
tures contracts and options on futures
contracts adjusted for contract size dif-
ferentials, not to exceed market value
in the case of long positions in options
and options on futures contracts; plus

(3) In the case of portfolio types in-
volving index options and related in-
struments offset by a qualified stock
basket, there will be a minimum
charge of b percent of the market value
of the qualified stock basket for high-
capitalization diversified and narrow-
based indexes;

(4) In the case of portfolio types in-
volving index options and related in-
struments offset by a qualified stock
basket, there will be a minimum
charge of 7 12 percent of the market
value of the qualified stock basket for
non-high-capitalization diversified in-
dexes; and

(5) In the case of portfolio types in-
volving security futures and equity op-
tions on the same underlying instru-
ment and positions in that underlying
instrument, there will be a minimum
charge of 25 percent times the multi-
plier for each security future and eq-
uity option.

ALTERNATIVE STRATEGY BASED METHOD

(2) A broker or dealer may elect to
apply the alternative strategy based
method in accordance with the provi-
sions of this paragraph (b)(2).

(1) Definitions. (A) The term intrinsic
value or in-the-money amount shall
mean the amount by which the exer-
cise value, in the case of a call, is less
than the current market value of the
underlying instrument, and, in the case
of a put, is greater than the current
market value of the underlying instru-
ment.

(B) The term out-of-the-money amount
shall mean the amount by which the
exercise value, in the case of a call, is
greater than the current market value
of the underlying instrument, and, in
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the case of a put, is less than the cur-
rent market value of the underlying in-
strument.

(C) The term time value shall mean
the current market value of an option
contract that is in excess of its intrin-
sic value.

(ii) Every broker or dealer electing to
calculate adjustments to net worth in
accordance with the provisions of this
paragraph (b)(2) must make the fol-
lowing adjustments to net worth:

(A) Add the time value of a short po-
sition in a listed option; and

(B) Deduct the time value of a long
position in a listed option, which re-
lates to a position in the same under-
lying instrument or in a related instru-
ment within the option class or prod-
uct group as recognized in the strate-
gies enumerated in paragraph
(b)(2)(iii)(D) of this section; and

(C) Add the net short market value
or deduct the long market value of list-
ed options as recognized in the strate-
gies enumerated in paragraphs
(b)(2)(1i1)(E)(1) and (2) of this section.

(iii) In computing net capital after
the adjustments provided for in para-
graph (b)(2)(ii) of this section, every
broker or dealer shall deduct the per-
centages specified in this paragraph
(b)(2)(iii) for all listed option positions,
positions covering the same underlying
instrument and related instruments
within the options’ class or product
group.

UNCOVERED CALLS

(A) Where a broker or dealer is short
a call, deducting the percentage re-
quired by paragraphs (c)(2)(vi) (A)
through (K) of §240.15¢3-1 of the cur-
rent market value of the underlying in-
strument for such option reduced by its
out-of-the-money amount, to the ex-
tent that such reduction does not oper-
ate to increase net capital. In no event
shall this deduction be less than the
greater of $250 for each short call op-
tion contract for 100 shares or 50% of
the aforementioned percentage.

UNCOVERED PUTS

(B) Where a broker or dealer is short
a put, deducting the percentage re-
quired by paragraphs (c)(2)(vi) (A)
through (K) of §240.15¢c3-1 of the cur-
rent market value of the underlying in-
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strument for such option reduced by its
out-of-the-money amount, to the ex-
tent that such reduction does not oper-
ate to increase net capital. In no event
shall the deduction provided by this
paragraph be less than the greater of
$250 for each short put option contract
for 100 shares or 50% of the aforemen-
tioned percentage.

LONG POSITIONS

(C) Where a broker or dealer is long
puts or calls, deducting 50 percent of
the market value of the net long put
and call positions in the same options
series.

CERTAIN SECURITY POSITIONS WITH
OFFSETTING OPTIONS

(D)(I) Where a broker or dealer is
long a put for which it has an offset-
ting long position in the same number
of units of the same underlying instru-
ment, deducting the percentage re-
quired by paragraphs (c)(2)(vi) (A)
through (K) of §240.15¢3-1 of the cur-
rent market value of the underlying in-
strument for the long offsetting posi-
tion, not to exceed the out-of-the-
money amount of the option. In no
event shall the deduction provided by
this paragraph be less than $25 for each
option contract for 100 shares, provided
that the minimum charge need not ex-
ceed the intrinsic value of the option.

(2) Where a broker or dealer is long a
call for which it has an offsetting short
position in the same number of units of
the same underlying instrument, de-
ducting the percentage required by
paragraphs (¢)(2)(vi) (A) through (K) of
§240.15¢c3-1 of the current market value
of the underlying instrument for the
short offsetting position, not to exceed
the out-of-the-money amount of the
option. In no event shall the deduction
provided by this paragraph be less than
$256 for each option contract for 100
shares, provided that the minimum
charge need not exceed the intrinsic
value of the option.

(3) Where a broker or dealer is short
a call for which it has an offsetting
long position in the same number of
units of the same underlying instru-
ment, deducting the percentage re-
quired by paragraphs (c)(2)(vi) (A)
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through (K) of §240.15¢3-1 of the cur-
rent market value of the underlying in-
strument for the offsetting long posi-
tion reduced by the short call’s intrin-
sic value. In no event shall the deduc-
tion provided by this paragraph be less
than $25 for each option contract for
100 shares.

CERTAIN SPREAD POSITIONS

(E)(I) Where a broker or dealer is
short a listed call and is also long a
listed call in the same class of options
contracts and the long option expires
on the same date as or subsequent to
the short option, the deduction, after
adjustments required in paragraph (b)
of this section, shall be the amount by
which the exercise value of the long
call exceeds the exercise value of the
short call. If the exercise value of the
long call is less than or equal to the ex-
ercise value of the short call, no deduc-
tion is required.

(2) Where a broker or dealer is short
a listed put and is also long a listed put
in the same class of options contracts
and the long option expires on the
same date as or subsequent to the short
option, the deduction, after the adjust-
ments required in paragraph (b) of this
section, shall be the amount by which
the exercise value of the short put ex-
ceeds the exercise value of the long
put. If the exercise value of the long
put is equal to or greater than the ex-
ercise value of the short put, no deduc-
tion is required.

(c) With respect to transactions in-
volving unlisted options, every broker
or dealer shall determine the value of
unlisted option positions in accordance
with the provision of paragraph (c)(2)(i)
of §240.15¢3-1, and shall deduct the per-
centages of all securities positions or
unlisted options in the proprietary or
other accounts of the broker or dealer
specified in this paragraph (c). How-
ever, where computing the deduction
required for a security position as if
the security position had no related
unlisted option position and positions
in unlisted options as if uncovered
would result in a lesser deduction from
net worth, the broker or dealer may
compute such deductions separately.
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UNCOVERED CALLS

(1) Where a broker or dealer is short
a call, deducting 15 percent (or such
other percentage required by para-
graphs (c)(2)(vi) (A) through (K) of
§240.15c3-1) of the current market
value of the security underlying such
option reduced by any excess of the ex-
ercise value of the call over the current
market value of the underlying secu-
rity. In no event shall the deduction
provided by this paragraph be less than
$250 for each option contract for 100
shares.

UNCOVERED PUTS

(2) Where a broker or dealer is short
a put, deducting 15 percent (or such
other percentage required by para-
graphs (¢)(2)(vi) (A) through (K) of
§240.15c3-1) of the current market
value of the security underlying the
option reduced by any excess of the
market value of the underlying secu-
rity over the exercise value of the put.
In no event shall the deduction pro-
vided by this paragraph be less than
$250 for each option contract for 100
shares.

COVERED CALLS

(3) Where a broker or dealer is short
a call and long equivalent units of the
underlying security, deducting 15 per-
cent (or such other percentage required
by paragraphs (¢)(2)(vi) (A) through (K)
of §240.15c3-1) of the current market
value of the underlying security re-
duced by any excess of the current
market value of the underlying secu-
rity over the exercise value of the call.
No reduction under this paragraph
shall have the effect of increasing net
capital.

COVERED PUTS

(4) Where a broker or dealer is short
a put and short equivalent units of the
underlying security, deducting 15 per-
cent (or such other percentage required
by paragraphs (¢)(2)(vi) (A) through (K)
of §240.15¢3-1) of the current market
value of the underlying security re-
duced by any excess of the exercise
value of the put over the market value
of the underlying security. No such re-
duction shall have the effect of increas-
ing net capital.
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CONVERSION ACCOUNTS

(5) Where a broker or dealer is long
equivalent units of the underlying se-
curity, long a put written or endorsed
by a broker or dealer and short a call
in its proprietary or other accounts,
deducting 5 percent (or 50 percent of
such other percentage required by
paragraphs (¢)(2)(vi) (A) through (K) of
§240.15c3-1) of the current market
value of the underlying security.

(6) Where a broker or dealer is short
equivalent units of the underlying se-
curity, long a call written or endorsed
by a broker or dealer and short a put in
his proprietary or other accounts, de-
ducting 5 percent (or 50 percent of such
other percentage required by para-
graphs (c)(2)(vi) (A) through (K) of
§240.15¢3-1) of the market value of the
underlying security.

LONG OPTIONS

(7) Where a broker or dealer is long a
put or call endorsed or written by a
broker or dealer, deducting 15 percent
(or such other percentage required by
paragraphs (¢)(2)(vi) (A) through (K) of
§240.15¢c3-1) of the market value of the
underlying security, not to exceed any
value attributed to such option in
paragraph (c)(2)(i) of §240.15¢3-1.

[62 FR 6481, Feb. 12, 1997, as amended at 78
FR 51901, Aug. 21, 2013; 79 FR 15649, Jan. 8,
2014; 84 FR 44044, Aug. 22, 2019]

§240.15¢3-1b Adjustments to net
worth and aggregate indebtedness
for certain commodities trans-
actions (appendix B to 17 CFR
240.15¢3-1).

(a) BEvery broker or dealer in com-
puting net capital pursuant to 17 CFR
240.15¢c3-1 shall comply with the fol-
lowing:

(1) Where a broker or dealer has an
asset or liability which is treated or
defined in paragraph (c) of 17 CFR
240.15¢3-1, the inclusion or exclusion of
all or part of such asset or liability for
the computation of aggregate indebted-
ness and net capital shall be in accord-
ance with paragraph (c) of 17 CFR
240.15c3-1, except as specifically pro-
vided otherwise in this appendix B.
Where a commodity related asset or li-
ability is specifically treated or defined
in 17 CFR 1.17 and is not generally or
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specifically treated or defined in 17
CFR 240.15¢3-1 or this appendix B, the
inclusion or exclusion of all or part of
such asset or liability for the computa-
tion of aggregate indebtedness and net
capital shall be in accordance with 17
CFR 1.17.

AGGREGATE INDEBTEDNESS

(2) The term aggregate indebtedness as
defined in paragraph (c)(1) of this sec-
tion shall exclude with respect to com-
modity-related transactions:

(i) Indebtedness arising in connection
with an advance to a non-proprietary
account when such indebtedness is ade-
quately collateralized by spot commod-
ities eligible for delivery on a contract
market and when such spot commod-
ities are covered.

(ii) Advances received by the broker
or dealer against bills of lading issued
in connection with the shipment of
commodities sold by the broker or
dealer; and

(iii) Equity balances in the accounts
of general partners.

NET CAPITAL

(3) In computing net capital as de-
fined in paragraph (c)(2) of this section,
the net worth of a broker or dealer
shall be adjusted as follows with re-
spect to commodity-related trans-
actions:

(1) Unrealiced profit or loss for certain
commodities transactions. (A) Unrealized
profits shall be added and unrealized
losses shall be deducted in the com-
modities accounts of the broker or
dealer, including unrealized profits and
losses on fixed price commitments and
forward contracts; and

(B) The value attributed to any com-
modity option which is not traded on a
contract market shall be the difference
between the option’s strike price and
the market value for the physical or
futures contract which is the subject of
the option. In the case of a long call
commodity option, if the market value
for the physical or futures contract
which is the subject of the option is
less than the strike price of the option,
it shall be given no value. In the case
of a long put commodity option, if the
market value for the physical com-
modity or futures contract which is the
subject of the option is more than the
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striking price of the option, it shall be
given no value.

(ii) Deduct any unsecured commodity
futures or option account containing a
ledger balance and open trades, the
combination of which liquidates to a
deficit or containing a debit ledger bal-
ance only: Provided, however, Deficits
or debit ledger balances in unsecured
customers’, non-customers’ and propri-
etary accounts, which are the subject
of calls for margin or other required
deposits need not be deducted until the
close of business on the business day
following the date on which such def-
icit or debit ledger balance originated;

(iii) Deduct all unsecured receivables,
advances and loans except for:

(A) Management fees receivable from
commodity pools outstanding no
longer than thirty (30) days from the
date they are due;

(B) Receivables from foreign clearing
organizations;

(C) Receivables from registered fu-
tures commission merchants or bro-
kers, resulting from cleared swap
transactions or, commodity futures or
option transactions, except those spe-
cifically excluded under paragraph
(3)(ii) of this appendix B. In the case of
an introducing broker or an applicant
for registration as an introducing
broker, include 50 percent of the value
of a guarantee or security deposit with
a futures commission merchant which
carries or intends to carry accounts for
the customers of the introducing
broker.

(iv) Deduct all inventories (including
work in process, finished goods, raw
materials and inventories held for re-
sale) except for readily marketable
spot commodities; or spot commodities
which adequately collateralize indebt-
edness under paragraph (c)(7) of 17 CFR
1.17;

(v) Guarantee deposits with commod-
ities clearing organizations are not re-
quired to be deducted from net worth;

(vi) Stock in commodities clearing
organizations to the extent of its mar-
gin value is not required to be deducted
from net worth;

(vii) Deduct from net worth the
amount by which any advances paid by
the broker or dealer on cash com-
modity contracts and used in com-
puting net capital exceeds 95 percent of
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the market value of the commodities
covered by such contracts.

(viii) Do not include equity in the
commodity accounts of partners in net
worth.

(ix) In the case of all inventory, fixed
price commitments and forward con-
tracts, except for inventory and for-
ward contracts in the inter-bank mar-
ket in those foreign currencies which
are purchased or sold for further deliv-
ery on or subject to the rules of a con-
tract market and covered by an open
futures contract for which there will be
no charge, deduct the applicable per-
centage of the net position specified
below:

(A) Inventory which is currently reg-
istered as deliverable on a contract
market and covered by an open futures
contract or by a commodity option on
a physical—No charge.

(B) Inventory which is covered by an
open futures contract or commodity
option—5% of the market value.

(C) Inventory which is not covered—
20% of the market value.

(D) Fixed price commitments (open
purchases and sales) and forward con-
tracts which are covered by an open fu-
tures contract or commodity option—
10% of the market value.

(BE) Fixed price commitments (open
purchases and sales) and forward con-
tracts which are not covered by an
open futures contract or commodity
option—20% of the market value.

(x) Deduct 4% of the market value of
commodity options granted (sold) by
option customers on or subject to the
rules of a contract market.

(xi) [Reserved]

(xii) Deduct for undermargined cus-
tomer commodity futures accounts the
amount of funds required in each such
account to meet maintenance margin
requirements of the applicable board of
trade or, if there are no such mainte-
nance margin requirements, clearing
organization margin requirements ap-
plicable to such positions, after appli-
cation of calls for margin, or other re-
quired deposits which are outstanding
three business days or less. If there are
no such maintenance margin require-
ments or clearing organization margin
requirements on such accounts, then
deduct the amount of funds required to
provide margin equal to the amount
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necessary after application of calls for
margin, or other required deposits out-
standing three days or less to restore
original margin when the original mar-
gin has been depleted by 50 percent or
more. Provided, To the extent a deficit
is deducted from net worth in accord-
ance with paragraph (a)(3)(ii) of this
appendix B, such amount shall not also
be deducted under this paragraph
(a)(3)(xii). In the event that an owner
of a customer account has deposited an
asset other than cash to margin, guar-
antee or secure his account, the value
attributable to such asset for purposes
of this paragraph shall be the lesser of
(A) the value attributable to such asset
pursuant to the margin rules of the ap-
plicable board of trade, or (B) the mar-
ket value of such asset after applica-
tion of the percentage deductions spec-
ified in paragraph (a)(3)(ix) of this ap-
pendix B or, where appropriate, speci-
fied in paragraph (c)(2)(vi) or (c)(2)(vii)
of §240.15¢3-1 this chapter;

(xiii) Deduct for undermargined non-
customer and omnibus commodity fu-
tures accounts the amount of funds re-
quired in each such account to meet
maintenance margin requirements of
the applicable board of trade or, if
there are no such maintenance margin
requirements, clearing organization
margin requirements applicable to
such positions, after application of
calls for margin, or other required de-
posits which are outstanding two busi-
ness days or less. If there are no such
maintenance margin requirements or
clearing organization margin require-
ments, then deduct the amount of
funds required to provide margin equal
to the amount necessary after applica-
tion of calls for margin, or other re-
quired deposits outstanding two days
or less to restore original margin when
the original margin has been depleted
by 50 percent or more. Provided, To the
extent a deficit is deducted from net
worth in accordance with paragraph
(a)(3)(ii) of this appendix B such
amount shall not also be deducted
under this paragraph (a)(3)(xiii). In the
event that an owner of a non-customer
or omnibus account has deposited an
asset other than cash to margin, guar-
antee or secure his account, the value
attributable to such asset for purposes
of this paragraph shall be the lesser of
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(A) the value attributable to such asset
pursuant to the margin rules of the ap-
plicable board of trade, or (B) the mar-
ket value of such asset after applica-
tion of the percentage deductions spec-
ified in paragraph (a)(3)(ix) of this ap-
pendix B or, where appropriate, speci-
fied in paragraph (c)(2)(vi) or (c)(2)(vii)
of §240.15¢3-1 of this chapter;

(xiv) In the case of open futures con-
tracts and granted (sold) commodity
options held in proprietary accounts
carried by the broker or dealer which
are not covered by a position held by
the broker or dealer or which are not
the result of a ‘‘changer trade made in
accordance with the rules of a contract
market, deduct:

(A) For a broker or dealer which is a
clearing member of a contract market
for the positions on such contract mar-
ket cleared by such member, the appli-
cable margin requirement of the appli-
cable clearing organization;

(B) For a broker or dealer which is a
member of a self-regulatory organiza-
tion 150% of the applicable mainte-
nance margin requirement of the appli-
cable board of trade or clearing organi-
zation, whichever is greater; or

(C) For all other brokers or dealers,
200% of the applicable maintenance
margin requirement of the applicable
board of trade or clearing organization,
whichever is greater; or

(D) For open contracts or granted
(sold) commodity options for which
there are no applicable maintenance
margin requirements, 200% of the ap-
plicable initial margin requirement;

Provided, the equity in any such pro-
prietary account shall reduce the de-
duction required by this paragraph
(a)(3)(xiv) if such equity is not other-
wise includable in net capital.

(xv) In the case of a broker or dealer
which is a purchaser of a commodity
option which is traded on a contract
market the deduction shall be the same
safety factor as if the broker or dealer
were the grantor of such option in ac-
cordance with paragraph (a)(3)(xiv), but
in no event shall the safety factor be
greater than the market value attrib-
uted to such option.

(xvi) In the case of a broker or dealer
which is a purchaser of a commodity
option not traded on a contract market
which has value and such value is used
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to increase net capital, the deduction
is ten percent of the market value of
the physical or futures contract which
is the subject of such option but in no
event more than the value attributed
to such option.

(xvii) Deduction 5% of all unsecured
receivables includable under paragraph
(a)(3)(iii)(C) of this appendix B used by
the broker or dealer in computing ‘‘net
capital’”’ and which are not receivable
from (A) a futures commission mer-
chant registered as such with the Com-
modity Futures Trading Commission,
or (B) a broker or dealer which is reg-
istered as such with the Securities and
Exchange Commission.

(xviii) A loan or advance or any other
form of receivable shall not be consid-
ered ‘‘secured’” for the purposes of
paragraph (a)(3) of this appendix B un-
less the following conditions exist:

(A) The receivable is secured by read-
ily marketable collateral which is oth-
erwise unencumbered and which can be
readily converted into cash: Provided,
however, That the receivable will be
considered secured only to the extent
of the market value of such collateral
after application of the percentage de-
ductions specified in paragraph
(a)(3)(ix) of this appendix B; and

(B)(1) The readily marketable collat-
eral is in the possession or control of
the broker or dealer; or

(2) The broker or dealer has a legally
enforceable, written security agree-
ment, signed by the debtor, and has a
perfected security interest in the read-
ily marketable collateral within the
meaning of the laws of the State in
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which the readily marketable collat-
eral is located.

(xix) The term cover for purposes of
this appendix B shall mean cover as de-
fined in 17 CFR 1.17(j).

(xx) The term customer for purposes
of this Appendix B shall mean cus-
tomer as defined in 17 CFR 1.17(b)(2).
The term ‘‘non-customer’ for purposes
of this appendix B shall mean non-cus-
tomer as defined in 17 CFR 1.17(b)(4).

(b) Every broker or dealer in com-
puting net capital pursuant to
§240.15c3-1 must comply with the fol-
lowing:

(1) Cleared swaps. In the case of a
cleared swap held in a proprietary ac-
count of the broker or dealer, deduct-
ing the amount of the applicable mar-
gin requirement of the derivatives
clearing organization or, if the swap
references an equity security index, the
broker or dealer may take a deduction
using the method specified in §240.15¢3-
la.

(2) Non-cleared swaps—(i) Credit de-
fault swaps referencing broad-based secu-
rity indices. In the case of a non-cleared
credit default swap for which the de-
ductions in §240.15¢c3-1e do not apply:

(A) Short positions (selling protection).
In the case of a non-cleared swap that
is a short credit default swap ref-
erencing a broad-based security index,
deducting the percentage of the no-
tional amount based upon the current
basis point spread of the credit default
swap and the maturity of the credit de-
fault swap in accordance table 1 to
§240.15c3-1a(b)(2)(1)(A):

TABLE 1 TO §240.15¢c3—-1a(b)(2)(i)(A)

Basis point spread

Length of time to maturity of credit de-

fault swap contract 100 or less 101-300 301-400 401-500 501-699 700 or more

(%) (%) (%) (%) (%) (%)

Less than 12 months .......ccccoeieiiine 0.67 1.33 3.33 5.00 6.67 10.00
12 months but less than 24 months ..... 1.00 2.33 5.00 6.67 8.33 11.67
24 months but less than 36 months ..... 1.33 3.33 6.67 8.33 10.00 13.33
36 months but less than 48 months ..... 2.00 4.00 8.33 10.00 11.67 15.00
48 months but less than 60 months ..... 2.67 4.67 10.00 11.67 13.33 16.67
60 months but less than 72 months ..... 3.67 5.67 11.67 13.33 15.00 18.33
72 months but less than 84 months ..... 4.67 6.67 13.33 15.00 16.67 20.00
84 months but less than 120 months ... 5.67 10.00 15.00 16.67 18.33 26.67
120 months and longer ...........cccccoeueens 6.67 13.33 16.67 18.33 20.00 33.33

(B) Long positions (purchasing protec-
tion). In the case of a non-cleared swap
that is a long credit default swap ref-

erencing a broad-based security index,
deducting 50 percent of the deduction
that would be required by paragraph
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(b)(2)(A)(A) of this section if the non-
cleared swap was a short credit default
swap, each such deduction not to ex-
ceed the current market value of the
long position.

(C) Long and short credit default
swaps. In the case of non-cleared swaps
that are long and short credit default
swaps referencing the same broad-
based security index, have the same
credit events which would trigger pay-
ment by the seller of protection, have
the same basket of obligations which
would determine the amount of pay-
ment by the seller of protection upon
the occurrence of a credit event, that
are in the same or adjacent spread cat-
egory, and that are in the same or ad-
jacent maturity category and have a
maturity date within three months of
the other maturity category, deducting
the percentage of the notional amount
specified in the higher maturity cat-
egory under paragraph (b)(2)(i)(A) or
(B) of this section on the excess of the
long or short position.

(D) Long basket of obligors and long
credit default swap. In the case of a non-
cleared swap that is a long credit de-
fault swap referencing a broad-based
security index and the broker or dealer
is long a basket of debt securities com-
prising all of the components of the se-
curity index, deducting 50 percent of
the amount specified in §240.15¢c3-
1(c)(2)(vi) for the component securities,
provided the broker or dealer can de-
liver the component securities to sat-
isfy the obligation of the broker or
dealer on the credit default swap.

(BE) Short basket of obligors and short
credit default swap. In the case of a non-
cleared swap that is a short credit de-
fault swap referencing a broad-based
security index and the broker or dealer
is short a basket of debt securities
comprising all of the components of
the security index, deducting the
amount specified in §240.15¢3-1(c)(2)(vi)
for the component securities.

(ii) All other swaps. (A) In the case of
a non-cleared swap that is not a credit
default swap for which the deductions
in §240.15¢3-1e do not apply, deducting
the amount calculated by multiplying
the notional value of the swap by the
percentage specified in:

(I) Section 240.15¢c3-1 applicable to
the reference asset if §240.15¢3-1 speci-
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fies a percentage deduction for the type
of asset;

(2) 17 CFR 1.17 applicable to the ref-
erence asset if 17 CFR 1.17 specifies a
percentage deduction for the type of
asset and §240.15¢c3-1 does not specify a
percentage deduction for the type of
asset; or

(3) In the case of non-cleared interest
rate swap, §240.15c3-1(c)(2)(vi)(A) based
on the maturity of the swap, provided
that the percentage deduction must be
no less than one eighth of 1 percent of
the amount of a long position that is
netted against a short position in the
case of a non-cleared swap with a ma-
turity of three months or more.

(B) A broker or dealer may reduce
the deduction under paragraph
(b)(2)(i1)(A) by an amount equal to any
reduction recognized for a comparable
long or short position in the reference
asset or interest rate under §240.15¢3-1
or 17 CFR 1.17.

(Secs. 15(c)(3), 17(a) and 23(a),
780(c)(3), 78q(a), and 78w(a))

[44 FR 34886, June 15, 1979, as amended at 46
FR 37041, July 17, 1981; 49 FR 31848, Aug. 9,
1984; 84 FR 44044, Aug. 22, 2019]

15 U.S.C.

§240.15¢3-1c Consolidated computa-
tions of net capital and aggregate
indebtedness for certain subsidi-
aries and affiliates (appendix C to
17 CFR 240.15¢3-1).

(a) Flow through capital benefits.
Every broker or dealer in computing
its net capital and aggregate indebted-
ness pursuant to 17 CFR 240.15c3-1
shall, subject to the provisions of para-
graphs (b) and (d) of this appendix, con-
solidate in a single computation assets
and liabilities of any subsidiary or af-
filiate for which it guarantees, en-
dorses or assumes directly or indirectly
the obligations or liabilities. The as-
sets and liabilities of a subsidiary or
affiliate whose liabilities and obliga-
tions have not been guaranteed, en-
dorsed, or assumed directly or indi-
rectly by the broker or dealer may also
be so consolidated if an opinion of
counsel is obtained as provided for in
paragraph (b) of this section.

(b) Required counsel opinions. (1) If the
consolidation, provided for in para-
graph (a) of this section, of any such
subsidiary or affiliate results in the in-
crease of the broker’s or dealers’s net
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capital and/or the decrease of the bro-
ker’s or dealer’s minimum net capital
requirement under paragraph (a) of
§240.15c3-1 and an opinion of counsel
described in paragraph (b)(2) of this
section has not been obtained, such
benefits shall not be recognized in the
broker’s or dealer’s computation re-
quired by this section.

(2) Except as provided for in para-
graph (b)(1) of this section, consolida-
tion shall be permitted with respect to
any subsidiaries or affiliates which are
majority owned and controlled by the
broker or dealer for which the broker
or dealer can demonstrate to the satis-
faction of the Commission, through the
Examining Authority, by an opinion of
counsel that the net asset values, or
the portion thereof related to the par-
ent’s ownership interest in the sub-
sidiary or affiliate may be caused by
the broker or dealer or a trustee ap-
pointed pursuant to the Securities In-
vestor Protection Act of 1970 or other-
wise, to be distributed to the broker or
dealer within 30 calendar days. Such
opinion shall also set forth the actions
necessary to cause such a distribution
to be made, identify the parties having
the authority to take such actions,
identify and describe the rights of
other parties or classes of parties, in-
cluding but not limited to customers,
general creditors, subordinated lenders,
minority shareholders, employees, liti-
gants and governmental or regulatory
authorities, who may delay or prevent
such a distribution and such other as-
surances as the Commission or the Ex-
amining Authority by rule or interpre-
tation may require. Such opinion shall
be current and periodically renewed in
connection with the broker’s or deal-
er’s annual audit pursuant to 17 CFR
240.17a-5 under the Securities Exchange
Act of 1934 or upon any material
change in circumstances.

(c) Principles of consolidation. In pre-
paring a consolidated computation of
net capital and/or aggregate indebted-
ness pursuant to this section, the fol-
lowing minimum and non-exclusive re-
quirements shall be observed:

(1) Consolidated net worth shall be
reduced by the estimated amount of
any tax reasonably anticipated to be
incurred upon distribution of the assets
of the subsidiary or affiliate.

17 CFR Ch. Il (4-1-20 Edition)

(2) Liabilities of a consolidated sub-
sidiary or affiliate which are subordi-
nated to the claims of present and fu-
ture creditors pursuant to a satisfac-
tory subordination agreement shall not
be added to consolidated net worth un-
less such subordination extends also to
the claims of present or future credi-
tors of the parent broker or dealer and
all consolidated subsidiaries.

(3) Subordinated liabilities of a con-
solidated subsidiary or affiliate which
are consolidated in accordance with
paragraph (¢)(2) of this section may not
be prepaid, repaid or accelerated if any
of the entities included in such consoli-
dation would otherwise be unable to
comply with the provisions of Appendix
(D), 17 CFR 240.15c3-1d.

(4) BEach broker or dealer included
within the consolidation shall at all
times be in compliance with the net
capital requirement to which it is sub-
ject.

(d) Certain precluded acts. No broker
or dealer shall guarantee, endorse or
assume directly or indirectly any obli-
gation or liability of a subsidiary or af-
filiate unless the obligation or liability
is reflected in the computation of net
capital and/or aggregate indebtedness
pursuant to 17 CFR 240.15¢3-1 or this
appendix (C), except as provided in
paragraph (b)(1) of this section.

[40 FR 29808, July 16, 1975, as amended at 57
FR 56988, Dec. 2, 1992]

§240.15¢3-1d Satisfactory Subordina-
tion Agreements (Appendix D to 17
CFR 240.15¢3-1).

(a) Introduction. (1) This appendix
sets forth minimum and non-exclusive
requirements for satisfactory subordi-
nation agreements (hereinafter ‘‘sub-
ordination agreement’’). The Exam-
ining Authority may require or the
broker or dealer may include such
other provisions as deemed necessary
or appropriate to the extent such pro-
visions do not cause the subordination
agreement to fail to meet the min-
imum requirements of this Appendix
(D).

(2) Certain definitions. For purposes of
17 CFR 240.15c3-1 and this Appendix
(D):
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(i) A subordination agreement may
be either a subordinated loan agree-
ment or a secured demand note agree-
ment.

(ii) The term subordinated loan agree-
ment shall mean the agreement or
agreements evidencing or governing a
subordinated borrowing of cash.

(iii) The term collateral value of any
securities pledged to secure a secured
demand note shall mean the market
value of such securities after giving ef-
fect to the percentage deductions set
forth in paragraph (c)(2)(vi) of
§240.15¢c3-1 except for paragraph
(©)@2)(vi)(J). In lieu of the deduction
under (¢)(2)(vi)(J), the broker or dealer
shall reduce the market value of the
securities pledged to secure the secured
demand note by 30 percent.

(iv) The term payment obligation shall
mean the obligation of a broker or
dealer in respect to any subordination
agreement (A) to repay cash loaned to
the broker or dealer pursuant to a sub-
ordinated loan agreement or (B) to re-
turn a secured demand note contrib-
uted to the broker or dealer or reduce
the unpaid principal amount thereof
and to return cash or securities pledged
as collateral to secure the secured de-
mand note and (C) ‘“‘Payment’ shall
mean the performance by a broker or
dealer of a Payment Obligation.

(Vv)(A) The term secured demand note
agreement shall mean an agreement (in-
cluding the related secured demand
note) evidencing or governing the con-
tribution of a secured demand note to a
broker or dealer and the pledge of secu-
rities and/or cash with the broker or
dealer as collateral to secure payment
of such secured demand note. The se-
cured demand note agreement may pro-
vide that neither the lender, his heirs,
executors, administrators or assigns
shall be personally liable on such note
and that in the event of default the
broker or dealer shall look for payment
of such note solely to the collateral
then pledged to secure the same.

(B) The secured demand note shall be
a promissory note executed by the
lender and shall be payable on the de-
mand of the broker or dealer to which
it is contributed; provided, however,
that the making of such demand may
be conditioned upon the occurrence of
any of certain events which are accept-

§240.15¢c3-1d

able to the Commission and to the Ex-
amining Authority for such broker or
dealer.

(C) If such note is not paid upon pre-
sentment and demand as provided for
therein, the broker or dealer shall have
the right to liquidate all or any part of
the securities then pledged as collat-
eral to secure payment of the same and
to apply the net proceeds of such lig-
uidation, together with any cash then
included in the collateral, in payment
of such note. Subject to the prior
rights of the broker or dealer as pledg-
ee, the lender, as defined herein, may
retain ownership of the collateral and
have the benefit of any increases and
bear the risks of any decreases in the
value of the collateral and may retain
the right to vote securities contained
within the collateral and any right to
income therefrom or distributions
thereon, except the broker or dealer
shall have the right to receive and hold
as pledgee all dividends payable in se-
curities and all partial and complete
liquidating dividends.

(D) Subject to the prior rights of the
broker or dealer as pledgee, the lender
may have the right to direct the sale of
any securities included in the collat-
eral, to direct the purchases of securi-
ties with any cash included therein, to
withdraw excess collateral or to sub-
stitute cash or other securities as col-
lateral, provided that the net proceeds
of any such sale and the cash so sub-
stituted and the securities so pur-
chased or substituted are held by the
broker or dealer, as pledgee, and are in-
cluded within the collateral to secure
payment of the secured demand note,
and provided further that no such
transaction shall be permitted if, after
giving effect thereto, the sum of the
amount of any cash, plus the Collateral
Value of the securities, then pledged as
collateral to secure the secured de-
mand note would be less than the un-
paid principal amount of the secured
demand note.

(E) Upon payment by the lender, as
distinguished from a reduction by the
lender which is ©provided for in
(b)(6)(iii) or reduction by the broker or
dealer as provided for in subparagraph
(b)(7) of this appendix (D), of all or any
part of the unpaid principal amount of
the secured demand note, a broker or
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dealer shall issue to the lender a subor-
dinated loan agreement in the amount
of such payment (or in the case of a
broker or dealer that is a partnership
credit a capital account of the lender)
or issue preferred or common stock of
the broker or dealer in the amount of
such payment, or any combination of
the foregoing, as provided for in the se-
cured demand note agreement.

(F) The term lender shall mean the
person who lends cash to a broker or
dealer pursuant to a subordinated loan
agreement and the person who contrib-
utes a secured demand note to a broker
or dealer pursuant to a secured demand
note agreement.

(b) Minimum requirements for subordi-
nation agreements. (1) Subject to para-
graph (a) of this section, a subordina-
tion agreement shall mean a written
agreement between the broker or deal-
er and the lender, which (i) has a min-
imum term of one year, except for tem-
porary subordination agreements pro-
vided for in paragraph (c)(5) of this ap-
pendix (D), and (ii) is a valid and bind-
ing obligation enforceable in accord-
ance with its terms (subject as to en-
forcement to applicable bankruptcy,
insolvency, reorganization, morato-
rium and other similar laws) against
the broker or dealer and the lender and
their respective heirs, executors, ad-
ministrators, successors and assigns.

(2) Specific amount. All subordination
agreements shall be for a specific dol-
lar amount which shall not be reduced
for the duration of the agreement ex-
cept by installments as specifically
provided for therein and except as oth-
erwise provided in this appendix (D).

(38) Effective subordination. The subor-
dination agreement shall effectively
subordinate any right of the lender to
receive any Payment with respect
thereto, together with accrued interest
or compensation, to the prior payment
or provision for payment in full of all
claims of all present and future credi-
tors of the broker or dealer arising out
of any matter occurring prior to the
date on which the related Payment Ob-
ligation matures consistent with the
provisions of 17 CFR 240.15c3-1 and
240.15c3-1d, except for claims which are
the subject of subordination agree-
ments which rank on the same priority
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as or junior to the claim of the lender
under such subordination agreements.

(4) Proceeds of subordinated loan agree-
ments. The subordinated loan agree-
ment shall provide that the cash pro-
ceeds thereof shall be used and dealt
with by the broker or dealer as part of
its capital and shall be subject to the
risks of the business.

(5) Certain rights of the broker or deal-
er. The subordination agreement shall
provide that the broker or dealer shall
have the right to:

(i) Deposit any cash proceeds of a
subordinated loan agreement and any
cash pledged as collateral to secure a
secured demand note in an account or
accounts in its own name in any bank
or trust company;

(ii) Pledge, repledge, hypothecate and
rehypothecate, any or all of the securi-
ties pledged as collateral to secure a
secured demand note, without notice,
separately or in common with other se-
curities or property for the purpose of
securing any indebtedness of the
broker or dealer; and

(iii) Lend to itself or others any or
all of the securities and cash pledged as
collateral to secure a secured demand
note.

(6) Collateral for secured demand notes.
Only cash and securities which are
fully paid for and which may be pub-
licly offered or sold without registra-
tion under the Securities Act of 1933,
and the offer, sale and transfer of
which are not otherwise restricted,
may be pledged as collateral to secure
a secured demand note. The secured de-
mand note agreement shall provide
that if at any time the sum of the
amount of any cash, plus the Collateral
Value of any securities, then pledged as
collateral to secure the secured de-
mand note is less than the unpaid prin-
cipal amount of the secured demand
note, the broker or dealer must imme-
diately transmit written notice to that
effect to the lender and the Examining
Authority for such broker or dealer.
The secured demand note agreement
shall also require that following such
transmittal:

(i) The lender, prior to noon of the
business day next succeeding the trans-
mittal of such notice, may pledge as
collateral additional cash or securities
sufficient, after giving effect to such
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pledge, to bring the sum of the amount
of any cash plus the Collateral Value of
any securities, then pledged as collat-
eral to secure the secured demand note,
up to an amount not less than the un-
paid principal amount of the secured
demand note; and

(ii) Unless additional cash or securi-
ties are pledged by the lender as pro-
vided in paragraph (b)(6)(i) of this sec-
tion, the broker or dealer at noon on
the business day next succeeding the
transmittal of notice to the lender
must commence sale, for the account
of the lender, of such of the securities
then pledged as collateral to secure the
secured demand note and apply so
much of the net proceeds thereof, to-
gether with such of the cash then
pledged as collateral to secure the se-
cured demand note as may be nec-
essary to eliminate the unpaid prin-
cipal amount of the secured demand
note; Provided, however, That the un-
paid principal amount of the secured
demand note need not be reduced below
the sum of the amount of any remain-
ing cash, plus the Collateral Value of
the remaining securities, then pledged
as collateral to secure the secured de-
mand note. The broker or dealer may
not purchase for its own account any
securities subject to such a sale.

(iii) The secured demand note agree-
ment also may provide that, in lieu of
the procedures specified in the provi-
sions required by paragraph (b)(6)(ii) of
this section, the lender with the prior
written consent of the broker or dealer
and the Examining Authority for the
broker or dealer may reduce the unpaid
principal amount of the secured de-
mand note. After giving effect to such
reduction, the aggregate indebtedness
of the broker or dealer may not exceed
1000 percent of its net capital or, in the
case of a broker or dealer operating
pursuant to paragraph (a)(1)(ii) of
§240.15c3-1, net capital may not be less
than 5 percent of aggregate debit items
computed in accordance with §240.15¢c3-
3a, or, if registered as a futures com-
mission merchant, 7 percent of the
funds required to be segregated pursu-
ant to the Commodity Exchange Act
and the regulations thereunder (less
the market value of commodity op-
tions purchased by option customers
subject to the rules of a contract mar-
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ket, each such deduction not to exceed
the amount of funds in the option cus-
tomer’s account), if greater. No single
secured demand note shall be per-
mitted to be reduced by more than 15
percent of its original principal
amount and after such reduction no ex-
cess collateral may be withdrawn. No
Examining Authority shall consent to
a reduction of the principal amount of
a secured demand note if, after giving
effect to such reduction, net capital
would be less than 120 percent of the
minimum dollar amount required by
§240.15¢c3-1.

Permissive Prepayments

(7) A broker or dealer at its option
but not at the option of the lender
may, if the subordination agreement so
provides, make a Payment of all or any
portion of the Payment Obligation
thereunder prior to the scheduled ma-
turity date of such Payment Obligation
(hereinafter referred to as a ‘‘Prepay-
ment’’), but in no event may any Pre-
payment be made before the expiration
of one year from the date such subordi-
nation agreement became effective.
This restriction shall not apply to tem-
porary subordination agreements that
comply with the provisions of para-
graph (c)(b) of this section. No Prepay-
ment shall be made, if, after giving ef-
fect thereto (and to all Payments of
Payment Obligations under any other
subordinated agreements then out-
standing the maturity or accelerated
maturities of which are scheduled to
fall due within six months after the
date such Prepayment is to occur pur-
suant to this provision or on or prior to
the date on which the Payment Obliga-
tion in respect of such Prepayment is
scheduled to mature disregarding this
provision, whichever date is earlier)
without reference to any projected
profit or loss of the broker or dealer,
either aggregate indebtedness of the
broker or dealer would exceed 1000 per-
cent of its net capital or its net capital
would be less than 120 percent of the
minimum dollar amount required by
§240.15¢c3-1 or, in the case of a broker or
dealer operating pursuant to §240.15c3-
1(a)(1)(ii), its net capital would be less
than 5 percent of its aggregate debit
items computed in accordance with
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§240.15c3-3a, or if registered as a fu-
tures commission merchant, 7 percent
of the funds required to be segregated
pursuant to the Commodity Exchange
Act and the regulations thereunder
(less the market value of commodity
options purchased by option customers
subject to the rules of a contract mar-
ket, each such deduction not to exceed
the amount of funds in the option cus-
tomer’s account), if greater, or its net
capital would be less than 120 percent
of the minimum dollar amount re-
quired by §240.15¢3-1(a)(1)(ii), or if, in
the case of a broker or dealer operating
pursuant to §240.15¢3-1(a)(10), its net
capital would be less than 120 percent
of its minimum requirement.

Suspended Repayment

(8)(i) The Payment Obligation of the
broker or dealer in respect of any sub-
ordination agreement shall be sus-
pended and shall not mature if, after
giving effect to Payment of such Pay-
ment Obligation (and to all Payments
of Payment Obligations of such broker
or dealer under any other subordina-
tion agreement(s) then outstanding
that are scheduled to mature on or be-
fore such Payment Obligation) either:

(A) The aggregate indebtedness of the
broker or dealer would exceed 1200 per-
cent of its net capital, or in the case of
a broker or dealer operating pursuant
to §240.15c3-1(a)(1)(ii), its net capital
would be less than 5 percent of aggre-
gate debit items computed in accord-
ance with §240.15c3-3a or, if registered
as a futures commission merchant, 6
percent of the funds required to be seg-
regated pursuant to the Commodity
Exchange Act and the regulations
thereunder (less the market value of
commodity options purchased by op-
tion customers on or subject to the
rules of a contract market, each such
deduction not to exceed the amount of
funds in the option customer’s ac-
count), if greater, or, in the case of a
broker or dealer operating pursuant to
§240.15¢c3-1(a)(10), its net capital would
be less than 120 percent of its minimum
requirement; or

(B) Its net capital would be less than
120 percent of the minimum dollar
amount required by §240.15¢3-1 includ-
ing paragraph (a)(1)(ii), if applicable.
The subordination agreement may pro-
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vide that if the Payment Obligation of
the broker or dealer thereunder does
not mature and is suspended as a result
of the requirement of this paragraph
(b)(8) for a period of not less than six
months, the broker or dealer shall
thereupon commence the rapid and or-
derly liquidation of its business, but
the right of the lender to receive Pay-
ment, together with accrued interest
or compensation, shall remain subordi-
nate as required by the provisions of
§§240.15¢3-1 and 240.15c3-1d.

(ii) [Reserved]

(9) Accelerated maturity-obligation to
repay to remain subordinate. (i) Subject
to the provisions of paragraph (b)(8) of
this appendix, a subordination agree-
ment may provide that the lender may,
upon prior written notice to the broker
or dealer and the Examining Authority
given not earlier than six months after
the effective date of such subordination
agreement, accelerate the date on
which the Payment Obligation of the
broker or dealer, together with accrued
interest or compensation, is scheduled
to mature to a date not earlier than six
months after the giving of such notice,
but the right of the lender to receive
Payment, together with accrued inter-
est or compensation, shall remain sub-
ordinate as required by the provisions
of 17 CFR 240.15¢3-1 and 240.15c3-1d.

(ii) Notwithstanding the provisions of
paragraph (b)(8) of this appendix, the
Payment Obligation of the broker or
dealer with respect to a subordination
agreement, together with accrued in-
terest and compensation, shall mature
in the event of any receivership, insol-
vency, liquidation pursuant to the Se-
curities Investor Protection Act of 1970
or otherwise, bankruptcy, assignment
for the benefit of creditors, reorganiza-
tion whether or not pursuant to the
bankruptcy laws, or any other mar-
shalling of the assets and liabilities of
the broker or dealer but the right of
the lender to receive Payment, to-
gether with accrued interest or com-
pensation, shall remain subordinate as
required by the provisions of 17 CFR
240.15¢3-1 and 240.15¢3-1d.

(10)(i) Accelerated maturity of subordi-
nation agreements on event of default and
event of acceleration—obligation to repay
to remain subordinate. A subordination
agreement may provide that the lender
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may, upon prior written notice to the
broker or dealer and the Examining
Authority of the broker or dealer of
the occurrence of any Event of Accel-
eration (as hereinafter defined) given
no sooner than six months after the ef-
fective date of such subordination
agreement, accelerate the date on
which the Payment Obligation of the
broker or dealer, together with accrued
interest or compensation, is scheduled
to mature, to the last business day of a
calendar month which is not less than
six months after notice of acceleration
is received by the broker or dealer and
the HExamining Authority for the
broker or dealer. Any subordination
agreement containing such Events of
Acceleration may also provide, that if
upon such accelerated maturity date
the Payment Obligation of the broker
or dealer is suspended as required by
paragraph (b)(8) of this appendix (D)
and liquidation of the broker or dealer
has not commenced on or prior to such
accelerated maturity date, then not-
withstanding paragraph (b)(8) of this
appendix the Payment Obligation of
the broker or dealer with respect to
such subordination agreement shall
mature on the day immediately fol-
lowing such accelerated maturity date
and in any such event the Payment Ob-
ligations of the broker or dealer with
respect to all other subordination
agreements then outstanding shall also
mature at the same time but the rights
of the respective lenders to receive
Payment, together with accrued inter-
est or compensation, shall remain sub-
ordinate as required by the provisions
of this Appendix (D). Events of Accel-
eration which may be included in a
subordination agreement complying
with this paragraph (b)(10) shall be lim-
ited to:

(A) Failure to pay interest or any in-
stallment of principal on a subordina-
tion agreement as scheduled;

(B) Failure to pay when due other
money obligations of a specified mate-
rial amount;

(C) Discovery that any material,
specified representation or warranty of
the broker or dealer which is included
in the subordination agreement and on
which the subordination agreement
was based or continued was inaccurate
in a material respect at the time made;
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(D) Any specified and clearly measur-
able event which is included in the sub-
ordination agreement and which the
lender and the broker or dealer agree
(1) is a significant indication that the
financial position of the broker or deal-
er has changed materially and ad-
versely from agreed upon specified
norms or (2) could materially and ad-
versely affect the ability of the broker
or dealer to conduct its business as
conducted on the date the subordina-
tion agreement was made; or (3) is a
significant change in the senior man-
agement of the broker or dealer or in
the general business conducted by the
broker or dealer from that which ob-
tained on the date the subordination
agreement became effective;

(E) Any continued failure to perform
agreed covenants included in the subor-
dination agreement relating to the
conduct of the business of the broker
or dealer or relating to the mainte-
nance and reporting of its financial po-
sition; and

(ii) Notwithstanding the provisions of
paragraph (b)(8) of this appendix, a sub-
ordination agreement may provide
that, if liquidation of the business of
the broker or dealer has not already
commenced, the Payment Obligation of
the broker or dealer shall mature, to-
gether with accrued interest or com-
pensation, upon the occurrence of an
Event of Default (as hereinafter de-
fined). Such agreement may also pro-
vide that, if liquidation of the business
of the broker or dealer has not already
commenced, the rapid and orderly liqg-
uidation of the business of the broker
or dealer shall then commence upon
the happening of an Event of Default.
Any subordination agreement which so
provides for maturity of the Payment
Obligation upon the occurrence of an
Event of Default shall also provide that
the date on which such Event of De-
fault occurs shall, if liquidation of the
broker or dealer has not already com-
menced, be the date on which the Pay-
ment Obligations of the broker or deal-
er with respect to all other subordina-
tion agreements then outstanding shall
mature but the rights of the respective
lenders to receive Payment, together
with accrued interest or compensation,
shall remain subordinate as required
by the provisions of this Appendix (D).
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Events of Default which may be in-
cluded in a subordination agreement
shall be limited to:

(A) The making of an application by
the Securities Investor Protection Cor-
poration for a decree adjudicating that
customers of the broker or dealer are
in need of protection under the Securi-
ties Investor Protection Act of 1970 and
the failure of the broker or dealer to
obtain the dismissal of such applica-
tion within 30 days;

(B) The aggregate indebtedness of the
broker or dealer exceeding 1500 percent
of its net capital or, in the case of a
broker or dealer that has elected to op-
erate under §240.15c3-1(a)(1)(ii), its net
capital computed in accordance there-
with is less than two percent of its ag-
gregate debit items computed in ac-
cordance with §240.15c3-3a or, if reg-
istered as a futures commission mer-
chant, four percent of the funds re-
quired to be segregated pursuant to the
Commodity Exchange Act and the reg-
ulations thereunder (less the market
value of commodity options purchased
by option customers on or subject to
the rules of a contract market, each
such deduction not to exceed the
amount of funds in the option cus-
tomer’s account), if greater, or, in the
case of a broker or dealer operating
pursuant to §240.15¢3-1(a)(10), its net
capital is less than its minimum re-
quirement, throughout a period of 15
consecutive  business days, com-
mencing on the day the broker or deal-
er first determines and notifies the Ex-
amining Authority for the broker or
dealer, or the Examining Authority or
the Commission first determines and
notifies the broker or dealer of such
fact;

(C) The Commission shall revoke the
registration of the broker or dealer;

(D) The Examining Authority shall
suspend (and not reinstate within 10
days) or revoke the broker’s or dealer’s
status as a member thereof;

(BE) Any receivership, insolvency, lig-
uidation pursuant to the Securities In-
vestor Protection Act of 1970 or other-
wise, bankruptcy, assignment for the
benefit of creditors, reorganization
whether or not pursuant to bankruptcy
laws, or any other marshalling of the
assets and liabilities of the broker or
dealer.
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A subordination agreement which con-
tains any of the provisions permitted
by this paragraph (b)(10) shall not con-
tain the provision otherwise permitted
by clause (i) of paragraph (b)(9).

BROKERS AND DEALERS CARRYING THE
ACCOUNTS OF SPECIALISTS AND MAR-
KET MAKERS IN LISTED OPTIONS

(11) A subordination agreement
which becomes effective on or after Au-
gust 1, 1977 in favor of a broker or deal-
er who guarantees, endorses, carries or
clears specialist or market maker
transactions in options listed on a na-
tional securities exchange or facility of
a national securities association shall
provide that reduction, prepayment or
repayment of the unpaid principal
amount thereof, pursuant to those
terms of the agreement required or per-
mitted by paragraphs (b)(6)(iii), (b)(7),
or (b)(8)(i) of this section, shall not
occur in contravention of paragraphs
@)(6)(V), (a)(M(v), or (c)(@)(x)(B)(I) of
§240.15c3-1 insofar as they apply to
such broker or dealer.

(c) Miscellaneous Provisions—(1) Pro-
hibited Cancellation. The subordination
agreement shall not be subject to can-
cellation by either party; no Payment
shall be made with respect thereto and
the agreement shall not be terminated,
rescinded or modified by mutual con-
sent or otherwise if the effect thereof
would be inconsistent with the require-
ments of 17 CFR 240.15¢3-1 and 240.15¢3—
1d.

(2) Every broker or dealer shall im-
mediately notify the Examining Au-
thority for such broker or dealer if,
after giving effect to all Payments of
Payment Obligations under subordina-
tion agreements then outstanding that
are then due or mature within the fol-
lowing six months without reference to
any projected profit or loss of the
broker or dealer either the aggregate
indebtedness of the broker or dealer
would exceed 1200 percent of its net
capital or its net capital would be less
than 120 percent of the minimum dollar
amount required by §240.15¢3-1, or, in
the case of a broker or dealer operating
pursuant to §240.15c3-1(a)(1)(ii), its net
capital would be less than 5 percent of
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aggregate debit items computed in ac-
cordance with §240.15c¢3-3a, or, if reg-
istered as a futures commission mer-
chant, 6 percent of the funds required
to be segregated pursuant to the Com-
modity Exchange Act and the regula-
tions thereunder (less the market value
of commodity options purchased by op-
tion customers on or subject to the
rules of a contract market, each such
deduction not to exceed the amount of
funds in the option customer’s ac-
count), if greater, or less than 120 per-
cent of the minimum dollar amount re-
quired by §240.15c3-1(a)(1)(ii), or, in the
case of a broker or dealer operating
pursuant to §240.15¢3-1(a)(10), its net
capital would be less than 120 percent
of its minimum requirement.

(38) Certain legends. If all the provi-
sions of a satisfactory subordination
agreement do not appear in a single in-
strument, then the debenture or other
evidence of indebtedness shall bear on
its face an appropriate legend stating
that it is issued subject to the provi-
sions of a satisfactory subordination
agreement which shall be adequately
referred to and incorporated by ref-
erence.

(4) Legal title to securities. All securi-
ties pledged as collateral to secure a
secured demand note must be in bearer
form, or registered in the name of the
broker or dealer or the name of its
nominee or custodian.

Temporary and Revolving Subordination
Agreements

(5)(i) For the purpose of enabling a
broker or dealer to participate as an
underwriter of securities or other ex-
traordinary activities in compliance
with the net capital requirements of
§240.15¢c3-1, a broker or dealer shall be
permitted, on no more than three occa-
sions in any 12 month period, to enter
into a subordination agreement on a
temporary basis that has a stated term
of no more than 45 days from the date
such subordination agreement became
effective. This temporary relief shall
not apply to a broker or dealer if, with-
in the preceding thirty calendar days,
it has given notice pursuant to
§240.17a-11, or if immediately prior to
entering into such subordination agree-
ment, either:
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(A) The aggregate indebtedness of the
broker or dealer exceeds 1000 percent of
its net capital or its net capital is less
than 120 percent of the minimum dollar
amount required by §240.15¢3-1, or

(B) In the case of a broker or dealer
operating pursuant to §240.15¢c3-
1(a)(1)(ii), its net capital is less than 5
percent of aggregate debits computed
in accordance with §240.15¢3-1, or, if
registered as a futures commission
merchant, less than 7 percent of the
funds required to be segregated pursu-
ant to the Commodity Exchange Act
and the regulations thereunder (less
the market value of commodity op-
tions purchased by option customers
on or subject to the rules of a contract
market, each such deduction not to ex-
ceed the amount of funds in the option
customer’s account), if greater, or less
than 120 percent of the minimum dollar
amount required by paragraph (a)(1)(ii)
of this section, or, in the case of a
broker or dealer operating pursuant to
§240.15¢c3-1(a)(10), its net capital would
be less than 120 percent of its minimum
requirement, or

(C) The amount of its then out-
standing subordination agreements ex-
ceeds the limits specified in paragraph
(d) of §240.15c3-1. Such temporary sub-
ordination agreement shall be subject
to all other provisions of this appendix
D.

(ii) A broker or dealer shall be per-
mitted to enter into a revolving subor-
dinated loan agreement which provides
for prepayment within less than one
year of all or any portion of the Pay-
ment Obligation thereunder at the op-
tion of the broker or dealer upon the
prior written approval of the Exam-
ining Authority for the broker or deal-
er. The Examining Authority, however,
shall not approve any prepayment if:

(A) After giving effect thereto (and to
all Payments of Payment Obligations
under any other subordinated agree-
ments then outstanding, the maturity
or accelerated maturities of which are
scheduled to fall due within six months
after the date such prepayment is to
occur pursuant to this provision or on
or prior to the date on which the Pay-
ment Obligation in respect of such pre-
payment is scheduled to mature dis-
regarding this provision, whichever
date is earlier) without reference to
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any projected profit or loss of the
broker or dealer, either aggregate in-
debtedness of the broker or dealer
would exceed 900 percent of its net cap-
ital or its net capital would be less
than 200 percent of the minimum dollar
amount required by §240.15¢3-1 or, in
the case of a broker or dealer operating
pursuant to paragraph (a)(1)(ii) of
§240.15¢c3-1, its net capital would be less
than 6 percent of aggregate debit items
computed in accordance with §240.15¢c3-
3a, or, if registered as a futures com-
mission merchant, 10 percent of the
funds required to be segregated pursu-
ant to the Commodity Exchange Act
and the regulations thereunder (less
the market value of commodity op-
tions purchased by option customers
on or subject to the rules of a contract
market, each such deduction not to ex-
ceed the amount of funds in the option
customer’s account), if greater, or its
net capital would be less than 200 per-
cent of the minimum dollar amount re-
quired by paragraph (a)(1)(ii) of this
section or

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

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

(6)(1) Filing. Two copies of any pro-
posed subordination agreement (includ-
ing nonconforming subordination
agreements) shall be filed at least 10
days prior to the proposed execution
date of the agreement with the Com-
mission’s Regional Office for the region
in which the broker or dealer main-
tains its principal place of business or
at such other time as the Regional Of-
fice for good cause shall accept such
filing. Copies of the proposed agree-
ment shall also be filed with the Exam-
ining Authority in such quantities and
at such time as the Examining Author-
ity may require. The broker or dealer
shall also file with said parties a state-
ment setting forth the name and ad-
dress of the lender, the business rela-
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tionship of the lender to the broker or
dealer, and whether the broker or deal-
er carried funds or securities for the
lender at or about the time the pro-
posed agreement was so filed. All
agreements shall be examined by the
Commission’s Regional Office or the
Examining Authority with whom such
agreement is required to be filed prior
to their becoming effective. No pro-
posed agreement shall be a satisfactory
subordination agreement for the pur-
poses of this section unless and until
the Examining Authority has found the
agreement acceptable and such agree-
ment has become effective in the form
found acceptable.

(ii) The broker or dealer need not file
with the Regional Office for the region
in which the broker or dealer main-
tains its principal place of business (if
a Regional Office is not its Examining
Authority) copies of any proposed sub-
ordination agreement or the statement
described above if the Examining Au-
thority for that broker or dealer has
consented to file with the Commission
periodic reports (not less than month-
ly) summarizing for the period, on a
firm-by-firm basis, the subordination
agreements it has approved for that pe-
riod. Such reports should include at
the minimum, the amount of the loan
and its duration, the name of the lend-
er and the business relationship of the
lender to the broker or dealer.

(T Subordination agreements in effect
prior to adoption. Any subordination
agreement which has been entered into
prior to December 20, 1978 and which
has been deemed to be satisfactorily
subordinated pursuant to 17 CFR
240.15c3-1 as in effect prior to December
20, 1978, shall continue to be deemed a
satisfactory subordination agreement
until the maturity of such agreement.
Provided, That no renewal of an agree-
ment which provides for automatic or
optional renewal by the broker or deal-
er or lender shall be deemed to be a
satisfactory subordination agreement
unless such renewed agreement meets
the requirements of this appendix with-
in 6 months from December 20, 1978.
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Provided, further, That all subordina-
tion agreements must meet the re-
quirements of this appendix within 5
years of December 20, 1978.

[40 FR 29808, July 16, 1975, as amended at 42
FR 31778, June 23, 1977; 44 FR 34887, June 15,
1979; 46 FR 35635, July 10, 1981; 47 FR 21775,
May 20, 1982; 49 FR 31848, Aug. 9, 1984; 57 FR
56988, Dec. 2, 1992; 58 FR 37657, July 13, 1993;
59 FR 5945, Feb. 9, 1994; 73 FR 32228, June 5,
2008; 84 FR 44045, Aug. 22, 2019]

§240.15¢3-1e Deductions for market
and credit risk for certain brokers
or dealers (Appendix E to 17 CFR
240.15¢3-1).

Sections 240.15c3-1e and 240.15c3-1g
set forth a program that allows a
broker or dealer to use an alternative
approach to computing net capital de-
ductions, subject to the conditions de-
scribed in §§240.15c3-1e and 240.15c3-1g,
including supervision of the broker’s or
dealer’s ultimate holding company
under the program. The program is de-
signed to reduce the likelihood that fi-
nancial and operational weakness in
the holding company will destabilize
the broker or dealer, or the broader fi-
nancial system. The focus of this su-
pervision of the ultimate holding com-
pany is its financial and operational
condition and its risk management
controls and methodologies.

Application

(a) A broker or dealer may apply to
the Commission for authorization to
compute deductions for market risk
pursuant to this section in lieu of com-
puting deductions pursuant to
§§240.15c3-1(c)(2)(vi) and (vii) and
240.15¢3-1b, and to compute deductions
for credit risk pursuant to this section
on credit exposures arising from trans-
actions in derivatives instruments (Gf
this section is used to calculate deduc-
tions for market risk on these instru-
ments) in lieu of computing deductions
pursuant to §240.15¢3-1(c)(2)(iv) and
(©)2)(xV)(A) and (B):

(1) A broker-dealer shall submit the
following information to the Commis-
sion with its application:

(i) An executive summary of the in-
formation provided to the Commission
with its application and an identifica-
tion of the ultimate holding company
of the broker or dealer;
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(ii) A comprehensive description of
the internal risk management control
system of the broker or dealer and how
that system satisfies the requirements
set forth in §240.15¢3-4;

(iii) A list of the categories of posi-
tions that the broker or dealer holds in
its proprietary accounts and a brief de-
scription of the methods that the
broker or dealer will use to calculate
deductions for market and credit risk
on those categories of positions;

(iv) A description of the mathe-
matical models to be used to price po-
sitions and to compute deductions for
market risk, including those portions
of the deductions attributable to spe-
cific risk, if applicable, and deductions
for credit risk; a description of the cre-
ation, use, and maintenance of the
mathematical models; a description of
the broker’s or dealer’s internal risk
management controls over those mod-
els, including a description of each cat-
egory of persons who may input data
into the models; if a mathematical
model incorporates empirical correla-
tions across risk categories, a descrip-
tion of the process for measuring cor-
relations; a  description of the
backtesting procedures the broker or
dealer will use to backtest the mathe-
matical model used to calculate max-
imum potential exposure; a description
of how each mathematical model satis-
fies the applicable qualitative and
quantitative requirements set forth in
paragraph (d) of this appendix E; and a
statement describing the extent to
which each mathematical model used
to compute deductions for market and
credit risk will be used as part of the
risk analyses and reports presented to
senior management;

(v) If the broker or dealer is applying
to the Commission for approval to use
scenario analysis to calculate deduc-
tions for market risk for certain posi-
tions, a list of those types of positions,
a description of how those deductions
will be calculated using scenario anal-
ysis, and an explanation of why each
scenario analysis is appropriate to cal-
culate deductions for market risk on
those types of positions;

(vi) A description of how the broker
or dealer will calculate current expo-
sure;
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(vii) A description of how the broker
or dealer will determine internal credit
ratings of counterparties and internal
credit risk weights of counterparties, if

applicable;
(viii) A written undertaking by the
ultimate holding company of the

broker or dealer, if it is not an ulti-
mate holding company that has a prin-
cipal regulator, in a form acceptable to
the Commission, signed by a duly au-
thorized person at the ultimate holding
company, to the effect that, as a condi-
tion of Commission approval of the ap-
plication of the broker or dealer to
compute deductions for market and
credit risk pursuant to this appendix E,
the ultimate holding company agrees
to:

(A) Comply with all applicable provi-
sions of this appendix E;

(B) Comply with all applicable provi-
sions of §240.15¢c3-1g;

(C) Comply with the provisions of
§240.15¢c3-4 with respect to an internal
risk management control system for
the affiliate group as though it were an
OTC derivatives dealer with respect to
all of its business activities, except
that paragraphs (c)(5)(xiii), (c)(5)(xiv),
(d)(8), and (d)(9) of §240.15c3-4 shall not
apply;

(D) As part of the internal risk man-
agement control system for the affil-
iate group, establish, document, and
maintain procedures for the detection
and prevention of money laundering
and terrorist financing;

(BE) Permit the Commission to exam-
ine the books and records of the ulti-
mate holding company and any of its
affiliates, if the affiliate is not an enti-
ty that has a principal regulator;

(F) If the disclosure to the Commis-
sion of any information required as a
condition for the broker or dealer to
compute deductions for market and
credit risk pursuant to this appendix E
could be prohibited by law or other-
wise, cooperate with the Commission,
to the extent permissible, including by
describing any secrecy laws or other
impediments that could restrict the
ability of material affiliates to provide
information on their operations or ac-
tivities and by discussing the manner
in which the ultimate holding company
and the broker or dealer propose to
provide the Commission with adequate
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information or assurances of access to
information;

(G) Make available to the Commis-
sion information about the ultimate
holding company or any of its material
affiliates that the Commission finds is
necessary to evaluate the financial and
operational risk within the ultimate
holding company and its material af-
filiates and to evaluate compliance
with the conditions of eligibility of the
broker or dealer to compute deductions
to net capital under the alternative
method of this appendix E;

(H) Make available examination re-
ports of principal regulators for those
affiliates of the ultimate holding com-
pany that are not subject to Commis-
sion examination; and

(I) Acknowledge that, if the ultimate
holding company fails to comply in a
material manner with any provision of
its undertaking, the Commission may,
in addition to any other conditions
necessary or appropriate in the public
interest or for the protection of inves-
tors, increase the multiplication fac-
tors the ultimate holding company
uses to calculate allowances for mar-
ket and credit risk, as defined in
§240.15c3-1g(a)(2) and (a)(3) or impose
any condition with respect to the
broker or dealer listed in paragraph (e)
of this appendix E; and

(ix) A written undertaking by the ul-
timate holding company of the broker
or dealer, if the ultimate holding com-
pany has a principal regulator, in a
form acceptable to the Commission,
signed by a duly authorized person at
the ultimate holding company, to the
effect that, as a condition of Commis-
sion approval of the application of the
broker or dealer to compute deductions
for market and credit risk pursuant to
this appendix E, the ultimate holding
company agrees to:

(A) Comply with all applicable provi-
sions of this appendix E;

(B) Comply with all applicable provi-
sions of §240.15¢c3-1g;

(C) Make available to the Commis-
sion information about the ultimate
holding company that the Commission
finds is necessary to evaluate the fi-
nancial and operational risk within the
ultimate holding company and to
evaluate compliance with the condi-
tions of eligibility of the broker or
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dealer to compute net capital under
the alternative method of this appen-
dix E; and

(D) Acknowledge that if the ultimate
holding company fails to comply in a
material manner with any provision of
its undertaking, the Commission may,
in addition to any other conditions
necessary or appropriate in the public
interest or for the protection of inves-
tors, impose any condition with respect
to the broker or dealer listed in para-
graph (e) of this appendix E;

(2) As a condition of Commission ap-
proval, the ultimate holding company
of the broker or dealer, if it is not an
ultimate holding company that has a
principal regulator, shall include the
following information with the applica-
tion:

(i) A narrative description of the
business and organization of the ulti-
mate holding company;

(ii) An alphabetical list of the affili-
ates of the ultimate holding company
(referred to as the ‘‘affiliate group,”
which shall include the ultimate hold-
ing company), with an identification of
the financial regulator, if any, that
regulates the affiliate, and a designa-
tion of the members of the affiliate
group that are material to the ulti-
mate holding company (‘‘material af-
filiates”’);

(iii) An organizational chart that
identifies the ultimate holding com-
pany, the broker or dealer, and the ma-
terial affiliates;

(iv) Consolidated and consolidating
financial statements of the ultimate
holding company as of the end of the
quarter preceding the filing of the ap-
plication;

(v) Sample computations for the ulti-
mate holding company of allowable
capital and allowances for market risk,
credit risk, and operational risk, deter-
mined pursuant to §240.15c3-1g(a)(1)-
(a)(@);

(vi) A list of the categories of posi-
tions that the affiliate group holds in
its proprietary accounts and a brief de-
scription of the method that the ulti-
mate holding company proposes to use
to calculate allowances for market and
credit risk, pursuant to §240.15c3-
1g(a)(2) and (a)(3), on those categories
of positions;
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(vii) A description of the mathe-
matical models to be used to price po-
sitions and to compute the allowance
for market risk, including those por-
tions of the allowance attributable to
specific risk, if applicable, and the al-
lowance for credit risk; a description of
the creation, use, and maintenance of
the mathematical models; a descrip-
tion of the ultimate holding company’s
internal risk management controls
over those models, including a descrip-
tion of each category of persons who
may input data into the models; if a
mathematical model incorporates em-
pirical correlations across risk cat-
egories, a description of the process for
measuring correlations; a description
of the backtesting procedures the ulti-
mate holding company will use to
backtest the mathematical model used
to calculate maximum potential expo-
sure; a description of how each mathe-
matical model satisfies the applicable
qualitative and quantitative require-
ments set forth in paragraph (d) of this
appendix E; a statement describing the
extent to which each mathematical
model used to compute allowances for
market and credit risk is used as part
of the risk analyses and reports pre-
sented to senior management; and a de-
scription of any positions for which the
ultimate holding company proposes to
use a method other than VaR to com-
pute an allowance for market risk and
a description of how that allowance
would be determined;

(viii) A description of how the ulti-
mate holding company will calculate
current exposure;

(ix) A description of how the ulti-
mate holding company will determine
the credit risk weights of counterpar-
ties and internal credit ratings of
counterparties, if applicable;

(x) A description of how the ultimate
holding company will calculate an al-
lowance for operational risk under
§240.15¢c3-1g(a)(4);

(xi) For each instance in which a
mathematical model wused by the
broker or dealer to calculate a deduc-
tion for market risk or to calculate
maximum potential exposure for a par-
ticular product or counterparty differs
from the mathematical model used by
the ultimate holding company to cal-
culate an allowance for market risk or
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to calculate maximum potential expo-
sure for that same product or
counterparty, a description of the dif-
ference(s) between the mathematical
models;

(xii) A comprehensive description of
the risk management control system
for the affiliate group that the ulti-
mate holding company has established
to manage affiliate group-wide risk, in-
cluding market, credit, liquidity and
funding, legal and compliance, and
operational risks, and how that system
satisfies the requirements of §240.15¢3—
4; and

(xiii) Sample risk reports that are
provided to the persons at the ultimate
holding company who are responsible
for managing group-wide risk and that
will be provided to the Commission
pursuant to §240.15¢3-1g(b)(1)(E)(H);

(3) As a condition of Commission ap-
proval, the ultimate holding company
of the broker or dealer, if the ultimate
holding company has a principal regu-
lator, shall include the following infor-
mation with the broker’s or dealer’s
application:

(i) A narrative description of the
business and organization of the ulti-
mate holding company;

(ii) An alphabetical list of the affili-
ates of the ultimate holding company
(referred to as the ‘‘affiliate group,”’
which shall include the ultimate hold-
ing company), with an identification of
the financial regulator, if any, that
regulates the affiliate, and a designa-
tion of those affiliates that are mate-
rial to the ultimate holding company
(‘“‘material affiliates’’);

(iii) An organizational chart that
identifies the ultimate holding com-
pany, the broker or dealer, and the ma-
terial affiliates;

(iv) Comnsolidated and consolidating
financial statements of the ultimate
holding company as of the end of the
quarter preceding the filing of the ap-
plication;

(v) The most recent capital measure-
ments of the ultimate holding com-
pany, as reported to its principal regu-
lator, calculated in accordance with
the standards published by the Basel
Committee on Banking Supervision, as
amended from time to time;

(vi) For each instance in which a
mathematical model to be used by the
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broker or dealer to calculate a deduc-
tion for market risk or to calculate
maximum potential exposure for a par-
ticular product or counterparty differs
from the mathematical model used by
the ultimate holding company to cal-
culate an allowance for market risk or
to calculate maximum potential expo-
sure for that same product or
counterparty, a description of the dif-
ference(s) between the mathematical
models; and

(vii) Sample risk reports that are
provided to the persons at the ultimate
holding company who are responsible
for managing group-wide risk and that
will be provided to the Commission
under §240.15¢3-1g(b)(1)(1)(H);

(4) The application of the broker or
dealer shall be supplemented by other
information relating to the internal
risk management control system,
mathematical models, and financial
position of the broker or dealer or the
ultimate holding company of the
broker or dealer that the Commission
may request to complete its review of
the application;

(5) The application shall be consid-
ered filed when received at the Com-
mission’s principal office in Wash-
ington, DC. A person who files an appli-
cation pursuant to this section for
which it seeks confidential treatment
may clearly mark each page or seg-
regable portion of each page with the
words ‘‘Confidential Treatment Re-
quested.” All information submitted in
connection with the application will be
accorded confidential treatment, to the
extent permitted by law;

(6) If any of the information filed
with the Commission as part of the ap-
plication of the broker or dealer is
found to be or becomes inaccurate be-
fore the Commission approves the ap-
plication, the broker or dealer must
notify the Commission promptly and
provide the Commission with a descrip-
tion of the circumstances in which the
information was found to be or has be-
come inaccurate along with updated,
accurate information;

(7)(i) The Commission may approve
the application or an amendment to
the application, in whole or in part,
subject to any conditions or limita-
tions the Commission may require, if
the Commission finds the approval to
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be necessary or appropriate in the pub-
lic interest or for the protection of in-
vestors, after determining, among
other things, whether the broker or
dealer has met the requirements of this
appendix E and is in compliance with
other applicable rules promulgated
under the Act and by self-regulatory
organizations, and whether the ulti-
mate holding company of the broker or
dealer is in compliance with the terms
of its undertakings, as provided to the
Commission;

(ii) The Commission may approve the
temporary use of a provisional model
in whole or in part, subject to any con-
ditions or limitations the Commission
may require, if:

(A) The broker or dealer has a com-
plete application pending under this
section;

(B) The use of the provisional model
has been approved by:

(I) A prudential regulator;

(2) The Commodity Futures Trading
Commission or a futures association
registered with the Commodity Fu-
tures Trading Commission under sec-
tion 17 of the Commodity Exchange
Act;

(3) A foreign financial regulatory au-
thority that administers a foreign fi-
nancial regulatory system with capital
requirements that the Commaission has
found are eligible for substituted com-
pliance under §240.3a71-6 if the provi-
sional model is used for the purposes of
calculating net capital;

(4) A foreign financial regulatory au-
thority that administers a foreign fi-
nancial regulatory system with margin
requirements that the Commaission has
found are eligible for substituted com-
pliance under §240.3a71-6 if the provi-
sional model is used for the purposes of
calculating initial margin pursuant to
§240.18a-3; or

(5) Any other foreign supervisory au-
thority that the Commission finds has
approved and monitored the use of the
provisional model through a process
comparable to the process set forth in
this section.

(8) A broker or dealer shall amend its
application to calculate certain deduc-
tions for market and credit risk under
this appendix E and submit the amend-
ment to the Commission for approval
before it may change materially a
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mathematical model used to calculate
market or credit risk or before it may
change materially its internal risk
management control system;

(9) As a condition to the broker’s or
dealer’s calculation of deductions for
market and credit risk under this ap-
pendix E, an ultimate holding company
that does not have a principal regu-
lator shall submit to the Commission,
as an amendment to the broker’s or
dealer’s application, any material
changes to a mathematical model or
other methods used to calculate allow-
ances for market, credit, and oper-
ational risk, and any material changes
to the internal risk management con-
trol system for the affiliate group. The
ultimate holding company must sub-
mit these material changes to the
Commission before making them;

(10) As a condition for the broker or
dealer to compute deductions for mar-
ket and credit risk under this appendix
E, the broker or dealer agrees that:

(i) It will notify the Commission 45
days before it ceases to compute deduc-
tions for market and credit risk under
this appendix E; and

(ii) The Commission may determine
by order that the notice will become ef-
fective after a shorter or longer period
of time if the broker or dealer consents
or if the Commission determines that a
shorter or longer period of time is nec-
essary or appropriate in the public in-
terest or for the protection of inves-
tors; and

(11) Notwithstanding paragraph
(a)(10) of this section, the Commission,
by order, may revoke a broker’s or
dealer’s exemption that allows it to use
the market risk standards of this ap-
pendix E to calculate deductions for
market risk, instead of the provisions
of §240.15¢3-1(c)(2)(vi) and (c)(2)(vii),
and the exemption to use the credit
risk standards of this appendix E to
calculate deductions for credit risk on
certain credit exposures arising from
transactions in derivatives instru-
ments, instead of the provisions of
§240.15¢3-1(c)(2)(iv), if the Commission
finds that such exemption is no longer
necessary or appropriate in the public
interest or for the protection of inves-
tors. In making its finding, the Com-
mission will consider the compliance
history of the broker or dealer related
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to its use of models, the financial and
operational strength of the broker or
dealer and its ultimate holding com-
pany, the broker’s or dealer’s compli-
ance with its internal risk manage-
ment controls, and the ultimate hold-
ing company’s compliance with its un-
dertakings.

Market Risk

(b) A broker or dealer whose applica-
tion, including amendments, has been
approved under paragraph (a) of this
appendix E shall compute a deduction
for market risk in an amount equal to
the sum of the following:

(1) For positions for which the Com-
mission has approved the broker’s or
dealer’s use of value-at risk (‘“VaR”)
models, the VaR of the positions multi-
plied by the appropriate multiplication
factor determined according to para-
graph (d)(1)(iii) of this appendix E, ex-
cept that the initial multiplication fac-
tor shall be three, unless the Commis-
sion determines, based on a review of
the broker’s or dealer’s application or
an amendment to the application under
paragraph (a) of this appendix E, in-
cluding a review of its internal risk
management control system and prac-
tices and VaR models, that another
multiplication factor is appropriate;

(2) For positions for which the VaR
model does not incorporate specific
risk, a deduction for specific risk to be
determined by the Commission based
on a review of the broker’s or dealer’s
application or an amendment to the
application under paragraph (a) of this
appendix E and the positions involved;

(3) For positions for which the Com-
mission has approved the broker’s or
dealer’s application to use scenario
analysis, the greatest loss resulting
from a range of adverse movements in
relevant risk factors, prices, or spreads
designed to represent a negative move-
ment greater than, or equal to, the
worst ten-day movement over the four
years preceding calculation of the
greatest loss, or some multiple of the
greatest loss based on the liquidity of
the positions subject to scenario anal-
ysis. If historical data is insufficient,
the deduction shall be the largest loss
within a three standard deviation
movement in those risk factors, prices,
or spreads over a ten-day period, multi-
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plied by an appropriate liquidity ad-
justment factor. Irrespective of the de-
duction otherwise indicated under sce-
nario analysis, the resulting deduction
for market risk must be at least $25 per
100 share equivalent contract for eq-
uity positions, or one-half of one per-
cent of the face value of the contract
for all other types of contracts, even if
the scenario analysis indicates a lower
amount. A qualifying scenario must in-
clude the following:

(i) A set of pricing equations for the
positions based on, for example, arbi-
trage relations, statistical analysis,
historic relationships, merger evalua-
tion, or fundamental valuation of an
offering of securities;

(ii) Auxiliary relationships mapping
risk factors to prices; and

(iii) Data demonstrating the effec-
tiveness of the scenario in capturing
market risk, including specific risk;
and

(4) For all remaining positions, the
deductions specified in §§240.15¢c3-
1(c)(2)(vi), (¢)(2)(vii), and applicable ap-
pendices to §240.15¢3-1.

Credit Risk

(c) A broker or dealer whose applica-
tion, including amendments, has been
approved under paragraph (a) of this
appendix E shall compute a deduction
for credit risk on transactions in deriv-
ative instruments (if this appendix E is
used to calculate a deduction for mar-
ket risk on those instruments) in an
amount equal to the sum of the fol-
lowing:

(1) A counterparty exposure charge in
an amount equal to the sum of the fol-
lowing:

(i) The net replacement value in the
account of each counterparty that is
insolvent, or in bankruptcy, or that
has senior unsecured long-term debt in
default; and

(ii) For a counterparty not otherwise
described in paragraph (c¢)(1)(i) of this
appendix K, the credit equivalent
amount of the broker’s or dealer’s ex-
posure to the counterparty, as defined
in paragraph (c)(4)(i) of this appendix
E, multiplied by the credit risk weight
of the counterparty, as defined in para-
graph (c)(4)(vi) of this appendix E, mul-
tiplied by 8%:;
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(2) A concentration charge by
counterparty in an amount equal to
the sum of the following:

(i) For each counterparty with a
credit risk weight of 20% or less, 5% of
the amount of the current exposure to
the counterparty in excess of 5% of the
tentative net capital of the broker or
dealer;

(ii) For each counterparty with a
credit risk weight of greater than 20%
but less than 50%, 20% of the amount of
the current exposure to the
counterparty in excess of 5% of the
tentative net capital of the broker or
dealer; and

(iii) For each counterparty with a
credit risk weight of greater than 50%,
50% of the amount of the current expo-
sure to the counterparty in excess of
5% of the tentative net capital of the
broker or dealer; and

(3) A portfolio concentration charge
of 100 percent of the amount of the bro-
ker’s or dealer’s aggregate current ex-
posure for all counterparties in excess
of 10 percent of the tentative net cap-
ital of the broker or dealer;

(4) Terms. (i) The credit equivalent
amount of the broker’s or dealer’s expo-
sure to a counterparty is the sum of
the broker’s or dealer’s maximum po-
tential exposure to the counterparty,
as defined in paragraph (c)(4)(ii) of this
appendix E, multiplied by the appro-
priate multiplication factor, and the
broker’s or dealer’s current exposure to
the counterparty, as defined in para-
graph (c)(4)(iii) of this appendix E. The
broker or dealer must use the mul-
tiplication factor determined according
to paragraph (d)(1)(v) of this appendix
E, except that the initial multiplica-
tion factor shall be one, unless the
Commission determines, based on a re-
view of the broker’s or dealer’s applica-
tion or an amendment to the applica-
tion approved under paragraph (a) of
this appendix E, including a review of
its internal risk management control
system and practices and VaR models,
that another multiplication factor is
appropriate;

(i1) The maximum potential exposure is
the VaR of the counterparty’s posi-
tions with the broker or dealer, after
applying netting agreements with the
counterparty meeting the require-
ments of paragraph (c)(4)(iv) of this ap-
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pendix E, taking into account the
value of collateral from the
counterparty held by the broker or
dealer in accordance with paragraph
(c)(4)(v) of this appendix E, and taking
into account the current replacement
value of the counterparty’s positions
with the broker or dealer;

(iii) The current exposure of the
broker or dealer to a counterparty is
the current replacement value of the
counterparty’s positions with the
broker or dealer, after applying netting
agreements with the counterparty
meeting the requirements of paragraph
(c)(4)(iv) of this appendix E and taking
into account the value of collateral
from the counterparty held by the
broker or dealer in accordance with
paragraph (c)(4)(v) of this appendix E;

(iv) Netting agreements. A broker or
dealer may include the effect of a net-
ting agreement that allows the broker
or dealer to net gross receivables from
and gross payables to a counterparty
upon default of the counterparty if:

(A) The netting agreement is legally
enforceable in each relevant jurisdic-
tion, including in insolvency pro-
ceedings;

(B) The gross receivables and gross
payables that are subject to the net-
ting agreement with a counterparty
can be determined at any time; and

(C) For internal risk management
purposes, the broker-dealer monitors
and controls its exposure to the
counterparty on a net basis;

(v) Collateral. When calculating max-
imum potential exposure and current
exposure to a counterparty, the fair
market value of collateral pledged and
held may be taken into account pro-
vided:

(A) The collateral is marked to mar-
ket each day and is subject to a daily
margin maintenance requirement;

(B) The collateral is subject to the
broker’s or dealer’s physical possession
or control;

(I) The collateral is subject to the
broker’s or dealer’s physical possession
or control and may be liquidated
promptly by the firm without interven-
tion by any other party; or

(2) The collateral is held by an inde-
pendent third-party custodian that is a
bank as defined in section 3(a)(6) of the
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Act or a registered U.S. clearing orga-
nization or depository that is not affili-
ated with the counterparty or, if the
collateral consists of foreign securities
or currencies, a supervised foreign
bank, clearing organization, or deposi-
tory that is not affiliated with the
counterparty and that customarily
maintains custody of such foreign secu-
rities or currencies;

(C) The collateral is liquid and trans-
ferable;

(D) The collateral agreement is le-
gally enforceable by the broker or deal-
er against the counterparty and any
other parties to the agreement;

(E) The collateral does not consist of
securities issued by the counterparty
or a party related to the broker or
dealer or to the counterparty;

(F) The Commission has approved the
broker’s or dealer’s use of a VaR model
to calculate deductions for market risk
for the type of collateral in accordance
with this appendix E; and

(G) The collateral is not used in de-
termining the credit rating of the
counterparty;

(vi) Credit risk weights of counterpar-
ties. A broker or dealer that computes
its deductions for credit risk pursuant
to this Appendix E shall apply a credit
risk weight for transactions with a
counterparty of either 20%, 50%, or
150% based on an internal credit rating
the broker or dealer determines for the
counterparty.

(A) As part of its initial application
or in an amendment, the broker or
dealer may request Commission ap-
proval to apply a credit risk weight of
either 20%, 50%, or 150% based on inter-
nal calculations of credit ratings, in-
cluding internal estimates of the matu-
rity adjustment. Based on the strength
of the broker’s or dealer’s internal
credit risk management system, the
Commission may approve the applica-
tion. The broker or dealer must make
and keep current a record of the basis
for the credit rating of each
counterparty;

(B) For the portion of a current expo-
sure covered by a written guarantee
where that guarantee is an uncondi-
tional and irrevocable guarantee of the
due and punctual payment and per-
formance of the obligation and the
broker or dealer can demand imme-
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diate payment from the guarantor
after any payment is missed without
having to make collection efforts, the
broker or dealer may substitute the
credit risk weight of the guarantor for
the credit risk weight of the
counterparty; and

(C) As part of its initial application
or in an amendment, the broker or
dealer may request Commission ap-
proval to reduce deductions for credit
risk through the use of credit deriva-
tives.

VaR Models

(d) To be approved, each VaR model
must meet the following minimum
qualitative and quantitative require-
ments:

(1) Qualitative requirements. (i) The
VaR model used to calculate market or
credit risk for a position must be inte-
grated into the daily internal risk
management system of the broker or
dealer;

(ii) The VaR model must be reviewed
both periodically and annually. The
periodic review may be conducted by
the broker’s or dealer’s internal audit
staff, but the annual review must be
conducted by a registered public ac-
counting firm, as that term is defined
in section 2(a)(12) of the Sarbanes-
Oxley Act of 2002 (15 U.S.C. 7201 et seq.);
and

(iii) For purposes of computing mar-
ket risk, the broker or dealer must de-
termine the appropriate multiplication
factor as follows:

(A) Beginning three months after the
broker or dealer begins using the VaR
model to calculate market risk, the
broker or dealer must conduct
backtesting of the model by comparing
its actual daily net trading profit or
loss with the corresponding VaR meas-
ure generated by the VaR model, using
a 99 percent, one-tailed confidence
level with price changes equivalent to
a one business-day movement in rates
and prices, for each of the past 250 busi-
ness days, or other period as may be
appropriate for the first year of its use;

(B) On the last business day of each
quarter, the broker or dealer must
identify the number of backtesting ex-
ceptions of the VaR model, that is, the
number of business days in the past 250
business days, or other period as may

432



Securities and Exchange Commission

be appropriate for the first year of its
use, for which the actual net trading
loss, if any, exceeds the corresponding
VaR measure; and

(C) The broker or dealer must use the
multiplication factor indicated in
Table 1 of this appendix E in deter-
mining its market risk until it obtains
the next quarter’s backtesting results;

TABLE 1—MULTIPLICATION FACTOR BASED ON
THE NUMBER OF BACKTESTING EXCEPTIONS OF
THE VAR MODEL

Multiplication

Number of exceptions factor

4 0r fEWET e 3.00

3.40
3.50
3.65
3.75
. 3.85
0 OF MOME .. 4.00

- © 0o ~NO O,

(iv) For purposes of incorporating
specific risk into a VaR model, a
broker or dealer must demonstrate
that it has methodologies in place to
capture liquidity, event, and default
risk adequately for each position. Fur-
thermore, the models used to calculate
deductions for specific risk must:

(A) Explain the historical price vari-
ation in the portfolio;

(B) Capture concentration (mag-
nitude and changes in composition);

(C) Be robust to an adverse environ-
ment; and

(D) Be
backtesting; and

(v) For purposes of computing the
credit equivalent amount of the bro-
ker’s or dealer’s exposures to a
counterparty, the broker or dealer
must determine the appropriate mul-
tiplication factor as follows:

(A) Beginning three months after it
begins using the VaR model to cal-
culate maximum potential exposure,
the broker or dealer must conduct
backtesting of the model by com-
paring, for at least 80 counterparties
with widely varying types and sizes of
positions with the firm, the ten-busi-
ness day change in its current exposure
to the counterparty based on its posi-
tions held at the beginning of the ten-
business day period with the cor-
responding ten-business day maximum
potential exposure for the

validated through
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counterparty generated by the VaR
model;

(B) As of the last business day of
each quarter, the broker or dealer must
identify the number of backtesting ex-
ceptions of the VaR model, that is, the
number of ten-business day periods in
the past 250 business days, or other pe-
riod as may be appropriate for the first
year of its use, for which the change in
current exposure to a counterparty ex-
ceeds the corresponding maximum po-
tential exposure; and

(C) The broker or dealer will propose,
as part of its application, a schedule of
multiplication factors, which must be
approved by the Commission based on
the number of backtesting exceptions
of the VaR model. The broker or dealer
must use the multiplication factor in-
dicated in the approved schedule in de-
termining the credit equivalent
amount of its exposures to a
counterparty until it obtains the next
quarter’s backtesting results, unless
the Commission determines, based on,
among other relevant factors, a review
of the broker’s or dealer’s internal risk
management control system, including
a review of the VaR model, that a dif-
ferent adjustment or other action is
appropriate;

(2) Quantitative requirements. (i) For
purposes of determining market risk,
the VaR model must use a 99 percent,
one-tailed confidence level with price
changes equivalent to a ten business-
day movement in rates and prices;

(ii) For purposes of determining max-
imum potential exposure, the VaR
model must use a 99 percent, one-tailed
confidence level with price changes
equivalent to a one-year movement in
rates and prices; or based on a review
of the broker’s or dealer’s procedures
for managing collateral and if the col-
lateral is marked to market daily and
the broker or dealer has the ability to
call for additional collateral daily, the
Commission may approve a time hori-
zon of not less than ten business days;

(iii) The VaR model must use an ef-
fective historical observation period of
at least one year. The broker or dealer
must consider the effects of market
stress in its construction of the model.
Historical data sets must be updated at
least monthly and reassessed whenever
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market prices or volatilities change
significantly; and

(iv) The VaR model must take into
account and incorporate all significant,
identifiable market risk factors appli-
cable to positions in the accounts of
the broker or dealer, including:

(A) Risks arising from the non-linear
price characteristics of derivatives and
the sensitivity of the market value of
those positions to changes in the vola-
tility of the derivatives’ underlying
rates and prices;

(B) Empirical correlations with and
across risk factors or, alternatively,
risk factors sufficient to cover all the
market risk inherent in the positions
in the proprietary or other trading ac-
counts of the broker or dealer, includ-
ing interest rate risk, equity price risk,
foreign exchange risk, and commodity
price risk;

(C) Spread risk, where applicable,
and segments of the yield curve suffi-
cient to capture differences in vola-
tility and imperfect correlation of
rates along the yield curve for securi-
ties and derivatives that are sensitive
to different interest rates; and

(D) Specific risk for individual posi-
tions.

Additional Conditions

(e) As a condition for the broker or
dealer to use this appendix E to cal-
culate certain of its capital charges,
the Commission may impose additional
conditions on the broker or dealer,
which may include, but are not limited
to restricting the broker’s or dealer’s
business on a product-specific, cat-
egory-specific, or general basis; sub-
mitting to the Commission a plan to
increase the broker’s or dealer’s net
capital or tentative net capital; filing
more frequent reports with the Com-
mission; modifying the broker’s or
dealer’s internal risk management con-
trol procedures; or computing the bro-
ker’s or dealer’s deductions for market
and credit risk in accordance with
§240.15c3-1(c)(2)(iv), (vi), and (vii),
©)(2)(xv)(A) and (B), as appropriate,
and §240.15c-1b, as appropriate. If it is
not an ultimate holding company that
has a principal regulator, the Commis-
sion also may require, as a condition of
continuation of the exemption, the ul-
timate holding company of the broker
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or dealer to file more frequent reports
or to modify its group-wide internal
risk management control procedures. If
the Commission finds it is necessary or
appropriate in the public interest or for
the protection of investors, the Com-
mission may impose additional condi-
tions on either the broker-dealer, or
the ultimate holding company, if it is
an ultimate holding company that does
not have a principal regulator, if:

(1) The broker or dealer is required
by §240.15¢3-1(a)(7)(ii) to provide notice
to the Commission that the broker’s or
dealer’s tentative net capital is less
than $6 billion;

(2) The broker or dealer or the ulti-
mate holding company of the broker or
dealer fails to meet the reporting re-
quirements set forth in §240.17a-5 or
240.15¢3-1g(b), as applicable;

(3) Any event specified in §240.17a-11
occurs;

(4) There is a material deficiency in
the internal risk management control
system or in the mathematical models
used to price securities or to calculate
deductions for market and credit risk
or allowances for market and credit
risk, as applicable, of the broker or
dealer or the ultimate holding com-
pany of the broker or dealer;

(5) The ultimate holding company of
the broker or dealer fails to comply
with its undertakings that the broker
or dealer has filed with its application
pursuant to paragraph (a)(1)(viii) or
(a)(1)(ix) of this appendix E;

(6) The broker or dealer fails to com-
ply with this appendix E; or

(7) The Commission finds that impo-
sition of other conditions is necessary
or appropriate in the public interest or
for the protection of investors.

[69 FR 34462, June 21, 2004, as amended at 79
FR 1549, Jan. 8, 2014; 79 FR 38451, July 8, 2014;
84 FR 44046, Aug. 22, 2019]

§240.15¢3-1f Optional market and
credit risk requirements for OTC
derivatives dealers (Appendix F to
17 CFR 240.15¢3-1).

Application Requirements

(a) An OTC derivatives dealer may
apply to the Commission for authoriza-
tion to compute capital charges for
market and credit risk pursuant to this
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Appendix F in lieu of computing secu-
rities haircuts pursuant to §240.15c3-
1(c)(2)(vi).

(1) An OTC derivatives dealer’s appli-
cation shall contain the following in-
formation:

(i) Executive summary. An OTC deriva-
tives dealer shall include in its applica-
tion an Executive Summary of infor-
mation provided to the Commission.

(ii) Description of methods for com-
puting market risk charges. An OTC de-
rivatives dealer shall provide a descrip-
tion of all statistical models used for
pricing OTC derivative instruments
and for computing value-at-risk
(““VAR’’), a description of the appli-
cant’s controls over those models, and
a statement regarding whether the
firm has developed its own internal
VAR models. If the OTC derivatives
dealer’s VAR model incorporates em-
pirical correlations across risk cat-
egories, the dealer shall describe its
process for measuring correlations and
describe the qualitative and quan-
titative aspects of the model which at
a minimum must adhere to the criteria
set forth in paragraph (e) of this appen-
dix F. The application shall further
state whether the OTC derivatives
dealer intends to use an alternative
method for computing its market risk
charge for equity instruments and, if
applicable, a description of how its own
theoretical pricing model contains the
minimum pricing factors set forth in
appendix A (§240.15c3-1a). The applica-
tion shall also describe any category of
securities having no ready market or
any category of debt securities which
are below investment grade for which
the OTC derivatives dealer wishes to
use its VAR model to calculate its
market risk charge or for which it
wishes to use an alternative method for
computing this charge and a descrip-
tion of how those charges would be de-
termined.

(iii) Internal risk management control
systems. An OTC derivatives dealer
shall provide a comprehensive descrip-
tion of its internal risk management
control systems and how those systems
adhere to the requirements set forth in
§240.15c3-4(a) through (d).

(2) The Commission may approve the
application after reviewing the applica-
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tion to determine whether the OTC de-
rivatives dealer:

(i) Has adopted internal risk manage-
ment control systems that meet the re-
quirements set forth in §240.15¢3-4; and

(ii) Has adopted a VAR model that
meets the requirements set forth in
paragraphs (e)(1) and (e)(2) of this ap-
pendix F.

(3) If the OTC derivatives dealer ma-
terially amends its VAR model or in-
ternal risk management control sys-
tems as described in its application, in-
cluding any material change in the cat-
egories of non-marketable securities
that it wishes to include in its VAR
model, the dealer shall file an applica-
tion describing the changes which must
be approved by the Commission before
the changes may be implemented.
After reviewing the application for
changes to the dealer’s VAR model or
internal risk management control sys-
tems to determine whether, with the
changes, the OTC derivatives dealer’s
VAR model and internal risk manage-
ment control systems would meet the
requirements set forth in this appendix
F and §240.15c3-4, the Commission may
approve the application.

(4) The applications provided for in
this paragraph (a) shall be considered
filed when received at the Commis-
sion’s principal office in Washington,
DC. All applications filed pursuant to
this paragraph (a) shall be deemed to
be confidential.

Compliance With §240.15¢c3—4

(b) An OTC derivatives dealer must
be in compliance in all material re-
spects with §240.15¢3—-4 regarding its in-
ternal risk management control sys-
tems in order to be in compliance with
§240.15¢c3-1.

Market Risk

(c) An OTC derivatives dealer elect-
ing to apply this appendix F shall com-
pute a capital charge for market risk
which shall be the aggregate of the
charges computed below:

(1) Value-at-Risk. An OTC derivatives
dealer shall deduct from net worth an
amount for market risk for eligible
OTC derivative instruments and other
positions in its proprietary or other ac-
counts equal to the VAR of these posi-
tions obtained from its proprietary
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VAR model, multiplied by the appro-
priate multiplication factor in para-
graph (e)(1)(iv)(C) of this appendix F.
The OTC derivatives dealer may not
elect to calculate its capital charges
under this paragraph (c)(1) until its ap-
plication to use the VAR model has
been approved by the Commission.

(2) Alternative method for equities. An
OTC derivatives dealer may elect to
use this alternative method to cal-
culate its market risk for equity in-
struments, including OTC options,
upon approval by the Commission on
application by the dealer. Under this
alternative method, the deduction for
market risk must be the amount com-
puted pursuant to appendix A to Rule
15¢3-1

(§240.15c3-1a). In this computation, the
OTC derivatives dealer may use its own
theoretical pricing model provided that
it contains the minimum pricing fac-
tors set forth in appendix A.

(3) Non-marketable securities. An OTC
derivatives dealer may not use a VAR
model to determine a capital charge
for any category of securities having
no ready market or any category of
debt securities which are below invest-
ment grade or any derivative instru-
ment based on the value of these cat-
egories of securities, unless the Com-
mission has granted, pursuant to para-
graph (a)(1) of this appendix F, its ap-
plication to use its VAR model for any
such category of securities. The dealer
in any event may apply, pursuant to
paragraph (a)(1) of this appendix F, for
an alternative treatment for any such
category of securities, rather than cal-
culate the market risk capital charge
for such category of securities under
§240.15¢3-1(c)(2)(vi) and (vii).

(4) Residual positions. To the extent
that a position has not been included
in the calculation of the market risk
charge in paragraphs (c)(1) through
(c)(3) of this section, the market risk
charge for the position shall be com-
puted under §240.15c3-1(c)(2)(vi).

Credit Risk

(d) The capital charge for credit risk
arising from an OTC derivatives deal-
er’s transactions in eligible OTC deriv-
ative instruments shall be:

(1) The net replacement value in the
account of a counterparty (including
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the effect of legally enforceable netting
agreements and the application of lig-
uid collateral) that is insolvent, or in
bankruptcy, or that has senior unse-
cured long-term debt in default;

(2) As to a counterparty not other-
wise described in paragraph (d)(1) of
this section, the net replacement value
in the account of the counterparty (in-
cluding the effect of legally enforceable
netting agreements and the application
of liquid collateral) multiplied by 8%,
and further multiplied by a
counterparty factor of 20%, 50%, or
100% based on an internal credit rating
the OTC derivatives dealer determines
for the counterparty; and

(3) A concentration charge where the
net replacement value in the account
of any one counterparty (other than a
counterparty described in paragraph
(d)(1) of this section) exceeds 256% of the
OTC derivatives dealer’s tentative net
capital, calculated as follows:

(i) For counterparties for which an
OTC derivatives dealer assigns an in-
ternal rating for senior unsecured long-
term debt or commercial paper that
would apply a 20% counterparty factor
under paragraph (d)(2) of this section,
5% of the amount of the net replace-
ment value in excess of 256% of the OTC
derivatives dealer’s tentative net cap-
ital;

(ii) For counterparties for which an
OTC derivatives dealer assigns an in-
ternal rating for senior unsecured long-
term debt that would apply a 50%
counterparty factor under paragraph
(d)(2) of this section, 20% of the
amount of the net replacement value in
excess of 256% of the OTC derivatives
dealer’s tentative net capital;

(iii) For counterparties for which an
OTC derivatives dealer assigns an in-
ternal rating for senior unsecured long-
term debt that would apply a 100%
counterparty factor under paragraph
(d)(2) of this section, 50% of the
amount of the net replacement value in
excess of 256% of the OTC derivatives
dealer’s tentative net capital.

(4) Counterparties may be rated by
the OTC derivatives dealer, or by an af-
filiated bank or affiliated broker-dealer
of the OTC derivatives dealer, upon ap-
proval by the Commission on applica-
tion by the OTC derivatives dealer.
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Based on the strength of the OTC de-
rivatives dealer’s internal credit risk
management system, the Commission
may approve the application. The OTC
derivatives dealer must make and keep
current a record of the basis for the
credit rating for each counterparty.

VAR Models

(e) An OTC derivatives dealer’s VAR
model must meet the following quali-
tative and quantitative requirements:

(1) Qualitative requirements. An OTC
derivatives dealerapplying this appen-
dix F must have a VAR model that
meets the following minimum quali-
tative requirements:

(i) The OTC derivatives dealer’s VAR
model must be integrated into the
firm’s daily risk management process;

(ii) The OTC derivatives dealer must
conduct appropriate stress tests of the
VAR model, and develop appropriate
procedures to follow in response to the
results of such tests;

(iii) The OTC derivatives dealer must
conduct periodic reviews (which may
be performed by internal audit staff) of
its VAR model. The OTC derivatives
dealer’s VAR model also must be sub-
ject to annual reviews conducted by
independent public accountants; and

(iv) The OTC derivatives dealer must
conduct backtesting of the VAR model
pursuant to the following procedures:

(A) Beginning one year after the OTC
derivatives dealer begins using its VAR
model to calculate its net capital, the
OTC derivatives dealer must conduct
backtesting by comparing each of its
most recent 250 business days’ actual
net trading profit or loss with the cor-
responding daily VAR measures gen-
erated for determining market risk
capital charges and calibrated to a one-
day holding period and a 99 percent,
one-tailed confidence level;

(B) Once each quarter, the OTC de-
rivatives dealer must identify the num-
ber of exceptions, that is, the number
of business days for which the actual
daily net trading loss, if any, exceeded
the corresponding daily VAR measure;
and

(C) An OTC derivatives dealer must
use the multiplication factor indicated
in Table 1 of this appendix F in deter-
mining its capital charge for market
risk until it obtains the next quarter’s
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backtesting results, unless the Com-
mission determines that a different ad-
justment or other action is appro-
priate.

TABLE 5—MULTIPLICATION FACTOR BASED ON
RESULTS OF BACKTESTING

Mul-
tiplica-
tion
factor

Number of exceptions

4 or fewer . e ————— 3.00

. et 3.40
3.50
3.65
3.75
e 3.85
10 or more ... 4.00

6
7
8
9
0

(2) Quantitative requirements. An OTC
derivatives dealer applying this appen-
dix F must have a VAR model that
meets the following minimum quan-
titative requirements:

(i) The VAR measures must be cal-
culated on a daily basis using a 99 per-
cent, one-tailed confidence level with a
price change equivalent to a ten-busi-
ness day movement in rates and prices;

(ii) The effective historical observa-
tion period for VAR measures must be
at least one year, and the weighted av-
erage time lag of the individual obser-
vations cannot be less than six months.
Historical data sets must be updated at
least every three months and reas-
sessed whenever market prices or
volatilities are subject to large
changes;

(iii) The VAR measures must include
the risks arising from the non-linear
price characteristics of options posi-
tions and the sensitivity of the market
value of the positions to changes in the
volatility of the underlying rates or
prices. An OTC derivatives dealer must
measure the volatility of options posi-
tions by different maturities;

(iv) The VAR measures may incor-
porate empirical correlations within
and across risk categories, provided
that the OTC derivatives dealer has de-
scribed its process for measuring cor-
relations in its application to apply
this appendix F and the Commission
has approved its application. In the
event that the VAR measures do not
incorporate empirical correlations
across risk categories, the OTC deriva-
tives dealer must add the separate
VAR measures for the four major risk
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categories in paragraph (e)(2)(v) of this
appendix F to determine its aggregate
VAR measure; and

(v) The OTC derivatives dealer’s VAR
model must use risk factors sufficient
to measure the market risk inherent in
all covered positions. The risk factors
must address, at a minimum, the fol-
lowing major risk categories: interest
rate risk, equity price risk, foreign ex-
change rate risk, and commodity price
risk. For material exposures in the
major currencies and markets, mod-
eling techniques must capture, at a
minimum, spread risk and must incor-
porate enough segments of the yield
curve to capture differences in vola-
tility and less-than-perfect correlation
of rates along the yield curve. An OTC
derivatives dealer must provide the
Commission with evidence that the
OTC derivatives dealer’s VAR model
takes account of specific risk in posi-
tions, including specific equity risk, if
the OTC derivatives dealer intends to
utilize its VAR model to compute cap-
ital charges for equity price risk.

[63 FR 59398, Nov. 3, 1998, as amended at 79
FR 1549, Jan. 8, 2014]

§240.15¢3-1g Conditions for ultimate
holding companies of certain bro-
kers or dealers (Appendix G to 17
CFR 240.15¢3-1).

As a condition for a broker or dealer
to compute certain of its deductions to
capital in accordance with §240.15c3-1e,
pursuant to its undertaking, the ulti-
mate holding company of the broker or
dealer shall:

CONDITIONS REGARDING COMPUTATION OF
ALLOWABLE CAPITAL AND RISK AL-
LOWANCES

(a) If it is not an ultimate holding
company that has a principal regu-
lator, as that term is defined in
§240.15¢3-1(c)(13), calculate allowable
capital and allowances for market,
credit, and operational risk on a con-
solidated basis as follows:

(1) Allowable capital. The ultimate
holding company must compute allow-
able capital as the sum of:

(i) Common shareholders’ equity on
the consolidated balance sheet of the
holding company less:

(A) Goodwill;
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(B) Deferred tax assets, except those
permitted for inclusion in Tier 1 cap-
ital by the Board of Governors of the
Federal Reserve System (‘‘Federal Re-
serve’’) (12 CFR 225, appendix A);

(C) Other intangible assets; and

(D) Other deductions from common
stockholders’ equity as required by the
Federal Reserve in calculating Tier 1
capital (as defined in 12 CFR 225, ap-
pendix A);

(ii) Cumulative and non-cumulative
preferred stock, except that the
amount of cumulative preferred stock
may not exceed 33% of the items in-
cluded in allowable capital pursuant to
paragraph (a)(1)(i) of this appendix G,
excluding cumulative preferred stock,
provided that:

(A) The stock does not have a matu-
rity date;

(B) The stock cannot be redeemed at
the option of the holder of the instru-
ment;

(C) The stock has no other provisions
that will require future redemption of
the issue; and

(D) The issuer of the stock can defer
or eliminate dividends;

(iii) The sum of the following items
on the consolidated balance sheet, to
the extent that the sum does not ex-
ceed the sum of the items included in
allowable capital pursuant to para-
graphs (a)(1)(1) and (ii) of this Appendix
G:

(A) Cumulative preferred stock in ex-
cess of the 33% limit specified in para-
graph (a)(1)(ii) of this appendix G and
subject to the conditions of paragraphs
(a)(1)(ii)(A) through (D) of this appen-
dix G;

(B) Subordinated debt if the original
weighted average maturity of the sub-
ordinated debt is at least five years;
each subordinated debt instrument
states clearly on its face that repay-
ment of the debt is not protected by
any Federal agency or the Securities
Investor Protection Corporation; the
subordinated debt is unsecured and
subordinated in right of payment to all
senior indebtedness of the ultimate
holding company; and the subordinated
debt instrument permits acceleration
only in the event of bankruptcy or re-
organization of the ultimate holding
company under Chapters 7 (liquidation)
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and 11 (reorganization) of the TU.S.
Bankruptcy Code; and

(C) As part of the broker’s or dealer’s
application to calculate deductions for
market and credit risk under §240.15¢c3—
le, an ultimate holding company may
request to include, for a period of three
years after adoption of this appendix G,
long-term debt that has an original
weighted average maturity of at least
five years and that cannot be acceler-
ated, except upon the occurrence of
certain events as the Commission may
approve. As part of a subsequent
amendment to the broker’s or dealer’s
application, the broker or dealer may
request permission for the ultimate
holding company to include long-term
debt that meets these criteria in allow-
able capital for up to an additional two
years; and

(iv) Hybrid capital instruments that
are permitted for inclusion in Tier 2
capital by the Federal Reserve (as de-
fined in 12 CFR 225, appendix A);

(2) Allowance for market risk. The ulti-
mate holding company shall compute
an allowance for market risk for all
proprietary positions, including debt
instruments, equity instruments, com-
modity instruments, foreign exchange
contracts, and derivative contracts, as
the aggregate of the following:

(i) Value at risk. The VaR of its posi-
tions, multiplied by the appropriate
multiplication factor as set forth in
§240.15c3-1e(d). The VaR of the posi-
tions must be obtained using approved
VaR models meeting the applicable
qualitative and quantitative require-
ments of §240.15c3-1e(d); and

(ii) Alternative method. For positions
for which there does not exist adequate
historical data to support a VaR
model, the ultimate holding company
must propose a model that produces a
suitable allowance for market risk for
those positions;

(3) Allowance for credit risk. The ulti-
mate holding company shall compute
an allowance for credit risk for certain
assets on the consolidated balance
sheet and certain off-balance sheet
items, including loans and loan com-
mitments, exposures due to derivatives
contracts, structured financial prod-
ucts, and other extensions of credit,
and credit substitutes as follows:
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(i) By multiplying the credit equiva-
lent amount of the ultimate holding
company’s exposure to the
counterparty, as defined in paragraphs
(a)(3)(A)(A), (B) and (C) of this appendix
G, by the appropriate credit risk
weight, as defined in paragraph
(a)(3)(A)(F) of this appendix G, of the
asset, off-balance sheet item, or
counterparty, then multiplying that
product by 8%, in accordance with the
following:

(A) For certain loans and loan com-
mitments, the credit equivalent
amount is determined by multiplying
the nominal amount of the contract by
the following credit conversion factors:

(I) 0% credit conversion factor for
loan commitments that:

(i) May be unconditionally cancelled
by the lender; or

(i1) May be cancelled by the lender
due to credit deterioration of the bor-
Trower;

(2) 20% credit conversion factor for:

(i) Loan commitments of less than
one year; or

(ii) Short-term self-liquidating trade
related contingencies, including letters
of credit;

(3) 50% credit conversion factor for
loan commitments with an original
maturity of greater than one year that
contain transaction contingencies, in-
cluding performance bonds, revolving
underwriting facilities, note issuance
facilities and bid bonds; and

(4) 100% credit conversion factor for
bankers’ acceptances, stand-by letters
of credit, and forward purchases of as-
sets, and similar direct credit sub-
stitutes;

(B) For derivatives contracts and for
repurchase agreements, reverse repur-
chase agreements, stock lending and
borrowing, and similar collateralized
transactions, the credit equivalent
amount is the sum of the ultimate
holding company’s maximum potential
exposure to the counterparty, as de-
fined in paragraph (a)(3)(i)(E) of this
appendix G, multiplied by the appro-
priate multiplication factor, and the
ultimate holding company’s current
exposure to the counterparty, as de-
fined in paragraph (a)3)(i)(D) of this
appendix G. The ultimate holding com-
pany must use the multiplication fac-
tor determined according to §240.15¢c3-
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le(d)(1)(v), except that the initial mul-
tiplication factor shall be one, unless
the Commission determines, based on a
review of the group-wide internal risk
management control system and prac-
tices, including a review of the VaR
models, that another multiplication
factor is appropriate;

(C) The credit equivalent amount for
other assets shall be the asset’s book
value on the ultimate holding com-
pany’s consolidated balance sheet or
other amount as determined according
to the standards published by the Basel
Committee on Banking Supervision, as
amended from time to time;

(D) The current exposure is the cur-
rent replacement value of a counter-
party’s positions, after applying net-
ting agreements with that
counterparty meeting the require-
ments of §240.15c3-1e(c)(4)(iv) and tak-
ing into account the value of collateral
from the counterparty in accordance
with §240.15c3-1e(c)(4)(V);

(E) The maximum potential exposure is
the VaR of the counterparty’s posi-
tions with the member of the affiliate
group, after applying netting agree-
ments with the counterparty meeting
the requirements of paragraph (c)(4)(iv)
of §240.15c3-1e, taking into account the
value of collateral from the
counterparty held by the member of
the affiliate in accordance with para-
graph (c)(4)(v) of §240.15c3-1e, and tak-
ing into account the current replace-
ment value of the counterparty’s posi-
tions with the member of the affiliate
group, except that for repurchase
agreements, reverse repurchase agree-
ments, stock lending and borrowing,
and similar collateralized transactions,
maximum potential exposure must be
calculated using a time horizon of not
less than five days;

(F) Credit ratings and credit risk
weights shall be determined according
to the ©provisions of paragraphs
(D (vi)(A) and (©)(D(vi)(B) of
§240.15¢c3-1e, respectively;

(G) As part of the broker’s or dealer’s
initial application or in an amend-
ment, the ultimate holding company
may request Commission approval to
reduce allowances for credit risk
through the use of credit derivatives;

(H) For the portion of a current expo-
sure covered by a written guarantee,
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where that guarantee is an uncondi-
tional and irrevocable guarantee of the
due and punctual payment and per-
formance of the obligation and the ul-
timate holding company or member of
the affiliate group can demand pay-
ment after any payment is missed
without having to make collection ef-
forts, the ultimate holding company or
member of the affiliate group may sub-
stitute the credit risk weight of the
guarantor for the credit risk weight of
the counterparty; or

(ii) As part of the broker’s or dealer’s
initial application or in an amendment
to the application, the ultimate hold-
ing company may request Commission
approval to use a method of calculating
credit risk that is consistent with
standards published by the Basel Com-
mittee on Banking Supervision in
International Convergence of Capital
Measurement and Capital Standards
(July 1988), as amended from time to
time; and

(4) Allowance for operational risk. The
ultimate holding company shall com-
pute an allowance for operational risk
in accordance with the standards pub-
lished by the Basel Committee on
Banking Supervision, as amended from
time to time.

CONDITIONS REGARDING REPORTING
REQUIREMENTS

(b) File reports with the Commission
in accordance with the following:

(1) If it is not an ultimate holding
company that has a principal regu-
lator, as that term is defined in
§240.15¢3-1(c)(13), the ultimate holding
company shall file with the Commis-
sion:

(i) A report as of the end of each
month, filed not later than 30 calendar
days after the end of the month. A
monthly report need not be filed for a
month-end that coincides with a fiscal
quarter-end. The monthly report shall
include:

(A) A consolidated balance sheet and
income statement (including notes to
the financial statements) for the ulti-
mate holding company and statements
of allowable capital and allowances for
market, credit, and operational risk
computed pursuant to paragraph (a) of
this appendix G, except that the con-
solidated balance sheet and income
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statement for the first month of the
fiscal year may be filed at a later time
to which the Commission agrees (when
reviewing the affiliated broker’s or
dealer’s application under §240.15c3-
le(a)). A statement of comprehensive
income (as defined in §210.1-02 of Regu-
lation S-X of this chapter) shall be in-
cluded in place of an income state-
ment, if required by the applicable gen-
erally accepted accounting principles.

(B) A graph reflecting, for each busi-
ness line, the daily intra-month VaR;

(C) Consolidated credit risk informa-
tion, including aggregate current expo-
sure and current exposures (including
commitments) listed by counterparty
for the 15 largest exposures;

(D) The 10 largest commitments list-
ed by counterparty;

(BE) Maximum potential exposure list-
ed by counterparty for the 15 largest
exposures;

(F) The aggregate maximum poten-
tial exposure;

(G) A summary report reflecting the
geographic distribution of the ultimate
holding company’s exposures on a con-
solidated basis for each of the top ten
countries to which it is exposed (by
residence of the main operating group
of the counterparty); and

(H) Certain regular risk reports pro-
vided to the persons responsible for
managing group-wide risk as the Com-
mission may request from time to
time;

(ii) A quarterly report as of the end
of each fiscal quarter, filed not later
than 35 calendar days after the end of
the quarter. The quarterly report shall
include, in addition to the information
contained in the monthly report as re-
quired by paragraph (b)(1)(i) of this ap-
pendix G, the following:

(A) Consolidating balance sheets and
income statements for the ultimate
holding company. The consolidating
balance sheet must provide informa-
tion regarding each material affiliate
of the ultimate holding company in a
separate column, but may aggregate
information regarding members of the
affiliate group that are not material
affiliates into one column. Statements
of comprehensive income (as defined in
§210.1-02 of Regulation S-X) shall be in-
cluded in place of an income state-
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ment, if required by the applicable gen-
erally accepted accounting principles;

(B) The results of backtesting of all
internal models used to compute allow-
able capital and allowances for market
and credit risk indicating, for each
model, the number of backtesting ex-
ceptions;

(C) A description of all material
pending legal or arbitration pro-
ceedings, involving either the ultimate
holding company or any of its affili-
ates, that are required to be disclosed
by the ultimate holding company
under generally accepted accounting
principles;

(D) The aggregate amount of unse-
cured borrowings and lines of credit,
segregated into categories, scheduled
to mature within twelve months from
the most recent fiscal quarter as to
each material affiliate; and

(E) For a quarter-end that coincides
with the ultimate holding company’s
fiscal year-end, the ultimate holding
company need not include consolidated
and consolidating balance sheets and
income statements (or statements of
comprehensive income, as applicable)
in its quarterly reports. The consoli-
dating balance sheet and income state-
ment (or statement of comprehensive
income, as applicable) for the quarter-
end that coincides with the fiscal year-
end may be filed at a later time to
which the Commission agrees (when re-
viewing the affiliated broker’s or deal-
er’s application under §240.15c3-1e(a));

(iii) An annual audited report as of
the end of the ultimate holding com-
pany’s fiscal year, filed not later than
65 calendar days after the end of the
fiscal year. The annual report shall in-
clude:

(A) Consolidated financial state-
ments for the ultimate holding com-
pany audited by a registered public ac-
counting firm, as that term is defined
in section 2(a)(12) of the Sarbanes-
Oxley Act of 2002 (156 U.S.C. 7201 et seq.).
The audit shall be made in accordance
with the rules promulgated by the Pub-
lic Company Accounting Oversight
Board. The audited financial state-
ments must include a supporting
schedule containing statements of al-
lowable capital and allowances for
market, credit, and operational risk
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computed pursuant to paragraph (a) of
this appendix G; and

(B) A supplemental report entitled
“Accountant’s Report on Internal Risk
Management Control System’ pre-
pared by a registered public accounting
firm, as that term is defined in section
2(a)(12) of the Sarbanes-Oxley Act of
2002 (15 U.S.C. 7201 et seq.), indicating
the results of the registered public ac-
counting firm’s review of the ultimate
holding company’s compliance with
§240.15¢c3-4. The procedures are to be
performed and the report is to be pre-
pared in accordance with procedures
agreed upon by the ultimate holding
company and the registered public ac-
counting firm conducting the review.
The agreed-upon procedures are to be
performed and the report is to be pre-
pared in accordance with rules promul-
gated by the Public Company Account-
ing Oversight Board. The ultimate
holding company must file, before com-
mencement of the initial review, the
procedures agreed upon by the ulti-
mate holding company and the reg-
istered public accounting firm with the
Division of Market Regulation, Office
of Financial Responsibility, at Com-
mission’s principal office in Wash-
ington, DC. Before commencement of
each subsequent review, the ultimate
holding company must notify the Com-
mission of any changes in the proce-
dures;

(iv) An organizational chart, as of
the ultimate holding company’s fiscal
year-end, concurrently with its quar-
terly report for the quarter-end that
coincides with its fiscal year-end. The
ultimate holding company must pro-
vide quarterly updates of the organiza-
tional chart if a material change in the
information provided to the Commis-
sion has occurred;

(2) If the ultimate holding company
is an entity that has a principal regu-
lator, as that term is defined in
§240.15¢3-1(c)(13), the ultimate holding
company must file with the Commis-
sion:

(i) A quarterly report as of the end of
each fiscal quarter, filed not later than
35 calendar days after the end of the
quarter, or a later time to which the
Commission may agree upon applica-
tion. The quarterly report shall in-
clude:
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(A) Consolidated (including notes to
the financial statements) and consoli-
dating Dbalance sheets and income
statements for the ultimate holding
company. Statements of comprehen-
sive income (as defined in §210.1-02 of
Regulation S-X) shall be included in
place of income statements, if required
by the applicable generally accepted
accounting principles;

(B) Its most recent capital measure-
ments computed in accordance with
the standards published by the Basel
Committee on Banking Supervision, as
amended from time to time, as re-
ported to its principal regulator;

(C) Certain regular risk reports pro-
vided to the persons responsible for
managing group-wide risk as the Com-
mission may request from time to
time; and

(D) For a quarter-end that coincides
with the ultimate holding company’s
fiscal year-end, the ultimate holding
company need not include consolidated
and consolidating balance sheets and
income statements (or statements of
comprehensive income, as applicable)
in its quarterly reports. The consoli-
dating balance sheet and income state-
ment (or statement of comprehensive
income, as applicable) for the quarter-
end that coincides with the fiscal year-
end may be filed at a later time to
which the Commission agrees (when re-
viewing the affiliated broker’s or deal-
er’s application under §240.15c3-1e(a)).

(ii) An annual audited report as of
the end of the ultimate holding com-
pany’s fiscal year, filed with the Com-
mission when required to be filed by
any regulator;

(3) The reports that the ultimate
holding company must file in accord-
ance with paragraph (b) of this appen-
dix G will be considered filed when two
copies are received at the Commis-
sion’s principal office in Washington,
DC. A person who files reports pursu-
ant to this section for which he or she
seeks confidential treatment may
clearly mark each page or segregable
portion of each page with the words
‘“Confidential Treatment Requested.”
The copies shall be addressed to the Di-
vision of Market Regulation, Risk As-
sessment Group; and

(4) The reports that the ultimate
holding company must file with the
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Commission in accordance with para-
graph (b) of this Appendix G will be ac-
corded confidential treatment to the
extent permitted by law.

CONDITIONS REGARDING RECORDS TO BE
MADE

(c) If it is not an ultimate holding
company that has a principal regu-
lator, make and keep current the fol-
lowing records:

(1) A record of the results of funding
and liquidity stress tests that the ulti-
mate holding company has conducted
in response to the following events at
least once each quarter and a record of
the contingency plan to respond to
each of these events:

(i) A credit rating downgrade of the
ultimate holding company;

(ii) An inability of the ultimate hold-
ing company to access capital markets
for unsecured short-term funding;

(iii) An inability of the wultimate
holding company to access liquid as-
sets in regulated entities across inter-
national borders when the events de-
scribed in paragraphs (c¢)(1)(i) or (ii) of
this appendix G occur; and

(iv) An inability of the ultimate
holding company to access credit or as-
sets held at a particular institution
when the events described in para-
graphs (¢)(1)(i) or (ii) of this appendix G
occur;

(2) A record of the basis for the deter-
mination of credit risk weights for
each counterparty;

(3) A record of the basis for the deter-
mination of internal credit ratings for
each counterparty; and

(4) A record of the calculations of al-
lowable capital and allowances for
market, credit and operational risk
computed currently at least once per
month on a consolidated basis.

CONDITIONS REGARDING PRESERVATION
OF RECORDS

(d)(1) Must preserve the following in-
formation, documents, and reports for
a period of not less than three years in
an easily accessible place using any
media acceptable under §240.17a—-4(f):

(i) The documents created in accord-
ance with paragraph (c) of this Appen-
dix G;

(ii) Any application or documents
filed with the Commission pursuant to

§240.15¢c3-1g

§240.15c3-1e and this appendix G and
any written responses received from
the Commission;

(iii) All reports and notices filed with
the Commission pursuant to §240.15¢3-
le and this appendix G; and

(iv) If the ultimate holding company
does not have a principal regulator, all
written policies and procedures con-
cerning the group-wide internal risk
management control system estab-
lished pursuant to §240.15¢c3-
le(a)(1)(viii)(C); and

(2) The ultimate holding company
may maintain the records referred to
in paragraph (d)(1) of this appendix G
either at the ultimate holding com-
pany, at an affiliate, or at a records
storage facility, provided that the
records are located within the United
States. If the records are maintained
by an entity other than the ultimate
holding company, the ultimate holding
company shall obtain and file with the
Commission a written undertaking by
the entity maintaining the records, in
a form acceptable to the Commission,
signed by a duly authorized person at
the entity maintaining the records, to
the effect that the records will be
treated as if the ultimate holding com-
pany were maintaining the records pur-
suant to this section and that the enti-
ty maintaining the records will permit
examination of such records at any
time or from time to time during busi-
ness hours by representatives or des-
ignees of the Commission and will
promptly furnish the Commission or
its designee a true, legible, complete,
and current paper copy of any or all or
any part of such records. The election
to operate pursuant to the provisions
of this paragraph shall not relieve the
ultimate holding company that is re-
quired to maintain and preserve such
records from any of its reporting or
recordkeeping responsibilities under
this section.

CONDITIONS REGARDING NOTIFICATION

(e) The ultimate holding company of
a broker or dealer that computes cer-
tain of its capital charges in accord-
ance with §240.15¢3-1e shall:

(1) Send notice promptly (but within
24 hours) after the occurrence of the
following events:
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(i) The early warning indications of
low capital as the Commission may
agree;

(ii) The ultimate holding company
files a Form 8-K (17 CFR 249.308) with
the Commission; and

(iii) A material affiliate declares
bankruptcy or otherwise becomes in-
solvent; and

(2) If it is not an ultimate holding
company that has a principal regu-
lator, as defined in §240.15c3-1(c)(13),
send notice promptly (but within 24
hours) after the occurrence of the fol-
lowing events:

(i) The ultimate holding company be-
comes aware that an NRSRO has deter-
mined to reduce materially its assess-
ment of the creditworthiness of a ma-
terial affiliate or the credit rating(s)
assigned to one or more outstanding
short or long-term obligations of a ma-
terial affiliate;

(ii) The ultimate holding company
becomes aware that any financial regu-
latory agency or self-regulatory orga-
nization has taken significant enforce-
ment or regulatory action against a
material affiliate; and

(iii) The occurrence of any
backtesting exception under §240.15c3-
le(d)(1)(iii) or (iv) that would require
that the ultimate holding company use
a higher multiplication factor in the
calculation of its allowances for mar-
ket or credit risk;

(3) Every notice given or transmitted
by paragraph (e) of this appendix G will
be given or transmitted to the Division
of Market Regulation, Office of Finan-
cial Responsibility, at the principal of-
fice of the Commission in Washington,
DC. A person who files notification
pursuant to this section for which he or
she seeks confidential treatment may
clearly mark each page or segregable
portion of each page with the words
“Confidential Treatment Request.”
For the purposes of this appendix G,
‘“‘notice” shall be given or transmitted
by telegraphic notice or facsimile
transmission. The notice described by
paragraph (e)(2) of this appendix G may
be transmitted by overnight delivery.
Notices filed pursuant to this para-
graph will be accorded confidential
treatment to the extent permitted by
law; and

17 CFR Ch. Il (4-1-20 Edition)

(4) Upon the written request of the
ultimate holding company, or upon its
own motion, the Commission may
grant an extension of time or an ex-
emption from any of the requirements
of this paragraph (e) either uncondi-
tionally or on specified terms and con-
ditions as are necessary or appropriate
in the public interest or for the protec-
tion of investors.

[69 FR 34467, June 21, 2004, as amended at 79
FR 1550, Jan. 8, 2014; 83 FR 50222, Oct. 4, 2018]

§240.15¢3-2 [Reserved]

§240.15¢3-3 Customer protection—re-
serves and custody of securities.

Except where otherwise noted,
§240.15¢c3-3 applies to a broker or dealer
registered under section 15(b) of the
Act (16 U.S.C. 780o(b)), including a
broker or dealer also registered as a se-
curity-based swap dealer or major secu-
rity-based swap participant under sec-
tion 156F(b) of the Act (156 U.S.C. 780-
10(b)). A security-based swap dealer or
major security-based swap participant
registered under section 15F(b) of the
Act that is not also registered as a
broker or dealer under section 15(b) of
the Act is subject to the requirements
under §240.18a—4.

(a) Definitions. For the purpose of this
section:

(1) The term customer shall mean any
person from whom or on whose behalf a
broker or dealer has received or ac-
quired or holds funds or securities for
the account of that person. The term
shall not include a broker or dealer, a
municipal securities dealer, or a gov-
ernment securities broker or govern-
ment securities dealer. The term shall,
however, include another broker or
dealer to the extent that broker or
dealer maintains an omnibus account
for the account of customers with the
broker or dealer in compliance with
Regulation T (12 CFR 220.1 through
220.12). The term shall not include a
general partner or director or principal
officer of the broker or dealer or any
other person to the extent that person
has a claim for property or funds which
by contract, agreement or under-
standing, or by operation of law, is
part of the capital of the broker or
dealer or is subordinated to the claims
of creditors of the broker or dealer. In
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