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SECURITIES AND EXCHANGE COMMISSION

This file is maintained pursuant to the Freedom of Information Act (5 U.S.C.
552). It contains a copy of each decision, order, rule or similar action of the
Commission, for March 2007, with respect to which the final votes of
individual Members of the Commission are required to be made available
for public inspection pursuant to the provisions of that Act.
Unless otherwise noted, each of the following individual Members of the
Commission voted affirmatively upon each action of the Commission shown
in the file: '
* CHRISTOPHER COX, CHAIRMAN
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UNITED STATES OF AMERICA . «
Before the ' - .
 SECURITIES AND EXCHANGE COMMISSION

FEB 0 5 200/

IN THE MATTER OF |
'CYBERKEY SOLUTIONS, INC.

- - ORDER OF SUSPENSION
OF TRADING

File No. 500-1

It appears to the Securities and Exchange Commission that there is a lack of
current and accurate information concerning the securities of CyberKey Solutions, Inc.
("CyberKey") because of questions regarding the accuracy of assertions made by
CyberKey, and others, in press releases and other public statements to investors,
concerning among other things: (1) contracts with the Department of Homeland Security
and/or other government agencies, (2) revenues received pursuant to those contracts, and
(3) accounts receivable generated by those contracts. '

The Comimission is of the opinion that the public interest and the pfotection of
investors require a suspension of trading in the securities of the above-listed company.

Therefore, it ié ordered, pursuant to Section l2(k) of the Securities Exchange Act

of 1934, that trading in the above-listed company is suspended for the period from 9:30
a.m. EST February 5, 2007 through 11:59 p.m. EST, on February 16, 2007.

By the Commission. ' W
'. S NancyM ’ag

Secretary
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SECURITIES AND EXCHANGE COMMISSION
(Release Nos. 33-8782, 34-55350; File No. 4-532)

Roundtable on International Financial Reporting Standards “Roadmap”
AGENCY: Securities and Exchange Commission
ACTION: Notice of roundtable meeting.
SUMMARY: On Tuesday, March 6, 2007 the Securities and Exchange Commission will
hold é roundtable discussion on the “roadmap” regarding International Financial
Reporting Standards (IFRS). The roadmap describes the path toward eliminating the
need for non-U.S. companies to reconcile to U.S. GAAP financial statements they
prepare pursuant to IFRS issued by the International Accounting Standards Board in
filings with the Commission. The subject matter of the roundtable will be the effect on
the capital raising process in the U.S. capital markets with respect to the roadmap, the
effect on investors in the U.S. capital markets with respect to the roadmap, and the effect
on issuers in the U.S capital markets with respect to the roadmap. Representative(s) of -
the following have been invited to participate: issuers, investors, securities counsel,
underwriters, credit rating agencies, stock exchanges, academia, and audit firms.

- The roundtable will take place at the Cdmmission’s headquarters at 100 F Street,
NE, Auditorium, Room L-002, Washington, DC at 10:00 a.m. The public is invited to
observe the roundtable discussions. Seating is available on a first-come, ﬁrst-servé basis.

FOR FURTHER INFORMATION CONTACT: Katrina Kimpel at (202) 551‘-5313.

erone 8o

Florence E. Harmon
Deputy Secretary
February 26, 2007 : &

Dot X YA

By the Commission.
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. | UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

(

SECURITIES EXCHANGE ACT OF 1934
Release No. 55384 / March 2, 2007

ACCOUNTING AND AUDITING ENFORCEMENT
Release No. 2570/ March 2, 2007

ADMINISTRATIVE PROCEEDING
File No. 3-12578 ‘

ORDER INSTITUTING CEASE-AND-
In the Matter of _ DESIST PROCEEDINGS, MAKING
FINDINGS, AND IMPOSING A CEASE-
John Paul Orr, AND-DESIST ORDER PURSUANT TO
SECTION 21C OF THE SECURITIES
Respondent. EXCHANGE ACT OF 1934

® *

The Securities and Exchange Commission (“Commission”) deems it appropriate that cease-
and-desist proceedings be, and hereby are, instituted pursuant to Section 21C of the Securities
Exchange Act of 1934 (“Exchange Act”), against John Paul Orr (“Orr” or “Respondent”).

IL

In anticipation of the institution of these proceedings, Orr has submitted an Offer of
Settlement (the “Offer’”) which the Commission has determined to accept. Solely for the purpose
of these proceedings and any. other proceedings brought by or on behalf of the Commission, or to
which the Commission is a party, and without admitting or denying the findings herein, except as
to the Commission’s jurisdiction over him and the subject matter of these proceedings, which are
admitted, Orr consents to the entry of this Order Instituting Cease-and-Desist Proceedings, Making
Findings, and Imposing a Cease-and-Desist Order Pursuant to Section 21C of the Securities
Exchange Act of 1934 (“Order”), as set forth below.

111

On the basis of this Order and Orr’s Offer, the Commiséion finds' that:

' The findings herein are made pursuant to Orr’s Offer of Settlement and are not
binding on any other person or entity in this or any other proceeding. ' '

bouwwem* 3 of ‘7‘)\




. A.  RELEVANT ENTITIES

1. Kmart Corporation (“Kmart” or the “company”)

Kmart was a Michigan Corporation headquartered in Troy, Michigan, during the relevant
period. On January 22, 2002, Kmart filed a voluntary petition for reorganization relief under
Chapter 11 of the Bankruptcy code. The company’s common stock was registered with the
Commission pursuant to Section 12(b) of the Exchange Act [15 U.S.C. § 781(b)] and traded on the
New York Stock Exchange until December 19, 2002, when trading was suspended. Kmart’s fiscal
year ends the last Wednesday in January.

2. Eastman Kodak Company (“Kodak”)

Kodak is a New Jersey corporation headquartered in Rochester, New York. Kodak is one
of the world’s largest photo imaging companies and a major Kmart vendor. Kodak’s common
stock is registered with the Commission pursuant to Section 12(b) of the Exchange Act and is
listed on the New York Stock Exchange.

B. RESPONDENT

Orr was Divisional Vice President of Kmart’s photo division from October 1999 to
February 15, 2001, when he left the company.

. C.  FACTS

1. Kmart Improperly Recognized Vendor Allowances

Kmart improperly recognized millions of dollars worth of vendor “allowances” prior to
bankruptcy. Kmart obtained allowances from its vendors for various promotional and marketing
activities. A significant number of allowances were recognized prematurely — or “pulled
forward” -- on the basis of false information provided to Kmart’s accounting department, while
the true terms of the payments were set forth in undisclosed side agreements. As a result of these
accounting irregularities, Kmart’s cost of goods sold was understated for the fourth quarter of
fiscal year ended January 26, 2000 (“fiscal year 1999”).

2. Kmart’s Vendor Allowance Tracking System (“VATS”) Forms

The principal document involved in the pulling forward of vendor allowances was Kmart’s
VATS form. VATS forms summarized the basic terms of vendor allowances for the company’s
accounting department. Bookkeepers inputted information from the VATS form into the
company’s computerized accounting system, where it was eventually posted to the general ledger.
To ensure proper accounting for an allowance, the VATS form should have reflected the true
purpose of, and effective dates for, the payment. To pull forward an allowance, this information
was misrepresented on the VATS form to make it look like the payment was for past performance,
when in truth it related to future obligations. Kmart had a number of safeguards designed to ensure




. the accuracy of the VATS forms and proper recognition of vendor allowances. These included the
requirement that vendors co-sign VATS forms.

3. Orr’s Division Pulled Forward $2.5 Million Of Kodak Allowances

Towards the end of fiscal year 1999, Kmart’s photo division was projecting a profit
shortfall, meaning actual results were short of what senior management expected. Orr’s division
dealt with the profit shortfall in part by asking Kodak for additional allowances. Kodak responded
by agreeing to pay $2.5 million to secure for itself the right to display product at the front of Kmart
stores during calendar year 2000. On or about January 24, 2000, a Kmart buyer in the photography
products group prepared and signed VATS No. 197017. VATS No. 197017 misrepresented the
effective date of the $2.5 million allowance as 2/1/99 to 1/25/00. VATS No. 197017 also
misrepresented that the allowance related to an “Annual Rolling Rack Program for 1999.” This
information was inaccurate because the allowance related to activity scheduled for calendar year
2000. On or about January 27, 2000, Kmart’s accounting department entered the inaccurate VATS
information into the company’s computerized accounting system, where it was eventually posted
to the general ledger. VATS No. 197017 caused cost of goods sold to be understated by $2.5 -
million in fiscal year 1999.

D. CONCLUSION

‘ As a result of the foregoing, Orr caused a violation of Rule 13b2-1 of the Exchange Act.

IV.

In view of the foregoing, the Commission deems it appropriate to impose the sanction
agreed to in Orr’s Offer.’

Accordingly, IT IS HEREBY ORDERED that Respondent Orr cease and desist from
committing or causing any violations and any future violations of Rule 13b2-1 of the Exchange Act.

By the Commission.

Nancy M. Morris

N Htiain)

By: Il M. Peterson
" Assistant Secretary

2 In connection with the institution of these proceedings, the Commission is voluntarily
dismissing with prejudice as to Respondent a civil action previously filed against him in the
‘ United States District Court for the Eastern District of Michigan. :
3
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UNITED STATES OF AMERICA
Before the

SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 55383 / March 2, 2007

ACCOUNTING AND AUDITING ENFORCEMENT
Release No. 2569 / March 2, 2007

ADMINISTRATIVE PROCEEDING
File No. 3-12577

ORDER INSTITUTING CEASE-AND-
In the Matter of DESIST PROCEEDINGS, MAKING
~ FINDINGS, AND IMPOSING A CEASE-
David C. Kirkpatrick, AND-DESIST ORDER PURSUANT TO
_ SECTION 21C OF THE SECURITIES
Respondent. EXCHANGE ACT OF 1934
L.

The Securities and Exchange Commission (“Commission”) deems it appropriate that cease-
and-desist proceedings be, and hereby are, instituted pursuant to Section 21C of the Securities
Exchange Act of 1934 (“Exchange Act”), against David C. Kirkpatrick (“Kirkpatrick” or
“Respondent”).

IL.

In anticipation of the institution of these proceedings, Kirkpatrick has submitted an Offer of
Settlement (the “Offer”’) which the Commission has determined to accept. Solely for the purpose
of these proceedings and any other proceedings brought by or on behalf of the Commission, or to
which the Commission is a party, and without admitting or denying the findings herein, except as
to the Commission’s jurisdiction over him and the subject matter of these proceedings, which are
admitted, Kirkpatrick consents to the entry of this Order Instituting Cease-and-Desist Proceedings,
Making Findings, and Imposing a Cease-and-Desist Order Pursuant to Section 21C of the
Securities Exchange Act of 1934 (*“Order”), as set forth below.

III.

On the basis of this Order and Kirkpatrick’s Offer, the Commission finds' that:

' The findings herein are made pursuant to Kirkpatrick's Offer of Settlement and
are not binding on any other person or entity in this or any other proceeding.

boc,uM"-’f st ‘-»/)\




. A.  RELEVANT ENTITIES

1. Kmart Corporation (“Kmart” or the “company”)

Kmart was a Michigan Corporation headquartered in Troy, Michigan, during the relevant
period. On January 22, 2002, Kmart filed a voluntary petition for reorganization relief under
Chapter 11 of the Bankruptcy code. The company’s common stock was registered with the
Commission pursuant to Section 12(b) of the Exchange Act [15 U.S.C. § 781(b)] and traded on the
New York Stock Exchange until December 19, 2002, when trading was suspended. Kmart’s fiscal

- year ends the last Wednesday in January.

2. Coca Cola Enterprises Inc. (“CCE™)

CCE is a Delaware corporation headquartered in Atlanta, Georgia. CCE is the world’s
largest bottler of Coca-Cola products and a major Kmart vendor. CCE’s common stock is
registered with the Commission pursuant to Section 12(b) of the Exchange Act and is listed on the
New York Stock Exchange.

B. RESPONDENT

Kirkpatrick was National Sales Director for CCE in charge of the Kmart account at all
relevant times through January 2004, when he was asked to resign. Kirkpatrick worked out of a
. Farmington Hills, Michigan, field office during the relevant period.

C. FACTS

1. Kmart Improperly Recognized Vendor Allowances

Kmart improperly recognized millions of dollars worth of vendor “allowances” prior to
bankruptcy. Kmart obtained allowances from its vendors for various promotional and marketing
activities. A significant number of allowances were recognized prematurely — or “pulled
forward” -- on the basis of false information provided to Kmart’s accounting department, while
the true terms of the payments were set forth in undisclosed side agreements. As a result of these
accounting irregularities, Kmart’s cost of goods sold was understated, and earnings were
materially overstated, for the fourth quarter of fiscal year ended January 31, 2001 (“fiscal year
2000™).

2. Kmart’s Vendor Allowance Tracking System (“VATS”) Forms

The principal document involved in the pulling forward of vendor allowances was Kmart’s
VATS form. VATS forms summarized the basic terms of vendor allowances for the company’s
accounting department. Bookkeepers inputted information from the VATS form into the
company’s computerized accounting system, where it was eventually posted to the general ledger.
To ensure proper accounting for an allowance, the VATS form should have reflected the true
purpose of, and effective dates for, the payment. To pull forward an allowance, this information
‘ was misrepresented on the VATS form to make it look like the payment was for past performance,

2




when in truth it related to future obligatiohs. Kmart had a number of safeguards designed to ensure
the accuracy of the VATS forms and proper recognition of vendor allowances. These included the
requirement that vendors co-sign VATS forms.

3. Kirkpatrick Signed Two Misstated VATS Forms

At a meeting on or about January 5, 2001, Kirkpatrick learned that Kmart’s food and
consumables division needed $5 million from CCE to help cover a divisional profit shortfall. As
explained in a subsequent e-mail to Kirkpatrick on January 11, 2001, “dave, i appreciate your
efforts however i need to accelerate your schedule. with the close of our fiscal on 1/31 i need to
line up another partner. the bottom line is we need the 5.0m stay in touch.” Kirkpatrick responded

. by e-mail, “[] How about 7:30AM on Tuesday 1/16/0[1]? Il bring the donuts and the checkbook.”

Kirkpatrick attended additional meetings at Kmart in mid to late January 2001, after which CCE
agreed to “advance” $3 million worth of allowances in exchange for sales and promotional
activities by Kmart during calendar year 2001 and to pay $2 million to settle accounts for calendar
year 2000. To memorialize that agreement, Kmart and CCE entered into a written contract dated
January 30, 2001 (“Coke Contract”), which was negotiated by Kirkpatrick on behalf of CCE. The
Coke Contract provided in relevant part that CCE would pay $3 million to support mutually
agreed-upon marketing activities during calendar year 2001. Kmart would earn this allowance if,
and only if, it sold targeted amounts of CCE product during the calendar year.

At the end of January 2001, Kirkpatrick signed several VATS forms, including two relating
to the $3 million “advance.” The first, VATS No. 226003, purported to relate to a $2.25 million
“Case display allowance” with an effective date of 02/01/00 to 12/31/00; the second, VATS No.
226004, purported to relate to a $750,000 “Holiday Display activation” allowance with an effective
date of 11/01/00 to 12/31/00. VATS Nos. 226003 and 226004 misrepresented the effective dates
and purpose of these allowances. The true terms of the allowances were set forth in the Coke
Contract and a subsequent letter Kirkpatrick wrote, neither of which was provided to Kmart’s
accounting department or independent auditor. As explained therein, CCE agreed to pay $3
million to support mutually agreed-upon marketing activities during calendar year 2001.

On or about January 30, 2001, Kmart’s accounting department entered the false VATS
information into the company’s computerized accounting system, where it was eventually posted
to the general ledger. VATS Nos. 226003 and 226004 caused the cost of goods sold to be
understated by approximately $3 million in fiscal year 2000. CCE paid the $3 million allowance
by check dated April 4, 2001, but the money was subject to repayment if Kmart did not perform in
accordance with the terms of the Coke Contract.

4. CCE’s False Third-Party Confirmation

Kmart’s independent auditor, PricewaterhouseCoopers LLP (“PwC”), sought to confirm
with CCE the terms of the $2.25 million allowance during the fiscal year 2000 audit. Towards that
end, PwC faxed Kirkpatrick a third-party confirm relating to VATS No. 226003 on or about
February 19, 2001. The third-party confirm, which was on Kmart letterhead, read in relevant part,
“Our auditors, PricewaterhouseCoopers L.P.P. are performing an annual audit of our financial

3




‘ statements. They have requested of us to confirm directly with you the following vendor
allowance agreement [Vats No. 226003].” On or about March 5, 2001, Kirkpatrick filled out by
hand, signed, and faxed to PwC an executed third-party confirm that, as he knew or was reckless in
not knowing, misrepresented the nature of (“Case display allowance”) and effective dates
(*02/01/00 to 12/31/00”) for the $2.25 million allowance.

5. Kmart’s Earnings Were Overstated

On March 13, 2001 Kmart filed its Form 10-K for the period ended January 31, 2001.
According to the financial statements incorporated into the Form 10-K, Kmart reported net income
for the fourth quarter of $249 million or $0.48 per share, exceeding Wall Street analyst
expectations of $0.47 by a penny. Kirkpatrick’s accounting irregularities caused Kmart’s net
income for the quarter to be overstated by approximately 1.2 percent. '

D. CONCLUSION

As a result of the foregoing, Kirkpatrick committed violations of Rule 13b2-1 of the
Exchange Act and caused violations of Section 13(a) of the Exchange Act and Rules 12b-20, 13a-1
and 13b2-2 promulgated thereunder.

IV.

‘ . In view of the foregoing, the Commission deems it appropriate to impose the sanctions
agreed to in Kirkpatrick’s Offer.”

Accordingly, IT IS HEREBY ORDERED that Respondent Kirkpatrick cease and desist
from committing or causing any violations and any future violations Rule 13b2-1 of the Exchange
Act and causing any violations and any future violations of Section 13(a) of the Exchange Act and
Rules 12b-20, 13a-1 and 13b2-2 promulgated thereunder.

By the Commission.

Nancy M. Morris

Secretary |
AL fgﬁwﬂ

il M. Peterson

Assistant Secrelary

By

‘ ® Kirkpatrick has agreed to pay a $25,000 civil penalty in connection with a related civil action.

. o 4




SECURITIES AND EXCHANGE COMMISSION
17 CFR Ch. II |
[Release Nos. 33-8783, 34-55396, IA-2596, IC-27746, File No. S7-07-07

Regulatory Flexibility Agenda

AGENCY: Securities and Exchange Commission.
ACTION: Semiannual regulatory agenda.
SUMMARY: The Securities and Exchange Commission approved the publication of an

agenda of its rulemaking actions, pursuant to the Regulatory Flexibility Act. The agenda, which is
not a part of or attached to this document, was submitted by the Commission to the Regulatory

Information Service Center for inclusion in the Unified Agenda of Federal Regulatory and

Deregulatory Actions, which is scheduled for publication in the Federal Register in April 2007.

Information in the agenda was accurate on March 2, 2007, the date on which the Commission's

staff completed compilation of the data. To the extent possible, rulemaking actions by the

Commission after that date will be reflected in the agenda. The Commission invites questions and
public comment on the agenda and on the individual agenda entries.

DATES: | Comments should be received on or before June 30, 2007.

ADDRESSES: "~ Comments may be submitted by any of the following methods:

Electronic comments:

e Use the Commission's Internet comment form (http:/www.sec.gov/rules/other.shtml); or

¢ Send an e-mail to rule-comments@sec.gov. Please include File Number S7-07-07 on the

subject line; or

o Use the Federal eRulemaking Portal (http://www.regulations.gov). Follow the

instructions for submitting comments.




Paper comments:

» Send paper comments in triplicate to Nancy M. Morris, Secretary, Securities and
Exchénge Commission, 100 F Street, NE, Washington, DC 20549-1090.
All submissions should refer to File Number S7-07-07. This file number should be included on

the subject line if e-mail is used. To help us process and review your comments more efficiently,

- please use only one method. The Commission will post all comments on the Commission's

" _Internet Web site (http://www.sec.gov/rules/other.shtml). Comments are also available for

public inspection and copying in the Commission's Public Reference Room, 100 F Street, NE,
Washington, DC 20549. All comments received will be posted without change; we do not edit
personal identifying information from submissions. You should sul;mit only information that

you wish to make available publicly.

FOR FURTHER INFORMATION CONTACT: Anne Sullivan, Ofﬁce of the General
Counsel, 202-551-5019. -

SUPPLEMENTARY INFORMATION: The Reéulai(;‘ry Flexibility Act (“RFA;;) (Pub. L. No.
96-354, 94 Stat. 1164 (September 179, 1980)) requires each federal agency in April and October of

each year to publish in the Federal Register an agenda identifying rules that the agency expects to

consider proposing or adopting that are likely to have a significant economic impact on a
substantial number of small entities (5 U.S.C. 602(a)). The RFA specifically provides that

publication of the agenda does not preclude an agency from considering or acting on any matter

* not included in the agenda, and that an agency is not required to consider or act on any matter

which is included in the agenda (5 U.S.C. 602(d)). Actions that do not have an estimated date are

placed in the long term category; the Commission may nevertheless act on items in that category




within the next twelve months. The agenda includes new entries, entries carried over from

previous publications, and rulemaking actions that have been completed (or withdrawn) since

- publication of the last agenda. The Commission invites public comment on the agenda and on the

e

Secretary

individual agenda entries.

By the Commission.

Dated: March 5, 2007




UNITED STATES OF AMERICA

Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES ACT OF 1933
Release No. 8784 / March 5, 2007

SECURITIES EXCHANGE ACT OF 1934
Release No. 55399 / March 5, 2007

ORDER UNDER SECTION 27A(b) OF

In the Matter of THE SECURITIES ACT OF 1933 AND
'SECTION 21E(b) OF THE
VERITAS SOFTWARE SECURITIES EXCHANGE ACT OF
CORPORATION, 1934, GRANTING WAIVERS OF THE
DISQUALIFICATION PROVISIONS
Respondent. OF SECTION 27A(b)(1)(A)(ii) OF THE

SECURITIES ACT OF 1933 AND
SECTION 21E(b)(1)(A)(ii) OF THE
SECURITIES EXCHANGE ACT OF
1934 AS TO SYMANTEC
CORPORATION

Symantec Corporation (“Symantec”) has submitted a letter, dated January 30,
2007, for a waiver of the disqualification provisions of Section 27A(b)(1)(A)(ii) of the
Securities Act of 1933 (“Securities Act”) and Section 21E(b)(1)(A)(ii) of the Securities
Exchange Act of 1934 (“Exchange Act”) arising from Veritas Software Corporation’s
(“Veritas”) settlement of a civil action against it. Veritas is a wholly-owned subsidiary of
Symantec. On February 20, 2007, the Commission filed a settled federal court action
against Veritas in the United States District Court for the District of Columbia. In its
complaint, the Commission alleged that Veritas violated and aided and abetted violations
of (among other provisions) Section 17(a) of the Securities Act, Section 10(b) of the
Exchange Act and Exchange Act Rule 10b-5. Without admitting or denying the
- allegations, Veritas consented to a final judgment that enjoins it from committing and
aiding and abetting future violations of these provisions, orders it to pay disgorgement in
the amount of $1 and a civil penalty in the amount of $30 million (the “Consent and Final
Judgment”).

The safe harbor provisions of Section 27A(c) of the Securities Act and Section
21E(c) of the Exchange Act are not available for any forward-looking statement that is
“made with respect to the business or operations of an issuer, if the issuer . . . during the
3-year period preceding the date on which the statement was first made . . . has been
made the subject of a judicial . . . order arising out of a government action that . . .

Do et G ot Lf)—
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prohibits future violations of the antifraud provisions of the federal securities laws.”
Section 27A(b)(1)(A)(ii) of the Securities Act and Section 21E(b)(1)(A)(ii) of the
Exchange Act. The disqualifications apply except “to the extent otherwise specifically
provided by rule, regulation, or order of the Commission.” Section 27A(b) of the
Securities Act and Section 21E(b) of the Exchange Act.

Because the violations alleged in the complaint were committed at Veritas before
Symantec acquired Veritas and those responsible for the fraud are no longer employed by
Symantec, the Commission has determined that the request for a waiver of the
disqualifications resulting from the Consent and Final Judgment is appropriate and

‘should be granted.

Accordingly, IT IS ORDERED, pursuant to Section 27A(b) of the Securities Act
and Section 21E(b) of the Exchange Act, that a waiver from the disqualification
provisions of 27A(b)(1)(A)(ii) of the Securities Act and Section 21E(b)(1)(A)(ii) of the
Exchange Act as to Symantec resulting from the entry of the Consent and Final Judgment

is hereby granted.

Nancy M. Morris
Secretary

By the Commission.




UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 55402 / March 6, 2007

ADMINISTRATIVE PROCEEDING
File No. 3-12582

In the Matter of ORDER INSTITUTING PROCEEDINGS,
' MAKING FINDINGS, AND REVOKING
Preview Systems, Inc., REGISTRATION OF SECURITIES
: PURSUANT TO SECTION 12(j) OF THE
Respondent. ’ SECURITIES EXCHANGE ACT OF 1934
I

The Securities and Exchange Commission (“Commission”) deems it necessary
and appropriate for the protection of investors that proceedings be, and hereby are,
instituted pursuant to Section 12(j) of the Securities Exchange Act of 1934 (“Exchange
Act”), against Preview Systems, Inc. (“Preview Systems” or “Respondent™).

AN

II.

In anticipation of the institution of these proceedings, Preview Systems has
submitted an Offer of Settlement (the “Offer”’) which the Commission has determined to
accept. Solely for the purpose of these proceedings and any other proceedings brought
by or on behalf of the Commission, or to which the Commission is a party and without
admitting or denying the findings herein, except as to the Commission’s jurisdiction over
it and the subject matter of these proceedings, which are admitted, Preview Systems
consents to the entry of this Order Instituting Proceedings, Making Findings, and
Revoking Registration of Securities Pursuant to Section 12(j) of the Securities Exchange
Act of 1934 (“Order”), and to the findings as set forth below.

- IIL
On the basis of this Order and the Respondent’s Offer, the Commission finds:
1. Preview Systems (CIK No. 1091271) is a Delaware
corporation located in Portland, Oregon. At all times relevant to this

proceeding, the common stock of Preview Systems has been registered
with the Commission under Exchange Act Section 12(g). As of August

\DOM") O‘G q)\




31, 2006, Preview Systems’ common stock was quoted on the Pink Sheets
(symbol: PRVWZ).

2. Preview Systems has failed to comply with Exchange Act
Section 13(a) and Rules 13a-1 and 13a-13 thereunder while its securities
were registered with the Commission in that it has not filed any periodic
reports for any fiscal period subsequent to the period ended September 30,
2001.

IV.
Section 12(j) of the Exchange Act provides as follows:

The Commission is authorized, by order, as it deems necessary or appropriate for
the protection of investors to deny, to suspend the effective date of, to suspend for a
period not exceeding twelve months, or to revoke the registration of a security, if
the Commission finds, on the record after notice and opportunity for hearing, that
the issuer of such security has failed to comply with any provision of this title or the
rules and regulations thereunder. No member of a national securities exchange,
broker, or dealer shall make use of the mails or any means or instrumentality of
interstate commerce to effect any transaction in, or to induce the purchase or sale
of, any security the registration of which has been and is suspended or revoked
pursuant to the preceding sentence.

In view of the foregoing, the Commission deems it necessary and appropriate for

the protection of investors to impose the sanction specified in Respondent’s Offer.

Accordingly, it is hereby ORDERED, pursuant to Section 12(j) of the Exchange

Act, that registration of each class of Preview Systems’ securities registered pursuant to
Section 12 of the Exchange Act be, and hereby is, revoked.

By the Commission.

Nancy M. Morris
Secretary

Sy: Il M. Peterson

Assistant Secretary




4 UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 55401 / March 6, 2007

ADMINISTRATIVE PROCEEDING
File No. 3-12581 ’

In the Matter of ORDER INSTITUTING PROCEEDINGS,
' MAKING FINDINGS, AND REVOKING
Mill Creek Research, Inc., REGISTRATION OF SECURITIES
PURSUANT TO SECTION 12(j) OF THE
Respondent. SECURITIES EXCHANGE ACT OF 1934
I.

The Securities and Exchange Commission (“Commission”) deems it necessary
- and appropriate for the protection of investors that proceedings be, and hereby are,
instituted pursuant to Section 12(j) of the Securities Exchange Act of 1934 (“Exchange
Act”), against Mill Creek Research, Inc. (“Mill Creek” or “Respondent”).

IL

In anticipation of the institution of these proceedings, Mill Creek has submitted an
Offer of Settlement (the “Offer””) which the Commission has determined to accept.
Solely for the purpose of these proceedings and any other proceedings brought by or on
behalf of the Commission, or to which the Commission s a party and without admitting
or denying the findings herein, except as to the Commission’s jurisdiction over it and the
subject matter of these proceedings, which are admitted, Mill Creek consents to the entry
of this Order Instituting Proceedings, Making Findings, and Revoking Registration of
Securities Pursuant to Section 12(j) of the Securities Exchange Act of 1934 (*“Order”),
and to the findings as set forth below.

1IL
On the basis of this Order and the Respondent’s Offer, the Commission finds:
1. Mill Creek (CIK No. 1116773) is a Utah corporation based

in Seymour, Texas. At all times relevant to this proceeding, the common
‘  stock of Mill Creek has been registered with the Commission under
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Exchange Act Section 12(g). The common stock of Mill Creek is not
quoted on any exchange.

2. Mill Creek has failed to comply with Exchange Act Section
13(a) and Rules 13a-1 and 13a-13 thereunder while its securities were
registered with the Commission in that it has not filed any periodic reports
for any fiscal period subsequent to the period ended September 30, 2004.

Iv.
Section 12(j) of the Exchange Act provides as follows:

The Commission is authorized, by order, as it deems necessary or appropriate for
the protection of investors to deny, to suspend the effective date of, to suspend for a
period not exceeding twelve months, or to revoke the registration of a security, if
the Commission finds, on the record after notice and opportunity for hearing, that
the issuer of such security has failed to comply with any provision of this title or the
rules and regulations thereunder. No member of a national securities exchange,
broker, or dealer shall make use of the mails or any means or instrumentality of
interstate commerce to effect any transaction in, or to induce the purchase or sale
of, any security the registration of which has been and is suspended or revoked
pursuant to the preceding sentence.

In view of the foregoing, the Commission deems it necessary and appropriate for
the protection of investors to impose the sanction specified in Respondent’s Offer.

Accordingly, it is hereby ORDERED, pursuant to Section 12(j) of the Exchange
Act, that registration of each class of Mill Creek’s securities registered pursuant to

~Section 12 of the Exchange Act be, and hereby is, revoked.

By the Commission.

Nancy M. Morris

Secretary

By: Jill M. Peterson
=" Assistant Secretary




UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 55400 / March 6, 2007 °

ADMINISTRATIVE PROCEEDING
File No. 3-12580

In the Matter of ORDER INSTITUTING PROCEEDINGS,
MAKING FINDINGS, AND REVOKING
ABS Indaustries, Inc., REGISTRATION OF SECURITIES
PURSUANT TO SECTION 12(j) OF THE
Respondent. . SECURITIES EXCHANGE ACT OF 1934
I.

The Securities and Exchange Commission (“Commission”) deems it necessary
and appropriate for the protection of investors that proceedings be, and hereby are,
instituted pursuant to Section 12(j) of the Securities Exchange Act of 1934 (“Exchange
Act”), against ABS Industries, Inc. (“ABS” or “Respondent”).

II.

In anticipation of the institution of these proceedings, ABS has submitted an Offer
of Settlement (the “Offer””) which the Commission has determined to accept. Solely for
the purpose of these proceedings and any other proceedings brought by or on behalf of
the Commission, or to which the Commission is a party and without admitting or denying
the findings herein, except as to the Commission’s jurisdiction over it and the subject
matter of these proceedings, which are admitted, ABS consents to the entry of this Order
Instituting Proceedings, Making Findings, and Revoking Registration of Securities
Pursuant to Section 12(j) of the Securities Exchange Act of 1934 (“Order”), and to the
findings as set forth below.

I11.
On the basis of this Order and the Respondent’s Offer, the Commission finds:

1. ABS (CIK No. 313368) is a void Delaware corporation
located in Wilmington, Delaware. At all times relevant to this proceeding,
the common stock of ABS was registered with the Commission under
Exchange Act Section 12(g). As of October 11, 2006, the common stock
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. of ABS (symbol “ABSI”) was quoted on the Pink Sheets, had one market
maker, and was eligible for the piggyback exemption of Exchange Act
Rule 15¢2-11(f)(3).

_ 2. ABS has failed to comply with Exchange Act Section 13(a)
and Rules 13a-1 and 13a-13 thereunder while its securities were registered
with the Commission in that it has not filed any periodic reports for any
fiscal period subsequent to the period ended October 31, 1995,

IV.
Section 12(j) of the Exchange Act provides as follows:

The Commission is authorized, by order, as it deems necessary or appropriate for
the protection of investors to deny, to suspend the effective date of, to suspend for a
period not exceeding twelve months, or to revoke the registration of a security, if
the Commission finds, on the record after notice and opportunity for hearing, that
the issuer of such security has failed to comply with any provision of this title or the
rules and regulations thereunder. No member of a national securities exchange,
broker, or dealer shall make use of the mails or any means or instrumentality of
interstate commerce to effect any transaction in, or to induce the purchase or sale
of, any security the registration of which has been and is suspended or revoked

. pursuant to the preceding sentence.

In view of the foregoing, the Commission deems it necessary and appropriate for
the protection of investors to impose the sanction specified in Respondent’s Offer.

Accordingly, it is hereby ORDERED, pursuant to Section 12(j) of the Exchange
Act, that registration of each class of ABS’s securities registered pursuant to Section 12
of the Exchange Act be, and hereby is, revoked.

By the Commission.

Nancy M. Morris
Secretary

Y W
,.‘ - B ] “ M Pe‘tei’SQn
By Assistant Secreiary




™\

UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 55404 / March 6, 2007

ADMINISTRATIVE PROCEEDING
File No. 3-12584

In the Matter of ORDER INSTITUTING PROCEEDINGS,
MAKING FINDINGS, AND REVOKING

Washington Corp., REGISTRATION OF SECURITIES

o PURSUANT TO SECTION 12(j) OF THE

Respondent. { SECURITIES EXCHANGE ACT OF 1934

I.

The Securities and Exchange Commission (“Commission”) deems it necessary
and appropriate for the protection of investors that proceedings be, and hereby are,
instituted pursuant to Section 12(j) of the Securities Exchange Act of 1934 (“Exchange S~
Act”), against Washington Corp. (“Washington” or “Respondent”).

II.

In anticipation of the institution of these proceedings, Washington Corp. has
submitted an Offer of Settlement (the “Offer”’) which the Commission has determined to
accept. Solely for the purpose of these proceedings and any other proceedings brought
by or on behalf of the Commission, or to which the Commission is a party and without
admitting or denying the findings herein, except as to the Commission’s jurisdiction over
it and the subject matter of these proceedings, which are admitted, Washington Corp.
consents to the entry of this Order Instituting Proceedings, Making Findings, and
Revoking Registration of Securities Pursuant to Section 12(j) of the Securities Exchange
Act 0f 1934 (“Order”), and to the findings as set forth below.

L
On the basis of this Order and the Respondent’s Offer, the Commission finds: !
1. Washington (CIK No. 314625) is a Maryland corporation

based in Bethesda, Maryland. At all times relevant to this proceeding, the
common stock of Washington has been registered with the Commission

Do comrandt- 10 06 12




. common stock of Washington has been registered with the Commission
, under Exchange Act Section 12(g). As of April 26, 2005, there was no
public trading market for Washington’s securities. The Respondent
liquidated in accordance with the Plan of Liquidation approved by
shareholders at a Shareholder's Meeting held June 27, 2003. The
Respondent filed Articles of Dissolution with the Maryland State
Secretary of State on June 28, 2004.

2. Washington has failed to comply with Exchange Act
Section 13(a) and Rules 13a-1 and 13a-13 thereunder while its securities
were registered with the Commission in that it has not filed any periodic
reports for any fiscal period subsequent to the period ended September

30, 2003.
IV.
Section 12(j) of the Exchange Act provides as follows:

The Commission is authorized, by order, as it deems necessary or appropriate for
the protection of investors to deny, to suspend the effective date of, to suspend for a
period not exceeding twelve months, or to revoke the registration of a security, if
the Commission finds, on the record after notice and opportunity for hearing, that
the issuer of such security has failed to comply with any provision of this title or the

. rules and regulations thereunder. No member of a national securities exchange,
broker, or dealer shall make use of the mails or any means or instrumentality of
interstate commerce to effect any transaction in, or to induce the purchase or sale
of, any security the registration of which has been and is suspended or revoked
pursuant to the preceding sentence.

In view of the foregoing, the Commission deems it necessary and appropriate for
the protection of investors to impose the sanction specified in Respondent’s Offer.

Accordingly, it is hereby ORDERED, pursuant to Section 12(j) of the Exchange
Act, that registration of each class of Washington’s securities registered pursuant to

Section 12 of the Exchange Act be, and hereby is, revoked.

By the Commission.

Nancy M. Morris
Secretary

o - By:dill M. Peterson
. ~ 77 pssistant Secretary




UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 55403 / March 6, 2007

ADMINISTRATIVE PROCEEDING
File No. 3-12583

In the Matter of ORDER INSTITUTING PROCEEDINGS,
MAKING FINDINGS, AND REVOKING
SVT, Inc., : REGISTRATION OF SECURITIES
PURSUANT TO SECTION 12(j) OF THE
Respondent. SECURITIES EXCHANGE ACT OF 1934
I

~ The Securities and Exchange Commission (“Commission’) deems it necessary
and appropriate for the protection of investors that proceedings be, and hereby are;
instituted pursuant to Section 12(j) of the Securities Exchange Act of 1934 (“Exchange
Act”), against SVT, Inc. (“SVT” or “Respondent”).

IL.

In anticipation of the institution of these proceedings, SVT has submitted an Offer
of Settlement (the “Offer””) which the Commission has determined to accept. Solely for
the purpose of these proceedings and any other proceedings brought by or on behalf of
the Commission, or to which the Commission is a party and without admitting or denying
the findings herein, except as to the Commission’s jurisdiction over it and the subject

- matter of these proceedings, which are admitted, SVT consents to the entry of this Order

Instituting Proceedings, Making Findings, and Revoking Registration of Securities
Pursuant to Section 12(j) of the Securities Exchange Act of 1934 (“Order”), and to the
findings as set forth below.

III.
On the basis of this Order and the Respondent’s Offer, the Commission finds:
1. SVT (CIK No. 914271) is a Delaware corpdration based in

New York, New York. At all times relevant to this proceeding, the
common stock of SVT has been registered with the Commission under
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Exchange Act Section 12(g). As of April 25, 2006, the common stock of
SVT (symbol “SVTV”) was quoted on the Pink Sheets.

, 2. SVT has failed to comply with Exchange Act Section 13(a)
- . and Rules 13a-1 and 13a-13 thereunder while its securities were registered
with the Commission in that it has not filed any periodic reports for any
fiscal period subsequent to the period ended September 30, 2003.

Iv.
Section 12(j) of the Exchange Act provides as follows:

The Commission is authorized, by order, as it deems necessary or appropriate for
the protection of investors to deny, to suspend the effective date of, to suspend for a
period not exceeding twelve months, or to revoke the registration of a security, if
the Commission finds, on the record after notice and opportunity for hearing, that
the issuer of such security has failed to comply with any provision of this title or the
rules and regulations thereunder. No member of a national securities exchange,
broker, or dealer shall make use of the mails or any means or instrumentality of
interstate commerce to effect any transaction in, or to induce the purchase or sale
of, any security the registration of which has been and is suspended or revoked
pursuant to the preceding sentence. :

In view of the foregoing, the Commission deems it necessary and appropriate for
the protection of investors to impose the sanction specified in Respondent’s Offer.

Accordingly, it is hereby ORDERED, pursuant to Section 12(j) of the Exchange
‘Act, that registration of each class of SVT’s securities registered pursuant to Section 12
of the Exchange Act be, and hereby is, revoked.

By the Commission.

Nancy M. Morris
Secretary

By Jill M. Peterson
7" Assistant Secretary
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UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 55417 / March 7, 2007

ADMINISTRATIVE PROCEEDING
File No. 3-12586

ORDER INSTITUTING
ADMINISTRATIVE PROCEEDINGS
PURSUANT TO SECTION 15(b) OF THE
In the Matter of SECURITIES EXCHANGE ACT OF 1934,
MAKING FINDINGS, AND IMPOSING
ALEXANDRE PONZIO DE REMEDIAL SANCTIONS
AZEVEDO,
Respondent.
L

The Securities and Exchange Commission (“Commission’) deems it appropriate and in the
public interest that public administrative proceedings be, and hereby are, instituted pursuant to
Section 15(b) of the Securities Exchange Act of 1934 (“Exchange Act”) against Alexandre Ponzio
De Azevedo (“Respondent”).

IL

In anticipation of the institution of these proceedings, Respondent has submitted an Offer
of Settlement (the “Offer””) which the Commission has determined to accept. Solely for the
purpose of these proceedings and any other proceedings brought by or on behalf of the
Commission, or to which the Commission is a party, and without admitting or denying the findings
herein, except as to the Commission’s jurisdiction over him and the subject matter of these
proceedings, and the findings contained in Section III.2 below, which are admitted, Respondent
consents to the entry of this Order Instituting Administrative Proceedings Pursuant to Section 15(b)
of the Securities Exchange Act of 1934, Maklng Findings, and Imposing Remedial Sanctions
(“Order”), as set forth below.
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IIL.
On the basis of this Order and Respondent’s Offer, the Commission finds that:

1. Respondent was employed with Banco ABN AMRO Real S.A., which,
through common control by its parent company ABN AMRO Holding N.V., headquartered in_
Amsterdam, was associated with ABN AMRO Inc., based in Chicago, Illinois, which in turn was
registered with the Commission as a broker dealer. Respondent, 33 years old, is a resident of Sdo.
Paulo, Brazil.

2. On February 27, 2007, a final judgment was entered by consent against
Respondent, permanently enjoining him from future violations of Exchange Act Sections 10(b)
and 14(e) and Rules 10b-5 and 14e-3 thereunder, in the civil action entitled Securities and
Exchange Commission v. Alexandre Ponzio De Azevedo, Civil Action Number 1:07CV00380, in
the United States District Court for the District of Columbia.

3. The Commission’s complaint alleged that, in connection with the tender
offer by Sadia S.A. for Perdigdo S.A. announced on July 16, 2006, for which Banco ABN AMRO
Real S.A. had agreed to provide financing to Sadia S.A., Respondent purchased 14,000 American
Depositary Shares (“ADSs”) of Perdigdo S.A. on June 20, 2006, on the basis of material,
nonpublic information then in his possession concerning the tender offer, which information he
knew, or was reckless in not knowing, was both material and nonpublic, and that he later sold
10,500 of these same ADSs on July 18, 2006. :

Iv.

In view of the foregoing, the Commission deems it appropriate and in the public interest to
impose the sanctions agreed to in Respondent’s Offer.

Accordingly, it is hereby ORDERED:

Pursuant to Section 15(b)(6) of the Exchange Act, that Respondent be, and hereby is barred
from association with any broker or dealer, with the right to reapply for association after three (3)
years to the appropriate self-regulatory organization, or if there is none, to the Commission;

Any reapplication for association by the Respondent will be subject to the applicable laws
and regulations governing the reentry process, and reentry may be conditioned upon a number of
factors, including, but not limited to, the satisfaction of any or all of the following: (a) any
disgorgement ordered against the Respondent, whether or not the Commission has fully or partially
waived payment of such disgorgement; (b) any arbitration award related to the conduct that served
as the basis for the Commission order; (c) any self-regulatory organization arbitration award to a
customer, whether or not related to the conduct that served as the basis for the Commission order;




y and (d) any restitution order by a self-regulatory organization, whether or not related to the conduct
that served as the basis for the Commission order. :

Nancy M. dm's

Secretary

By the Commission.
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UNITED STATES OF AMERICA

Before the )
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 55416 / March 7, 2007

ACCOUNTING AND AUDITING ENFORCEMENT
Release No. 2573 / March 7, 2007

ADMINISTRATIVE PROCEEDING
File No. 3-12585

_ ORDER INSTITUTING CEASE-AND-
In the Matter of DESIST PROCEEDINGS, MAKING
FINDINGS AND IMPOSING A CEASE-
NORTHWESTERN AND-DESIST ORDER PURSUANT TO
CORPORATION, SECTION 21C OF THE SECURITIES
EXCHANGE ACT OF 1934
Respondent.
L

The Securities and Exchange Commission (‘“Commission”) deems it appropriate that public
cease-and-desist proceedings be, and hereby are, instituted pursuant to Section 21C of the
Securities Exchange Act of 1934 (“Exchange Act”) against NorthWestern Corporation
(“NorthWestern” or “Respondent™).

I

In anticipation of the institution of these proceedings, Respondent has submitted an Offer
of Settlement (the “Offer””) which the Commission has determined to accept. Solely for the
purpose of these proceedings and any other proceedings brought by or on behalf of the
Commission, or to which the Commission is a party, and without admitting or denying the findings
herein, except as to the Commission’s jurisdiction over it and the subject matter of these
proceedings, which are admitted, Respondent consents to the entry of this Order Instituting Cease-
and-Desist Proceedings, Making Findings and Imposing a Cease-and-Desist Order Pursuant to
Section 21C of the Securities Exchange Act of 1934 (“Order”), as set forth below.
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I

On the basis of this Order and Respondent’s Offer, the Commission finds' that:

Summary

During the first three quarters of 2002, NorthWestern filed quarterly and current reports
with the Commission that materially misstated NorthWestern’s financial position and
misrepresented or did not disclose required information about its non-utility businesses, Expanets,
Inc. (“Expanets”) and Blue Dot Services, Inc. (“Blue Dot™). In its filings, after the effect of taxes,
NorthWestern overstated its income from continuing operations for the first three quarters of 2002
by approximately 176%, 618%, and 109%, respectively, due to the company’s improper accounting
for accounts receivable, adjustments to customers’ bills, and allocation of losses to minority
interests. NorthWestern also misrepresented or did not disclose, among other things, the effects of
significant problems with Expanets’ new information technology system, the material impact of
Expanets’ reserve reductions and its receipt of non-compete payments on Expanets’ income, large
intercompany advances NorthWestern made to support Expanets and Blue Dot, and the timing of
anticipated payments from the sale of certain utility assets. Through its financial misstatements,
misrepresentations, and omissions, NorthWestern obscured the continuing poor performance of its
subsidiaries at a time when it was publicly relying on these subsidiaries’ operations to strengthen its
financial condition.

Respondent

1. NorthWestern, a Delaware corporation with its principal executive offices in Sioux
Falls, South Dakota, operates a regulated utility business in South Dakota, Nebraska, and Montana.
During the period of conduct discussed herein, NorthWestern consolidated the financial results of
two non-utility entities, Expanets and Blue Dot. NorthWestern’s common stock was registered
with the Commission under Section 12(b) of the Exchange Act and traded on the New York Stock
Exchange until it was delisted shortly before NorthWestern declared bankruptcy in September
2003. In November 2004, NorthWestern emerged from bankruptcy. Its common stock is now
registered with the Commission pursuant to Section 12(b) of the Exchange Act and trades on the
NASDAQ Global Select Market.

Other Relevant Entities

2. Expanets, formerly headquartered in Englewood, Colorado, was formed by
NorthWestem in 1997 and provided networked telecommunications equipment and services to
medium-sized businesses nationwide. NorthWestern wrote off substantially all of its investment in
Expanets during the fourth quarter of 2002 as disclosed in the company’s 2002 Form 10-K and
announced its intention to sell Expanets in April 2003. In the second quarter of 2003, Expanets’

! The findings herein are made pursuant to Respondent's Offer of Settlement and are not binding
on any other person or entity in this or any other proceeding.




operations were discontinued, and in May 2004, Expanets (n/k/a Netexit) filed for Chapter 11
bankruptcy protection. Proceeds from the sale of Expanets’ assets were distributed in bankruptcy.

3. Blue Dot, formerly headquartered in Sunrise, Florida, and Sioux Falls, South
Dakota, was formed by NorthWestern in 1997 and provided heating, ventilation and air .
conditioning (“HVAC”) services nationwide. NorthWestern wrote off substantiaily all of its
investment in Blue Dot during the fourth quarter of 2002 as disclosed in the company’s 2002 Form
10-K and announced its intention to sell Blue Dot in April 2003. In the second quarter of 2003,
Blue Dot’s operations were discontinued, and NorthWestern thereafter sold or closed each of Blue
Dot’s HVAC businesses.

Background

4.  For more than seventy years, NorthWestern operated a public utility business,
providing electricity and natural gas to customers in South Dakota and Nebraska. In the late
1990s, NorthWestern formed Expanets and Blue Dot (the “non-utility businesses”) to diversify into
the telecommunications and HVAC sectors. NorthWestern’s business plan was to acquire small
telecommunications and HVAC companies and make them more profitable through central
management, national branding and other economies of scale.

5.  From 1998 through the end of 2001, Expanets acquired twenty-six small
telecommunications companies and a sales division of a large competitor. From 1997 through the
end of 2001, Blue Dot acquired over ninety different HVAC and plumbing companies. By the end
of 2001, NorthWestern had invested hundreds of millions of dollars in Expanets and Blue Dot to
make these acquisitions and build those subsidiaries’ central management. However, Expanets and
Blue Dot incurred losses during most years and posted only small profits in other years. Because
of their performance, Expanets and Blue Dot required investments of substantial amounts of cash
by NorthWestern.

6.  In February 2002, NorthWestern effectively quadrupled its utility customer base by
acquiring Montana Power Company (“Montana Power™) for approximately $1.1 billion.
NorthWestern originally financed its acquisition of Montana Power by utilizing, among other
things, a $720 million acquisition loan. In March 2002, as part of a debt offering to retire the
acquisition loan, NorthWestern issued $720 million in the form of senior notes.

7.  The magnitude of NorthWestern’s increased debt as a result of the Montana Power
acquisition threatened the company’s credit ratings. As a result, NorthWestern announced its
intention to conduct an equity offering during 2002 to raise approximately $200 million to pay
down its debt and improve its debt/equity ratios. ;

8. NorthWestern recognized that improvement in the performance of both Expanets
and Blue Dot was critical to its planned equity offering. NorthWestern made public statements that
both Expanets and Blue Dot would achieve 2002 targeted earnings and begin providing cash to the
NorthWestern consolidated entity in 2002.




9.  NorthWestern conducted its equity offering during the third quarter of 2002, and
raised approximately $87 million. Also during the third quarter of 2002, NorthWestern completed
its registration and exchange of new notes for $720 million of debt it incurred to purchase Montana
Power.

10. In December 2002, NorthWestern disclosed that significant operational problems at
Expanets and Blue Dot would materially impact the company’s consolidated year-end financial
results. In April 2003, NorthWestern filed its 2002 Form 10-K and simultaneously restated each of
its Forms 10-Q for the first three quarters of 2002. NorthWestern’s restated Forms 10-Q corrected
material misstatements of previously reported financial results relating to Expanets and Blue Dot,
and disclosed various operational difficulties these subsidiaries experienced throughout 2002.
NorthWestern’s 2002 Form 10-K further disclosed that the company did not anticipate recovering
its past investments of hundreds of millions of dollars in Expanets and Blue Dot, and that neither
entity would generate cash flows in sufficient amounts to provide meaningful contributions to
service NorthWestern’s debt load. NorthWestern’s liquidity situation continued to deteriorate until
the company filed for bankruptcy in September 2003. NorthWestern stock, which had traded for
more than $20 per share in early 2002, was trading for less than a dollar by the time NorthWestern
filed bankruptcy.

Problems Relating to Expanets’ Computer System

Functionality of the EXPERT System

11. During 2000 and 2001, Expanets developed an information technology system, called
the “EXPERT” system, to serve as a platform for virtually all of its operations, including sales,
inventory, project management, billing, collections and financial statement preparation. Because
of its planned scope and impact across operations, the functionality of the EXPERT system was
critical to Expanets. .

12. However, following its implementation in November 2001, the EXPERT system was
unable to perform many of the basic tasks for which it had been designed. For example, for
approximately a month after it was implemented, EXPERT could not generate any customer bills.
From January through May 2002, many customer bills EXPERT generated were incomplete and
inaccurate. Until approximately September 2002, the EXPERT system also could not properly
apply cash collected to customer accounts or track the aging of accounts receivable balances.
These problems materially affected Expanets’ results from operations throughout 2002.

13. NorthWestern’s Forms 10-Q for the first and second quarters of 2002 and associated
press releases attached to Forms 8-K mischaracterized EXPERT s billing activities as “fully
operational” or “operational” and failed to adequately disclose the magnitude of the system’s
problems and the material impact of those problems on Expanets’ operations. In its Form 10-Q for
_ the third quarter of 2002, NorthWestern disclosed that EXPERT had encountered some problems,
particularly as to billings and collections, but did not disclose the extent to which these system
problems had impacted Expanets’ operations. NorthWestern did not fully and adequately disclose
the severity of the problems with the EXPERT system and the impact of those problems on
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Expanets’ operations until April 2003 when it filed its 2002 Form 10-K and restated its Forms 10-
Q for the first three quarters of 2002.

Aged Accounts Receivable

14.  In anticipation that some customer accounts might prove uncollectible, Expanets
maintained a “bad debt” reserve, which had the effect of reducing Expanets’ operating income.
Prior to its implementation of EXPERT, Expanets calculated its bad debt reserve based on the age
of uncollected receivables outstanding in a given period. However, during the first and second
quarters of 2002, the EXPERT system could not properly apply cash collected from customers to
their accounts or accurately track the aging of Expanets’ accounts receivable. As a result, rather
than considering the age of all of its receivables, Expanets estimated its bad debt reserve based on
the percentage of revenue that had typically resulted in uncollectible accounts receivable.

15. Expanets’ bad debt reserve in 2002 was inadequate. As an initial matter, Expanets
did not make appropriate adjustments for known aged receivables that pre-dated implementation of
the EXPERT system.

16. Expanets also failed to increase its bad debt reserve despite the markedly increased
difficulties with collections that resulted from the EXPERT system’s problems. For example,
since EXPERT could not apply cash collected to the proper accounts, Expanets could not
determine from which customers to seek payment, causing uncollected receivables to age further.

17. Beginning in the third quarter of 2002, for the first time, the EXPERT system was able
to generate accurate accounts receivable aging reports. These reports demonstrated that Expanets’
uncollectible accounts receivable exceeded its existing bad debt reserve by tens of millions of
dollars. Despite such data, Expanets did not increase its bad debt reserve or directly write off
uncollectible accounts receivable.

18. Inits first and second quarter Forms 10-Q, NorthWestern did not disclose
information indicating that a loss as a result of its uncollectible accounts receivable was probable
or reasonably possible. In its third quarter Form 10-Q, NorthWestern disclosed that the EXPERT
system’s problems might lead to an increase in Expanets’ bad debt reserve. However, this
disclosure was inadequate since NorthWestern knew at that time that Expanets’ bad debt reserve
was materially insufficient.

19. In December 2002, NorthWestern announced that it anticipated that Expanets would
take substantial charges in the fourth quarter relating to Expanets’ uncollectible accounts
receivable. In April 2003, NorthWestern restated its Forms 10-Q for the first three quarters of
2002 and increased Expanets’ bad debt reserve for each of these penods by approximately $5.2
million, $5.1 million, and $6.3 million, respectively.

20. As aresult of its improper accounting for uncollectible accounts receivable,
NorthWestern overstated its income from continuing operations by approximately 16%, 19%, and
39% for the first three quarters of 2002, respectively, as reported in its Forms 10-Q and press
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releases attached to Forms 8-K. Moreover, in its segment reporting for Expanets, NorthWestern
understated Expanets’ operating loss by approximately 66% for the first quarter of 2002, and
overstated Expanets’ operating income by approximately 86% and 270%, respectively, for the
second and third quarters of 2002.

Adjustments to Cusfomer Bills -

21. Asaresult of the inaccurate customer bills generated by the EXPERT system,
Expanets issued partial credits to affected customers. Expanets recorded these credits as “billing
adjustments,” which reduced both its revenue and income in the current period. Since Expanets
credited customer accounts in periods after it initially recognized revenue from a transaction,
Expanets maintained a “billing adjustment reserve” for anticipated credits to customer accounts.
Expanets calculated its billing adjustment reserve based on the revenue it billed, its actual billing
adjustments during the reporting period, and its evaluation of the aggregate accuracy of its
customer bills. '

22. Because EXPERT generated a significant number of inaccurate and incomplete
customer bills in the first quarter of 2002, Expanets’ billing adjustments in the first quarter of 2002
surpassed projected levels of approximately $2 million per month and reached more than $3
million for March 2002. During the first quarter of 2002, Expanets also internally forecasted that
EXPERT’s billing accuracy problems would continue for several months. Still, Expanets
increased its billing adjustment reserve by a net of only approximately $1.5 million in the first
quarter of 2002.

23. As EXPERT billings problems persisted during the second quarter of 2002,
Expanets’ billing adjustments significantly exceeded originally-projected levels and reached
approximately $6 million for the month of June 2002. Expanets estimated that its billing
adjustments would be $13 million higher than it had originally forecasted for the remainder of the
year. However, Expanets did not increase its billing adjustment reserve to comport with these
internal forecasts. Instead, Expanets reduced its billing adjustment reserve by $2.3 million during
the second quarter, thereby increasing its operating income by the same amount.

24. For the third quarter of 2002, Expanets’ billing adjustments totaled more than $22
million, which again significantly exceeded its original and revised projections. Expanets further
estimated that, due to a planned correction of a certain category of customer bills, its billing
adjustments for the fourth quarter would exceed its revised estimates by an additional $3.4 million.
However, Expanets again did not increase its billing adjustment reserve. Instead, it reduced this
reserve by $4 million during the third quarter, which increased Expanets’ operating income by the
same amount.

25. In December 2002, NorthWestern announced that it anticipated that Expanets would
take substantial charges in the fourth quarter relating to Expanets’ billing adjustments. In its April
-2003 restatements for the first three quarters of 2002, NorthWestern acknowledged that it had
understated its billing adjustment reserve in each of these quarters, and as a result, the company




reduced reported revenues and income by approximately $18.3 million, $10.1 million, and $5.4
million, respectively.

26. As aresult of its improper accounting for billing adjustments, NorthWestern
overstated its income from continuing operations by approximately 98%, 46%, and 31% for the
first three quarters of 2002, respectively, as reported in its Forms 10-Q and press releases attached
to Forms 8-K. In its segment reporting for Expanets, NorthWestern understated Expanets’
operating loss by approximately 87% for the first quarter of 2002, and overstated Expanets’
operating income by approximately 1094% and 164%, respectively, for the second and third
quarters of 2002. NorthWestern also did not disclose in any of its filings for the first three quarters
of 2002 that losses resulting from billing adjustments were probable or reasonably possible.

The Quality of Expanets’ Income

Reserve Reductions

27. During the first three quarters of 2002, Expanets reduced amounts it had recorded in
at least fourteen of the reserve accounts it maintained on its balance sheet, including the billing
adjustments reserve account discussed above. These reductions materially increased Expanets’
and NorthWestern’s income.

28. In the first quarter of 2002, $2.6 million of Expanets’ income was derived from
reserve reductions. This amount reduced by approximately 50% Expanets’ reported segment
operating loss of approximately $2.7 million and represented approximately 7% of NorthWestern’s
reported income from continuing operations for that quarter.

29. Inthe second quarter of 2002, $8.8 million of Expanets’ income was derived from
reserve reductions. This amount represented approximately 80% of Expanets’ reported segment
operating income of $11 million and approximately 27% of NorthWestern’s income from
continuing operations for that quarter.

30. In the third quarter of 2002, $27 million of Expanets’ income was derived from
reserve reductions. With this income, Expanets was able to report $8.7 million of operating
income rather than a substantial operating loss. In addition, with this income, NorthWestern was
able to report $14.6 million of income from continuing operations for that quarter rather than an
operating loss.

31. NorthWestern’s Forms 10-Q for the first three quarters of 2002 did not disclose the
material impact that these reserve reductions had on the reported results of operations of
Expanets and NorthWestern during these periods. NorthWestern did not disclose the material
impact of these reserve reductions until April 2003 when it restated its Forms 10-Q for the first
three quarters of 2002.




Unusual Transactions

32. In conjunction with Expanets’ acquisition of certain assets of a competitor, Expanets
agreed that, in exchange for payments from the competitor, Expanets would not solicit specific
business of the competitor’s customers. Expanets’ competitor was obligated to make these “non-
compete” type of payments to Expanets until March 2005. These payments were not characteristic
of Expanets’ regular operations and therefore represented unusual transactions.

33. In the first quarter of 2002, NorthWestern reported in its segment disclosures that
Expanets had an operating loss of approximately $2.7 million. Approximately $9.3 million of
Expanets’ income came from the non-compete payments. The $9.3 million also represented
approximately 25% of NorthWestern’s consolidated income from continuing operations for the
quarter.

34. Inthe second quarter of 2002, NorthWestern reported in its segmeént disclosures that
Expanets had operating income of approximately $11 million. Approximately $10 million of
Expanets’ income came from the non-compete payments. The $10 million also represented
approximately 31% of NorthWestern’s consolidated income from continuing operations for the
quarter. : : '

35. In the third quarter of 2002, NorthWestern reported in its segment disclosures that
Expanets had operating income of approximately $8.7 million. Approximately $15.3 million of
Expanets’ income came from the non-compete payments. The $15.3 million also represented
approximately 68% of NorthWestern’s consolidated income from continuing operations for the
quarter.

36. NorthWestern’s Forms 10-Q for the first three quarters of 2002 did not disclose
Expanets’ receipt of these unusual non-compete payments and their material effects on Expanets’
and NorthWestern’s income. NorthWestern did not disclose the existence of these non-compete
payments or their effect until it filed its 2002 Form 10-K and restated its 2002 Forms 10-Q in April
2003.

NorthWestern’s Intercompany Advances to Expanets and Blue Dot

37. EXPERT’s inability to generate any customer bills in late 2001 and early 2002 and
other billing problems that followed caused Expanets’ cash flow from operations during the first
quarter of 2002 to be a deficit of approximately $68.7 million. As a result, NorthWestern provided
Expanets with significant intercompany advances during the first quarter of 2002 to enable
Expanets to pay operating and other expenses, including a scheduled amount on a third-party credit
facility. By the end of the first quarter of 2002, NorthWestern’s intercompany advances to
Expanets totaled $63.3 million.

38. During the second quarter of 2002, EXPERT’s continuing billing and collections
problems caused Expanets’ cash collections to lag significantly behind expected levels.
NorthWestern therefore provided Expanets with additional intercompany advances of
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approximately $50 million to help Expanets pay operating expenses and another scheduled amount
on a third-party credit facility. By the end of the second quarter, NorthWestern’s intercompany
advances to Expanets totaled $113.4 million.

_ 39. Similarly, during the first quarter of 2002, NorthWestern provided Blue Dot with

\ approximately $21 million in intercompany advances so that Blue Dot could pay off a large credit
facility and operating expenses when due. NorthWestern’s outstanding intercompany advances to
Blue Dot totaled approximately $37.1 million at the end of the first quarter of 2002.

40. In the second quarter of 2002, Blue Dot paid back some of the cash advanced by
NorthWestern with proceeds from a one-time sale and leaseback transaction. Nevertheless,
NorthWestern’s outstanding intercompany advances to Blue Dot still totaled approximately $22.8
million at the end of that quarter.

41. NorthWestern’s intercompany advances to Expanets and Blue Dot demonstrated that
these businesses were continuing to require further investments from the parent company, rather
than providing cash to the consolidated entity. NorthWestern’s need to advance funds to Expanets
and Blue Dot was information that was necessary to understand NorthWestern’s financial
condition and was reasonably likely to impact NorthWestern’s liquidity.

42. NorthWestern’s Form 10-Q for the first quarter of 2002 did not disclose
NorthWestern’s intercompany advances to Expanets or Blue Dot, or the significance of those
advances. NorthWestern disclosed in its Form 10-Q for the second quarter of 2002 that it made
intercompany advances to Expanets. However, NorthWestern still did not disclose its
intercompany advances to Blue Dot or any information about the significance of the intercompany
advances to either subsidiary. NorthWestern did not disclose the existence and amount of its
intercompany advances until September 2002.

Allocation of Losses to Blue Dot Minority Interests

43.  When Blue Dot acquired other businesses, it paid the former owners in part with Blue
Dot common stock. As a result of these transactions, the former owners held minority interests in
Blue Dot. NorthWestern allocated a portion of Blue Dot’s losses to these minority interests, which
had the effect of increasing NorthWestern’s consolidated income from continuing operations. This
accounting treatment was proper only to the extent that the losses applicable to the Blue Dot
minority interest did not exceed the minority interest in the equity capital of Blue Dot.

44. Before it filed its financial statements for the second quarter of 2002, NorthWestern
received a third-party appraisal of Blue Dot for the purpose of assessing Blue Dot’s enterprise
value. Based on the total value of the Blue Dot entity as reflected in the appraisal, Blue Dot’s
common stock was worthless. -

45. Despite this information, in its financial statements for the second quarter of 2002,
NorthWestern allocated $8.1 million of Blue Dot’s losses to minority interests based on stock
issued for acquisitions Blue Dot made that quarter. In addition, NorthWestern failed to disclose in
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its second quarter Form 10-Q the material effects of the decrease in value of Blue Dot common
stock, or any uncertainties about NorthWestern’s ability to allocate losses to Blue Dot minority
interests.

46. Because of its improper allocation of losses to minority interests, NorthWestern
reported income from continuing operations of approximately $20.9 million rather than $12.8
million, an overstatement of approximately 63%, in its Form 10-Q for the second quarter of 2002
and a press release attached to a Form 8-K. NorthWestern reversed its allocation of losses to Blue
Dot’s minority interests when it restated its second quarter 2002 Form 10-Q in April 2003.

The Colstrip Utilitv Asset Sale

47. In February 2002, when NorthWestern purchased Montana Power, NorthWestern
became the successor-in-interest to a contract for the sale of certain assets known as the “Colstrip’
transmission assets (“Colstrip assets”). The contract called for a payment of approximately $97
million to NorthWestern upon the satisfaction of certain conditions. During the second quarter of
2002, NorthWestern announced that it expected to collect the proceeds from the sale of the Colstrip
assets by June or July 2002. :

k4

_ 48. Throughout 2002, the sale of the Colstrip assets was significant to NorthWestern
because it would have generated significant cash for the company and enhanced its liquidity
position. Accordingly, analysts and rating agencies tracked the status of the sale.

49. Between May and July 2002, the other party to the Colstrip assets sale contract
repeatedly informed NorthWestern that it would not close the sale until the parties were able to
resolve other claims. On August 5, 2002, NorthWestern filed but did not serve a complaint against
this party in a Montana State court. '

50. NorthWestemn’s Form 10-Q for the second quarter of 2002 did not disclose the
Colstrip asset sale dispute and its potential impact on NorthWestern’s financial condition, }
including its impact on NorthWestern’s liquidity. On September 4, 2002, NorthWestern served its
complaint on the other party to the Colstrip sale and subsequently disclosed the existence of its
lawsuit in its third quarter Form 10-Q. In May 2005, NorthWestern settled the lawsuit by agreeing
to retain the Colstrip assets in exchange for, among other things, a $9 million payment from the
other party. «

Violations

51. Sections 13(a) and 13(b)(2)(A) of the Exchange Act and Rules 12b-20, 13a-11, and
13a-13 require issuers to make and keep accurate books, records, and accounts, to file quarterly
and current reports with the Commission, and to keep reported information current and not ,
misleading. As a result of the conduct described above, NorthWestern violated Sections 13(a) and
13(b)(2)(A) of the Exchange Act and Rules 12b-20, 13a-11, and 13a-13 thereunder.
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52.  Section 13(b)(2)(B) of the Exchange Act requires issuers to devise and maintain a
system of internal accounting controls sufficient to provide reasonable assurances that transactions
are recorded as necessary to permit preparation of financial statements in accordance with
generally accepted accounting principles. As a result of the conduct described above,
NorthWestern violated Section 13(b)(2)(B) of the Exchange Act. '

IV.

In determining to accept the Offer, the Commission considered remedial acts
promptly undertaken by Respondent and cooperation afforded the Commission staff.

V.

In view of the foregoing, the Commission deems it appropriate to impose the sanctions
agreed to in Respondent NorthWestern’s Offer. ‘

Accordingly, it is hereby ORDERED that Respondent cease and desist from committing or
causing any violations and any future violations of Sections 13(a), 13(b)(2)(A) and 13(b)(2)(B) of

the Exchange Act and Rules 12b-20, 13a-1 1, and 13a-13 thereunder.

By the Commission.

Nancy M. Morris
Secretary

11




UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

March 8, 2007

IN THE MATTER OF CERTAIN :
COMPANIES QUOTED ON THE ol ORDER OF SUSPENSION
PINK SHEETS: : OF TRADING

Advanced Powerline Technologies Inc.
America Asia Petroleum Corp.
Amerossi Int’l Group, Inc.

Apparel Manufacturing Associates, Inc.

" Asgard Holdings Inc.

Biogenerics Ltd.

China Gold Corp.

CTR Investments & Consulting, Inc.
DC Brands International, Inc.
Equal Trading, Inc.

Equitable Mining Corp.

- Espion International, Inc.

Goldmark Industries, Inc.

. GroFeed Inc.

Healtheuniverse, Inc.

Interlink Global Corp.
Investigative Services Agencies, Inc.
iPackets International, Inc.

Koko Petroleum Inc.

Leatt Corporation

LOM Logistics, Inc.

Modern Energy Corp.

National Healthcare Logistics, Inc.
Presidents Financial Corp.

Red Truck Entertainment Inc.
Relay Capital Corp.

Rodedawg International Industries, Inc.
Rouchon Industries, Inc.

Software Effective Solutions Corp.
Solucorp Industries Ltd.
Sports-stuff.com Inc.

UBA Technology, Inc.

Wataire Industries Inc.

WayPoint Biomedical Holdmgs, Inc.

"Wineco Productions Inc.

File No. 500-1

Dbo:umuot' 14 @@‘—/)\




It appears to the Securities and Exchange Commission that there is a lack of current and
accurate information concerning the securities of the issuers listed below. As set forth below for
each issuer, questions have arisen regarding the adequacy and accuracy of publicly disseminated
information conceming, among other things: (1) the companies’ assets, (2) the companies’
business operations, (3) the companies’ current financial condition, and/or (4) financing
arrangements involving the issuance of the companies’ shares. ‘

1. Advanced Powerline Technologies Inc. is a Nevada company based in
Oklahoma. Questions have arisen regarding the adequacy and accuracy of press
releases concerning the company’s operations and performance.

2. America Asia Petroleum Corp. is a Nevada company with offices in Nevada
and China. Questions have arisen regarding the adequacy and accuracy of press
releases concerning the company’s assets and operations.

3. Amerossi Int’l Group, Inc., is a Wyoming company with offices in Bangkok,
Thailand. Questions have arisen regarding the adequacy and accuracy of press
releases concerning the company’s assets.

4. Apparel Manufacturing Associates, Inc., is a Delaware company with offices in |
Bloomfield, Connecticut. Questions have arisen regarding the adequacy and
accuracy of press releases concerning the company’s management and operations.

5. Asgard Holdings Inc. is a Nevada company based in California. ‘Questions have
arisen regarding the adequacy and accuracy of press releases concerning the
- company’s operations and concerning stock promoting activity by the company.

6. Biogenerics Ltd. is a Nevada company with offices in Texas. Questions have
arisen regarding the adequacy and accuracy of press releases concerning the
company’s operations and assets.

7. China Gold Corp. is a Nevada company with offices in China. Questions have
arisen regarding the adequacy and accuracy of press releases concerning the
company’s operations and assets. .

8. CTR Investments & Consulting, Inc., is a Nevada company based in Maryland.
Questions have arisen regarding the adequacy and accuracy of press releases
concerning the company’s operations.

9. DC Brands International, Inc., is a company incorporated and based in
Colorado. Questions have arisen regarding the adequacy and accuracy of press
releases concerning the company’s operations.

10.  Equal Trading, Inc., is a Nevada company _with.ofﬁces in Illinois. Questions
have arisen regarding the adequacy and accuracy of press releases concerning the
company’s operations and financial condition.




11.

12.

13.

14.

15.

16.

17.

18.

19.

20.

21.

Equitable Mining Corp. is a Wyoming company with offices in Toronto,
Ontario. Questions have arisen regarding the adequacy and accuracy of press
releases concerning the company’s assets.

Espion International, Inc., is a Nevada company based in California. Questions
have arisen regarding the adequacy and accuracy of press releases concerning the
company’s operations and financing arrangements.

Goldmark Industries, Inc., is a Nevada company based in Vancouver, British
Columbia, Canada. Questions have arisen regarding the adequacy and accuracy
of press releases concerning the company’s operations and financing
arrangements and the adequacy of publicly available information concerning the
company’s management.

GroFeed Inc. is a Nevada company with offices in Toronto, Ontario, Canada.
Questions have arisen regarding the adequacy and accuracy of press releases
concerning the company’s operations and assets.

Healtheuniverse, Inc., is a company incorporated and based in California.
Questions have arisen regarding the adequacy and accuracy of press releases
concerning the company’s operations and concerning stock promoting activity.

Interlink Global Corp. is a company incorporated and based in Florida.
Questions have arisen regarding the adequacy and accuracy of press releases
concerning the company’s operations and concerning stock promoting activity by
the company.

Investigative Services Agencies, Inc., is a company incorporated and based in
Illinois. Questions have arisen regarding the adequacy and accuracy of press
releases concerning the company’s operations and financial performance.

iPackets International, Inc., is a Nevada company with offices in Vancouver,
British Columbia, Canada. Questions have arisen regarding the adequacy and
accuracy of press releases concerning the company’s operations and assets.

Koko Petroleum Inc. is a Nevada company with offices in British Columbia,
Canada. Questions have arisen regarding the adequacy and accuracy of press
releases concerning the company’s assets.

Leatt Corporation is a Nevada company with offices in Las Vegas, Nevada.
Questions have arisen regarding the adequacy and accuracy of press releases
concerning the company’s assets and operations.

LOM Logistics, Inc., is a Louisiana company. Questions have arisen regarding
the adequacy and accuracy of press releases concerning the company’s
operations.




22.

23.

24.

25.

26.

27.

28.

29.

30.

31.

32.

Modern Energy Corp. is a Wyoming company with offices in California,
Questions have arisen regarding the adequacy and accuracy of press releases
concerning the company’s operations and financial condition.

National Healthcare Logistics, Inc., is a Nevada company with offices in
Tennessee. Questions have arisen regarding the adequacy and accuracy of press
releases concerning the company’s operations.

Presidents Financial Corp. is a Nevada company with offices in Vancouver,
British Columbia, Canada. Questions have arisen regarding the adequacy and
accuracy of press releases concerning the company’s management and operations.

Red Truck Entertainment Inc. is a Nevada company with offices in Scottsdale,
Arizona. Questions have arisen regarding the adequacy and accuracy of press
releases concerning the company’s operations and financial performance and the
adequacy of publicly available information concerning the company’s stock
issuances. '

Relay Capital Corp. is a Nevada company with offices.in Scottsdale, Arizona.
Questions have arisen regarding the adequacy and accuracy of press releases
concerning the company’s operations.

Rodedawg International Industries, Ixic., is a Nevada company with offices in
California. Questions have arisen regarding the adequacy and accuracy of press
releases concerning the company’s operations.

Rouchon Industries, Inc., is a company incorporated and based in California.
Questions have arisen regarding the adequacy and accuracy of press releases
concerning the company’s financing arrangements and financial performance.

Software Effective Solutions Corp. is a Louisiana company located in the
Philippines. Questions have arisen regarding the adequacy and accuracy of press
releases concerning the company’s operations.

Solucorp Industries Ltd. is a Canadian company with offices in Florida.
Questions have arisen regarding the adequacy and accuracy of press releases
concerning the company’s financial performance and the adequacy of publicly
available information concerning insider stock holdings and transactions.

Sports-stuff.com Inc. is a Nevada company. Questions have arisen regarding the
adequacy and accuracy of press releases concerning the company’s operations.

UBA Technology, Inc., is a Nevada company. Questions have arisen regarding
the adequacy and accuracy of press releases concerning the company’s
operations. ' ~




33.  Wataire Industries Inc. is a Nevada company with offices in Surrey, British
Columbia, Canada. Questions have arisen regarding the adequacy and accuracy
of press releases concerning the company’s operations and assets.

34.  WayPoint Biomedical Holdings, Inc., is a Nevada company with offices in
California. Questions have arisen regarding the adequacy and accuracy of press
releases concerning the company’s operations and financing arrangements.

35.  Wineco Productions Inc. is 2 Nevada company with offices in Florida.
Questions have arisen regarding the adequacy and accuracy of press releases
concerning the company’s operations.

The Commission is of the opinion that the public interest and the protection of investors
require a suspension of trading in the securities of the companies listed above.

Therefore, it is ordered, pursuant to Section 12(k) of the Securities Exchange Act of
1934, that trading in the companies listed above is suspended for the period from 9:30 a.m. EST,
March 8, 2007, through 11:59 p.m. EDT, on March 21, 2007.

By the Commission. MW M
_ ' Nancy M. Morris
Secretary




UNITED STATES OF AMERICA
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ADMINISTRATIVE PROCEEDING
File No. 3-12589

In the Matter of : ORDER INSTITUTING ADMINISTRATIVE

: PROCEEDINGS PURSUANT TO RULE
C. BURT DUREN (CPA), : = 102(e) OF THE COMMISSION’S RULES OF
: PRACTICE, MAKING FINDINGS, AND
Respondent. : IMPOSING REMEDIAL SANCTIONS
I

The Securities and Exchange Commission (“Commission”) deems it appropriate and in the
public interest that public administrative proceedings be, and hereby are, instituted against C. Burt
Duren (“Respondent” or “Duren”) pursuant to Rule 102(e)(3)(i) of the Commission’s Rules of
Practice.!

II.

In anticipation of the institution of these proceedings, Respondent has submitted an Offer
of Settlement (the “Offer”) which the Commission has determined to accept. Solely for the

'Rule 102(e)(3)(i) provides, in relevant part, that:

The Commission, with due regard to the public interest and without preliminary hearing,
may, by order, . . . suspend from appearing or practicing before it any . . . accountant . . . who has
been by name . . . permanently enjoined by any court of competent jurisdiction, by reason of his
or her misconduct in an action brought by the Commission, from violating or aiding and abetting
the violation of any provision of the Federal securities laws or of the rules and regulations

Docuh«bfj— (6\ O‘FL/J\

thereunder.




purpose of these proceedings and any other proceedings brought by or on behalf of the
Commission, or to which the Commission is a party, and without admitting or denying the ﬁndmgs
herein, except as to the Commission’s jurisdiction over him and the subject matter of these
proceedings, and the findings contained in Section III, 3 below, which are admitted, Respondent
consents to the entry of this Order Instituting Administrative Proceedings Pursuant to Rule 102(e)
of the Commission’s Rules of Practice, Making Findings, and Imposing Remedial Sanctions
(“Order”), as set forth below.

IIL
On the basis of this Order and Respondent’s Offer, the Commission finds that:

1. ©  Duren, 46, was employed as Vice President of Finance and Treasurer for One Price
Clothing Stores, Inc. (“One Price”) until October 2003, when he was appointed as CFO of the
company. Duren was terminated from that position in December 2003. Duren is and has been a
certified public accountant licensed to practice in the State of South Carolina.

2. OnePrice is a Delaware corporation headquartered in Duncan, South Carolina.
Before filing for bankruptcy in February 2004, One Price operated a chain of discount retail
clothing stores. One Price’s common stock is registered with the Commission pursuant to Section
12(g) of the Securities Exchange Act of 1934 (“Exchange Act”). During the relevant period, One
Price’s common stock was listed on the NASDAQ National Market until January 2003, and was
then listed on the NASDAQ Small Cap Market from January 2003 until June 2003 after which
One Price’s shares were quoted on the Pink Sheets quotation service. On February 9, 2004, One
Price filed a voluntary Chapter 11 bankruptcy petition in the Southern District of New York.

3. On March 1, 2007, a final judgment was entered against Duren,
permanently enjoining him from future violations of Section 17(a) of the Securities Act of 1933
(“Securities Act”), Sections 10(b) and 13(b)(5) of the Exchange Act and Rules 10b-5, 13a-14,
13b2-1 and 13b2-2 thereunder, and aiding and abetting violations of Sections 13(a), 13(b)(2)(A)
and 13(b)(2)(B) of the Exchange Act and Rules 12b-20, 13a-1 and 13a-13 thereunder, in the civil
action entitled Securities and Exchange Commission v. Leonard M. Snyder. et al., Civil Action
Number 7-05-2471-RBH, in the United States District Court for the District of South Carolina.
Duren was also ordered to pay a $35,000 civil money penalty and barred from serving as the
officer or director of a public company for five years.

4. The Commission’s complaint alleged, among other things, that in order to increase
One Price’s allowable borrowings and avoid default under its credit facility, Duren and others
caused One Price to falsely report as inventory merchandise that was ordered but never shipped
to the company. The complaint also alleged that this false reporting of in-transit inventory was a
default under the terms of One Price’s credit facility. The complaint further alleged that based
upon the artificially inflated inventory levels reported to its lender, One Price misrepresented that
it was in continual compliance with the credit facility in its Form 10-K filed with the
Commission for the fiscal year ended February 1, 2003, and Forms 10-Q for the quarters ended
May 3, August 2 and November 1, 2003, when in fact One Price was in default under the terms
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of the credit facility during each of those periods. Additionally, the complaint alleged that One
Price included the falsely inflated levels of inventory in its general ledger and thus reported false
and inflated levels of inventory in the interim financial statements One Price filed with the
Commission on Forms 10-Q for the quarters ended May 3, August 2 and November 1, 2003.

Iv.

In view of the foregoing, the Commission deems it appropriate and in the public interest to
impose the sanction agreed to in Respondent Duren’s Offer.

Accordingly, it is hereby ORDERED, effective immediately, that:

A, Duren is suspended from appearing or practicing before the Commission as an
accountant.

B. After three years from the date of this order, Respondent may request that the
Commission consider his reinstatement by submitting an application (attention: Office of the
Chief Accountant) to resume appearing or practicing before the Commission as:

1. a preparer or reviewer, or a person responsible for the preparation or
review, of any public company’s financial statements that are filed with the Commission. Such
an application must satisfy the Commission that Respondent’s work in his practice before the
Commission will be reviewed either by the independent audit committee of the public company
for which he works or in some other acceptable manner, as long as he practices before the
Commission in this capacity; and/or

2. an independent accountant. Such an application must satisfy the
Commission that: :

(@)  Respondent, or the public accounting firm with which he is
associated, is registered with the Public Company Accounting Oversight Board (“Board”) in
accordance with the Sarbanes-Oxley Act of 2002, and such registration continues to be effective;

(b)  Respondent, or the registered public accounting firm with which he
is associated, has been inspected by the Board and that inspection did not identify any criticisms
of or potential defects in the respondent’s or the firm’s quality control system that would indicate
that the respondent will not receive appropriate supervision.

(©)  Respondent has resolved all disciplinary issues with the Board, and
has complied with all terms and conditions of any sanctions imposed by the Board (other than
remstatement by the Commission); and

(d) Respondent acknowledges his responsibility, as long as
Respondent appears or practices before the Commission as an independent accountant, to
comply with all requirements of the Commission and the Board, including, but not limited to, all
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requirements relating to registration, inspections, concurring partner reviews and quality control
standards.

C. The Commission will consider an application by Respondent to resume
appearing or practicing before the Commission provided that his state CPA license is

“ above, any other matters relating to Respondent’s character, integrity, professional conduct, -
or qualifications to appear or practice before the Commission,

By the Commission.

Nancy M. Morris
Secretary

By: J. Lynn Taylar
Assistant secrewdly
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I.

The Securities and Exchange Commission (“Commission”) deems it appropriate and in the
public interest that public administrative proceedings be, and hereby are, instituted against Steven
J. Landmann (“Respondent” or “Landmarnn”) pursuant to Rule 102(e)(3)(i) of the Commission’s

Rules of Practice.!

' Rule 102(e)(3)(i) provides, in relevant part, that:

The Commission, with due regard to the public interest and without preliminary hearing,
may, by order, . . . suspend from appearing or practicing before it any . . . accountant . . . who has

been by name . . . permanently enjoined
or her misconduct in an action brought b

by any court of competent jurisdiction, by reason of his
y the Commission, from violating or aiding and abetting

the violation of any provision of the Federal securities laws or of the rules and regulations

thereunder.
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In anticipation of the institution of these proceedings, Respondent has submitted an Offer
of Settlement (the “Offer””) which the Commission has determined to accept. Solely for the
purpose of these proceedings and any other proceedings brought by or on behalf of the
Commission, or to which the Commission is a party, and without admitting or denying the findings
herein, except as to the Commission’s jurisdiction over him and the subject matter of these
proceedings, and the findings contained in Section III § 3 below, which are admitted, Respondent
consents to the entry of this Order Instituting Administrative Proceedings Pursuant to Rule 102(e)
of the Commission’s Rules of Practice, Making Findings, and Imposing Remedial Sanctions
(“Order”), as set forth below.

IIL
On the basis of this Order and Respondent’s Offer, the Commission finds that:

1. Landmann, age 47, is and has been a holder of a certificate of public
accountancy in the State of Missouri. He served as Controller of Engineered Support Systems, Inc.

(“ESSI”) from 1998 until January 2006.

2. ESSI was, at all relevant times, a Missouri corporation with its principal
place of business in St. Louis, Missouri. ESSI was engaged in the business of manufacturing
electronics and equipment, and providing systems integration services for the United States and
foreign militaries. At all relevant times, ESSI’s common stock was registered with the Commission
pursuant to Section 12(g) of the Securities Exchange Act of 1934 (“Exchange Act”), and was traded
on the NASDAQ NMS. '

3. On February 6, 2007, the Commission filed a complaint against Landmann
in SEC v. Landmann (Civil Action No. 4:07-cv-00271-CAS). On February 12, 2007, the court
entered an order, by consent, permanently enjoining Landmann from future violations of Section
17(a) of the Securities Act of 1933, Sections 10(b), 13(b)(5), and 14(a) of the Exchange Act and
Rules 10b-5, 13b2-1, 13b2-2, and 14a-9 thereunder, and aiding and abetting violations of Sections

13(a), 13(b)(2)(A), and 13(b)(2)(B) of the Exchange Act and Rules 12b-20, 13a-1, and 13a-13

thereunder. Landmann was also ordered to pay $518,972.50 in disgorgement of ill-gotten gains
from his sales of stock while participating in the fraud, and $108,099 in prejudgment interest; and a
$259,486 civil money penalty. ‘

4, The Commission’s complaint alleged, among other things, that Landmann,
at the direction of others, engaged in a fraudulent scheme which resulted in ESSI filing materially
false and misleading statements and/or materially misstated financial statements in the company’s
annual reports on Form 10-K for the fiscal years ended October 31, 1997 through 2002, in
quarterly reports on Form 10-Q filed during fiscal years 1997 through 2002, and in proxy
statements filed from 1997 through 2003. The Complaint alleged that Landmann, at the direction
of others, backdated ESSI stock options to coincide with low points in the closing market price for
ESSI common stock, resulting in approximately $20 million of ill-gotten benefits to ESSI insiders
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instances when ESSI’s stock price fell after options were awarded, Landmann, at the direction of
others, cancelled those options and reissued them with a new backdated grant date and price. The
Complaint further alleged that Landmann, at the direction of others, issued stock options to non-
employee directors beyond what the directors were authorized to receive under ESSI’s stock option
plans. None of these practices were disclosed in Commission filings. The Complaint alleged that
these undisclosed practices caused ESSI to make false and misleading statements relating to
ESSI’s stock options in filings with the Commission, including the false statement that the options
were granted with an exercise price equal to the closing price of ESSI’s common stock on the date
the options were awarded. The Complaint alleges that Landmann prepared portions of financial
statements filed with the Commission that materially understated ESSI’s compensation expense
and materially overstated its income in its financial statements filed with the Commission.

. through grants of disguised “in-the-money” options. The Complaint also alleged that, in two

Iv.

In view of the foregoing, the Commission deems it appropriate and in the public interest to
impose the sanction agreed to in Respondent Landmann’s Offer.

Accordingly, it is hereby ORDERED, effective immediately, that:

Landmann is suspended from appearing or practicing before the Commission as an
accountant. '

By the Commission.

Nancy M. Morris
Secretary

pssistant Secrewdry
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17 CFR Part 240 | ' | \
[Release No. 34-55431; File No. S7-08-07]
RIN 3235-AJ85
Amendments to Financial Responsibility Rules for Broker-Dealers
AGEN CY: Securities and Exchange Commission (the “Commission”).
ACTION: Proposed.rule.
SUMMARY: The Commission is proposing for comment amendments to its net capital,
customer p'rotectibn, books .and records, and riotiﬁéation rules ’for broker-dealers under the
Securities Exchange Act of 1934 (“Exchange Act”). “The proposed amendments would address
several emerging areasrof concern regardihg the financial requirements for broker-dealefs. They
’ also ‘would update the ﬁnancial respousibility rules and make certain technical amendments.
DATES: Comments should be received on or before [insert date 60 days after publication in the .
Federal Regigter].. | |

ADDRESSES: Comments may be submitted by any of the following methods:

Electronic comments:

e Use the Commission’s Internet comment form (http://WWW.sec. Vgov/rules/proposed);‘or

o Send an e-mail to rulé-comments@sec;pv. Pleasq include File Number S7-08-07 on the
subject line; or |

e  Use the Fecieral eRulemaking Portal (http://WwW.regulations. gov). Follow thé
inétfuctions for submitting- commenfs. "

Paper comments:

: bocwy\arj" 1) "F S




o Send paper comments in triplicate to Nancy M. Morris, Secretary, Securities and
~ Exchange Commission, 100 F Sfrcet, NE, Washington, DC 20549—1090.'
All submissions should refer to File Nﬁmber S$7-08-07. This file number should ‘be included on
the _sﬁbject line if e-mail is used. To Ihélp us process and review your comments more

efﬁciently, please use only one method. The Commission will post all comments on the

Commission’s Internet Web site (http://www.sec. gov/rules/proposed). Comments will also be
available for public inspection and copying in the Commission’s Public Reference Room, 100 F
Street, NE, Washington, DC 20549. All comments received will be posted without change; we

.do not edit personal identifying information from submissions. You shouid submit only

- ’infonnation that you wish to make available publicly.

FOR FURTHER INFORMATION CONTACT: Michael A. Macchiaroli, Associate Director,
at (202) 551-5525; Thomas K. McGowan, Assistant Director, at (202) 551-5521; Randall Roy,
Branch Chief, at (202) 55 1-5522; or Bonnie Gauch, Attorney, (202) 551-5 524;,Division of
Market Regulation, Securities and Exchange Commissipn, 100 F Street, NE, Washington, DC
20549-6625. |

SUPPLEMENTARY INFORMATION:

1. - BACKGROUND

We are proposing for comment amendments to the broker-dealer net capital rule (Rule

15¢3-1),' customer protection rule (Rule 15¢3-3),> books and records rules (Rules 17a-3 and 17a-

" 4),® and notification rule (Rule 17a-11).*

! 17 CFR 240.15¢3-1.

2 17 CFR 240.15¢3-3.




II. PROPOSED AMENDMENTS -
| A. Amendménts to the Customér Protection Rule

The Commission adopted the customer proteétion rule (Rule 15¢3-3) in 1972 in response. ‘
~ toa congressional directive to strengthen the ﬁnancial responsibility requirements for broker-
dealers that carry customer assets.” The rule réquires a broker-dealer to take certain steps to
protect the credit balances and securities it holds for customers. Under the rule, a broker-dealer
must, in essence, segregate customer funds and fully paid and éxcess margin securities held by
the firm for the acéounts of customers..6 The intent of the rule is to require a broker-dealer to
hold customer assets in a mz_ﬁmer that enables their prompt retﬁm in the event of an insolvency,
which, in turn, increases the ability of the firm to wind down in an orderly self-liquidation and,
thereby avoid the need for a proceeding under the Securities Investor Protection Act of 1970
(“SIPA”)? |

The required amount of customer funds to be segregated is calculated pursuant to a

formula set forth in Exhibit A to Rule 15¢3-3.% Under the formula, the broker-dealer adds up

17 CFR 240.172-3 and 17 CFR 240.172-4.

*  17CFR240.172-11. |

5 See Exchange Act Release No. 9856 (November 1 0, 1972), 1972 SEC LEXIS 189.
Subparagraph (a)(3) of Rule 15¢3-3 defines “fully paid securities” as securities carried in
any type of account for which the customer has made a full payment. Subparagraph (a)(5)
defines “excess margin securities” as securities having a market value in excess of 140%
of the amount the customer owes the broker-dealer and which the broker-dealer has
designated as not constituting margin securities.

7 15U.S.C. 78aaa et seq.

8 17 CFR 240.15¢3-3a.




various credit'and‘debit line itéms. The credit items include cash balances in customer accounts
and funds obtained through the use of customer securities. ‘The debit items include money owed
by customers (e.g., from margin lending), securities borrowed by the broker-dealer to effectuate
customer short sales, and required margin posted to certain clearing agencies as a consequence of
customer securities transactions. If, under the formula,rcustomer credit items exceed customer
debit items, the broker-dealer mﬁst maintain césh or qualiﬁed securities in that net amount in a
“Special Reserv¢ Bank Account for the Exclusive Benefit of Customers.” This account must be
s.egregated from any other bank account of the broker-dealer. Generally, a broker-dealer with a |
deposit requirement of $1 million or more computes its reserve requirement on a weekly basis as
of the close of the last business day of the week (usually Friday).” The weekly calculation
determinés the required minimum balance the broker-dealer must maintain in the reserve
account.

As noted, Rule 15¢3-3 also requires a broker-dealer to maintain physical possession or
~ control of all fully paid and excess inérgin securities carried for customers.'® This means the
broker-dealer cannot lend or hypothecate these securities and must hold them itself or, as is more
common, in a satisfactory control lécation. Under the rule, satisfactory control locations include
regulated securities clearing agencies, US banks, and, wich the approval of the Commission,
ceﬁain foreign financial institutions."" In order to rﬁeet the possession or control requirement, a

broker-dealer must determine on a daily basis the amount of customer fully paid and excess

® -~ 17 CFR 240.15¢3-3(e)(3).
10 17 CFR 240.15¢3-3(b)(1).

n 17 CFR 240.15¢3-3(c).




margin securities (by issuer and class) it hoids for customers.'? It then compares that amount
with the amount of securities it holds free of lien in its own possession or at one of the
satisfactory control locations. If a shortfall exists, fl\e' firm must take certain actions under the
rule.”® The actions include: removing liens on sécuﬁties collateralizing a bank loan; recalling
securities loaned to a bank or cleariﬁg corporation; buying-in securities thatihavev been failed to
receive over thirty days; or buying-in securities receivable as a result of dividends, stock splits or
similar distﬁbutions that are outstandiné over forty-five days."*
1. Proprietary Accounts of Broker-Dealer§

We are proposing an amendment to Rule 1503-3'that would require broker-dealers to
 treat accounts they carry for domestic and foreign-broker—dealers in the same manner generally
as “customer” accounts for the burposes of the reserve formula of Rule‘ 1503-3.»15 The
amendment is intended to address an inconsistency between the way thgse proprietary accounts
of broker-dealers are protected under Rule 1503-3‘ and the SIPA.

Specifically, because broker-deélers are not “customers” for purposes of Rule 15¢3-3, a
broker-'deaier that carries the proprietary accounts of other broker-dealers is not required to

include credit and debit items associated with those accounts in the customer reserve formula.

12 17 CFR 240.15¢3-3(d).
13 Id.
14 CId

15 See 17 CFR 240.15¢3-3(2)(1). This paragraph defines “customer” for the purposes of
Rule 15¢3-3. Broker-dealers, both domestic and foreign, are excluded from the definition
and, consequently, are not treated as “customers” for the purposes of the rule’s reserve
and possession and control requirements. Some foreign broker-dealers also operate as
banks. These firms are not deemed “customers” to the extent that their accounts at the
US broker-dealer involve proprietary broker-dealer activities. '




Conversely, under SIPA, broker-dealers are considered ;‘customers” and, consequently, ehtitled
to certain protections. When a broker-dealer is liquidated under SIPA, an estate of customer
. property is created.'® Customers of the failed broker-dealer, including customere that are
broker-dealers, are entitled to a pro rata share of the estate of customer property. Thus, while
broker-dealers need not reserve for accounts carried fer other broker-dealers under Rule 15¢3-3,
ina SIPA liquidation, broker-dealer accountholders may share in the fund of customer preperty.
This disparify increases the risk that, in the event a cleering broker is liquidated under SIPA,
.customer claims will exeeed the amount of customer property. |
In Qrder to eerrect the gap between Rule 15c3-3 and SIPA, we are proposing amendments

" to Rules 15¢3-1, 15¢3-3 and 15¢3-3a that would require eaxrying broker-dealers to perform a
~ separate reserve computation for proprietary aceounts of other domestic and foreigﬁ broker-
dealers in additien to the reserve computation currently required for “custemer’ ’ éccounts, and

establish and fund a separate reserve account for the benefit of these domestic and foreign

16 In particular, under SIPA, the pool of “customer property” is established us'iﬁg assets

recovered from the failed broker-dealer. The statute determines the assets that become a
part of the pool of customer property. 15 U.S.C. 78111(4). Customer property includes
“cash and securities...at any time received, acquired, or held by or for the account of the
debtor from or for the securities accounts of a customer, and the proceeds of any such
property transferred by the debtor, including property unlawfully converted.” Therefore,
“customer property” includes those securities positions that-are held for customers and
the cash that is owed to customers. After being established, customer property is
distributed to customers pro rata based on the amounts of their claims (i.e., their net
equity). While broker-dealers are not entitled to advances from the SIPC fund to make -
up for shortfalls in the fund of customer property (see 15 U.S.C 78fff-3(a)(5)), they may
be “customers” as that term is defined in SIPA and, therefore entitled to a'pro rata
distribution from the fund of customer property.




broker-dealers.'” This added i)roteétion also would mitigate poteﬁtial contagion that might arise
in the event of a failure of a broker-dealer with a large number of broker-dealer customers.

The proposed amendments, in many respects, would codify a no-action letter regarding
proprietary accounts of introducing brokers (;‘PAIB Letter™) pr_eviously issued by Commission

staff.'® One significant difference is that the amendments would have a broader scope by

" including proprietary accounts of foreign brokers-dealers and banks acting as broker-dealers. In

the PAIB Letter, the staff stated it would not recommend any action to the Commission if an

| introducing broker-dealer did not take a net capital deduction under Rule 15¢3-1 for cash held in

a securities account at another broker-dealer, provided the other broker-dealer agreed to (1)
perform a reserve computation for broker-dealer accounts, (2) establish a separate special rese_rvé
bank account, and (3) maintain cash or qualiﬁéd securities in the reserve account equal to the

computed reserve requirement (“PAIB agreement”).!® The PAIB Letter, however, did not

17 The amendment would exclude from the broker-dealer reserve computation accounts

‘established by a broker-dealer that fully guarantees the obligations of, or whose accounts
are fully guaranteed by, the clearing broker. In these circumstances, the guarantor must
take deductions under Rule 15¢3-1 for guaranteed obligations of the other firm. In
addition, the amendment would exclude delivery-versus-payment and receipt-versus-
payment accounts. These types of accounts pose little risk of reducing the estate of
customer property in a SIPA liquidation since they only hold assets for short periods of
time. ‘ '

18 See Letter from Michael A. Macchiaroli, Associate Director, Division of Market
Regulation, Commission, to Raymond J. Hennessy, Vice President, NYSE, and Thomas
Cassella, Vice President, NASD Regulation, Inc. (Nov. 10, 1998).

19 Under Rule 15¢3-1, broker-dealers generally are required to deduct unsecured receivables
from their net worth when computing their net capital. Paragraph (c) of the rule contains
certain exceptions to this requirement. Among the enumerated exceptions are
commissions receivable from another broker-dealer outstanding 30 days or less. This

“exception is limited to receivables from a clearing broker-dealer related to transactions in
~ accounts introduced by the broker-dealer. Frequently, introducing broker-dealers as well
as other broker-dealers will have receivables from another broker-dealer arising from
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completely address the disban'ty between Rule 15¢3-3 and SIPA, becaﬁse the procedures set
forth in the létter are voluntary and foreign broker-dealers are not subject to Rule 15¢3-1 and,
consequently, have no incentive to enter into PAIB agreements. Therefore, carrying firms do not
include the accounts of forei.gn brdker-dealers in either the Rule 1503-3 or PAIB computations.
However, these entities may be customers for the purposes of SIPA.

TheupropOSed amendments — like the PAIB L.etter — would establish reserve requirements
for a carrying broker with respect to .proprietary acéounts it carries for other broker-dealers.
Paragraph (e) of Rule 15¢3-3 would be amended to require the carrying broker to perform a
reserve computation for a proprietary accourt of another broker-dealer (réferred to as. a“PAB
account™) and to establish and maintain a reserve account at a bank for these PAB accdunts.zo A

new paragraph (2)(16) would be added to define “PAB account,” paragraph (f) would be

-amended to require the carrying broker-dealer to notify the bank about the status of the PAB

. reserve account and obtain an agreement and natification from the bank that the PAB reserve

account will be maintained for the benefit of the PAB accountholders. In addition, paragraph (g)
would be amended to specify when the carrying broker-dealer could make withdrawals from a

PAB reserve account. The carrying broker would have to maintain cash or qualified securities in

proprietary transactions in an account at the other broker-dealer. ‘There is no exception in
Rule 15¢3-1 permitting these receivables to be included in a broker-dealer’s net capital
amount. However, under the terms of the PAIB Letter, a broker-dealer could include
them. ' ' '
20 Under paragraph (e), broker-dealers are required to perform the customer reserve
computation as of the close of business on the last business day of the week or, in some
cases, the month. Broker-dealers from time to time may perform a mid-week
computation if it would permit them to make a withdrawal. Under the proposed
amendments, a broker-dealer would need to compute both the customer and PAB reserve
requirements simultaneously before making a withdrawal from either account based on a
mid-week computation. Moreover, a withdrawal could not be made from one account if
the mid-week computation demonstrated an increased requirement in the other account.
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the PAB reserve account in an amount equal to the PAB reserve requireﬁienf. Consistent with
the no-action relief provided in the PAIB Letter, if the PAB reserve computation results ina
deposit requirement, the proposed amendment would ﬁllow the requirement to be offset to the
extent there are excess debits in the customer reserve computation of the same date. However, in
order to provide greater protéction to customers that are not broker-dealers, a deposit
fequirement resulting from the customer reserve computation would not be able to be offset by
excess debits in the PAB reserve com“put‘ativon. This means the carrying broker-dealer could use
PAB credits to finance “customer” debits, but not the other way around. Thus, “customers”
(which include retail investors but exclude broker-dealgrs) would receive greater protection.

Paragraph (b) of Rule 15¢3-3 would be amended to prbvide that a broker-dealer carrying

- PAB accounts would not be'required to maintain physical possession or control of fully paid and

. excess margin securities carried for PAB accounts, provided it obtains the written permission of

the PAB accountholder to use such securities in the ordinary course of its securities business.

_ This provision would be consistent with Rule 15¢3-3, which is intended to provide greater

protection to customers that are not brbk_er—deélers customers. It also would accommodate
industry practice of carrying broker-dealers using the securities of their broker-dealer
accountholders, which contributes to the liquidity of the securi}ties» markets.

Finally, para_graph (c)(2)(iv)(E) of Rule 15¢3-1 would be amended to require a broker-
déalef to deduct from net worth when calculating net capital the amount of its cash in a

proprietary account at another broker-dealer where the other broker-dealer is not treating the

“cash in compliance with the proposed requirements described above. This would prevent broker--

~ dealers from including assets in their net capital amounts that rhay not be readily available. We




would not expecf broker-dealers to audit or examine their carrying broker-dealers to detenﬁine
whether the carrying broker-dealer is in compliance with the proposed rules.

We request comment on all aspects of these proposed amendments, including whether the
accounts of other non—customérs under Ru]e 15c3-3 (e.£., principal officers of the broker-dealer)
should be included in the PAB computation.

2.  Banks Where Special Reserve‘Debosit_s-May Be Held |

Broker-dealers must deposit cash or “qualified securities” into the customer reserve
account maintained at a “bank” under Rﬁle 15¢3-3(e).2! Rule 15¢3-3(f) further requires the
broker-dealer to obtain a written coﬂﬁact from the bank in which the bank agrees not to re-lend
or hypothecate securities deposited iﬁto the reserve account.”? Consequently, the seéurities
should be readily available to the broker-dealer. Cash_deposits, however, are fungib1¢ with othér :
deposits carried by the bank and may be freely used in the cour'sé of the bank’s commercfal

lending activities. Therefore, to the extent a broker-dealer deposits cash in a reserve bank

‘account, there is a risk the cash could be lost or inaccessible for a period if the bank experiences

- financial difficulties. This could adversely impact the broker-dealer and its customers if the

balance of the reserve deposit is concentrated at one bank in the form of cash.
This risk may be heightened when the deposit is held at an affiliated bank in that the
broker-dealer may not exercise due diligence with the same degree of impartiality when

assessing the financial soundness of an affiliate bank as it would with a non—afﬁliéte bank.

2a The term “qualified securities” is defined in paragraph (a)(6) of Rule 15¢3-3 to mean a
securities issued by the United States or guaranteed by the United States with respect to
principal and interest. 17 CFR 240.15¢3-3(a)(6). The term “bank” is defined in

paragraph (a)(7) of Rule 15¢3-3.
2 See 17 CFR 240.15¢3-3(f).
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Moreover, the broker-dealer’s custpmers may not derive any significant protection from the
reserve requirement in the event of the parent’s insolvency.

To address these risks, we are'pr()posing an amendment tij Rule 15¢3-3 thai would
exclude cash deposits at affiliate banks for the purposes of meeting customer or PAB reserve
réquirements and place limitatioris on the amount of cash a broker-dealer could maintainina
customer or PAB special reserve bank account at one unaffiliated baxik. The exclusion and
limitations would not apply to deposits of securities since these assets do not become a part of a
bank’s working capital. As discussed below, the limitations would prevent a broker-dealer from

‘maintaining a reserve depOsit in tlie form of cash at a single unaffiliated bank that exceeds a
percentagé of the broker-dealer’s or the bank’s capital.’ This is designed to mitigate the risk that
~ an impairment of the reserve deposit at an unaffiliated single bank will have a maiterial negative
impai:t‘ on the broker-dealer’s ability to meet its obligations to customers and PAB
accounttiolders.?

Under the proposal, a paragraph (é)(S) would be added to Rule 15¢3-3. This new
paragreiph wouid pri)vide that — in determ-inirig whether tlie broker-dealer maintains the minimum
reserve deposits required (customer and PAB) — the broker-de;aler would be required to exclude a
cash deposit at an affiliated bank. With respect to unaffiliated banks, the broker-dealer would be
- required to exclude the cieposit to the extent that it exceeded (1) 50% of the broker-dealer’s

~ excess net capital (based on the most recently filed FOCUS Report),> or (2) 10% of the bank’s

23 These amendments are not intended to affect the practice whereby customer free credit

balances are swept into a bank deposit account and the customer recelves Federal Deposit
Insurance Protection i

2% Under Rule 17a-5 (17 CFR 240.17a-5) broker-dealers must file periodic reports on Form
X-17a-5 (Financial and Operational Combined Uniform Single Reports (“FOCUS
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equity capital (based on the bank’s most recently filed Call Report or Thrift Financial Report).”®
Th¢ goal is to limit cash reserve account deposits to reasonably safe amounts as measured
against thé capitalization of the broker-dealer and the bank. Excess net capital is the amount that
a broker-dealer’s net capital exceeds its minimum requirement and, therefore, constitutes a
’cushion to absorb unexpected losses. We believe limiting a cash depqsit in one bank to 50% of
excess net capital means the broker-dealer has a reserve to absorb the loss or impainnenf of the
deposit plus an additional amount to absorb other losses. The amount of a bank’s equity capital
is a measure ofits ﬁnémcial_ solvency. We believe limiting the cash deposit to 10% of the bank’s
equity capital means the broker-dealer would not commit customer cash to an nstitution in an
amount that is out of proportion to the bank’s capital bése.

We request comment on all aspects of these proposed amendments, including whether the
proposed reserve deposit limitations of 50% of excess nét capital or IQ% of the bank’s equity
capital adequately address the risks of concentrating cash deposits at any one bank or whether
other thresholds should appiy. o

- 3. Expansion of the Definition of Qualified Securities to Include Certain
Money Market Funds

Reports™). The FOCUS Report form requires, among other financial information, a

balance sheet, income statement, and net capital and customer reserve computations.
25 Commercial banks insured by the Federal Deposit Insurance Corporation (“FDIC”),
savings banks supervised by the FDIC, and non-insurance trust companies supervised by
the Office of the Comptroller of the Currency file quarterly Call Reports. Savings
Associations and non-insured trust companies supervised by the Office of Thrift
Supervision file Thrift Financial Reports (TFRs). These repotts include a line item for
equity capital. A report for a specific institution can be obtained by accessmg the
following website: http://www2. deC gov/call tfr rpts/search.asp.
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- As noted above, a broker-dealer is limited to dei)ositing cash or “qﬁaiiﬁed securities” into
the bﬁnk account it maintains to meet the customer reserve deposit requirements under Rulé
15c3-3. Paragraph (a)(6) of Rule 15¢3-3 defines “qualified sequriﬁes” as securities issued by the
United States or guaranteed by the United States with respect to principal and interest (“US
Treasury securities”).?® These strict limitafions on the types of assets that can be used to fund a
broker-dealer’s customer reserve account are designed to further the purpose of Rule 15¢3-3;
namely, that customer assets be segregated and held in a manner that makes'them réadily
available to be returned to the customer. For example, paragraph (e)(2) of Ruie 15¢3-3 makes it
unlawful for a broker-dealer to use customerv credits (generally, cash balances in securities
acédunts) for any purpose other than financing customer debits (fully secured margin lloans).27
Under the rule, the amount of excess credits (i.e., credits net of debits) must be held in the
customer reserve aécount and, as noted, the account must be funded with either cash or US
Treasury securities.?® -

| Federated Investors, Inc. (“Federated”) haé filed a petition with the Commission
requesting that Rule 15¢3-3 be amended to include certain types of méney market funds in the
definition of qualified securities.? We believe expanding the definition to include money market
funds that only invgst.in securities meeting the definition of “quaiiﬁed security” in Rule 15¢3-3

would be appropriate. The assets held by such a money market fund would be same as those a

26 17 CFR 240.15c3-3(a)(6).

2 17 CER 240.15¢3-3(e)(2).

28 Id.

2 See Public Petition for Rulemaking No. 4-478 (April 3, 2003), as amended (April 4,
2005), available-at http://www.sec.gov/rules/petitions/petn4-478.htm.
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brokér—dealer can hold difectly in its customer reserve account. Consequently, a broker—dealer
might chooée to deposit qualifying money market fund shares into the customer reserve account
based on operational considerations such as avoiding the need to actively manage a portfolio of
US Treasury securities. This operatipnal benefit also could decrease burdens on those broker-
dealers that would be impacted by our proposed amendments discussed above with respect to
customer reserve account cash deposits into affiliate and non-affiliate banks. A broker;deale_r
that deposits cash into the customer reserve acéount to avoid the operational aspects of holding
and managing US Treasury securities would have the option of depositing a qualifying money ’
market fund to replace the cash deposit.

We believe, however, tﬁat there should be safeguards in place designed fo ensure thaf
qﬁalifying money markét fund shares couid be redeemed quickly. A broker-dealer in financial
difficulty must be aBle to liquidate quickly,the assets in its customer reserve account so that
customer credit balances can be returned without delay. >Consequent1y, in additioﬁ to the
limitations on holdings discussed above, our proposal to'expand the definition of “qualified

securities” to include money market funds includes the following safeguards. First, the money

market fund could not be a company affiliated with the broker-dealer. The broker-dealer may

experience financial difficulty caused by liquidity problems at the holding company level that are
adversely impacting an affiliated money market fund as well in terms of the fund’s» ability to
promptly redeem. shares. Second, our proposal would require the broker-dealer to use a fund. that
agrees to redeem fund shares in cash on the next business day. There should be no ability of the
fund to delay redemptioh b¢yond one-day or to require a multi-day redemption notiﬁ_cation

period.
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‘.

Finally, our proposal would require that the money market fund have an amount of net
aseete (assets net of liabilities) that is at least ten times the value of the fund’s shares held by the
broker-dealer in its eustomer reserve account. This is .designed to prevent a broker-dealer from
holding too concentrated a positiorl in single fund ‘It also limits a potential redemption reqaest
by the broker-dealer to 10% or less of the fuhd’s ass_ets.. While a redemption request that equaled
10% of a.fund’s net assets would be very substantial, we believe it is a reasonable threshold
betwee'n a request that could be handled promptly and one that could have the potential to cause
the fund some degree of d_ifﬁculty in nreeting the request within one busirress' day. We seek

comment on this threshold, particularly with respect to whether it should be smaller (e.g., 5% or

*2%) or higher (e.g., 15% or 25%).

For the foregomg reasons, we propose amendmg the definition of “qualified security” in

paragraph (a)(6) of Rule 15¢3-3 to 1nc1ude an unaffiliated money market fund that: (1) is

, descnbed in Rule 2a—7 of the Investment Company Act of 1940 (2) invests solely 1n securities

issued by the Umted States or guaranteed by the United States as to interest and principal; (3)
agrees to redeem fund shares in cash no later than the business day following a redemptlon
reqtlest by a shareholder; and (4) has an amount of net assets equal to at least 10 times the value
of the shares deposited by the broker—dealer in its customer reserve account.

We solicit comment on all aspects of this proposal, including whether these types of
money market funds are appropriate for the customer reserve account in terms of liquidity and
safety and whether the 10% net asset limitation would be an adequate safeguard in terms of

ensuring a broker-dealer could quickly redeem its shares.
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4. Allocation of Customers’ Fully Paid and Excess Margin Securities
to Short Positions

Paragraph (d) of Rule 15¢3-3 sets forth steps a broker-dealer must take to retrieve
securities from non-control locations if there is a shortfall in the fully paid or excess margin

securities it is required to hold. The rule does not require the broker-dealer to act when a short

E position on the broker-dealer’s stock record allocates to a customer long position; for example, if

the broker-dealer sells short a security to its customer. In such a circumstance, the broker-dealer

“would not be required to have possession or control of the security its customer has paid for in

full. Instead, the broker-dealer would put the mark-té-market value of the security as a credif
item in the reserve formula. The cash paid by the customer to purchase the security could be used
by the broker-dealer to make any increased deposit requirement caused by the credit item. If the
increasé is less than the cash paid, the broker-dealer could use the excess funds in its own
business operations. Moreover, if the value of the security decreases, the broker-dealer could
withdréw funds out of the réservé account and use them as well. In effect, tflis permité the
broker-dealer to monetize the customer’s secuﬁty. This is contrary to the customer protectioh

goals of Rule 15¢3-3, which seeks to ensure that broker-dealers do not use customer assets for

‘proprietary purposes.

Accordingly, we are proposing to add a new paragraph (d)(4) to Rule 15¢3-3, which
would add an additional action with respect to retrieving securities from non-control positions
when the broker-dealer needs to obtain possession or control over a specific issue and class of

securities.”® Specifically, under the proposal, the broker-dealer would be required to take prompt

steps to obtain physical possession or control over securities of the same issue and class as those .

30 Current paragraph (d)(4) of Rule 15¢3-3 would be re-designated as paragraph (d)(5).
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included on the broker-dealer’s books as a proprietary short position or as. a shon position for
another‘ person. By requiring the broker-dealer to obtain physical possession or control over the
* security, it would no 1onger be able to monétize the value of the security and use the cash for.
proprietary activities.

Under the proposal, the action would not be required until the short position had aged
more than 10 business days (or more than 30 calendar days if the broker or dealer is a market
maker in the securities).?! Allowing broker-dealers 10 business days before they must take
action is consistent with paragraph (m) of Rule 15¢3-3, which similarly allows a broke»r-de,aler
up to 10 business days after settlement date to purchase securities thét a customer has sold
through the broker-dealer but failed to deliver. As with the requirement in paragraphv(m), the
proposal’s objective is to require a broker-dealer to close an open tranéaction but within a
timeframe that permits a degree of ﬂexibilify. The longer 30 caleﬁdar day period for securities in
which the broker-de;aler makes a market is intended to accommodate the short-selling that is
| integral to market-making activities.

- We request _commenf on all aspects of this proposed amendment, including whether the
proposed time periods should be longer or shorter.

5. Treatment of Free Credit Balances and Importation of Rule 15¢3-2
Requirements into Rule 15¢3-3 3

i. Treatment of Free Credit Balances

3 The proposed amendment would not apply to securities that are sold for a customer but

not obtained from the customer within ten days after the settlement date. This
circumstance is addressed by paragraph (m) of Rule 15¢3-3, which requires the broker-

- dealer to close the transaction by purchasing securities of like kind and quantity. 17 CFR-
240.15¢3-3(m). »
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Free credit balances are funds payable by a broker-dealer to its customers én _demand.32
They may result from cash deposited by the customer to purchase securities, proceeds from the
sale of securities ‘or other assets held in the customer’s account, or earnings from dividends and
interest on securities énd othér assets held in the customer’s account. Broker-dealers may,
among other things, pay interest to customers on their free credit balances, or offer to transfer
(sweep) them into a specific money market fund or interest bearing bank account. The customer
earns dividends on th.e money market fund or interest oﬁ the bank aécount until such time as the
customer chooses to liquidate the positio‘n.in ordér to use the cash, for example, to purchase
securities.

In recent years, broker-dealers hav¢ on occasion changed the product to which a
customer’s freé credit balances are swept — most frequently from a money market fund prodUct

to an interest bearing bank account. There are differences in these two types of products,

including the type of protection afforded the customer in the event of an insolvency. The money

market shares — as securities — would receive up to $500,000 in SIPA protection in th¢ event the
broker-dealer failed. The bank depésits _ as cash — would receive $100,000 in protection frbm
the Federal Deposit Insurance Corporation (“FDIC”) in the event the bank failed. On thé other
hand, the money market fund as a security theoretically could lose its principal; whereas the bank
deposit would be guaranteed up to the FDIC’s $100,000 limit. There also may be differences in

the amount of interest earned from the two products. In short, while not judging the

2 . See 17 CFR 240.15¢3-3(a)(8).
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appropriateness of eifher‘option, we note there may be consequences to changing options and
~ believe that customers should have a sufficient opportunity to make an informed decision.*?

For these reasons, we are proposihg to amend Rule 15¢3-3 by adding a new paragraph (j)
 that would make it unlawful for a broker-dealer to cohvert, invest or otherwise tra-ﬁsfer free |
credit balances except under three c.ircumstances. The first circu:hstance, set forth in proposed
paragraph (j)(2)(i) of Rule 15¢3-3, would.permit a broker-dealer to convert, invest, or otherwise

transfer the ﬁee credit balances to any type of investment or other product, or toa different

account within the broker-dealer or at another institution, or cherwise dispose of the free credit
: balanées, but only upon a speciﬁc order, authorization, or dréﬁ from the customer, and only

under the terms and conditions specified by the customer in the order, authorization or draﬁ.

This proposal is not addressing free credit balance sweeps to money market funds aﬁd bank

deposit accounts, but rather the use of customer free credit balances for other purposes (e.g., to
| purchase sgcurities other than 'moriey market funds, or to Vtransfér toa different account or
financial institution). In thése circumstances, the proposed paragraph would prohibit any
investment, éonversion, or other transfer of the ﬁee credit balances except on the customer’s
specific order, authorizatioh, or draft. |

The second and third circumstances, set forth in proposed paragraphs (j)(2)(ii) and (ii1) of .

Rule 15¢3-3, address the sweeping of free credit balances to either a money market fund or a

3 In 2005, The New York Stock Exchange LLC (“NYSE”) addressed the issue of

” - disclosure. Specifically; the NYSE issued an information memo to its members
discussing, among other things, the disclosure responsibilities of a broker-dealer offering
a bank sweep program to its customers. See Information Memo 05-11 (February 15,
2005). The Memo stated that broker-dealers should disclose material differences in
interest rates between the different products and, with respect to the bank sweep program,
the terms and conditions, risks and features, conflicts of interest, current interest rates, the
manner by which future interest rates will be determined, and the nature and extent of
FDIC and SIPC protection. See id.
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Bank deposit account. The former applies to new customers and the latter to existing customers
as of the date the proposed amendnienté would become effec‘tive.

Proposed paragraph (j)(2)(ii) of Rule 15¢3-3 would permit a broker-dealer to have the
ability to change the sweep option of a new customer from a money market fund to a bank
deposit account (and vice versa),‘provided certain specific g:onditions are met. First, the
customer would need to agree prior to the change (Qg;,‘ in the account opening agreement) that
the broker-dealer could switch the sweep option between those two types of products; Second,
the brok_er-dealer would need to provide the customer with all notices and disclosures regarding |
the investment and deposit of free credit balances required by the self-regulatory organizations
for which the broker-dealer is a member.** Third, tﬁé broker-dealer would need to provide the
customer with notice in the pustomer’s quénerly statement that the money market fund or bank
déposit account can be liquidated on the customer’s demand and converted back into free credit
balances held in the customer’s securities account. Fourth, the broker-dealer wou}d‘ need to
pro?ide the customer with notice at least 30 calendar days before changing the product (e.g.,
from one money mafket fund to aréother), the product type (e.g., from a money market fund to a
bank account), or the terms and conditions under which the free credit balances are swept. The
notice would need to describe the change and explain how the customer could opt out of it.

" The third circumstance, set forth in proposed paragraph (]')(2)(iii) of Rule 15¢3-3, would

apply to existing customers as of the effective date of the proposed rule. It would permit a

broker-dealer to have the option to change an existing customer’s sweep option from a money

market fund to a bank deposit account (and vice versa), provided the second, third, and fourth

conditions set forth in proposed paragraph (j)(2)(ii) discussed above were met. ‘To minimize the

34 See NYSE Information Memo 05-11 (February 15, 2005).
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burden on the ‘brok-er-dealer, p}oposed paragraph (j)(2)(iii) would not require the broker-dealer to
obtain thg customer’s prévious_ agreement to peﬁnit the broker-dealer to switch the sweep option
between money markét fund products and bank deposit account products. This would avoid .fhe
necessity of ‘having to amend each éxisting customer account agreement. Because all the other
conditions in proposed paragraph (j)(2)(ii) would apply, the broker-dealer would be .required'to

‘ provjde existing customers with the various notices and disclosures that .must be made to new
custbmers, including giving notice at least 30 calendar days before the sweep option was
changed and in that notice explain the change and how the customer could opt out of it.

We request comment on all aspects of this proposed amehdment, including: (1) whether it
would provide adequate protectibn to customers with respect to éhanges in the treatment of their
free credit baiances, (2) on the cost burdens (quantified to the extent possible) that would result if
the condition in proposed paragraph (j)(2)(ii)(A) of Rule 15@3-3 to obtain a new customer’s prior
agreemént were to be applied to existing customers, (3) whether there are other sweep products
in éddi'tion to money market mutual funds and bank deposit accounts that could be contemplated
in proposéd paragraphs (j)(2)(ii)'3.hd (iii) of Rule 15¢3-3, and (4) whether the treatment of free
credit balances has already been adequately addressed by the self-regulatory organizations.

iL. Importation of Rule 15¢3-2

Rule 15¢3-2 requires a broker-dealer holding free credit balances to provide its customers
.(deﬁned as any person .other than a ErOker-dealer) at. least once every thre¢ months witﬁ a |
statement of the amount due the customer and a notice that (1) the funds are not being

segregated, but rather are being used in the bfokerfdealer’s business, and (2) that the funds are
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payable on demand. The rule was adépted in 1964 before the adoption of Rule »1 5¢3-3.% Since
the adbption of Rule 15¢3-3, a broker-dealer, as noted above, has been limited in how it may use
customer free credit balances. While the reserve account required under Rule 15¢3-3 is in the

| name of the broker-dealer and the assets therein remain a paﬁ of its capital, the éssets in the
account are held for the exclusive benefit of the broker-dealer’s customers. In a liquidation of
the broker-dealer, the assets in the account will be available to satisfy customer claims ahead of
all other creditors.

We believe the adoption of Rule 15¢3-3 has eliminated the need to have a separate Rule
15¢3-2. At the same time, we believe certain of the requirements in Rule 15¢3-2 sﬁould be
imported into Rule 15¢3-3; namely, the requirements that broker-dealers inform customers of the
amounts due to them and that such amounts are payable.on. demand.® Accordingly, we are
proposing to eliminate Rule 15¢3-2 and amend Rule 15¢3-3 to include these latter requirements.

We request comment on all aspects of this proposed amendment. Commenters are |
encouraged to provide data to support their views.

6. Aggregate Debit Items Charge
Note E(3) to the customer reserve formula (Rule 15¢3-3a) requires a broker—deale_r using

the “basic method” of computing net capital under Rule 15c3-1 to reduce by 1% the total debits

3 See Exchange Act Release No. 7266 (March 12, 1964).

36 ‘Rule 15¢3-2 contains an exemption for broker-dealers that also are banking institutions

- supervised by a Federal authority. This exemption would not be imported into Rule
15¢3-3 because there are no broker-dealers left that fit within the exemption. Further,

- under the proposed amendment, the definition of “customer” for purposes of the imported
15¢3-2 requirements would be the definition of “customer” in Rule 15¢3-3, which is '
somewhat narrower than the definition in Rule 15¢3-2.
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in Item 10 of the formula (i.e., debit balances in customer’s cash and margin accounts).>’” This
1% reduction in Item 10 debits lowers the amount of total debit items in the formula; Because
the debits offset aggrégate credits in determining customer reserve requirements, the reduction -
has the po"t;ential to increase the amount a broker-dealer must maintain in the reserve account.
Under paragraph (a)(l)(ii)(A) of Rule 15¢3-1 hdwever, broker-dealers using the “alternative
standard”® to compute their minimum net cépital requirement must reduce aggregate debit items
by 3% i£l lieu of the 1% reduction required by Note .E(3).39 Thus, the deduction api)licable to
alternative standard firms can result in an even larger feserve deposit requirement.

The Commission adopted the alternative standard as part of the 1975 amendments to
Rule 1_5(:3-1, which expanded the rule’s scope to apply to all broker-dealers.*® The alternative
standard constituted a new way of providing for the capital adequacy of a broker-dealer in that it
diverggd from th¢ traditional notion of limiting a firm’s leverage.*’ The alternative standard
instead imposes a capital requirement based on the size of the broker-dealer’s commitments to its
customers through margin lending and othér transactions. Thus, it requires a broker-dealer to

hold net capital equal to a percentage of its customer commitments. The alternative standard was -

7 Under the “basic method,” a broker-dealer cannot permit its aggregate indebtedness

(generally total money liabilities) to exceed 1500% of its net capital. 17 CFR 15¢3-
1(@)(1)(®)-

Under the “alternative standard,” a broker-dealer’s minimum net capital requirement is
equal to 2% of the firm’s aggregate debit items. 17 CFR 240.15¢3-1(a)(1)(i1).

38

39 ‘17 CFR 240.15¢3-1(2)(1)(ii)(A).

40 See Exchange Act Release No. 11497 (June 26, 1975). Prior to 1975, the rule only
applied to broker-dealers that were not a member of a securities exchange, since
exchange members were subject to capital rules promulgated by the exchanges. Id.

4 See id.
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designed to integrate a broker-dealer’s capital requiremént under Rule 15¢3-1 with the customer
prqtectibn requirements in Rule 15¢3-3; hence it uses the aggregate debit computation required
by Rule 15¢3-3 to determine a broker-dealer’s net capital requirement under Rule; 15¢3-1.

As part of the amendments adopting the alternative standard, the Commiission lowered
the haircut on equity securities frbm 30% to. 15% for a broker-dealer using the standard.* At thé
same time, it amended Rule 15¢3-1 to reqﬁire alternative standard firms to employ the greater.
3% reduction of debit items.** The.' Commission explained the greater requirement as providing,
“iﬁ the event of a liquidation [of the broker-dealer], an additional cushion of secured debit items
which will be available to satisfy customers with whom the broker d'r dealef effects
_&msmtions.”45
| On ginally, the alternative standard required a broker-dealér to hold net capital équal to
4% of,_it-s customer debits.*® The Commission 1§Wered this requirement to 2% in 1982.%" It

explained its decision as being based on broker-dealers’ improved back-office systems and

increased use of clearing agencies.*® These developments made it possible for the firms to

42 Id.
5o Id.
44 Id.

45 Id.
46 Id.

4 Exchange Act Release 18417 (January 13, 1982), 47 FR 3512 (January 25, 1982). -

48 Id.
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 handle large volumes of trading without experiencing operational and bookkeeping problems.*

The Commission also noted that the SROs had upgraded their surveillance programs and that the

early warning rules of both the Commission and the SROs remained significantly higher, than the
2% minimum requirement..50 |

In recent years, the amount of debit items carried by broker-dealers has increased
substantially. Consequently, the 3% reduction in debit items has required many broker-dealers _
using the alternative standard to increase their reserve deposits by additional amounts that are far
in excess of the additional cushion envisioned when the amendment was adopted in 1975.
Furthermore, the level of risk assumed by broker-dealers does not increase proportionately as the
aggregate amount of debits increases; due, in part, to an increase in diversity among the debits.
The proportional 3% reduction of debit items does not recognize this diversification benefit.

Moreover, in 1992, the Comﬁlission amended Rule 15¢3-1 to lower the haircut for

broker-dealers using the basic method to 15%, which brought their requirement in line with the

~ alternative standard firms.”! The 15% haircut for equity securities has proven sufficient to cover

most market moves and; therefore, we believe the increased lei/el of protection derived from the
greater 3% debit item reduction likely would not provide a benefit justified by the costs.

. For these reasons, we believe it is now appropriate to treat broker-dealers using the
alternative standard on a par with firms using the basic methorl and, therefore, propose lowering

the debit reduction applicable to alternative standard firms. We would apply a 1% reduction,

Y 1d.

50 m.

3 Exchange Act Release No. 31511 (November 24, 1992), 57 FR 56973 (December 2,
- 1992). o :




rather than a 3% reduction, for alternative-standard firms. The 1% reduction should provide an

adequate cushion, given these firms’ current levels of debit items, which — as noted — are far

- greater than existed when the rule was adopted in 1975 or amended in 1982. Our propbsal would

amend paragraph (a)(1)(ii)(A) of Rule 15¢3-1 by removing the provision requiring the 3%

reduction. This would make alternative standard firms subject to the 1% reduction in debit items
as required in Note E(3) of Rule 15¢3-3a.

We request comment on all aspects of this proposed amendment, including whether the
benefits of the 3% reduction outweig h any costs that might arise from the propdsal. Commentérs
are reﬁuested to identify potential costs and brovide data to support their views. |

7. | “Proprietary Accounts” under the Commodity Exchange Act

_ VCertain broker-dealers also are registered as futures cofnmission merchants under the

Commodity Exchange Act (“CEA”). These firms carry bbth secuﬁties and commodities
accounts for customers. The deﬁm’t_ion of “free credit balances” .in paragraph (a)(8) of Rule
.1503-3 excludes funds that are carried in commodities accounts that are segregated in aqcordance
with the requirements of the CEA.S? HbWever, regulations promulgated under the CEA exclude
certain types of aécounts (“proprietary accounts”) from the segrégation requirement.”> The
question has arisen as to whether a broker-dealer holding these types of accounts must include

funds in them as “free credit balances” when performing a customer reserve computation.

- 2 17 CFR 240.15¢3-3(a)(8).

33 Rule 1.20 (17 CFR 1.20) requires a futures commission merchant to segregate

“customer” funds. Rule 1.3(k) (17 CFR 1.3(k)) defines the term “customer” for this
purpose. The definition of “customer” excludes persons who own or hold a “proprietary
account” as that term is defined in Rule 1.3(y) (17 CFR 1.3(y)). Generally, the definition

of “proprietary account” refers to persons who have an ownership interest in the futures -
commission merchant. See 17 CFR 1.3(y).
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These funds liker would not be protectedvin a SIPA proceeding because they are related
to commodities transactions.>* The purpose behind the cash reserve requirements in Rule 15¢3-3
is to require broker-dealers to hold sufficient funds with which to saﬁsfy customer claims arisihg
from securities (not commoditiés) transactions and, thereby, to minimize the neéd for a SIPA
liquidation. This purpose would not be served by treating funds held in comxﬁodi-ties accounts
(that are not segre_gated under CEA regulations) as “free credit balances.” Accordingly, we are
proposing an amendment to paragraph (a)(8) of Rule 1503-3; whiéh would clarify that funds held
ina 'cofnmodity account meeting the definition of a “proprietary account” under CEA regulations
are not to be included as “free credit balanées” in the customer reserve formula.

We request comment on all aspects of this ‘proposed amendmenf. Commenters are
encouraged to provide data to supportvthe‘ir views.

B. -Holding Futures Positions in a Securities Portfblio Margin Account

The Chicago Board of Obtions Exchange, Incorporatéd (“CBOE”) and the NYSE have
amended their margin-rulgs to permit broker-dealer members to comi)ute customer margin

requirements using a portfolio margin methodology (“Portfolio Margin Rules™).”®> A portfolio

> To receive protection under SIPA, a claimant must first qualify as a “customer” as that

term is defined in the statute. Generally, a “customer” is any person who has (1) “a claim
on account of securities received, acquired, or held by the [broker-dealer],” (2) “a claim
against the [broker-dealer] arising out of sales or conversions of such securities” or (3)
“deposited cash with the debtor for the purposes of purchasing securities.” 15 U.S.C.
78111(2). The definition of “security” in SIPA specifically excludes commodities and
non-securities firtures contracts (see 15 U.S.C. 78111(14)) and, thus, a person with a claim
~for such assets would not meet the definition of “customer.”

5> . Exchange Act Release No. 54918 (December 12, 2006), 72 FR 1044 (January 9, 2007)
(SR-NYSE-2006-13); Exchange Act Release No. 54919 (December 12, 2006), (SR-
CBOE 2006-14); Exchange Act Release No. 52031 (July 14, 2005), 70 FR 42130 (July
21, 2005) (SR-NYSE-2002-19); Exchange Act Release No. 52032 (July 14, 2005), 70 FR
42118 (July 21, 2005) (SR-CBOE-2002-03).
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margining methodology computes rriargin requirements based on the net market risk of all
positions in an account assuming certain potential market movements. Under the Portfolio
Margin Rules, a broker-dealer can combine securities and futures positions into the portfolio -

margin account. SIPA, however, only protects customer claims for securities and cash and

~ specifically excludes from protection futures contracts that are not also securities.”® This raises a

question as to how futures positions in a portfolio mafgin account would be treated in a SIPA
liquidation. Consequently, we are proposing amendments to Rules 15¢3-3 and lSc3—3a that are |
designed to provide the protections of Rﬁle 15¢3-3 and SIPA to futures positions in a securities
account under the Portfolio Margin Rules. |
First, we propose amending the definition of “free credit balances” in pmagaph (a)(8) of
Rule 15¢3-3 to include funds resulting from margin deposits and daily marks to market related |

to, and proceeds from the liquidation of, futures on stock indices and options thereon carried in a

securities account pursuant to a portfolio margining rule of an SRO. Under this amendment, a

broker-dealer holding such funds would have to treat them as “credit items” for purposes of the
customer reserve computation. Consequently, the futures-related funds in a portfolio margin
account would need to be included with all other credit items when a broker-dealer computed its

customer reserve requirement under Rule 15¢3-3. Further, because free credit balances

The definition of “security” in SIPA includes a futures contract that also is a security;
namely, a “security future” as defined in section 3(a)(55)(A) of the Exchange Act. See
15 U.S.C. 78111(14). ' _ '
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constitute-“cash” in a customer’s account, they are “cash” .fér purposes of determining a
customér’s “net equify’ ’ in a SIPA liquidation.”’

Our proposed amendxﬁent to the definition of “free credit balances™ also would bring
within the definition’s scope the market ‘value of futures options in a portfolio mérgin account as
of thg: SIPA “filing date.”® Unlike futures contracts, futures 6ptions do not take the form of cash
balances in the account (i.¢., they have market value at the end of a trading day). Since the
brokgr—dealer is not holding cash for the customer there is not the need to treat the futures
options as a “free credit balance” and require a credit in the reserve formula. However, if the -
broker-dealer is liquidated under SIPA, the unrealized gains or losses of the futures options
should be included in calculating the customer’s net equity in the account (along with the cash

balances related to the futures contracts and the securities positions and related cash balances).

The proposed amendment is designed to provide for this outcome by defining the market value

of the futures options as a free credit balance in the event the broker-dealer becomes subject to a

SIPA proceeding. As “free credit balances,” funds resulting from margin deposits and daily

* marks to market related to futures and the market value of futures options as of the SIPA filing

date would constitute claimé for cash in a SIPA proceeding and, therefore, become a part of a

%

37 If a person qualifies as a “customer” under SIPA, the next inquiry is to value the amount

of the customer’s claim. This step is accomplished by reference to the definition of “net
equity” in SIPA. 15 U.S.C 7811(11). Generally, “net equity” is the “dollar amount of the
~ [customer’s] account” as determined by calculating the sum that would have been owed
the customer had the securities in the customer’s account been liquidated on the date the
SIPA proceeding was commenced minus any amounts owed by the customer to the
broker-dealer. : ' ‘ '

The term “ﬁlihg date” is defined in SIPA as, generally, being the date a SIPA proceeding
is commenced. See 15 U.S.C. 78111(7). '
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customer’s “net equity” claim and be entitled to up to $100,000 iﬁ advances to make up for
shortfalls.*

 On the debit side of the customer reserve formula, we are proposing an amendment to
Rule 15c3-3a Item 14 that would permit the broker-dealer to include as a.debit item the amount
of customer margin required and on deposit at a futures clearing organization related to fgtures
positions carried in a securities account pursuant to an SRO portfolio margin rule. Under SIPA,
the term “customer property” includes “resources provided through the use or realization of
~ customers’ debit cash balances and other custbmer-relat_ed debit items as the Commission defines
by rule.”® Undér fhis provision of SIPA, this pfoposeid amendment to Rule 15¢3-3a would make
the inargin required and on deposit ata futures clearing organization part of the “customer
property” in the event the broker—_dealer is placed in a SIPA liquidation.®’ Thus, it would Be
available to the liquidation trustee for distribution to the‘ failed firm’s customers.

We believe our 'proposed amendments designed to provide the protections of Rule 1563;3
and SIPA to all positioos in a securities account established under an SRO portfolio margin rule_
are warranted given that thé futurés positions in the account serife as hedges for the securities
positions and, therefore, reduce the risk of the securities positions. The intermingled nafure of

the positions, margin or deposit, and the fact that the futures positions reduce the amount of

59 Generally, futures and futures options in a portfolio margin account would be transferred

to a solvent broker-dealer or liquidated before the initiation of a SIPA proceeding.
‘Consequently, these proposals are highly cautionary as it is unlikely that a broker-dealer
would be placed in a SIPA liquidation while still holding these types of positions in
customer accounts. )

% 15U.S.C. 7811(4)(B).

Margin posted at a futures clearing organization for securities futures products ourrently
is treated in this manner. See 17 CFR 240.15¢3-3a. '
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margin necessary to carry the securities positions makes it highly practical to treat all the

positions in accordance with the requirements of Rﬁle 15¢3-3 and, as part of the customer’s “net

~ equity” in a SIPA liquidation.

We solicit comment on whether this approach represents a workable solution to providing
SIPA protection to portfolio margin accountﬁolders. In particular, we request comment as to‘
whether there are other appfoaches the Com_missibn may pursue that are designed to provide
SIPA protection to futures related cash and futures options in portfolio margin accounts.

C. Amendments With Respect to Securities Lending and Borrowing and
Repurchase/Reverse Repurchase Transactions

Securities lending and repurchase transactions by inétitu-tions are an important element of
the financial markets. Ina typical securities lending transaction, the parties agree that the owner
of the securities (gg; a pension fund, institutional investor, bank, or broker-dealer) will lend
securities to a borrower, and the boﬁower will be required to return securities of like kind and
quantity to the lender. To protect the lender’s interest, the.borrower typically will provide cash
or other secuﬁtie§ as collateral in excess of the market value of the securities loaned.*” In the
typical securities repurchase/reverse repurchase transaction (“rep.o. transactions”), a buyer égrees
to purchase securities from a seller and fhe seller agreeé to repurchase them at some time in the .

future at the sale price plus some additional consideration. Thus, if the securities increase in -

2  In computihg net capital under Rule 15¢3-1, a broker-dealer geherally must make a

deduction in the amount that the market value of securities loaned exceeds the value of
collateral received. 17 CFR 240.15¢3-1(c)(2)(iv)}(B). Likewise, a broker-dealer must
make a deduction in the amount the value of collateral posted exceeds the value of
securities borrowed to the extent the excess is greater than certain percentages. This
permits the broker-dealer to provide excess collateral in conformance with industry
standards without taking the deduction. In either case, the broker-dealer is not required to
take the deduction, provided it issues a mark-to-market call and collects payment the
same day. '
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value, the seller is at riskvthat the buyer will default on its obligation to resell them at the original
contfact price. Conversely, if the securities decrease in.value, the'buyer is at risk that the seller
will defauit on its obligation to repurchase them at the original contract pn'ce. To address these
risks, the securities underlying the agreement are marked to market daily and, if their value rises
above the contract price, the Buyer provides margin to the ls..eller to secure the buyer’s obligation
to resell the securitieé at a price Iower than market value. Aiternatively, if the value of the
securities falls below the contract price, the seller provides'margin to the buyer to secure the
'selier’s obligation to repurchase the securities at a price above the market value.

- In addition to participating in securities lending transactions, broker-dealers provide a
variety of services to other borrowers and lenders, including counterparty credit evaluation,
collateral management, and administration of distributions and corporate actions. Moreover, ‘a
broker-dealer may negotiate the 1¢an as agent for both peﬁies (diVulging their identities just prior |
to the transaction) or by interposing itself as principal between two undisclosed counterﬁarties as
a conduit lender.

The failﬁre of MJK Clearing, Inc. (“MJK”) — the largest SIPA liquidation to date — raised
several concerns regarding securities lending tre.nsactions. .The Commission, in two eivil ‘
complaints,63 alleged that MJK engaged in conduit securities lending transactions involving
shares of a company called GenesisIntermedia, Iﬁc. According to the complaints, MJK

borrowed shares of GenesisIntermedia shares from one broker-dealer, providing cash collateral

63 See SEC Litigation Release No. 18641, 2004 LEXIS 706 (March 26, 2004); SEC .
Complaint, SEC v. Thomas G. Brooks, Civil Action No. CV 03-3319 ADM/AJB, United
States District Court (D. Minn. June 2, 2003); SEC v. Thomas G. Brooks, SEC Litigation
Release No. 18168, 2003 SEC LEXIS 1321 (June 3, 2003); SEC Complaint, SEC v. :
Kenneth P. D’ Angelo et al., Case No. LACV 03-6499 CAS (VBKXx), United States
District Court (C.D.Cal. September 11, 2003); SEC Litigation Release No. 18344, 2003
SEC LEXIS 2173 (September 11, 2003).
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equal to the market value of the borrowed shares. MJK then re-lent the GenesisIntermedia
shares to other broker-dealers that provided cash collateral in return. As indicated in the
complaints, after the transactions, the market value of the GenesisIntermedia shares declined

dramatically. The complaints also describe how MJK returned cash collateral to the borrowing

_ brdker—dealers as the shares declined in value but did not collect excess cash collateral provided

to the brokef—dealer that lent the shares to MJK. Eventually, MJK went out of business. At the
time of its failure, MJK still owed cash collateral to several of the boﬁowing broker-dealers.**
MIK’s féilure caused losses to the borrov;/ing broker-dealers and to other firms to whom»
those brbker—dealers re-lent the borrowed securities.” In suBsequent litigation, disputes have
arisen as to whether certain of these broker-dealers were acting as principals or agents.®®
Uncertainty as to whether vbroker-dealers are acting as principal or agent in a securities loanv

transaction raises concerns as.to whether firms are taking required net capital charges related to -

 their securities lending activities.*” A broker-dealer might not take the required charges on the

s Id.; See also In re MJK Clearing, Inc., 2003 U.S. DlSt LEXIS 5954 (D Minn. 2003).

65 See, e.g., Nomura v. E*Trade, 280 F.Supp. 2d 184 (S D.N.Y. 2003)

66 i_ eid.
Under paragraph (c)(2)(iv)(B) of Rule 15¢3-1, broker-dealers are required to deduct from
‘net worth most unsecured receivables, including the amount that the market value of a

- securities loan exceeds the value of collateral obtained for the loan. Similarly, with
respect to repo transactions, a broker-dealer obligated to resell securities must, in
computing net capital, deduct the amount that the market value of the securities is less
than the resale price. 17 CFR 240.15¢3-1(c)(2)(iv)(F). A broker-dealer obligated to
repurchase securities must, in computing net capital, deduct the amount that the market
value of the securities is greater than the repurchase price to the extent the excess is
greater than certain percentages. 17 CFR 240.15¢3-1(c)(2)(iv)(F).
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theory that it was arranging the loans as agent, rather than principal, notwithstanding the fact that
there was no express disclaimer of principal 1iabiﬁty.
We are proposing two amendments designed to improve regulatory oyersight of
securities lending and repo transactions.. The first proposal would amend subparagraph
(©)(2)(iv)(B) to Rule 15¢3-1 to clarify that broker-dealers providing securities lending and
“borrowing settlement services are assumed, for purposes of the rule, to be acting as principals
- and are subject to applicable capital dedlictions. Under the proposed amendment, these
deductions could be avoided if a broker-dealer takes eertain steps to disclaim principal liability.
Namely, the bro_ker-dealer would be required to disclose the identities of the borrower and lender
fo each other and obtain written agreements from -the borrower and lender statihg that the broker-
* dealer 1s acting exclusiveiy as agent and assuines no principal liability in connection with the
&msaction.ﬁs |
| The second proposal would add a paragraph (c)(5) to Rule 17a-11, which Would require
broker-dealers to notify the Commission whenever the total amount of money payable against all _
securities loaned or subject _te a repurchase agreement, or the total contract value ef all securities
borrowed or subject to a reverse repurchase agreement exceeds 2,500 percent of tentative net
| capital; provided that, for purposes of this l.eve'rage threshold, transactions involving

“government securities” as defined in Section 3(a)(42) of the Exchange Act, are excluded from

68 Standard master securities loan agreements (including the annexes thereto) commonly

used by the parties to a securities lending transaction contain similar provisions for
establishing agent (as opposed to principal) status in a securities lending and borrowing
transaction. See, .g., 2000 Master Securities Loan Agreement Annex I, published by
The Bond Market Association.

34




69

the calculation.*” Based on FOCUS report (iata, we estimafe that a leverage th;eshold .of 25
times tentative net capital would be triggered by 21 broker-dealers oh a regular basis. We
believe that this indicates the proposed threshold is high enough to only capture ona regular
basis those few firms highly active in securities lending and repos. Accordingly, it is an
appropriate notice tﬁgger for a firm that historically has not been as active in these transactions
but rapidly leverages up its positions.

We believe that receiving notice when this threshold is exceeded would help identify
broker-dealers with highly leveraged non-government securities lending and borrowing and repo
operations aﬁd make it easier for regulators to respond more quickly and protect customers in the

event a firm is approaching insolvency. To avoid frequent filing by firms that engage

predominantly in securities lending and repo transactions, the proposal would give a broker-

dealer the option of submitting monthly reports regarding its securities lending and repo
activities to its designated examining authority.
We request comment on all aspects of these proposed amendments, including whether

there are other steps the Commission should take to reduce the risk that a broker-dealer will fail

~ as a consequence of a breakdown in its securities. lending or repurchase activities. We also seek

comment on the appropriateness of the 2,500% of tentative net capital early warning trigger and

whether a smaller or larger leverage test should be employed;

" 15 U.S.C. 78c(a)(42). “Government securities” generally present less market risk than
other types of securities used in securities lending and repo transactions. Consequéntly,
they are excluded from the scope of this proposed rule.
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D. Documentation of Risk Management Procedures

The failure of MJK highlights the importance of broker-dealers documenting their
iniplémented controls for managing the material risk exposures that arise from their business
activities. -Fpr examble, a broker-dealer active in securities lending is exposed to a variety of
risks, including market risk,”® credit risk,”" liquidity risk’> and operational risk.”” Other broker-
dealer activitiés give rise to these risks as well, including managing a repo book, dealing in OTC
derivatives, trading proprietary positions and lending on margin. A well-documented system of
internal controls designed to manage material risk expdsures enables a broker-dealer’s
management to identify, analyze, and manage the risks inherent iﬁ.the firm’s bﬁsiness activities

with a view to preventing significant losses. The need for such controls is particularly urgent

~with respect to the largest broker-dealers, which generally engage in a wide range of highly

complex businesses across many different markets and geographical locations.

We believe that, for the most part, these firms as a matter of business practice already

~ have well-documented procedures and controls for managing risks. Moreover, many are part of -

70 Market risk involves the risk that prices or rates will adversely change due to economic

forces. Such risks include adverse effects of movements in equity and interest rate
markets, currency exchange rates, and commodity prices. Market risk can also include
the risks associated with the cost of borrowing securities, dividend risk, and correlation
risk. '
m Credit risk comprises risk of loss resulting from counterparty default on loans, swaps,
options, and during settlement.

Liquidity risk includes the risk that a firm will not be able to unwind or hedge a position
or meet cash demands as they become due.

& Operational risk encompasses the risk of loss due to the breakdown of controls within the
firm including, but not limited to, unidentified limit excesses, unauthorized trading, fraud
in trading or in back office functions, inexperienced personnel, and unstable and easily
accessed computer systems. :
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a public compahy subject to the requirements of section 404 of the Sarbanes-Oxley Act of

2002,”* and the Commission’s rules thereunder,”® which require the company to include in its

annual report a report of management on the company’s internal control over financial reporting.

Notwithstanding the fact that many broker-dealers already have documented their implemented

intémal controls as a matter of business pvractice or because they are part of public cbmpanies
subject to the requirements under Sarbanes-Oxley, we believe it is important to reinforce the
practice, particularly for broker-dealers that are not part of public companies, and make it easier
for regulators to access a bfoker-dealer’s procedures and c;ontrols; Consequently, we are
proposing amendments to the boo.ks and records rules that would require certain broker-dealers
to make and keep current records documenting théir implemented systems of internal risk.
ména_gement control.

The proposal would add a paragraph (a)(23) to Rule 17a-3, which would require certain
large broker-dealers to document any implemented internal risk management control desi.'gned to
assist in analyzing and managing the risks (e.g., market, credit, liquidity, operational) aﬁsing
from the business activities it engages in, including, for example, securities lending and repo
transactions, OTC derivative transactions, propﬁetary trading and margin lending. The
requirement ;nly would apply to broker-dealers that have more than (1) $1,000,000 in aggregate
credit items as cornputed under the customer reserve formula of Rule 15¢3-3, or (2) $20,000,000

in total capital including debt subordinated in accordance with Appendix D to Rule 15¢3-1. This

would limit the proposed rule’s application to the broker-dealers that, because of their

7 Pub. L. 107-204, 116 Stat. 745 (2002).

75 See Securities Act Release No. 8238, Exchange Act Release No. 47986; Investment
- Company Act Release No. 26068 (June 5, 2003), 68 FR 36635 (June 18, 2003).
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complexity and size, are subject to the greatest risks and whose failure to adequatély manage the
risks could have the largest systémic impact. We estimate there are approximately 500 such
firms. |

The proposal also would add a paragraph (e)(9) to Ruie 17a-4, which would require a
broker-dealer to maintain these records for three years after the date the broker-dealer céases to
use the. system of controls. We believé that the additional three years creates an audit trail
between former and current procedures and provides regulafors with sufficient opportunity to
review the records dﬁring th;e bfoker-dealer’s normal exam pycle. o

We are not i)roposing any minimum elements that would be required to be included in a
firm’s internal controls or specifying issues that shduid be addressed. Rather, the amendment ié
designed to ensure that broker—dealers_ clearly identify the procedures, if any, they use to manage
the risks in their business. We believe the proposed documentation reqﬁirement would help
firms and their designated examining authorities identify gaps in their internal procedures.
Moréover, broker-dealers that have already documented their internal controls would not be
réqqired to take any further steps other than to retain fhe writtén procedures for three years after
new contréls were put in plaée and maintain the procédures in a manner that makes them readily
available to the Commission and ofher securities regulators (to the extent they were not already
readily available). |

We request comment on all aspects of these amendments, inéluding.whether either of the
criteria as to which broker-dealers would be subject to thé proposed requirement should be lower |
_of higher, or whether we should consider some other criteria for application of the proposed

requirement.
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E. Amendments to the Net Capital Rule
1. Requirement to Subtract From Net Worth Certain Liabilities or
Expenses Assumed By Third Parties and Non-Permanent Capital
Contributions

Under Rule 15¢3-1, broker-dealers are required to maintain, at all times, a minimum

amount of net capital. The rule generally defines “net capital” as a broker-dealer’s net worth

| (assets minus liabilities), plus certain subordinated liabilities, less certain assets that are not

readily convertible into cash (e.g., fixed assets), and less a percentége (haircut) of certain other |
liquid. assets (e.g., securities).”® Broker-dealers are required to calculate net worth using
generally accepted accounting principles.

Based on our experience, we are concerned that some broker-dealers may be éxcluding
from their calculations of net worth certain liabilities t'h‘at relate‘directly to expenses or debts
incurred by the broker-dealer. The accounting justiﬁ;:ation fér the exclusion is that a third;party

(usually a parent or affiliate) has assumed responsibility for these expenses and debts through an

~ expense sharing agreement. In some cases, however, the third-party does not have the resources

~ —1independent of the broker-dealer’s revenues and assets — to assume these. liabilities. Thus, the

tflird-party is dependent on the resources of the broker-dealer to pay the expenses and debts.

- Excluding liabilities from the broker-dealer’s net worth calculation in these situations may

misrepresent the firm’s actual financial condition, deceive the firm’s customers, and hamper the
ability of regulators to monitor the firm’s financial condition.
For these reasons, we are proposing an amendment to Rule 15¢3-1 that would add a new

paragraph (c)(2)(i)(F) requiring a broker-dealer to adjust its net worth when calculating net

7 See 17 CFR 240.15¢3-1(c)(2).

-39




éapital by including any liabilities that are assumed by a third-party if the broker-dealer cannot
demonstrate that the third-party has the resources independent of the broker-dealer’s income and
assets to pay the liabilities. To evidénéé a third-party’s ﬁnancial capacity, the broker-dealer
éould maintain és a reéord the third party’s mosf recent and current (i.e., as of a date within the
pre\}ious twelve months) audited financial statements, tax return or regulatory filing containing
financial reports.

Based on our experience, we also are concerned that broker-dealers may be receiving

capital contributions from individual investors that are subsequently withdrawn after a short

period of time (often less than a year). In some cases, the capital may be contributed under an
agreement giving the investor the option to Withdraw the capital at the investor’s discretion. In
the past, the Comnﬁssion has emphasized that capital contributions to broker-dealers should not
be tempo>rary77 and the Commission staff has explained that a capital contribution should be |

treated as a liability if it is made with the understanding that the contribution can be withdrawn at

- the option of the investor.”® We are proposing to codify these views by amending Rule 15¢3-1 to

- add a paragraph (c)(2)(1)(G), which would require a broker-dealer to treat as a liability any

capital that is contributed under an agreement giving the investor the option to withdraw it. The
provision also would require a broker-dealer to treat as a liability any capital contribution that is

intended to be withdrawn within a year-unless the broker-dealer receives permission in writing

m See Study of Unsafe and Unsound Practices of Broker-Dealers, Report and

Recommendations of the Securities and Exchange Commission, H.R. Doc. NO. 92-231
(1971). | |

78 Letter from Michael A. Macchiaroli,. Associate Director, Division of Market Regulation,

Commission, to Raymond J. Hennessy, Vice President, NYSE, and Susan DeMando,
“Vice President, NASD Regulation, Inc. (February 23, 2000).
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from its designated examining authority.” Under paragraph (c)(2)(()}(G)(2) of the proposed rulé,
a withdrawal made within oné year of the contribution is presurnéd to have been intended to be
~ withdrawn within a year and, therefore, presumed to be subject to the deduction.

We request coMent on all aspects of these proposed améndments, including suggestions
for records (iri addition to audited financial statements, tax returns and regulatory filings) by |
which-a broker-dealer could demonstrafe a third-party’s currerﬁ financial cépacity. We also
requestpomrhent on potential metrics for measuﬁng Whether the third-party has sufficient
financial resources to assume the broker-dealer’s \expenses for the purposes of caiculating net
capital under Rule 15¢3-1. Fof example, would it be sufﬁcient if the third-party’s most recent
financial statement, tax return or ﬁling.showed a'n. amount of annual net revenue, excluding
" income derived from the broker-dealer (c.g., from management fees or dividends) that equaled or
exceeded the broker;dealer’s annual expenses assumed by the third-party? Would it be sufficient
ifa ﬁhancial statement or filing showed the third-party had an amount of equity capital that, ata
‘minimum, equaled 100%, 150%, 200%, 1000% or some other percentage of thé broker-dealer’s
annual expenses assumed by the third-party? |

With respect to the proposal on capital contributioﬁs and withdrawals, we request
.commvent on whether the time period within which withdrawn and intended to be withdrawn |
contributions must be treated as liabilities should be longer than one year.

2. Requirement to Deduct the Amount a Fldellty Bond Deductlble
Exceeds SRO Limits

7 ‘These requirements would not apply to withdrawals covered by paragraph (e)(4)(iii) of .
Rule 15¢3-1, namely, withdrawals used to make tax payments or to pay reasonable
compensation to partners. These types of payments are ordinary business expenditures

and do not raise the types of concerns the proposed rule is designed to address.
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. ' Under SRO rules, ceﬁéin bréker—dealers that do business‘ with the public or are required
to become members of the Securities Investor Protection Corporationi(“SIP.C’l’) must comply
v with mandator}vl1 fidelity bonding requirements.*® While fhe form and amounts of tﬁe bonding
requirements vary based on the nature bf a broker-dealer’é business, the SRO rules typically
permit a broker-dealgr to have a deductible provision included in the bond. However, _the rules
provide that the deductible may not exceed certain amounts.® With regard to firms that maintain
deductible amounts over the maximum amount permitted, a number of SRO rules provide that
the broker-dealer must deduct this excess amount from nét worth when calculating net capital
under Rule 15¢3-1.% |
Rule 15¢3-1, however, does not specifically reference the SRO deductible requirements
asa éharge to capital. Accordingly, while the SROs require that the excess fidelity bond be
. deducted from net capital, the Cqmmission’s rule does not .specify such a deduction. This means
| that a broker-dealer would not be required for the purposes of Comrhission rules to show the

impact of the deduction in the net capital computation on the FOCUS report it is required to

8 See, e.g., NYSE Rule 319, NASD Rule 3020, CBOE Rule 9.22, and Amex Rule 330.

- SRO fidelity bonding requirements typically contain agreements covering the following
areas: a “Fidelity” insuring clause to indemnjfy against loss of property through
dishonest or fraudulent acts of employees; an “On Premises” agreement insuring against
losses resulting from crimes such as burglary and theft and from misplacement of
property of the insured; an “In Transit” clause indemnifying against losses occurring
while property is in transit; a “Forgery and Alteration” agreement insuring against loss
due to forgery or alteration of various kinds of negotiable instruments; and a “Securities
Loss” clause protecting against losses incurred through forgery and alteration of
securities. Id.

8 See, e.g., NYSE Rule 319(b), which permits NYSE members and member organizations
to self-insure to the extent of $10,000 or 10% of the minimum insurance requirement as
prescnbcd by the NYSE.

. % See e.g.,NYSE Rule 319(5); NASD Rule 3020(b)(2).
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periodically file.® To address this gap, we are pfoposing to amend Rule 15¢3-1 by adding a
paragraph (c)(2)(xiv) that would require a broker-dealer to déduct, with regard to fidelity
bonding reﬁuirements prescribed by a broker-dealer’s examining authority, the excess of any
deductible amount over the maximum deductible amount permitted. We believe th‘e fidelity
bonding requirement is an important prudential safeguard becaus'eA it Serves és a measure to
protect the broker-dealer’s capital from unforeseen losses arising from, among other events,
improper activity by an employee.84

We requést comment on all aspects of this proposed amendment.

3. Broker-Dealer Solvency Réquirement

_~ We are proposing an amendment to Rule 15c3-1 that would require a broker-dealer to

cease its securities business activities if certain insolvency events occur. The proposed-

amendment would prevent a broker-dealer from continuing to conduct a s¢curities business while
it is seeking protection in a bankruptcy proceeding. A broker-dealer that has fnade an admission
of insolvency, or is otherwise deemed insolvent or entitled to pfotection from creditors, does hot
possess the financial resources necessary to operate a securities business. Continuing to operate
in such circumstances poses a sigiﬁﬁcant credit risk to counterparties and to the clearance and
settlement system, and, in the event the ﬁrrh .endsb up in a liquidation proceeding under SIPA,
may impair the ability of the SIPA trustee to make customers of the broker-dealer whole and
satisfy claims of other creditors out of the assets of the general'estate. :

~ We are proposing to amend paragraph (a) of Rule 15¢3-1 to provide that a broker-dealer

shall not be in compliance with the rule if the firm is “insolvent” as that term is defined in the

8 See 17 CFR 240.17a-5.

8 See, e.g., NYSE Rule 319, which speciﬁés the type of coverage the bond must provide.
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rule. "‘Insolventf’ would be deﬁned in a new paragraph (c)(16) as, among other things',. a broker-
dealer’s placement in a voluntary or in\}oluntary bankruptcy or similar proceeding; the “
appointment of a trustee, receiver or similar official; a general assigmhent by the broker-dealer
for the benefit of its creditors; an admissibn of insolvency; or the‘ inability to make computations
necéssary to establish compliance with Rule 15¢3-1. The proposed definition of “insolvent” is
intended to be broad enough to encompass any type _6f insolvency pfoceeding or condition of
insol.vency.85 By making solvency a requirement of Rule 15c3-1., a broker-dealer that is

insolvent would have to cease conducting business because section 15(c)(3) of the Exchange Act

~ generally prohibits a broker-dealer from effecting any transaction in, or inducing or attempting to

induce the purchase or sale of, any security in contravention of the Commission’s financial
responsibility rules (which include Rule 15¢3-1).%
We also are proposing an amendment to the first séntence of paragraph (b)(1) of Rule

17a-11 that would require a broker-dealer meeting the definition of “insolvent” to provide

- immediate notice to the Commission, the firm’s designated examining authority and, if

applicable, the CFTC. This 'notiée would assist regulators in taking stéps to protect the insolvent
firm’s customers, including, i appropriate, notifying SIPC of the need to commence a SIPA
liquidation.

We request coﬁlment on all aspects of these proposed amendments, including whether

there are other insolvency events that should be captured in the definition.

8 For example, the proposed definition incorporates concepts of insolvency in the US

Bankruptcy Code and SIPA. See 11 U.S.C. 101; 15 U.S.C. 78eee(b)(1).

86 15 U.S.C. 780.




4. Amendment to Rule Governing Orders Restricting Withdrawal of
Capital From a Broker-Dealer

' Paragréph (e) of Rule 15¢3-1 places certain conditions on a broker-dealer when

- withdrawing capital.87 For example, a broker-dealer must give the Commission two days notice

before a withdrawal that would exceed 30% of the firm’s excess net capital and two days notice
after a withdrawal that exceeded 20% of that measure.®® -Paragraph (e) also restricts capital
withdrawals that would have certain financial impacts on a broker-dealer such as lowering net
capital below certain levels.¥ Finally, under the rule, 'the Commission may issue an order
teniporan'ly restricting a broker—deéler from withdrawing capital or making loans or advances to

stockholders, insiders, and affiliates under certain circumstances.”® The rule, however, limits

such orders to withdrawals-, advances, or loans that, when aggregated with all other withdrawals,

advances, or loans on a net basis during a thirty calendar day period, exceed thirty percent of the

firm’s excess net capital.”’ The rule also requires that the Commission conclude, based on the

~ facts and information available that a withdrawal, advance, or loan in excess of thirty percent of

the broker-dealer’s excess net capital may be detrimental to the financial integﬁty of the firm, or

may unduly jeopardize the firm’s ability to repay its customer claims or other liabilities which

~ may cause a significant impact on the markets or expose the customers or creditors of the firm to

% See 17 CFR 240.15¢3-1(e).

8 © 17 CFR 240.15¢3-1(e)(1).
® 17 CFR 240.15¢3-1(e)(2).
% 17 CFR 240.15¢3-1(e)(3).
91 Id.
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loss without taking into account the application of the SIPA.9.2 The order may restrict such
- withdrawals, édvances, or loans for a period of up to twenty business days;93

Parégraph (e) of Rule 15¢3-1 was adopted in the aftermath of the failure of the
investment bank holding company Drexel Burnham Lambert, Inc. (“Drexel”)‘.94 At the time of
its adoption, the Commission pointed out that Drexel, pﬁor to ‘its‘failure, withdrew substantial
capital from its regulated broker-dealgr subsidiary over a period of thre¢ weeks in the form of
‘short term ldans.95 The withdrawals were made without notifying the Commission or the broker-
dealer’s designated; examining authority.”® Moreover, part of the broker-dealer’s capital

consisted of hard to price high yield bonds.”” This made it difficult to determine the firm’s actual

net capital amount and, consequently, whether it was in capital cornpliance.98

Since the adoption of Rule 15¢3-1(€) in 1991, the Commission only once has issued an
order restricting a broker-dealer from withdrawing capital.”® Specifically, on October 13, 2005,

the Commission ordered the two broker-dealer subsidiaries of REFCO, Inc. - REFCO Securities,

92
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o See Exchange Act Release No. 28927 (February 28, 1991), 56 FR 9124 (March 5, 1991).
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% See Exchange Act Release No. 52606 (October 13, 2005).
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LLC and REFCO Clearing, LLC - to restrict capital witﬁdrav?als, advances, and loans.!® The
Commission issued the order after REFCO, Inc. announced that its financial statements for 2002
through 2005 should not be relied on and that a materiai unregulated subsidiary (REFCO Capital
Markets, Ltd.) had ceased all activities for a 15-day period.'”! | o
As required under Rule 15¢3-1(e), tﬁe Commission’s order with respect to REFCO’S:
broker-dealer subsidiaries only restricted capital withdrawals, loans and advances to the extent
they would exceed 30% of the broker-dealer’s excess net capital when aggregated with other
such transactions over a 30-day period. The Commission and other securities regulators often
discover that the books and records of a troubled broker-dealer are incomplete or inaccurate.
This can make it difficult to determine the firm’s actuél net capital and excess net capital
amounts. In such a case, an order that limits witfldrawals to a percentage of excess net capital
“would be difficult to énforce as it would not be ciear when that threshold had been reached.
‘Given the circumstances, we believe the better approach is to rerhove the 30% of excess net
capital limitation. This would simplifyvthe orders by allowing the Commiésion to restrict ail‘
withdrawals, advances, and loans. All the other conditions in the rule would be preserved.
We request comment on all aspects of this proposed amendment.

S. Adjusted Net Capital Requirements

i. Amendment to Appendix A of Rule 15¢3-1
- We are proposing an amendment to Appendix A of Rule 15¢3-1, which permits broker-

dealers to employ theoretical option pricing models to calculate haircuts for listed options and
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related positions that hedge those options.'” Non-clearing option specialists and market makers
p p gop p »

need not apply haircuts to their proprietary listed options positions, provided the broker-dealer
carrying their account takes a charge to its own net capital based on the charge computed using

1.'% In 1997, the Commission édopted a temporary amendment to

. the theoretical pricing mode
Appendix A that, by virtue of decreasing thc range Qf pricing inputs to the model, effectively
reduced the haircuts applied by the carrying firm with respect to ﬁon—clearing option specialist
an(i market maker accounts.'” The temporary amendment, which only applied to ';hese types of
acéounts, was limited to major market foreign currenciés and diversified indexes. The
Commission ﬁade this relief — which 1s éontaihed in paragraph (b)(1)(iv) of Appendix ’Ams -

temporary so the Commission could evaluate the effects of the reduced capital charges,

particularly under conditions involving high levels of market volatility.

12 17 CFR 240.15¢3-1a.
103 17 CFR 240.15¢3-1(c)(2)(x).

104" See Exchange Act Release No. 38248 (February 6, 1997), 62 FR 6474 (February 12,

1997). Under Appendix A to Rule 15c3-1, a broker-dealer calculating net capital charges

- for its options portfolios shocks the products in each portfolio (grouped by underlying
instrument) at ten equidistant points along a potential market move range. The market
move ranges for major market foreign currencies, high-capitalization diversified indexes,
and non-high-capitalization diversified indexes are, respectively: +(-) 6%, +(-) 10% and
+(-) 15%. The temporary rule lowered these market move ranges to respectively: +(-)
4%, + 6% (-) 8% and +(-) 10% in terms of calculating haircuts for positions of non-,
clearing options specialists and market makers. See id.

10517 CFR 240.15¢3-1a(b)(1)(iv)(B).
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The relief expired two years from its effective date. The Commission staff subsequently
issued a no-action letter on J anuary .13, 2000 continuing the relief.'® Since the no-action letter

was issued, there have been periods of significant volatility in the securities markets, irrcluding

~ the markets for major market foreign currencies and high-capitalization and non-high-

capitalization diversified indexes. These periods of volatility include the Russian debt crisis in

1998, the internet bubble and the September 11, 2001 terrorist attacks. Despite periods of

~ substantial volatility, there have been no significant increases in the number of deficits in non-

clearing option specialist and market-maker accounts, nor did the lower capital charges under

paragraph (b)(1)(iv) result in excessive leverage. Consequently, we are proposing to amend

_paragraph (b)(1)(iv) of Appendix A to Rule 15¢3-1 to make permanent the previously granted -

relief. We believe permitting the lower requirement with respect to these types of positions
carried in non-clearing option specialist and market-maker accounts better aligns the capital
requirements in Rule 15¢3-1 with the risks associated with these positions and accounts.

We request comment on all aspects of this proposed amendment, including whether the

lower market move ranges for positions held by non-clearing options specialists and market

‘makers are appropriate and whether data or other information suggesté that these lower ranges
did result in an increase in the number of deficits in non-clearing option specialist and. market-
maker accounts or in excessive leverage on the part of these firms. Commenters are encouraged
to provide data to support their views.

ii. Money Market Funds

106 Letter from Michael Macchiaroli, Associate Director, Division of Market Regulation,

Commission, to Richard Lewandowski, Vice President, Regulatory Division, The-
Chicago Board Options Exchange, Inc. (Jan, 13, 2000).
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We are proposing an amendment that would reduce the “haircut” broker-dealers apply
under Rule 15¢3-1 for money market funds from 2% to 1% whén computing net capital. In
1982, the Commission adopted a 2% haircut requirefnent for redeemable securities of an
investment company registéred under the Investment Company Act of 1940 that holds éssets
consisting exclusively of cash or money market instruments and which is known as a “money |
market fund.”'”” The 2% haircut was adopted before the Commission adopted certain

amendments to Rule 2a-7 under the Investment Compahy Act 0f 1940 (17 CFR 270.2a-7) that

~strengthened the risk limiting investment restrictions for money market funds.'® - Rule 2a-7

defines a money market fund generally as an investment company limited to investing in U.S.

- dollar denominated securities that present minimal credit risks and that are, at the time of

acquisition, “eligible sec‘:urities.”log In particular, the rule requires that the securities purchased
by a money market fund be shorf-term instruments of issuers that ﬁre deemed a low credit risk.''°
The rule also requires the fund to diversify its portfolio of securities.'"! Based on the
enhancements to Rulé 2a-7, as well as the historical stability of money market funds as
investments, we are proposing to amend paragraph (c}(2)(vi)(D)(l) of Rulé 15¢3-1 to reduce the
haircut on such fﬁnds from 2% to 1%. This amendment: is designed to better align the net capital

charge with the risk associated with holding a money market fund. A further amendment would

17 Bxchange Act Release No. 18737 (May 13, 1982), 47 FR 21759 (May 20, 1982) See 17
CFR 240.15¢3-1(c)(2)(vi)(D)(1).

108 Investment Company Act Release No. 18005 (February 20 1991), 56 FR 8113 (February

27, 1991).
109 17 CFR 270.2a-7.

w2

ee id.
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“definitions would substantively alter the meaning of “fully paid securities,

clarify that a money market fund, for the purposes of paragraph A(c)(2)(vi)(D)(l), is a fund
described in Rule 2a-7. |

We request comment on all aspects of this amendment, including on whether it is
appropriate to reduce the haircut to 1% and, altematively, whether the haircut for certain types of
money market funds should be reduced to 0% as suggested by Federated in its petition to the
Commission.!'? Commenters are encouraged to provide data to support their views.

F. Technical Amendments

- Finally, we are proposing a number of technical amendments to these rules in order to,

for example, update or correct citations to other regulations. These technical amendments include

2 €<

proposed amendments to the definitions of “fully paid securities,” “margin securities,” and

* “bank” in Rule 15¢3-3.'"® Our proposed amendments are not intended to substantively change

the meanings of these defined terms but, rather, to remove text that is superfluous or redundant.
Consequently, we specifically seek comment on whether our proposed amendments to these

margin securities,”

and “bank” as those terms are defined in Rule 15¢3-3. Commenters should describe how the

_ amendment would result in a substantive change.

II. FURTHER REQUESTS FOR COMMENT
A In General
- We invite interested persons to submit written comments on any aspect of the proposed

amendments, in addition to the specific requests for comments. Further, we invite comment on

1z See Public Petition for Rulemaking No. 4-478 (April 3, 2003), as amended (April 4,
2005), available at http://www sec.gov/rules/petitions/petn4-478.htm.

13- 17 CFR 240.15¢3-3(a)(3), (4), and (7) respectively.
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other.matters that might have an effect on the proposa’ls contained in the release, including any
competitive impact.

B. Requests for ’Cominent on Certain Specific Matters

1. Early Warning Levels

The Capital Committee of the Securities Industry Association (“SIA”) has proposéd
lowering the Rule 17a-11 early warning level for broker-dealers that carry over $10 billion in
debits. Currently, under Rule 17a-11, a Berer-dealer that computes its net capitél requirelﬁent
using the alternative standard must provide regulators with notice if their net cépital level falls
below 5% of aggregate debit ifc'ms. The SLA contends that a broker-dealer with aggregaté debit
items exceeding $10 Billion would not be approaching financial difficulty simply becs.use its net
capital falls to the 5% early warning threshold. The broker-dealer, besause of the large amount
of debits é.ﬂd corresponding capital requirement, would coﬁtinue to hold sufficient net capital in
the SIA’s estimation. The SIA has suggested using a tiered approach in which the early warning ‘
level would be calculated by adding: (5% of the first $10 billion in debits) + (4% of the next $5
billion) + (3% of the next $5 billion) + (2.5% of all remaining debits).:

We fequest comment on this proposal and note that f.he SROs would need to alter their
early waming levels as well to make any such proposed amendment effective.

2. Harmonize Securities Lending and Repo Capital Charges
- We also are considering whether to harmonize the net capital deductions required under

paragraph (c)(2)(iv)(B) of Ruie 15¢3-1 for securities leﬁding and borrowing transactions with the

deductions required under paragraph (c)(2)(iv)(F) for securities repo transactions. Securities

lending and borrowing transactions are economically similar to repo transactions. However, the

need to take a deduction (or the size of the deduction) under Rule 15¢3-1 may depend on
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whether the broker-dealer executes the transaction ‘as'a securities loan/borrow or repo
transaction.'’* We are concerned that this has created an opportunity for regulatory arbitrage.’

In order to eliminate this mismatch, wé could make identical the securities loaned and
repurchase agreement deductions and, similarly, thé securities borrowed and reverse repurchase
- agreement deductions. We seek comment on the feasibility of such a proposal and on how it
should be implemented.

3. Accounting for Thii‘d-Party Liens on Customer Securities Held at a
Broker-Dealer ' - :

Under Rule 15¢3-3, a broker-dealer is required to include as a “credit” item in the
customer reserve formula the amount of any loan it receives that is collateralized by securities
carried for the accounts of customers.'”> The c‘;redit item is intended to éthre that funds
obtained through the use of customer securities are deployed to support customer transéctioﬁs '
(e.g., to make margin loans).aﬁd not used in the broker-dealer’s proprietary business.

In some cases, the customer’s securities m;ay be subject to a lien arising from a third-
party loan that is not made to the broker-dealer (g.g., the loan is made directly to the customer).
If fhe customer’s securities are not moved to a pledge account in the name of the third-party
lender, then the broker-dealer will continue to hold them in the name of the customer. As

between the broker-dealer and the customer, the securities may be fully paid for and,

H4 Specifically, with respect to repurchase agreement and securities borrowed transactions,

the required deductions only are triggered when the deficits exceed certain percentages.
See 17 CFR 240.15¢3-1(c)(2)(iv)(B) and (F). Conversely, with reverse repurchase
agreement and securities loaned transactions, the deductions are triggered without regard
to the size of the deficit.

115

17 CFR 240.15c3-3a, Item 2. A broker-dealer may finance margin loans to its customers
by obtaining a bank loan that is secured by the customers’ securities, which — because
they are not “excess margin securities” — do not have to be in the control of the broker-
dealer under Rule 15¢3-3(b). ‘




consequently, subject to the phySical possession or centrol reqilirement of Rule 15¢3-3. |
Moreover, if the broker-dealer became insolvent and was liquidated in a SIPA proceeding,'the
trustee could be placed in the situation of owirig the securities both to the customer and to tlie
third-party holding rhe lien. This could increase the costs of a SIPA liquidation, which is
underwritten by the fund administered by SIPC.

The situation becomes even more complicated when the securities are subject to liens

held by multiple creditors. The amount of the obligation to each creditor may change daily

depending on markét rnov_ements or other factors. In a SIPA proceeding, this could increase the
_number of parties with potentially competing claims for the securities, and thereby increase the
complexity and costs of the liquidation.

For these reasons, we request comment on how third-party liens against customer full.y
i)aid securities carried b'y a broker-dealer should be treated under the financial responsibility
rules, including Rule 15¢3-3, Ru_le 17a-3 and Rule 17a-4. For example, should the broker-dealer
be required to: (1) include the amount of the customer’s obligation to the third-p arty as a eredir
item in the reserve formula; (2) move the securit_ieS subject to'the lien into a separate pledge

account in the name of the pledgee or pledges; or (3) record on its books and records and

~ disclose to the customer the existence of the lien, identity of the pledgee(s), obligation of the

custorner, and amount of securities subject to the lien?
IV. PAPERWORK REDUCTION ACT
Certain provisions of the proposed amendments contain "collection of information”

requirements within the meaning of the Paperwork Reduction Act of 1995 (“PRA”). We have

submitted the proposed amendments to the Office of Management and Budget (“OMB”) for
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review in accordance with the PRA.''®

.An agency may not conduct or Sponsor, and a person is
not required to respbnd to, a collection of information unless it displays a currently valid control
» number.r The rules being amended — Rule 1503—1., Rule 1563-3, Rule 17a-3, Rule 17a-4 and Rule
17a-11 — contain currently approved collections of information under, respeétively, OMB.control
* numbers 3235-0200, 3235-0078, 3235-0033, 3235-0279 and 3235-0085.
A. . Collections of Information under the Proposed Amendments
The proposeq rule amendments coﬁtaﬁn recordkeeping and disclosure requirements that
are subject to the PRA. In summary, the amendments would require a broker-dealer, under
certain circumsfanc‘es, to (1) disclose the priﬁcipals and obtain certain agreements from the
principals in a securities lending transaction where it performs settlement services if it wants to
be considered an agent (as opposed to a principal) for the purposes of the net ca;pital rule,”_7 (2)
 obtain written permission from.broker-dealer (“PAB”) account holders to use their fully paid and

excess margin securities, '® (3) perform a PAB reserve computation,'"’

(4) obtain written
notification from a bank holding its PAB Special Reserve Account that the bank has received
notice that the assets in the account are being held for the benefit of PAB account holders,'?° (5)

enter into a written contract with a bank holding its PAB Special Reserve Accounts in which the

bank agrees the assets in the account would not be used as security for a loan to the broker-dealer

'8 44U.5.C. 3507(d); 5 CFR 1320.11

17 Proposed amendment reviéing paragraph (c)(2)(iv)(B) of Rule 15¢c3-1.

18 Proposed amendment adding paragraph (b)(5) to Rule 15¢3-3.

19 Proposed amendmient revising paragraph (€)(1) of Rule 15¢3-3.

0 Proposed amendment fevising paragraph'(t) of Rule 15¢3-3.
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" and would not be subject to a right, charge, securify interest, lien, or claim of any kind in favor of
the bank,'”' (6) obtain the affirmative consent of a customer before changing the terms under |
which the customer’s free credit balances are in'vested,122 (7) make and maintain records
documenting internal controls to assist the broker—dealer_ in analyzing and managing market, |
risks arising from business activities,'” (8) provide notice to the Commission and other

regulatory authorities if the broker-dealer becomes insollve:nt,124

and (9) provide notice to the
Commission and other regulatory authorities if the broker-dealer’s securities borrowed and loan
or securities repurchase/reverse répﬁrchas_e activity reaches a certain threshold or, alternatively,
prbvide regulatory authorities with a monthly report of the brpker-dealer’s secuﬁtieé borrowed
and loan or securities repurchase/reverse repurchése activity.125

B. Proposed Use of Information

The Commission and other regulatory authorities would use the information collected
under the proposed a_méndment to Rule 15¢3-1 and Rule.1503-3 to determine whether the
i)roker-dealer is in compliance with éach rule. In.partic‘ular, the record with respect to acting as
agent in a securities loan transaction would assist éxaxninefs in veﬁfﬁng that the broker-déaler is

properly accounting for securities loan deficits under Rule 15c3-1. The records with respect to

the PAB accounts would assist examiners in verifying that the PAB accountholders had agreed to

121 v Id.

122 Proposed amendment adding paragraph (j) to Rule 15¢3-3.

123 Proposed amendments adding paragraph (a)(24) to Rule 17a-3 and revising paragraph

(e)(9) of Rule 17a-4.

24 Proposed amendment revising paragraph (b)(1) of Rule 17a-11.

125

Proposed amendment ad>ding paragraph (c)(5) to Rule 17a-11.
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permit the broker-dealer to use their secim'ties, the broker-dealer had performed the PAB reserve

. computation and the bank holding the PAB Special Reserve Account had agreed to do so free of

lien.
The Commission and other regulatory authorities would use the information collected

under the proposed amendments to Rules 17a-3 and 17a-4 to determine whether the broker-

~ dealer is operating in a manner that mitigates the risk it will fail as a result of failing to document

internal cqntrols.

The Commission and other regulatory authorities would use the information collected
under th¢ proposed amendments to Rule 17a-11 to identify a broker-dealer 'experiencing
financial difficulty. Thjs"information would assist the Commission and other regulators in
promptly taking appropriate steps to protect customers, creditors, and counterparties. In
particular, a notice of iﬁsolvency would assist fégul_ators in responding more quickly to a failing
institution. The notices and reports with respect to securities lending and répos would assist
regulators in identifying broker-dealers that are active in these transactions or suddenly take on
largé positions.. This would assist in monitoring the systemic n'ék in the markets.

C. Respondents

The amendment to Rule 15¢3-1 requiring a'broker-dealer to make disclosures to, and
obtain certain agreements from, securities lending principals only would apply to those firms that
participate in the settlement of securities lending transaétions as agents. We estimate that

approximately 170 broker-dealers would be affected by this requirgment.lZG

126 This estimate is derived from FOCUS Reports filed by broker-dealers pursuant to Section -

17 of the Exchange Act and Rule 17a-5 (17 CFR 240.17a-5).
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The amendments to Rule 15¢3-3 requiring a broker-dealer to perform a PAB reserve

'c_omputation and to obtain certain agreements and notices related to its PAB accounts only would

affect those firms that carry such accoﬁnts. We estimate that approximately 75 broker-dealers
would carry such accounts. '?’ |

The améndment to Rule 15¢3-3 requiring a broker-dealer to obtain the affirmative
consent of a customer before changing the terms under which the customer’s free credit balances
are maintained only would apply to firms tﬁat carry free credit balances for customers. We
128

estimate that approximately 256 broker-dealers carry customer accounts.

The amendments to Rules 17a-3 and 17a-4 requiring a broker-dealer to make and

. maintain records documenting internal controls for analyzing and managing risks only would

apply to firms that have more than _$1,000,000 in aggregate credit items, or $20,000,000 in
éépital. Thus, its impact would be limited to the largest broker-dealers. Genérally, the broker-
dealers that would be required to document internal controls are exposed to all the risks
id_entiﬁed in the proposed amendment. Accordingly, the number of respondents would equal the

number of broker-dealers meeting the thresholds set forth in the amendment. We estimate that

129

approximately 517 broker-dealers would meet at least one of these thresholds.

The amendment to Rule 17a-11 would require a broker-dealer to provide the Commission

with notice if it becomes subject to certain insolvency events only would affect a limited number

127 _IQ.
128 ‘. E-
. 129 l_d-
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of firms per year. We estimate that approximately six broker-dealers would become subject to
one‘of these events in a given year.130

The amendment to Ruie 17a-11 would require a brekef-dealer to provide notice to the
Commission if its securities berrowed or loan or securities repurchase or reverse repurchase
activity reaches a certain threshold or, alternatively, provide monthly reports to secuﬁties
regulators about such aetivities. only would affect a limited number of firms per year. We
estimate that approximately 11 broker-deelers would provide the notice and that 21 broker-
dealers would opt to send the monthly reports in a given year."*!

D. Total Aﬁnﬁal Reporting and Recordkeeping Burden

As discuseed in ﬁJ.rther detail below, we estimate the total recordkeeping burden resulting
- from these amendments Would be approximately 373,938 annual hours,** 105,900 one—tfme
hours,'** and a one-time cost of $1,000,000 arising from the retentien of outside counsel.

" Securities Lending Agreements and Disclosures
The proposed amendment to Rule 15¢3-1 would require a broker-dealer to make

. disclosures to, and obtain certain agreements from, securities lending principals in situations

where the firm participates in the settlement of a securities lending transaction but wants to be

10 This estimate is based on the Annual Report of the Securities Investor Protection

Corporation (“SIPC”), which indicates that in recent years an average of six customer
protection proceedings per year have been initiated with respect to SIPC members. A
copy of the 2005 Annual Report can be obtained at:

: http://www.sipc.org/pdf/ZOOSAnnualReporm)df.

Bl These estimates are derived from information filed by broker-dealers in FOCUS Report

filings.
139,350 hours + 364,333 hours + 255 hours = 373,938 hours.

133 180 hours + 26,830 hours + 2,250 hours + 10,000 hours + 2 500 hours + 62,040 hours +
2,100 hours = 105,900 hours.
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| deemed an agent for purposes of Rule 15¢3-1. We understand that most existing standard
securities lending master agreements in use today already contain language requiring agent

- lenders to disclose principals and principals to agree not to hold the agents liable for a
counterparty default ahd, consequently, the pfoposed amendment would be codifying industry
practice. Thus, the standard agreement used by the vast majority of broker-dealers should

‘contain the representations and disclosures required by the proposed amendment. However, a
'smail percentage of broker-dealers may need to modify their standard agreements.

We estimate thaf 5% of ‘the approximately 170 firms engaged in this business, or 9 firms,
would not have used the standard agreements. We further estimate each of these firms would
spend appreximately 20 hours of employee resoﬁrces updating their etandard agreement
template. Therefore, we estimate that the total one-tirne burden to the indﬁstry as a result of this

'propo.sed requirement would be approximately 180 hours."**

- We do not believe vﬁrms Would |
incur costs arising from updating systems, purchasing soﬁWare, or engaging outside counsel in
meeting this proposed requirement but seek comment on that estimate.
2, PAB Customer Reserve Accouht Recordkeeping Requirements

. This proposed amendment to Rule 15¢3-3 would require a broker-dealer to perform a
PAB reserve computation and obtain certain-agreements and notices related to PAB accounts
and, therefore, would impose recordkeeping burdens on a broker-dealer to the extent it: )] hae to
perform a PAB computation; (2) choosee to use PAB Securities and, therefore, needs to obtain

agreements from PAB accountholders; and (3) opens a PAB reserve account at a new bank. The

- customer agreement requirement would be a one-time burden. It is standard for a broker-dealer

134 9 broker-dealers x 20 hours per firm = 180 hours.
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to enter into a written agreement with an accounthoider concerning the terms and conditions
under which the account would be maintained. Théreforé, requiring a written agreement would
not result in additional burden. Rather, additional burdens would arise from the need to amend
existing agreements and the standard agreement template that would be used for future
customers.

Based on FOCUS Repoit filings, we éstimate that the{e are approximately 2,533 existing
PAB cusfomers and, therefore, broker-dealers would have to aménd approximately 2,533
existing PAB agreements. We further estimate that, on average, a firm would si)end
approximately 10 hours of erﬂployee resoﬁrces aménding each agreement. We also estimate,
based on FOCUS Reports, that approximately 75 broker-dealers carry PAB accounts and,
therefore, these 75 firms would have to amend their standard PAB agreément template. We
estimate a firm would spend, on average, approximately 20 hours of employee resources on this
task. Therefore, we eétimate the total one-tifne burden to the industry from these requirements

would be approximately 26,830 total hours.”é We do not believe firms would incur costs arising

from updating systems, purchasing software, or engaging outside counsel in meeting these

proposed requirements but seek comment on that estimate.

The proposed requirements to perform a PAB computation and obtain agreements and
ﬁoticeé from banks holding PAB accounts would result in annual burdens based on the number
of broker-dealers that hold PAB accounts and the number of times per year these broker-dealers .
open new PAB bank accounts. Currently, to obtain the relief provided in the PAIB Letter,

broker-dealers are required to obtain the agreements and notices from the banks. We understand

135 (2,533 PAB customers x 10 hours per customer) + (75 firms x 20 hours per firm) =

26,830 hours.

61




from this proposed requirement would be approximately 9,350 hours.

that b}oker-dealers generally aiready obtain these agreements and notices. Therefore, we
estimate there would be no additional burden imposed by this requirement but seek comment on
this estimate. |

The proposed amendment requiring a PAB computation would produce a one-time
burden. Based on FOCUS Repbrt filings, we estimate that approximately 75 broker-dealers
would perform a PAB computation. These firms already perform a reserve computation for .
domestic broker-dealer custoxﬁers under the PAIB letter. , Nonetheless, we estimate these firms
wouid spend, on avefage, approximately 30 hours of employee resources per firm updating their
systems to implement changes that would be necessitated by our proposed amendment. |
Therefore, we estimate that the total one-time burden to the industry arising from tﬁis proposed -
requirement would be approximately 2,250 hours.'*® |

The proposed amendment requiring a PAB computatioﬁ also §vould produce an annual
burden. B.'ased on FOCUS Report ﬂlings, we estimate that approximately 71 broker-dealers
v;'ould perfoi’m the PAB computation on a weekly basis and four broker-dealers would perform it
ona fnonthly basis. We further esﬁmate that a b_rokcr—deaier would spend, on average,
approximately 2.5 additional hours to complete the Rule 15¢3-3 resérve computation as a result
of our proposed amendment. Therefore, we estimate that the total annual burden to the industry
137 We do not believe firms

would incur costs arising from purchasing software or engaging outside counsel in meeting these

proposed requirements but seek comment on that estimate.

136 75 broker-dealers x 30 hours per firm =2,250 hours.

137 ([71 weekly filers] x [52 weeks] x [2.5 hours per computation]) + ([4 monthly filers] x

[12 months] x [2.5 hours per computation]) = 9,350 total hours.
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3. Affirmative Consent
This proposed amendment to Rulé 15¢3-3 would require a broker-dealer to obtain the
afﬁrmétive consent of a new customer before changing the terms under which the customer’s

free credit balances are treated and provide notice to existing customers prior to changing how

 their free credit balances are treated. The broker-dealér also would be required to make certain

disclosures.

This proposed requirement would result 1n one-time and annual burdehs to the broker-
déaler industry. We note, however, that the requirement only would apply to a firm that carries
bustomer free credit balances and dpts to have the ability to change how its customers’ free credit
bélances are treated. | |

Based on staff experience, we estimate that 50 broker-dealers would choose to provide .

-existing and new customers with the disclosures and notices required under the proposed

amendment in order to have the ability to chainge how their customers’ free credit balances are

treated. We further estimate these firms would spend, on average, approximately 200 hours of

- .employee resources per firm updating their systems (including processes for generating customer

account statements) to incorporate changes that would be necessitated by our proposed
amendment. Therefore, we estimate that the total one-time burden to the industry arising from
38

this proposed requirement would be approximately 10,000 hours.'

* We also estimate that these firms would consult with outside counsel in making these

'systems changes, particularly with respect to the language in the disclosures and notices. The _

Commission estimates that, on average, an outside counsel would spend, on average,

138 50 broker-dealers x 200 hours per firm = 2,250.
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approximately 50 hours assisting a broker-dealer 1n updating its systems for_ a one-time aggregate
burden to ﬁle industry of 2,500 hours.13 ® The Commission further estimates that this work.would
be split Between a partner and associate, with an associate performing a majprity of the work.

' » Therefore, the Commission estimates that the average hourly cost for an outside counsel would
be approximately $400 per hour. For theée reasons,'the Commission estimates that the average

0'4? and the one-time cost to the

one-time cost to a broker-dealer would be approximately $20,00
industry would be approximately $1,000,000.'*!

As for annual burden, we estimate these proposed requirements would impact 5% of the
total broker-dealer customer accounts per year. Based on FOCUS Report filings, we estimate
there are approximately 10_9,300,000 customer accounté and, consequently, 5% of tﬁe accounts
(5,465,000 accounts per year) would be impacted. We further estimate that a broker-dealer
would spend, on average, four Iﬁinutes of employée resources to process an afﬁrmati§e consent
for new customers aﬁd a disclosure for existing customers. Therefore, we estimate that the
annual burden to the industfy arising from the _reqhirément wouid be approximately 364,333
hours.'*

4. Internal Control Recordkeeping Requirements

These proposed amendments to Rules 17a-3 and 17a-4 would requife certain large

broker-dealers to make and maintain records documenting internal controls that assist in

139 50 broker-dealers x 50 hours per firm = 2,500 hours.

140 $400 per hour x 50 hours = $20,000.
141 50 broker-dealers x $20,000 = $1,000,000.

142 5,465,000 accounts x 4. minutes/account = 364,333 houré.
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analyzing and managing risks. The requirement Would apply to broker-dealers that have more
_than $1,000,000 in customer credits or $20;000;000 in capital. This requirement would result in
a one-time burden to the industry. |

Based von FOCUS Report filings, v§e estimate there are approximately 517 broker-dealers
that meet the applicability threshold éf this amendment ($1,000,000 in credits or $20,000,000 in
capital). Based on staff experience, we estimate that these larger broker-dealers generally
already have _documented the procedures and controls they have established to manage the risks
arising from their business activities. Moreover, amoﬁg these ﬁnhs, the time per firm likely
would vary depending on the size and complexity of the firm. For some firms, the burden may
be close to 0 hours and for others it iﬁay be hundreds of hours. Taking this into account, we
estimate thaf a broker-dealer would spend, on average, approximately 120 hours of employee |
resources augmenting its documented procedurés to come into compliance with this proposed
amendment. Therefore, we éstimate the total one-time bur&en to the indusfry would be
approximately 62,040 hours.'* | |

We do not belieV¢ broker-dealers would incur costs arising from updating systems,
puréhasing soﬁware, or engaging outside counsel in meeting this proposed requirement but seek
commeﬁt on that estimate.

S. Notice Requirements

The proposed amendmehts to Rule 17a-11 would require a broker-dealer to provide

notice to the Commission and other regulatory authorities if the brdker—dcaler becomes subject to

certain insolvency events, and notice to the Commission and other regulatory authorities if the

B 517 broker-dealers x 120 hours = 62,040 hours.
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brekef-dealer’s securities borrowed and loanlor seCmities repurchase/reverse repurchase activity
reaches a certain threshold or, alternatively, provide fegulatory authorities with a monthly report ‘
of the broker-dealer’s securities Borrowed and loan or secuﬁties lrepurchase/reverse repurchase
activity.b |
| The notice requirements would result in irregular filings from a small number of broker-
dealers. As noted above, SIPC’s 2005 annual report indicates thet in recent years an average of
six broker-deelers per yeﬁ have become subject to a liquidation proceeding under the Secuﬁties
Investor Protection Act of 1970 (15 U.S.C. 78aaa et seq.) (“SIPA”). Accordingly, we estimate
' thet appreximately six insolx'{ency notices would be sent per year and that a broker-dealer would
spend, on average, approximately ten minutes of employee resources to prepare and send the
~ notice. Therefore, we estimate that the total annual burden to the industry arising from thi's.
proposal would be approximately one hour.'* Based on FOCUS Report filings, we estimate that
approximately twelve stock loan/borrow notices would be sent per .year. We further estimate
thata breker-dealer would spend,. on average, approximafely ten minutes of employee resources
to prepare and send th‘e notice. Therefore, we estimate that the total annual .burden to the
industry arising from this proposal would be approximately two hours. 145
| ~ Based on FOCUS Report filings, we estimete that 21 broker-dealers per year would
submit the monthly stock loan/borrow report. We estimate each firm would spend, on average,
approximately 100 hours of employee resources updating its systems to generete the report.

Therefore, we estimate that the total one-time burden to the industry arising from this proposed

144 6 notices x .10 minutes per notice = 1 hour.

145 12 notices x 10 minutes per notice = 2 hours.
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requirement would be approximately 2,100 hours.'*® As for annual burden, we estimate each
firm would spend, on average, approximately one hour per month (or twelve hours,' per year) of
employee resources to prepare and send the report. Therefore, we estimate the total annual
burden arising from this proposal would be approximately 255 hours."*’
We do not believe‘ firms would incixr costs arising from purchasing software or eli'gagiiig
outside counsel in meeting these proposed requirements but seek comment on this estimate..
E.  Collection of Information Is Mandatory
These recordkeeping and notice requirements are mandatory with the exception of the
option for a broker-dealer to provide a monthly notiee of its securities lending activities to its
designated examining authority in lieu of filing the notice required under the proposed
emendment to Rule 17a-11.
. Confidentiality
The inforniation collected under the amendments to Rules‘ISC3-1', 15e3-3, 1’7a-3 and
17a-4 would be stored by the broker-dealers and made available to the various regulatory
authorities as required in connection with examinatiens, investigations, and.enforcement
proceedings. | |

‘The information collected under the amendments to Rule 17a-11 would be generated

from the internal records of the broker-dealers. It would be provided to the Commission and

other regulatory agencies but not on a regular basis (except for the optional monthly reports).

146 21 broker-dealers x 100 hours per firm = 2,100 hours.

147 21 broker-dealers x 12 hours per year or 252 hours.
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The information provided tb the Commission would be kept confidential to the extent -per‘mittéd
by law. |

G. Reéprd Reténtion Period

The proposed amendment to Rule 15¢3-1 would require broker-dealers to make-
disclosures to principals and obtain agreements from principals with respect to securities iending
transéctions where the broker-dealer acts as agent. These records would have to be maintained
for at least fhree years under paragraph (b)(7) of Rule 17a-4."*® The retention period for the
agreements-also would depénd on the length of time the relationship between the broker-dealer
and the principal lasts.

The proposed amendments to Rule 15¢3-3 would fequire broker-dealers to obtain written
permiSSion from a; PAB customer if they want to use the customer’s fully paid and excess matgiﬁ
securities and to obtain the affirmative consent of custor_rlers with respecf to changing the terms
under which free crédit balances are maintained.' These agreements would relate to the terms and
conditions of the maintenance of the customer’s account and, accordingly, fall within the record
Tetention fequirements of paragraph (c) of Rule 17a-4."*° Under this paragraph, the recbrds must
be retained until six years after the closing of the customer’s account. The amendmenfs to Rulé
15¢3-3 also wouid require broker-dealers to obtain notices and contracts from the banks holding
their PAB customer‘ reserve accounfs. In order to comply with Rule 15¢3-3, broker-dealers

would need to have these notices and contracts in place and documented. Accordingly, the

14817 CFR 240.17a-4(b)(7).

149 17 CFR 240.17a-4(c).
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retention period for these records is, at a minimum, equal to the life of the PAB customer reserve
account for which they are obtained.

The proposed amendments to Rules 17a-3 and 17a-4. weuld require brekef—dealers to
- document varioﬁs internal control systems, policies and guidelines. 'The amendments to Rule
17a-4 include the establishment of a retention period fqr these records, which would be until
three years after the termination of the use of such system, pelicy or guideline.

~ The pfopos_ed amendments to Rule 17a-11 would require broker-dealers to previde notice
~ or monthly reports to the Commission and other regulatory authorities under certain
circumstances. These notices and reports would constitute communications relating to a broker-
dealer’s “business es such” and, therefere, would need to be retained for three years..150
"H.  Request for Comment

We request comment on the preposed collections of infofmation in order to (1) evaluate
whether the proposed collection of information is necessary for the proper performance of the
N functions of the Commission, including whether the information would have practical utility, (2)
evaluate the accuracy of the Commission's estimate of the burden of the proposed collection of
information, (3) determine whethef there are ways to enhance the quality, utility, and clarity:of
the information to be collected, and (4) evaluate whether there are ways to minimize the burden
of the collection of information on these who respond, including through the use of automated
collection fechniques or other forms of infermation technology.

Persons who desire to submit comments on the collection of information requirements
should direct ‘their comments to the OMB, Attention: Desk Officer for the Securities and

Exchange Commission, Office of Information and Regulatory Affairs, Washington, DC 20503,

150 17 CFR 240.17a-4(b)(4).
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and should also send a copy of their comments to Nancy M. Morris, Secretary, Securities and
Exchange Commission, 100 F Street, NE, Washington, DC 20549-1090, aﬁd refer to File No.
S7-08-07. OMB is required to make a decision concerning the collections of information
between 30 and 60 days after publication of this document in the Federal Register; therefore,
comments to OMB are best assured of having full effect if OMB receives them within 30 days of

this publication. The Commission has submitted the proposed collections of information to OMB

for approval. Requesfs for the materials submitted to OMB by the Commission with regard to

these collections of information should be in writing, refer to File No. S7-08-07, and be
submitted to the Securities and Exchange Commission, Records Management, Office of Filings ,
and Information Services, 100 F Street, NE, Washingfon, DC 20549. |
V. COSTS AND BENEFITS OF THE PROPOSED AMENDMENTS

We are sensitive to the costs and beneﬁts_that result from Commission rules. We have
identified certain costs and benefits of the proposed amendments and request comment on all
aspeéts of this cost-benefit analysis, including identification and assessment of any costs and

151

benefits not discussed in the analysis.”>’ We seek comment and data on the value of the benefits .

identified. We also welcome comments on the accuracy of the cost estimates in each section of

ISl For the purposes of this cost/benefit analysis, we are using salaries for New York-based

employees, which tend to be higher than the salaries for comparable positions located
outside of New York. This conservative approach is intended to capture unforeseen costs
and to account for the fact that a substantial portion of the work will be undertaken in
New York. The salary information is derived from the SIA Report on Management and -
Professional Earnings in the Securities Industry 2005 (“SIA Management Report 2005”).
The hourly costs derived from the SIA Management Report 2005, and referenced in this
cost benefit section, are modified to account for an 1800-hour work week and multiplied
by 5.35 to account for bonuses, firm size, employee benefits, and overhead. :
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this cost-benefit analysis, and request those commenters to provide data so we can improve these
cost estimates.
We also seek estimates and views regarding these costs and benefits for particular types

of market participants, as well as any other costs or benefits that may result from the adoption of

. these proposed rules.

A. Amendments to the Customer Protection Rule
1. | Proprietary Accounts o.f Broker-Dealers
The proposed amendment to Rule 15¢3-3 would require broker-dealers to perform a
réserve éalculatién for the proprietary accounts (“PAB”) of domestic and foreign broker-dealers
and foreign banks‘ acting as broker-dealers. It also would require them to obtain agréements

from these broker-dealer customers with respect to the use of their fully paid and excess margin

securities. Finally, it would require broker-dealers to obtain agreements and notices from the

banks holding the PAB reserve deposits.

As discussed abo‘\./e, there is a disparity between the éustomer reserve réquirements in
Rule 15¢3-3 and the treatment of customers in a liquidation proceeding under the Securities |
Investor Protection Act of 1970 (“SIPA™).!** Rule 15¢3-3 requires broker-dealers to resefve the
net amount of money they owe their customers. If the broker-dealer fails, this net amount is

available to be returned to customers ahead of all other creditors. Moreover, if the failed broker-

- dealer is subject to a SIPA proceeding, this net amount becomes part of the estate of customer '

property, which is distributed pro rata to customers.
Foreign and domestic broker-dealers are not “customers” under Rule 15¢3-3. Therefore,

broker-dealers are not réquired to reserve the net amount of money owed to these entities.

12 15 U.S.C. 78aaa et seq.

71




However, they are “customers” for the purpoées of SIPA and, consequently, are entitled toa PiQ
rata share of the estate of customer propérty. Tl;us, even if a failed broker-dealer properly
reserved the net amount it owed its Rule 15¢3-3 “customers,” the .estate of customer property
nonetheless may be insufficient to return the money owed to these.“customers” because broader -
definition of “customer” in SIPA entitles foreign and domestic broker-dealers to a pro rata sh.are‘
of the funds.
i Benefits
Our proposed amendmenf would é‘ddress this discrepancy by requiring broker-dealers to
reserve f.or‘ the net amount of money they owe other broker-dealers. This would benefit the other
customers as well as the broker-dealer account holders by eliminating the inconsistencsl between
Rule 15¢3-3 and SIPA, which could decrease the estate of customer property in a SIPA
liquidation. It also would minimize the risk that advances from the fund administered by ’the
Securities Investor Protection Corporationv (“SIPC”) would be necessary to protect customer éash
| claims. We request commenf on _availablevmetn'cs té quantify these benefits and any other
benefits the commenter may identify. Commenteré are reﬁuested to identify sources of
empirical data that could be used for the metrics they propose.
ii. Costs
The proposed requirements to perform a PAB cdmputation and obtain agreements and
notices frpm banks holding PAB accounts would result in one-tfme and annual costs to broker-
dealers that hold PAB accounts. Under the no-action relief set forth in the PAIB Letter, these
broker-dealers already are performing a reserve computation for domestic broker-dealer accounts‘
and hﬁve obtained the necessary agreeménts and notices from the banks holding théir PAIB

reserve deposits. Therefore, the proposed amendments would result in incremental costs.
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The proposed requirement to obtajn written agreements from PAB customers in order to |
use their fully paid and excess margin securities would result in a one-time cost to the industry.
As discussed above with respect to the Paper Work Reduction Act of 1995 (“PRA”), itis
standard for broker-deale;s to enter into written agreements with their broker-dealer customers
concerning the terrhs and conditions under which the customers’ accounts will be maintained.
Therefore, requiring a written agreement shouid not result in additional costs. Rather, the one-
time costs would arlse from the need to amend existing égreéments and the standard agreement
template that would be used for future customers.

As discussed with respéct to the PRA, based on FOCUS vReportv filings, we estimate that
there are approximately 2,533 existing PAB customers and, therefore, broker-dealers would have
to amend approximately 2,533 existing PAB agreements. We further estimate fhat, on average, a
ﬁrm wquld spend approximately 10 hours of employee resources amending each agreement. We
also estimate, based on FOCUS Reports, that approiimatély 75 broker-dealers carry PAB
accounts and, therefore, thesé‘75 firms would have to amend their standard PAB agreement

template. We estimate a firm would spend, on average, aﬁproximately 20 hours of employee

‘resources on this task. Therefore, as noted with respect to the PRA, we estimate the total one-

time hourly burden to the industry from these requirements would be approximately 26,830
hours."® For the purposes of this cost analysis, we estimate this work would be undertaken by a

broker-dealer’s in-house attomeys. The SIA Management Report 2005 indicates that the average

(2,533 PAB customers x 10 hours per customer) + (75 broker-dealers x 20 hours per
firm) = 26,830 hours.
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hourly éost of an attorney is $327. Therefore, we estimate that there would be a one-time cost to
the industry from tﬁese proposed requirements of approximately $8,773 ,410.1%

As discussed with respect to the PRA, the requirement to perfoﬁn a PAB computation
also would produce a one-time burden to the extent the system for performing the calculation -
Would need to be updated. Based on FOCUS Report filings, we estimate that approxir_nately75
broker-dealers would perform a PAB computation. These firms-already perform a reserve
qomputation for domestic broker-dealer customers under the PAIB letter. Nonetheless, we
estimate these firms would spend, on average, approximately 30 hours of employee resources per
firm updating their systems to implément changes that would be necessitated by our proposed

amendment. With respeét to the PRA, we estimate that the total one-time hourly burden to the

industry arising from this proposed requirement would be approximately 2,250 hours.*® For the

~ purposes of the cost analysis, we estimate that this work would be undertaken by a Senior

Programmer. The SIA Management Report 2065 indicates the average hourly cost of this
position is appfoximately $268. Therefore, we estimate that there would be a one-time cost to
the industry from the proposed fequirement of approximately $6O3?000.15 ¢

As noted with respect to the PRA, the proposed requirement to perfprm aPAB
computation would result in an annual hourly burden to the extent the néw requirement would
lengthen the time needed to complete the computatioﬁ. Based on FOCUS Report filings, we

estimate that approximately 71 broker-dealers would perform the PAB computation on a weekly

basis and four broker-dealers would perfo'rmv itona mbnthly basis. We further estimate that a

154 $327 per hour x 26,830 hours = $8,773,410.
133 75 broker-dealers x 30 hours per firm = 2,250 hours.

136 $268 per hour x 2,250 hours = $603,000.
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broker-dealer would spend, on average, approximately 2.5 additional hours to complete the Rule
15¢3-3 reserve computation as a result of our propbsed amendment. Therefore, as noted with
respect to the PRA, we estimate that the total annualn hourly burden to the industry from this

157 For purposes of this cost

proposed requiremenf would Be approximately 9,350 hours.
" analysis, we estimate that the responsibility for performing the PAB computation would be
undertaken by a financial reporting manager. As noted above, the SIA Management Report 2005
indicates that the average hourly cost for a financial reporting manager is $278. Therefore, we
estimate that the total annual cost to the industry resulting from these requiremepts would be
approximately $2,599,3OO.158
As noted above, we request comment on these proposed cost estimates. In particular, we
request cbmmen_t on whether there wouid be -additionél. costs to broker-deaiers as a consequence
of these proposals. For example, with respect to the PRA, we estimate that these requirements
would not result in vcosts arising from purchasing soﬁware or engaging outside counsel.
iheréfore, we fequest comment on whether these requirements would result in such costs and, if |
s0, how to quantify the costs. We also request_cofnment on whether these proposals would
impose costs on 6ther markef participants, including broker—dealef customers. Commenters
should identify the metrics and sources of any empiﬁcal data thaf support their costs estimates.
2. Banks Where Special Reserve Deposits May Be Held

The proposed amendment to Rule 15¢3-3 would limit the amount of cash a broker-dealer

could deposit at any one bank for the purposes of maintaining a required customer or PAB

157 ([71 weekly ﬁlersj x [52 weeks] x [2.5 hours per computation]) + ([4 monthly filers] x
(12 months] x [2.5 hours per computation]) = 9,350 total hours. o

1% $278 per hour x 9,350 hours = $2,599,300.
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reserve requirement and exclude customer and PAB reserve -<.:ash deposits at affiliated banks
from counting towards the broker-dealer’s reserve requirement.
i. Benefits

The intent of this proposed amendment is to prevenf broker—dealeré from concentrating
customer related deposits that are large relative to the broker-dealer or the bank in order to limit
the risk arising from a financial collapse and to prevent such deposits from being lost in a groﬁp-
wide financial collapse. Concentration poses a risk that some or all of the deposit may be lost.
Depending oﬁ the size of the deposit and the broker-dealer, a lost deposit could cause the broker-
dealer to fail. If the broker-dealer fails and the deposit is not recovered, the SIPC fund likely
would not recover advances from the fund made for the purpose of returning customer assets.
Mdréover, to the extent that customer losses exceeded the SIPA advance limits, customers would
suffer permanent losses. The benefits tﬁat would be derived from this proposed amendment are
an increased safeguarding of SIPC funds and customer assets.

We request comment on available metrics to quantify these benefits and any other )
benefits the commenfer may identify. Commenters are requested to identify sources of empirical
data that could be used for the metrics they propose. |

iil. ~ Costs

We estimate that the costs resulting from this proposed amendment would be
incremental.. Specifically, we estimaté that approximateiy 216 broker-dealers would have
reserve deposit requi-reme'nts.l5 A rhajority of these firms meet a substantial portion of their

deposit requirement using qualified government securities as opposed to cash and, therefore,

159 This estimate is based on FOCUS Report filings.
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would not be impacted by this proposal. Moreover, to the extent that a broker-dealer’s cash
deposits exceed the limits, it could open up one or more accounts at different banks or,
alternatively, use qualified secun'tiés to meet part of its deposit requirement.

In terms of quaﬁtifying costs, we estimate that, of the 216 firms with reserve deposit
requirements, only 5%, namely 11, would need to open new bank accounts or substitute qualified
securities for cash in an existing reserve account. We estimate that the responsibility for opening
a new reserve bank account or substituting qualified securities for cash in an existing account
would bg undertaken by a Senior Treasury/Cash Management Manager. The SIA Management
Report 2005 indicates that_the average hourly cost of this position is $263.. We estimate that the
senior treasury/cash management manager would spend approximately 10 hours performing
these.changes. Therefore, we estiméte that the average cost per firm to make these changes
would be approximately $2,630."° For these reasons, we estifnate that the total one-time cost to
the industry would be approximately $28,930.'¢’

As noted above, .we request comment on these proposed cost estimates. In particular, we
request comment on whether there would be additional costs to broker-dealers as a consequence
of these proposalé,-such as costs arising from implementing systems changes, maintaining
additional bank or securities accounts, and managing pools of qualiﬁed securities as opposed to P
deposit of cash. We also request comment on whether these proposals would impose costs on
other markét participants, including.bro,ker-dealer customers. Cofnmenters should identify the

metrics and sources of any empirical data that support their cost estimates.

160 $263 per hour x 10 hours = $2,630.

16l 11 broker-dealers x $2,630 = $28,930.
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3. Expansion of the Definition of Qualified Securities to Include Certain
Money Market Funds :

The proposed amendmeﬁt to Rule 15¢3-3 Would permit broker—dealers to deposit certain
money market funds in the customer reserve account. This would benefit broker-dealers subject
to the customer reserve requirements'in Rule lch3~3‘by creating a depésit -alternative to cash and
United States Treasury securities. It would not reéult in any additional costs to broker-dealers.

We request comment on available metrics to quantify these benefits and any ther |
benefits the comménter may identify. Commenters are requested to identify sources of empirical
data that could be used for the metrics they propose. |

In addition, while we do not believe the proposal would result in costs-to broker-dealers,
we request‘comment on whether it would result in costs to other market participants, including
broker-dealer custbmgrs, énd banks. Commenters should identify the metrics and sources of any
empirical data that support their co‘sts estimates. |

4.  Allocation of Customers’ Fully Paid and Excess Margin Securities to
~ Short Positions '

The proposed amendment toiRule 15¢3-3 would require broker-dealers to obtain
possessibn or control over fully paid or excess margin securities that allocafé to a proprietary or.
customer short position..

L Benefifs

This proposed amendment would protect broker-dealer customers by requiring broker-
dealers to reduce long customer positions to possession and control even if the positions may
allocate to a custoiner or proprietary short position. The possession or control requirement seeks
to ensure that customer securities aré available to be reﬁuned in the event the broker-dealer failé.

Therefore, in addition to broker-dealer customers, the proposal would benefit the SIPC fund to

78




the extent it mitigates outlays from the fund to make aannces to customers of a failed broker-
dealer that cannof return all customer securities.

We request comment on available metrics to quantify these benefits and any other
benefits the commenter may ideﬁtify. Commepters are requested to identify sources of emp.irical
data that could be used for the metrics they propose.

ii. Costs

We estimate this proposed requirement wguld result in a one-time cost to firms that car'ry
customer securities to update systems for complying with the possession and control
requirements in Rule 15¢3-3. Based on FOCUS Report filings, we estimate that approximately
350 broker-dealers carry customer securities. We further estimate these firms would spend, on
average, appro?dmately 40 hours of emplbyeq resources per firm updating their systems to
_ implement changes that would be necessitated by our proposed amendment. For the purposes of

this cost analysis, we estimaie that this wbrk would be undertaken by a Senior Programmer. The
SIA Management Report 2005 indicatesv the average hourly cost of this position is approximately
$268. Therefore, we estimate that the average cost per firm to make these changes would bé
épbr,oximately $10,720."®* For these reasons, we estimate that the total one-time cést to the
industry would be approximately $3,752,OOO..163

We believe the annual costs resulting from this amendment would be de minimis. The
‘proposal could result in some broker-dealers borrowing securities to cover proprietary short
positions rather than using cusfomer securities. However, currently when broker-dealers use

customer securities they are required to put a credit in the Rule 15¢3-3 reserve formula equal to

162 $268 per hour x 40 hours = $10,720.
163 350 broker-dealers x $10,720 = $3,752,000.
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the value of the securities. This credit item can result in higher reserve deposit requirements,
which must be made using the broker-dealer’s own capital. Thus, increased cést_s associated

~ with having to borrow securities to cover a short position likely would be offset by decreased
costs associated with devoting capital to customer reserve requirements.

As noted above, we request comment on these cost esfimates. In particular, we requestA
éomment on whether there would be additional costs to broker-dealers as a consequence of these
proposals. We also request comment on whether these proposals would impose costs on other
market paﬂicipants, including broker-dealer customers. Commenteré should identify the metrics |
and sources of any empirical data that support their costs estimates.

5. Requirement to Obtain Custbmers’v Afﬁ;'mative Consent |

This proposed amendment to Rule 15¢3-3 would retjuire a broker—deéler to obtain the
 affirmative consent of a new customer in order to be able to change the terms under which the
customer’s free credit balances are treated and provide notice to existing cﬁstomers prior to
changing how their'free credit balances are treated. The broker-dealer also would be required to
make certain disclosures.

i | Benefits

Free credit balances constitute money that a broker-dealer owes its customers.

- Customers méy maintain these balances at the broker-dealer in anticipation of future stock -
purchases. Generally, customer account agreements set forth how tﬁe broker-dealer will invest
- these balances. For examﬁle, the broker-dealer may sweep them into a money market fund or,
altematively, pay an amount of interest on fhe funds. This proposed amendment is d_esigned to

ensure that customers are provided meaningful notice if a broker-dealer seeks to change the
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terms under which their free credit balances are invested. This would provide the customers with
aﬁ opportunity to opt out of the proposed change or re-direct their free credit balances.

We request comment on available metrics to quantify these benefits and any other
benefits the cémmenter may identify. Commenters are requested to identify sources of empiﬁcal
data that could be used for the metrics they propose.

ii. Costs

As discussed abofr_e with respect to the PRA, based on staff experience, we estimate that
50 broker-dealers would choose to provide existing and new customers with the disélosures and
- notices required under the propoéed amendmént in order to Have the flexibility to change how
their éustomers’ free credit balances are treated. We further estimate these firms would spend,
on average, approximately 200 hours of employee résources per firm updating their systems
(including processes for generating customer accour.lt statements) to incorporate chahges that
~ would be necessitated by our proposed amendment. F or. the purposes of this cost anélysis, we
estimate thét this work would be undertaken by a Senior Programmer. The SIA Management
| Report 2005 indicates the average hourly cost of this position is approximately $268. Therefore,
we estimate fhat the average cost per firm to make these _changes would be approximately
$53,600.'%*  For these reasons, we estimate that the total one-time cost to the industry would be
apbroximately $2,680,000.'% |

Also, as discussed above with respect to the PRA, we estimate that these Ms would

consult with outside counsel in making these systems changes, particularly with respect to the

164 $268 per hour x 200 hours = $53,600.

165 50 broker-dealers x $53,600 = $2,680,000.
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language in the disclosures and notices. The Commission estimates that, on average, an outside

~ counsel would spend approximately 50 hours assisting a broker-dealer in updating its systems for
a one-time aggregate burden to the industry of 2,500 hours.'®® The Commission further
estimates that this work would be split between a partner' and associate, with an associate
performing a majority of the work. Therefore, the Comrhission estimates that the average hourly
cost for an outside counsel would be approximately $400 per hour. For these reasons, the
Commission estimates that the average one-time cost to a broker-dealer for engaging outside

counsel would be approximately $20,000'¢

and the one-time cost to the industry would be
approximately $1,000,000."% |

As for annual burden, as discuséed abo?e with respect to the PRA, we estimate that .this
_requirefnent would impact approximatély 5,465,000 customer aécounts in a given year. We
ﬁirther estimate that a broker-dealer would spend, on average, four minutes of employee
resources to process an affirmative consent for new customers and a disclosure for eﬁiéting
~ customers. For the purposes of this cost analysis, we estimate that the responsibility for

prociessing the affirmative consents would be undertaken by a compliance clerk. The SIA Report

on Office Salaries in the Securities Industry 2005 (“SIA Report on Office Salaries”) indicates

‘that the average hourly cost of this position is $68. Additionally, we estimate the compliance
clerk would spend appfoximat_ely four minutes per consent and notice. Therefore, we estimate

that the cost per account to process the affirmative consents and notices would be approximately

166 50 broker-dealers x 50 hours per firm = 2,500 hours.

te7 $400 per hour x 50 hours = $20,000.

18 50 broker-dealers x $20,000 = $1,000,000.
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$4.50.1% Therefore, the total annual cost to thé industry Wéuld be approximately $24.5
million.'™ |

- As noted above, we request comment on these proposed cost estimates. In particular, we
request cémment on whether theré would be additional costs to broker-dealers as a <‘:onsequenc_e
of these proposals. We also request comment on whether these proposals would impose costs on
other market participants, ihcluding broker-dealer customers. Commenters should identify the
metrics and .sources of any empirical data that sﬁpport their costs estimates.

6. Eliminating the 3% Reduction for Aggregate Debit Items
.The proposed amendment to paragraph (a)(1)(ii)(A) of Rule 15¢3-1 would eliiminate the

requirement fhat broker-dealers using. 'the alternative standard reduce their Exhibit A — Item 10
debits by 3% in lieu of the 1% reduction applicable to basic method firms. This would benefit
broker-dealers subject to the 3% reduction by potentially reducing the amount of their reserve
.deposit requirements and, theréby, freeing up éapital. -Based on FOCUS data, we estimate that -
broker-dealers in the aggregate currently carry approximately $550 billion in tqtal credits and
$380= billion in total debits. Moreover, wé further estimate that the amount of credits and debits
held by firms that are subject to the 1% reduction is insignificant and, consequéntly, for purposes
of this cost analysis, assume that the $550 billion in credits and $380 billion in debits are held by
firms subject to the 3% reduétion. |

Under the current requirement to reduce total debits by 3%, broker-dealers, in the

aggregate, reduce the approximately $380 billion in total debits by $11.4 billion."”! This

169 4 minutes x $68 per hour = $4.50.

1m0 5,465,000 consents/notices x $4.50 per consent/notice = $24,592,500.

83




 decreases the amount of debits that can offset total credits from $380 billion to $368.6 billion.
Based on our estimates, this potentially increases the industry-wide reserve requirement from
approximately $170 billion'” to ‘$18 1.4 billion.'”™ Under the proposed 1% reduction, broker-
| dealers, in the aggregate, would reduce the approximately $380 billion in total debits by $3.8

billion.!™

This would decrease the amount of debits that éan offset credits from $380 billion to
- $376.2 billion. Based on our estimates, this would potentially increase the industry-wide .
reserve requirement from $170 billion'” to $173.8 billion (as opposed to $181.4 billion).'’s
Accordingly, our proposed amendment would result in a decrease in the industry-wide reserve
-requirement of ai)proximafély $7.6 billion, wfu'(:h broker-dealers could re-direct to ofher business
activities.!”’

~ We do not anticipate any net costs to broker-deélers that would result from the proposed
émendment, given that the be_neﬁfs frdnﬁ the freed-up capital of potentially $7.6 billion would
sigﬁiﬁcantly offset any costs arising from making necessary systems changes t'o implement this

proposed change to the customer reserve computation. However, it could result in costs to other

market participants. Therefore, we request comment on whether it would result in such costs,

71 $380 billion x 0.03% = $11.4 billion.

"2 $550 billion - $380 billion = $170 billion.
e $550 billion - $368.6 billion = $181.4 billioﬁ.
4 $380 billion x 0.01% = $3.8 billion.

173 $550 billion - $380 billion = $170 billion.

¢ $550 billion - $376.2 billion = $173.8 billion
"7 $11.4 billion - $3.8 'billioﬁ _ $7.6 billion.
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including costs t(i broker-dealer customers and banks. Commenters should identify the metrics
and sources of any empirical data that support their costs estimates.
6. Clarification Regarding Funds in Certain Commodity Accounts

The proposed amendment to paragraph (a)(8) of Rule 15¢3-3 would clarify that broker-
dealers need not treat funds in certain commodities accounts as “free credit balances™ for
purposes of the customer reserve formula. This would benefit broker-dealers that are registered
as futures commission_ merchants by eliminating any ambiguity with respect to such accounts
and avoiding situations where they unnecessé,rily increase reserve amounts. We do not anticipate
the pioposed émendment would result in any costs to broker-dealers and; as these funds are not
protected under SIPA, would not expose the SIPC fund to increased liabilities.

We request comment on available metrics to quantify these benefits and any other
benefits the commenter may identify. Commenters are requested to identify sources of empirical
data that could be used for the metrics they propose.

In addition, while we do not beliéve the proposal would result in costs to broker-dealers,
we request comment on iavhether it would reéult in éosts to other market participants, including
broker-dealer customers, and banks. Commenters should idexitify the metrics and sources of any
empirical data that suppoﬁ their costs estimates.

B. Portfolio Margining

There are two proposed amendrilents to accommodate SRO rules that permit broker-
deale.rsf to determine customer margin requirements using a portfolio-maigining methodology.
The first amendment would revise the definition of “free crédit balances” ixi paragraph (a)(8) of
Rule 1503-3. The revision would expand the deﬁnition to include funds in a portfolio margin

account relating to certain futures and futures options positions and the market value of futures
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portfolio margin accounts that would include futures and fututes_options.‘

options as of the filing date in a SIPA proceeding. The second amendment would add a debit

line item to the customer reserve formula in Rule 15¢3-3a consisting of margin posted by a
broker-dealer to a futures clearing agency.
1. . Benefits

The proposed amendments are designed to provide gfeater protection to customers with

portfolio margin accounts. They would require broker-dealers to tréat all cash balances in the

accounts under the feserve computation provisions of Rule 15¢3-3, which are designed to ensure
that customer cash is availabll‘e to be returned to customers in the event the broker-dealer fails. -
The pfoposed amendmeﬁts also are designed to provide the protections of SIPA to these cash
balances and to futures options in the accounts.

We request comment on available metrics to quantify these benefits and any other
benefits the éommenter may identify, including the identification .of sources of empirical data
that ﬁould be used for such metrics. |

2.  Costs

The requirements imposed by the prdposed amendments would be elective. They only

would apply to broker-deélers choosing to offer their customers ﬁortfolio margin accounts with a

cross-margin feature (i.¢., the ability to hold futures and futures options in the account). We

~ estimate that approximately thirty-three broker-dealers would elect to offer their customers

78

The proposed amendment to the definition of “free credit balances” in Rule 15¢3-3 would

- require broker-dealers to include in the customer reserve formula credit balances related to

178

This estimate is based on data from FOCUS Report filings.
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futures positions in a portfolio margin account. The proposed amendment to édd a line item to
the debits in the. customer reserve formula of Rule 1503—3a would require broker-dealers to
include the amount of customer margin required and on deposit at a futurés cLearing organization
as a “debit” in the reserve formulz;. Accordingly, these proposed amendments would require
changes to. the systems broker-dealers use to compute and account for their customer reserve
requirements. We assume that the responsibility for updating these systems will be undertakeﬁ
by a Senior Programmer. The SIA Management Report 2005 indicates the average hourly cost
of this position is approximately $268. We estimate the senior progrémmér would spend
approximately 130 hours to modify software to conform it to the reqﬁirements of the proposed
ameridments. Therefore, We estimate that the program and systems chahges would fesult, on
average, in a one-time cost of approkimat'ely $34,84Q on per brok'er-dealer.l_m For these reasons,
we estimate the total one;time cost to the industry would be approximately $1,1.49,720.180 '

- As vnoted above, we fequest comment on these proposed cost estimates. In particular, We.
request comment on additional costs to broker-dealers that would arise from these proposals,
such as system cosfs in addition to those discussed abéve (e.g., costs associated with purphasing
new software and updates to existing software). We also request comment oh whether these
proposals would impose costs on éther market panicipants, including broker-dealer customers.
Commeﬁters should identify the metrics and soul:ées of any err‘lpiricalldata that support their

costs estimates.

C. . Amendments With Respect to Securities Borrowed and Loaned and Repo -
Activities ‘

179 130 hours x $268 = $34,840.
180 33 broker-dealers x $34,840 = $1,149,720.
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We ére proposing amendments to strengthen the financial responsibility of broker-dealers
engaging in a securities lending business. The proposed amendments would require brokér—
déalers to (1) disclose the principals and obtain certain agreements from the principals in a
transaction where they provide settlement services in order to be considered an agent (as opéosed
to a principal) for the purposes of the net capital rulé, and (2) provide notice to the Commission

and other regulatory authorities if the broker-dealer’s securities borrowed and loan or securities

* repurchase/reverse repurchasé activity reaches a certain threshold or, alternatively, provide

regulatory authorities with a monthly report of the broker-dealer’s securities borrowed and loan
or securities rgpurchase/réverse repurchase activity.
1. Benefits
The proposed amendments are intended to SUengthen the financial respbnsibility of

broker-dealers engaged in a securities lending or repo business and to assist securities regulators

in monitoring such activities. This would assist securities regulators in responding to situations

where a broker-dealer was in financial difficulty due to a large securities lending or repo
position. This would help prevent significant losses to the ﬁnﬂ’s customers and other br;)ker-
dealers, and reduce financial system ﬁsk. |

We request comment on available metrics to quantify thesé benefits and any other
‘beneﬁts the commenter may identify. Commenters are requested to identify sources of empirical
data that could be used for the metrics they propose.

2. Costs
i Requirements to Avoid Principal Liability
As discussed with respect to the PRA, we understand that most existing standard

securities lending master agreements in use today already contain language requiring agent
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total one-time cost to the industry would be_approximafely $62,60

lenders to disclose principals and for principals to agree not to hold the agents liable for a
counterparty default. Thus, the standard agreement used by the vast majority of broker-dealers '

should contain the representations and disclosures required by the proposed amendment.

- However, a small percentage of broker-dealers may need to modify their standard agreements.

As discussed with respect to the PRA, we estimate that approximately nine broker-dealers would

‘need to amend their securities lending agreements to include the required provision and that they

would each spend, on average, approximately 20 hours in making the changes. We estimate that
the responsibility for changing the language in the segurities lending master agreement templaté
wbﬁld be undertaken collectively by an.associate general counsel and attorney. The STA
Management Report 2005 indicates that the average hourly cost of these positions respectively is
$431 for thé, associate general counsel and $327 for tﬁe attorney. We estimate that, on average,
the attorney would spend 16 hours cﬁanging thé template and the associate general counsel
would Speﬁd four hours overseeing the project. | Therefore, we estimate that the one-time cost to
make these changes would be, én average, $6,956 per firm.'#! For these reasons, we estimate the
» 4,182

As noted above, we request comment on thesé proposed cost esfimates. In particular, we
request comment on additional‘costs to broker-dealers that would arise from t_hese proposals,
such as costs arising from making systems changes. We also request-comment onvv.vhether these

proposals would impose costs on other market participants, including broker-dealer customers.

181 ({16 hours] x [$327 per hour]). + ([4 hours] x [$431 per hour]) = $6,956.

182 9 proker-dealers x $6,956 = $62,604.
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Commenters should identify the metrics and soﬁrces of any empirical data that support their
costs estimates.
ii. Notices or Monthly Reports |

The proposed amendment to Rule 17a-11 would require Broker~dealers engaged in
securities lending or repurehase activities to either: (i) file a notice with the Commission and
-their designated exﬁmining authority whenever the total money payable against 511 securities
loaned, subject to a reverse repurchase agreemenf or the contract value of all securities borrowed
or subject toa repurchase agreement exceeds 2500% of tentative net capital; or', alternatively, (2)
file a monthly reeort on their securities lending and repurchase aetivities with their designated
examining autherify.

As discussed with respect to the PRA, based on F OCUS Report filings, we estimate that
approximately twelve notices per year would be sent pursuant to_this proposed amendment. We
further estimate that a broker-dealer would spend, on aVerage,_ approximately tenvminutes of |

‘employee resources to prei)are and send the notice. Therefore, we estimate that‘the costs to the _
industry associated With this requirement would be de minimis.

As for the monthiy reeorts, we estimated with respect to the PRA that approximately 21
Broker-dealers would choose the obtion under the proposed mie of filing the reports.

We also estimated with respect to the PRA that each firm would spend, on average,
approximately 100 hours of employee resources updating its systems to generate the report. For
the purposes of this cost analysis, we assume that the responsibility for updating these systems

| weuld be undertaken by a Senior Programmer. The SIA Management Report 2005 indicates the
average hourly cost of this position is approximately $268. Therefore, we estimate that the

systems changes would result, on average, in a one-time cost of approximately $26,800 per
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approximately $562,80

broker-dealer.!®® For these reasons, we estimate the total one-time cost to the industry would be

0‘184 .

As for the annual costs of generating and ﬁling the monthly report, we estimated with
respect to the PRA that a broker-dealer would spend, on average, approximately one hour per
month (or twelve‘hours per year) of émployee resoﬁrces to generate and send the report. We
assume the responsibility for generating and filing the monthly report would be undertaken by a

junior stock loan manager. The SIA Management Report 2005 indicates the average hourly cost

~ for this position is $208. We further estimate that a junior stock loan manager would spend, on

- average, approximately one hour per month compiling and filing this réport for an average

monthly cost of $208. Therefore, we estimate the cost to file the reports would be approximafely
‘$2,496 per firm.'® For these reasons, we estimate .,the total annual cost to the industry would be
approximately $52,416.'%¢

As noted above; we request comment on these proposed cost estimates. In pérticular, we
request commentAon additional costs to broker-dealers that would arise from these proposals.
We also request comment on whether these proposals would impose costs on other market |
participants, including persons active the securities lending and repo markets. Commenters.

should identify the metrics and sources of any enipirical data that support their costs estimates.

D. Documentation of Risk Management Procedures

183 100 hours x $268 = $26,800.
18 31 broker-dealers x $26,800 = $562,800.
1?5 ([1 hour] x [$208 per hour]) x 12 months = $2,496. -

18 21 broker-dealers x $2,496 = $52,416.
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We are proposing amendments to the broker-dealer books and records rules that would
require certain large broker-dealers to document in writing the procedures and guidelineS they
use for managing risk. The proposed amendments do not require broker-dealers to implement

| procedures. Rather, they require the docume_ﬁtation of procedures that have been established by
the broker-dealer.
1. Benefits

These proposed amendments would require large broker-dealers to document the controls
they have implerﬂented» to address the lt_‘isks they face as a result of their business activities. This
would beneﬁt the firms by mitigaﬁng the risk of ﬁnaﬁcial loss or collapse and their customers by
mitigating the risk of losses asvsociated with a firm’s failure or an employee’s improper activities.
Moreover; by strengthening the internal processes of the broker-dealers, these proposed
amendments would benefit marleet Apvartic\ipants and reduce systemic financial risk. In addition,
by making the documented c.ontrols a required record, securities regulators would have better
access to them. This would assist regulators in monitoring the risks faced by broker-dealers and
understanding the controls they implement to address the risks. |

We request comment on available metrics to quantify these benefits and any other
benefits the commenter may identify. Commenters are requested to identify sources of empirical
data that could be used for the metrics they propose. |

2. Costs
- These proposed amendments would apply to a limited number of broker-dealers, namely,
those firms with more than $1 million in customer credits or $20 million in capital. Thie
proposed requirement would result in a one-time cost te some of these firms to the extent they

had established procedures that had not been documented. We believe, generally, that most of
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these firms have documented theif established risk management controls and procedures. For
these reasons, we estimated with respect td the PRA thaf the one-time hourly burden to meet the
requirements of these proposed rules would range from O hours for some firms and to hundreds
of hours for other firms. Taking_ this into account, we estimated with réspect to the PRA that a
broker-dealer would spehd, on average, approximately 120 hours of employee resour;:es
augmenting its documented procedﬁ_res to come iﬁto_ compliance with this pfoposed am_endment.
For the purposes of this cost analysié, we estimate that the responsibility for documenting
the risk management procedures and céntrols a broker—degler has established would be
coordinated by an attorney working with operations specialists from the various risk
management departments in the firm. We further estimate tha_t the project would be overseen by
an associate general counsel. The SIA Management Report 2005 indicates the avérage hourly
costs of these positions respectively are approximately $431 for an associate general counsel,
$327 for an attorney and $144 for an operations specialist. We estimate that the attorney would
spend 40 hours compiling and documénting the procedu:es, the operations specialists
collectively would spénd 70 hours working with the attorney, and the associate general counsel
would spend ten hours overseeing the prqj ect. Therefore, we estimate that the .a\}erage_ one-time
cost per firm to comply with these propbsed amendments would be $27,470.'% We estimated
with respect to the PRA that these amendments would apply to approximately 517 broker-
dealers. For these reasons, we estimate that the tqtal one-time cost to the industry would be

approximately $14,201,990.'%®

187 ((40 hours] x [$327 per hour}) + ([70 hours] X [$l44 per hour]) + ([10 hours] x [$431 per
hour]) = $27,470.

18 517 broker-dealers x $27,470 = $14,201,990.
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As noted above, we request comment on these proposed cost estimates. In particular, we
request comment on addit'ﬁonal costs to broker-dealers that would arise from these proposals,
such as costs arising from making changes to systems and costs associated with maintaining
these records. We also request comment onrwhether these proposals would impose costs on
other market participants, including broker-dealer customers. Commenters should identify the
1ﬁétrics and sources of any empirical data that support their costs estimates.

E.  Amendments to the Net Capital Rule |

1. Requirement to Add Back Certain Liabilities to Net Worth and Treat
Certain Capital Contributions as Liabilities

These proposed amendments to Rule 15¢3-1 would require a broker-dealer to add back to
net worth, when calculating net capital, liabilities assumed by a third-party if the third-party did

not have the financial wherewithal to pay the habilities. The proposed amendments also would

| require a broker-dealer to treat as liabilities capital contributions where the investor has the -

option to withdraw the capital at any time.
i Benefits

These proposed amendments to Rule 15¢3-1 would assist investors and regulators by
requiring broker-dealers to provide a more acéurate picture of their financial condition. This
Would permit regulators to react more quickly if a firm experiences financial difficulty. This
would benefit customers of a troubled broker-dealer as well as its counterparties and,
accordingly, reduce systemic risk in the.securitiés ﬁlarkets. We request comment on available
metrics to quantify these benefits and any other benéﬁté the commenter may identify.
Commenters are requested to identify sources of empirical dat_a.that could be uSed for the metrics

they propose.
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ii. Costs
These proposed amendments would apply to all broker-dealers. However, the
requirements o‘rﬂy would impact a few broker-;iealers, namely those that have sought to shift
their liabilities to é third-party that lacks the resources — independent of the broker-dealer - to |
assume the liabilities or thoée that provide investors. with options to withdraw capital. We

believe the vast majority of broker-dealers either do not seek to transfer responsibility for their

 liabilities to a third-party or, if they do so, rely on a third-party that has the financial resources —

independent of the assets and revenue of the broker-dealer — to pay the obligations as they
become due. We also believe that rﬁost broker;dealers do not accept capital contributions under
agreements pérmitting the investor to withdraw the capital at any time.

- F OCUS Report filings indicate that approximately 702 broker-dealers report having no
liabilities. For the purposes of this analysis, we conservativély estimate that the proposed

amendment would impact all of these firms. Requiring these broker-dealers to book liabilities

would decrease the amount of equity capital held by the firms and in some cases may require

them to obtain additional capital. The majority of broker-dealers reporting no liabilities are
introducing broker-dealers that have a $5,000 minimum net capital requirement. The reported :
average for total aggregate liabilities of introducing broker-dealers is $280,354 per firm.
Iherefore, conservatively esﬁmating that the 702 broker-dealers would have to each raise

$280,354 in additional capital as result of the proposed requirement, the total aggregate amount

- of additional capital that would need to be raised would be $196,808,508.'%° We further estimate

189 702 broker-dealers x $280,354 = $196,808,508.
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that the cost of capital is approximately 59%.1%° Therefore,‘ we estimate that the total annual cost
to the industry would be approximately $10 million.'*'

We estimate that amendments requiring broker-dealers to treat certain capital
contributions as liabilities should not result in sigrliﬁcant additional costs. Generally, broker-
dc?alers do not enter into agreements permitting an owner to withdraw capital at any time. To the

extent some firms may have engaged in this practice, they could have to pay more for capital.

~ Conservatively, we estimate that no more than $100 million in capital at broker-dealers is subject

to such agreements. Assuming an incremental cost of capital of 2.5%, we estimate that the
proposed amendment would result in an annual cost of approximately $2.5 million.'*?
As noted above, we request comment on these proposed cost estimates. In particular, we

request comment on additional costs to broker-dealers that would arise from these proposals.

We also request comment on whether these proposals would impose costs on other market

 participants, including broker-dealer customers. Commenters should identify the metrics and

sources of any empirical data that support their costs estimates.
2. Account for Excess Fidelity Bond Deductibles ‘
This proposed amendment would require broker-dealers to deduct from net capital, with

regard to fidelity bonding requirements prescribéd by a broker-dealer’s examining authority, the

excess of any deductible amount over the maximum amount permitted by self-regulatory

organization rules.

190 We estimate this generally would be the cost to a broker-dealer to obtain a subordinated

loan that meets requirements of Rules 15¢3-1 and 15¢3-1d (17 CFR 240.15¢3-1d).

191 $196,809,000 x 5% = $9,840,300.

192 $100,000,000 x 2.5% = $2,500,000.
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i Benefits
Sélf-regulatory organization rules relating th fidelity bonding requirements provide
safeguards with respect to the financial responsibility and reldted practices of broker-dealers.

- This proposed amendment would clarify that broker-dealers subject to capital charges under self;
regulatory organization ruleé for excess fidelity bond deductibles also should include such
deductions when determining net capital for purpdses of Rule 15¢3-1.1 Tﬁ_is would help in
ensuring that brokef—dealers do not exceed regulatory limitations for fidelity bond deductibles.

ii. Costs
This proposed amendment would codify in a Cormnission rule capital chargés that
broker-dealers are currently required to take pursuant to the rules of various self-regulatory
organizations. The proposed amendment would not impose additional costs on broker-dealers
with respect to the purchasing or carrying of fidelity bond coverage. Nor woﬁld the proposed
amendment cause broker-dealers to incur additional costs in deteﬁnining or reporting excess
deductible amounts over the maximum amount peﬁnitted. Broker-dealers aheady make such

_ determinations under self-regulatory organization rules, and the manner in which such excesses
are typically repor_ted (i.e., through periodic FOCUS and other reports) wo_ﬁld remain the same.
For these reasons, we believe any costs arising from this proposed amendmt?nt would be de _'
minimis.

As noted above, we request comménf on this cost estimate. In particular, we request
comment on whether there would be any costs to broker-dealers as a consequence of this

proposal. We also request comment on whether this proposal would impose costs on other

193 17 CFR 240.15¢3-1.
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’

market participaﬂts, including broker_Qdealer customers. Commenters should identify the metrics
~ and sources of any empirical data that support their costs estimates.'
3. Broker-Dealer Solvency Requiremént ,

- This propc;sed amendment to Rule 15¢3-1 would require broker—déalers to cease doing a
securities business if they become subject to certain insolvency events. The companioh
amendment to Rule 17a-11 would require vsuch broker-dealers to provide notice of their
- insolvency to regulatdry authorities.

i. Benefits

The proposed amendmeﬁt to Rule 1 503—1 would benefit the securities markets by
removing risks associated with having a financially unstable firm continue to operate. For
ex#mple, the broker-dealer would not be able to take on new customers and place their assets at
risk of being lost in its financial collapse or frozen in a liquidation proceeding. Furthermore, the
broker-dealer would not be able to enter ihto proprietary transactions with other broker-.dealers

‘and place them or clearing agencies at risk of counterparty default. The broker-dealer’s existing
customers also would benefit in that ceasing a securities business would assist in presérving any
remaining capital of the firm, which could be used to facilitate on orderly liquidation.

The proposed amendment to Ruie 17a-11 also would beneﬁf the securities markets in that
it would provide regulators with the opportuﬁity to take steps té protect customers 'and
counterparties at the onset of the insoivenéy. These steps could include facilitating the transfer
of customef accounts to a solvent broker-dealer and mohitoring the liquidation of proprietary
positions.

ii. Costs.
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For the most part, the.p_roposed amendments would héve no impact on existing broker—v
dealers.. Should a broker-dealer become sﬁbject to an insolvency proceeding, it would incur the
cost of sending notice of that fact to the Commission and its designated examining authority. We
believe this would be a rare _occurrencé and, accordingly, with respect to the PRA estimated it
would happen approximately six times a year. For these reasons, we estimate that any costs
arising from this proposed amendment would be de minimis.

~ As noted above, we request comment on this cost estimate. In particular, we requést
comment on whether there would be costs to br‘oker-dealeré as a consequence of this proposal.
We also request comment on wﬁether this proposal would impose costs on other market.
.p'articipants, including bfoker-dealer customers. Commenters should identify the metrics and
sources of any empirical déta that support their éosts estimates.

4. | Order Restricting Withdrawal of Capital From a Broker or Deale
Amendment o

This proposed amendment to Rule 15¢3-1(e) would eliminate the qualification on
- Commission ordgrs restricting QimdraWals, advances and unsecured loans_‘ made by broker- |
dealers that- limits the order to instances when recént withdrawals, advances or loéns, iﬁ the
| aggregate, exceed thirty percent of the broker-dealer’s excess net capital. .
i. Benefits

-The proposed amendment to Rule 15¢3-1 would benefit the securities markets by

» protecting customers and counterparties of a financially stresséd broker-deéler. For example, the
* broker-dealer would not be able to make an uhsecured loan to a stockholder or withdraw equity
capital while the order was outstanding, thereby preserving the assets and liquidity of the broker-

dealer and enabling the Commission and its staff to examine the broker-dealer’s financial
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condition, net cai)ital position aﬂd the risk expésure to the customers and creditors of the brokgr—
dealer to ensure the financial integrity of the firm.
il Costs
The current rule permitting the Commission to restrict withdrawals of capital from a
ﬁnancially disfressed broker-dealer was adopted in 1991."** Based on this experience with the -
rule, we estimate that the. proposed amendment would result in no or de minimis costs to broker-
dealers. | |
- As noted abové, we request comment on this cost estimate. In particular, we request
comment on whethér there would be costs to broker-dealers as a consequence of this proposal_.
 We also request comment on whether this proposal would impose costs on other market |
participants. Commenters should identify the metrics and sources of any empirical data that
support their costs ¢stimates. ’ |
5. Adjusted Net Capital Requirements
These proposed ainendmenfs would adjust required charges for broker-dealers under
Rule 15¢3-1. The adjustments would better align the net capital requirements of affected firms
| with the risks Rule 15¢3-1 seeks to mitigate. The amendments are relaxing existing
requirements and, therefore, wouid not result in costs to broker-;iealers. Moreover, because they
seek to better match capital fequirements with actual risk, they should not havé an adverse
impact on the ﬁnanciai streﬁgth of broker-dealers.
I Calculating Theoretical Pricing Charges
The proposed amendment to paragraph (b)(l )(vi) of Rule 15c3-1a would make

permanent the reduced net capital requirements that apply to listed option positions in major

9 See Exchange Act Release No. 28927 (February 28, 1991), 56 FR 9124 (March 5, 1991).
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market foreign currencies and high-capitalization and non-high-capitalization diversified indexes

in non-clearing option specialist and market maker accounts. This would benefit the broker-
dealers that have been calculating charges under the temporary relief granted by the Commission
staff. Bepause broker-dealers are already operating under the temporary relief, we believe the
amendment would not result in any costs.

We request Commer;t on available metric;s to quantify the benefits identified above and
any other benefits the commenter may identify. Commenters are requested to identify sources of
empirical data that could be use& fqr the metrics‘ they propose.

In addition, we request comment on whether the propoéal would result in costs.

Commenters should identify the metrics and sources of any empirical data that support their

_ costs estimates. -

ii. Reduced Haircut on Money Market Funds
Reducing the money market funds haircut from 2% to 1% wéuld benefit all broker-
dealers in that it will make it less co.stly, in terms of capital allocation, to hold these iﬁvestrnents.
We do not believe the proposed amendment would result in any costs.
We request comment on available metrics to quantify the benefits identified above and

any other benefits the commenter may identify. Commenters are requested to identify sources of

" empirical data that could be used for the metrics they propose.

In addition, we request comment on whether the proposal would result in costs.
Commenters should identify the metrics and sources of any empirical data that support their
costs estimates.

F. Total Estimates Costs
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Given the estimates set forth above, the total one-time estimated cost to the industry |
resulting from these rule proposals Would be épproxilnately $32,814,454l’95 and the total
- estimated annual cost to the industry resulting from these rule proposals would be approximately
$39,651,716.°

VI. CONSIDERATION OF BURDEN ON COMPETITION, AND PROMOTION OF
' EFFICIENCY, COMPETITION, AND CAPITAL FORMATION

Section 3(f) of the Exchange Act requires the Commission, whenever it engages in
rulemaking and must consider or determine if an action is necessary or appropriate in the public
interest, to consider if the action will promote efficiency, competiﬁon, and capital formation.'?’
In addition, Section 23(a)(2) of the Exchange Act requires the Commission, when adopting rules
- under the Exchérige Act, to consider the impact that any such rule would have on competition. 198
Exchaﬁge Act Section 23(a)(2) prohibits the Commission from adOpting any rule that would
impose a burden on —competition not necessary or appropriate in furtherance of the purposes of
the Exchange Act. The proposed amendments are intended to promote efficiency, competition,
and capital formation. They should not have ﬁny anti-competitive effects. .

The Commission requests comment on whether the proposed amendments are likely to
promofé efﬁciency, competition, and capital formation.

A. Amendments to the Customer Protection Rule

TS $8.,773,410 + $603,000 + $28,930 + 3,752,000 + 2,680,000 + 1,000,000+ $1,149,720 +
$62,604 + 562,800 + $14,201,990 = 32,814,454. '

1% 92599300 + $24,500,000 + $52,416 + $10,000,000 -+ $2,500,000 = $39,651,716.
197 15U.8.C. 78¢(f).

9% 15US.C. T8w(a)(2).
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The proposed amendnients to the customer protection rule respecting PAB accounts,'®

cash deposits at special reserve bank accounts,”® allocation of short positions,”®! and the

~ treatment of free credit balances®®* are designed to protect and preserve customer property held

at broker-dealers. These protections would reduce the risks to individual investors and, thereby,
promote participation in the securities markets. Also, by strengthening requirements designed to
protect customer property, they would mitigate potential exposure of the fund administered by

the Securities Investor Protection Corporation (“SIPC”) that is used to make advances to

~ customers whose securities or cash are unable to.be returned by a failed broker-dealer. The

amendments reducing the debit reduction for alternative standard firms from 3% to 1% and

clarifying that funds in certain commodities accounts need not be treated as “free credit

203

balances” would free up capital and, in the latter case, clarify an ambiguity in Rule 15¢3-3.
These results would promote capital formation and increase efficiency. The amendment
éxpandihg the definition of qualiﬁed securities would reduce operational burdens associated with |
holding securities in the customer reserve account and, thereby, promote efﬁciency.‘204

B. Portfolio Margining Amendments

199 See section IL.A.1 of this release.

200 See section I1.A.2 of this release.

201 See section I1.A.4 of this release.

202 See section IL.A.5.i of this release.

23 See sections ILA.6 and TLA.7 of this release.
204 See section I1.A.3 of this release.
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The proposed amendments to accommodate portfolio margining”® would promote
greatér efficiency, competition and capital formation. They are designed to provide portfolio

margin customers with greater protection through the reserve requirements of Rule 15¢3-3 and

- SIPA. This, in turn, would make portfolio margining more attractive to investors. Portfolio

margining can signiﬁcantly reduce cﬁstomer margin requirements for offsetting p.ositions
involving securities and futures products, which in turn reduces the costs of trading such
productls. Moreover, j)onfolio margining promotes competition and better price discovery across
securities and futures products by allowing customers to offset a posiﬁon assumed in one market
with a product traded on another market.
C. Securities Lending and Borrowing Amendments
| The proposed amendment requiringbroker-dealers to disclaim principal liability in

12% is consistent

securities lending transactions to avoid certain capital charges under Rule 15¢3-
with the goal of promoting 'efﬁciéncy and competition in the marketplacg. This proposed
aﬁendment would help eliminate the legal ﬁﬁcertainty among counterpartieé asto tﬁe role played
by market participants in such transactions énd clarify the naturé of the serviées that securities
lending intermediaries provide their counterparties. The proposed amendment to Rule 17a-1 1297
to require a broker-dealer to pfovide notice if its securities lending or repo transactions reaph a

certain threshold, or alternatively provide its DEA with a monthly report, is designed to enhance

the monitoring of these activities by securities régulators and, thereby, protect broker-dealer

205 See section I1.B of this release.

206 See section I1.C of this release.

207 Id.
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See
See
210 ‘Sﬁ
See

customers and counterparties from the impaci of a financial éollapse. This would strengthen the
secﬁriﬁes markets and make them rhore attractive to investors. |

D. Documentation of Risk Manégement Procedures

The proposed amendments to Rules 17a-3 and 172-42%8 requiring firms to document. their
risk management controls and procedures are designed to redu'cei the risks inherent to the
business of operating as a broker-dealer and, thereby, enhance a bfoker-dealer’s financial

soundness. This would strengthen the securities markets making them more attractive to

_investors.

E. Amendments to the Net Capital Rule

The proposed amendments to Rule 15¢3-1 (1) requiring a brokef—dealer to account for

209

certain liabilities or treat certain capital contributions as liabilities,”” (2) requiring a broker-

dealer to account for certain excess fidelity bond deductibles,*°

(3) requiring an insolvent
broker-dealer to cease conducting a securities business and provide notice under the proposed

amendment to Rule 17a-1 1,2'! (4) eliminating the qualification on Commission orders restricting

withdrawals, advances, and unsecured loans to instances where recent withdrawals, advances or

. loans, in the aggregate, exceed thirty percent of the broker-dealer’s excess net_capital,212 %) |

208 section I1.D of this release.

section ILE.1 of this release.

section IL.E.2 of this release.

211 section II.Ev.3 of this felease.

212 See section II.E.4 of this release.
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making permanent the reduced net capital requirements under Appendix A for market makers,?'®

“and (6) lowering the haircut for money market funds,?*

are consistent with promoting efﬁciency
and competition in the market place. |
A broker-dealer‘ that fails to accbunt for liabilities that depend on the broker-dealer’s
assets and revenues and accepts temporary capital is obscuring its true financial condition. This
interferes with the process by which regulators monitor the financial condition of broker-dealers
and, thereby, impedes their ability to take proactive steps to minimize the harfn to customers,
counterparties and clearing agencies resulting from a broker-dealer failure. |
Requiring broker-dealers to take net capital charges for excess fidelity bond deductibles
imposed under self-regulatory organization rules would promote efficiency by providing
certainty as t6 the applicability of such rules for purposes of Rule 15¢3-1. Because fidelity bond
requirements- provide a safeguérd with regard to broker-dealer financial responsibility,.the
proposed amendment would enhancé competition through the operation of more financially
_sound firms. |
The continued operation of an insolvent broker;dealer or the withdrawal of capital from a
| broker-dealer that may jeopardize such broker-dealer’s financial ihtegn'ty poses financial risk to
* its customers, counterparties and the securities industry clearance organizations. These risks
- increase costs.
The elimination of the limitation on Commission érders restricting capital withdrawals

from a financially troubled broker-dealer would provide greater protection to customers and

counterparties of the firm and securities industry clearance organizations. While such orders

213 See section ILE.5.1 of this release.

214 See section ILE.5.11 of this release.
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would be infrequent, when issued they would lower costs to these entities associated with having
an outstanding obligation from the troubled broker-dealer.

- The proposed amendments to the net capital rule that would reduce the amount of net
capital certain broker-dealers must maintain would improve efficiency and competition and
promote capital formafion by allowing ﬁfms to employ such éapital in other areas of their |
business activities. They also would lower the costs of capital fof broker-dealers.

VIL CONSIDERATION OF IMPACT ON THE ECONOMY

| For purposes of the Small Business Regulatory Enforcement Fairness Act of 1996, or
_ "SBREFA,"?"* we must advise the OMB as to whether the probosed regulation constitutes a |
;'méj or" rule. Under SBREFA, a rule is considered "major" where, if adopted, it results or is
likely to result in (1) an énnual effect on the economy of $100 million or more (either in the form
of an increase or a decre.ase), (2) amajor increase in costs or prices for consumers or individual
industries, or (3) significant adverse effect on qqmpetition, investment or innovation.

Ifa mlé 1s "major," its effectiveness will geﬁerally be delayed for 60 days pending

- Congressional review. We request comment on the potential impact of each of the proposéd .
amendments on the economy on an annual basis. Commente;rs are requested to provide empirical
data and other factual support for their view to the. extent possible. |
VIII. INITIAL REGULATORY FLEXIBILITY ANALYSIS
| The Commission has prepared the following Initial Regulatory Flexibility Analysis

(IRFA), in accordance with the provisions of the Regulatory Flexibility Act,?'® regarding the

215 Pub. L. No. 104-121, Title H, 110 Stat. 857 (1996) (codified in various sections of 5
U.S.C., 15 U.S.C. and as a note to 5 U.S.C. 601).

26 57.S.C. 603.
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proposéd améndments to Rules 15¢3-1, 15¢3-1a, 1563-2, 15¢3-3, 15¢3-3a, 17a-3, 17a-4, and
17a-11 undér the Exchange Act.

We éncourage comments with respect to any aspect of this RFA, includihg comments
with respect to the number of small entities that may be affected by the proposed amendments.
.Comr‘nents should specify the costs of complianée with the proposed amendments, and suggeét
alternatives that would accomplish the goals of the amendments. Comments will be considered
in determining whether a Final Regulatory Flexibiiity Analysis is required, and will be placed in
the same public file as comments on the propoSed amendments. Comments should be submitted
to the Commissioh at the addresses previously indicated.

A. Amendments to the Ctistomer Protection Rule

1. | Reasons
The proposed amendment that would ré:quire broker—dealérs to perform a reserve
 computation for ldomestic and foreign broker-dealer accounts is responding to a diSparity '
between Rule 15¢3-3 and the SIPA. The proposed amendment that would require broker-deéiérs
to limit the amount of cash deposited in a reserve account at any individual bank and exclude
cash deposited with a parent or subsidiary bank is responding to the fact that some firms are "
concentrating such deposits or placing them at risk of group-wide financial collapses. The
proposed amendment that would expand the definition of qualified éecun'ties 1s intended to
provide broi(er-dealers with anbthef option with respect to assets that can be deposited into the |
cﬁstomer reserve account. The proposed» amendment that would require broker-dealers to obtain
“possession and control of customers’ fully paid é.nd excess margin securities allocated to a short
p'olsition 1s fesponding to the facf that some firms are permitting these bositions to‘ accumulate,

- which puts customers at risk. The proposed amendment that would require broker-dealers to |
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brovide certain notices and disclosures before changing the terms and conditions under which the
broker-dealer treats customer free credit balances is intended to help assure that the use.of
customer free credit balances accords with customer preferences. The proposed amendment
lowering the aggregate debit item reduction from 3% to 1% is r¢sponding to the dramatic |
increase in debif items accumulating at broker-dealers. The proposed amendment clarifying that
funds in certain commodities accounts are not to be treated as “free credit balances” is intended
to remove uncertainty with respect to theirv treatment.
2. Objectives
Most bf the proposed amendments to Rule 15¢3-3 are intended to strengthen the
protections afforded to customer assets held at a broker-dealer; The intended result of the
proposed amendments 1s to minimize the risk that customer assets will be lost, tied-up in a
liquidation proceeding, or held in a manner that is inconsistent with a customer’s expectations.
The proposed amendment expanding the definition of qualiﬁéd secuﬁty is intended to lower
operational burdens of broker-dealers. The proposed amendment eliminating the 3% reduction
is intended to better align the requirement to reduce debits with the credit risk being addressed by -
the requirement. The proposed amendmént clarifying the treatment of funds in certain
commodities accounts is intended to remove an ambiguify in the rule.
3. Legal Basis
Pursuant to the Exchange Act and, particularly, Section 15, 15 U.S.C. 780.

4. Small Entities Subject to the Rule
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Paragraph (c)(l)-of Rule 0-10%'7 states that the term “small business” or “small
organization,” when referring to a broker-dealer, means a broker or dealer that had total capital
(net worth plus subordinated '1iabilities) of léss than $500,000 on the date in the prior fiscal year
as of which its audited financial statements were prepared pursuant to Rule 17a-5(d);*'® and is
not affiliated with any person (other than a natural person) that is not a small business or small
organization. | |

The Commissidn estimates there are approximately eight broker-dealers that performed'a
customer reserve computétion pursuant to 'Rulev 1503-3 and were “small” for the purposes Rule
0-10.2" |

| 5. | Reporting, Recordkeeping, and other Compliance Requirements

‘The propbsed amendments would (1) réquire broker-déalers to perform a reserve
computation for domestic and foreign broker-dealer acéounts, (2) limit the amount that a broker-
dealer may deposit in a reserve account at any individual bank in the form of cash, (3) require
broker-dealers to obtain possession and control of customers’ fully paid and excess margin
securities allocated t§ a short position by borrowing equivalerAlt securities within a specified
period of time, (4) require broker-dealers to obtain an afﬁﬁnative coﬁsent from a customer
before éhanging the terms and conditions under which the broker-dealer holds credit balances
related to the customer, ahd (5) lower the aggregate debit reduction.

6. ‘Duplicative, Overlapping or Conflicting Federal Rules

2717 CFR 240.0-10(c)(1).
218 17 CFR 240.17a-5(d).

219 This estimate is based on FOCUS Report filings.
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We‘believe that there are no federal rules that duplicate, overlap or conflict with the
proposed amendménts.
7. Significant Alternatives
Pursuant to section 3(a) of the RFA,**° the Commission must consider cer/tain types of
aitematives, including (1) the establishment of differing compliance or reﬁoning requiremenfs or
timetables that take into account the resources available to small entities, (2) the clan'ﬁcatibn,
consolidation, or simplification of coﬁxpliance and ‘reportiﬁg requirements under the rule for
small entities, (3) the use of performance rather than design standards, and (4) an exemption
from coverage of the rulé, or any part the;eof, for sfnall entities. |
Given the negligible impact these amendments wouid have on small entities, we do not
believe it is‘ necessary or appropriate to establish different complianée or reporting réquirement_s
or timetablés; clarify, consolidate, or simplify compliance and reporting requirements under the
rule for small entities; or exémpt small entiti.es from coverage of the rule, or any p;cxrt thereof.
The Commissiori also does not believe that it is necessary to consider whether small entities
should be permittéd to use pérformance rather than design standards to comply with the proposed
amendments as the amendments already propose performance standards and do not dictate for
entiﬁ'es of any size any particular design standards (e.g., technology) that must be erﬁployed to
achieve the objectives of the proposed émendments. |
8. Requgsf for Comments

We encourage the submission of comments to any aspect of this portion of the IRFA.

B Comments should specify costs of compliance with the proposed amendment and suggest

alternatives that would accomplish the objective of the proposed amendments.

P 5US.C.603(c).
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B. Porthlio Margining Amendments
1. Reasons
The CBOE and the NYSE rules permit broker-dealers to determine customer margin
requifements using a portfolio margin methodology and permit cross-margining; namely, the
inclusion in the portfolio margin account of futures and futures options on broad-based securiﬁes

indices. These proposed amendments are designed to provide portfolio margin customers with

protection for futures positions carried in their securities accounts.

2. Objectives
_ These proposed amendments are designed to provide customers with futures and futures
options in a portfolio margin account with SIPA protections.
3. Legal Basis
Pursuant to the Exchange Act and, particularly, section 15.72

4.  Small Entities Subject to the Rule

Paragraph (c)(1) of Rule 0-107% states that the term “small business” or “small

" organization,” when referring to a broker-dealer, means a broker or dealer that had total capital

(net worth plus subordinated liabilities) of less than $500,000 on the date in the prior fiscal year
as of which its audited financial statements wefe prepared pursuant to Rule 172-5(d);** and is
not affiliated with any person (other than a natural pérson) that is not a small business or small

organization.

21 15U.8.C. 780
22 17 CFR 240.0-10(c)(1).

23 17 CFR 240.172-5(d).
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The Commission estimates there are approximatély eight broker-dealers that performed a
customer reserve computation pursuant to Rule 15¢3-3 and were “small” for 'the’purposes of
Rule 0-10.* |

5. Reporting, Recordkeeping, and other Compliance Requirements |

These proposed amendments would (1) revise the definition of “free credit balances” in
Rule 15¢3-3 to include funds ina portfolio margin account relating to éertain futures and futures
options positions and the market value of futures options as of the filing date in a SIPA
proceeding, and (2) add a debit line item to the customer r‘éserve formula in Rule 15¢3-3a
consisting of margin posted by a broker-dealer to a futures clearing agéncy.

| 6. Duplicative, Overlapping or Cohﬂicting Federal Rules

We believe that there are no federal rules that duplicate, overlap or conflict with the

proposed amendments.

7. Significant Alternatives

Pursuant to Section 3(a) of the RFA,?* the Commission must consider certain types of
alternatives, including (1) the esfé.blishment' of Adiffering complianée or reporting requirements or
timetables that take into account the resources available to small eﬁtities, (2) the clarification,
consolidation, or simplification of compliance and reporting requirements under the rule for
small entities, (3) the use of performance rather than design st_andards, and (4) an exemption
from coverége of the rule, or any part th_éreof, for small entities.

Giveh the negligible impact this amendmeht would have on small entities, we do not

believe it is necessary or appropriate to establish different compliance or reporting requirements

224 This estimate is based on FOCUS Report filings.

25 5U.S.C.603(0).
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or timetables; clarify, consolidate, or simplify compliance apd reporting requirements under the
rule for small entities; or exémpt small entities from coverage of the rule, or any part thereof.
'fhe Commivssion‘ also does not believé that it is necessary to consider whether small
entities should be permitted to use performance rather than design standards to comply with the
proposed amendments as the amend;llents aheady propose performance standards and do not
vdictéte for entities of any size any particular design standards (gg_., technology)-that must.be
émployed to achieve the objectives of the p__roposed amendménts.
8. | Request for Comments
We encourage the submission of comments to any aspect of this portion of the IRFA.
A' Coxﬁments should specify cosfs of compliance with the proposed é.mendm’ent and suggest
alternatives that would accomplish the objective of the proposed axnendmenté.

- C. Secﬁrities Lending, Borrowing, and Repurchase/Reverse Repurchase
Amendments

1. Reasons
In 2001, MIK Clearing, a broker-dealer with a substantial numBer of customer accounts,
failed when it.could not meet its securities lehding obligations. This failure has highlighted the
risks associated with securities lending and the economically similar repurchase and reverse
repurchase agréements and the need to manage those rfsks.
2. Objectives
These proposed amendments are intended to strengthen the documentation controls
Abroke.r-dealers‘employ to manage their secﬁritiés lending and borrowing and securities |
repurchase and reverse repurchase activities and to enhance regulatory monitoring. The intendéd

result of the amendments is to minimize the risk that a firm would fail as a result of inadequate
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controls over its securities lending and borrowing securities repurchase and reverse repurchase
activities.
3. Legal Basis
Pursuant to the Exchange Act and, particularly, Sections 15 and 17 thereof, 15 U.S.C.
780 and 78q.
4. - Small Entities Subject to thé Rule
Paragraph (c)(1) of Rule 0-10%% states that the term “small business” or “small
organization,” when referring to a broker-déalér, means a broker or dealer that had total capital
(net worth pluS subordinated liabilities) of less than $500,000 on the date in the prior fiscal year -
as of which its audited financial statements were prepared pursuant to Rule 17a-5(d);**” and is
not affiliated with aﬁy person (other than a natural person) that is not a small business or small
organi_zatjon. |
The Comfnissiop estimates that none of the broker-dealers that engage in securities
lending and borrowing or securities répurchase and reverse repurchase activity are “small” for
the purposes Rule 0-10.7 Thérefore, the proposed amendments should not impact on “s,malrl”
_ broker-dealers.
5. Réportin‘g, Recordkeeping; and Other Compliance Requirements
Thesg propdsed amendments would require broker-dealers to (1) disclose the principals

and obtain certain agreements from the principals in a transaction where they provide settlement

226 17 CFR 240.0-10(c)(1).
27 17 CFR 240.17a-5(d).

228 This estimate is based on FOCUS Report filings.
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‘

services in order to be considered an agent (as opposed to a principal) for the purposes of the net
capital rule, and (2) provide notice to the Commission and other regulatory authorities if the
broker-dealer’s éecurities lending or repo activity réaches a certain ﬁeshold or, alternatively,
provide regulatory authorities with a monthly report of the broker-dealer’s securities lending and
repo activity.

6. Duplicative, Overlapping or Conflicting Federal Rules

We believe that there are no federal rules that duplicate, vover'lap or conflict with the
proposed émendménts. | |

7. Significant‘Alternatives

Pursuant to Section 3(a) of the RFA,*?’ the Commission must consider certain types of '_
alternatives, including (1) the establishment of différing compliance or reporting requirements or
timetables that take into account the resources available to small entities, (2) the élariﬁcation,
consolidation, or simplification of _compliance and reporting requirements under the rule for
small entities, (3)' the ﬁse of performance rather than design Standards; and (4) an exemption
from coverage of the rule, or .any part thereof, for small entities.

As noted above, we estimate that this proposed amendment would have no impact on
small entities. Thus, we do not believe it is necessary or appropriate to establish different
corhpliance or rebdrting requirements or timetables; clarify, consolidate, or simplify compliance
and reporting requirements under the rule for small entities; use performance rather than design
standards, or any part thereof. |

The Commission also does nof believe that it 1s necle‘ssavry to consider whether small .

entities should be permitted to use performance' rather than design standards to comply with the

2 5US.C.603(c).
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o proposed amendments as the amendments already propose performance standards and do not

, dictate for entities of any size any particular design staridards (e.g., technology) that must be
émployed to achievé the objectives of the’proposed amendmen.ts.
8. Request for Commenrs |
‘We encourage the submission of comments to any aspect of this portion of the IRFA.
Comments 'should specify costs .of compliance with the proposed amendment and suggest
alternatives that would accomplish the objective of the proposed amendments.
D. Documentation of Risk Management Procedures
1. Reasons
Requiring certain large broker-dealers to document their risk management procedures
would assist firms in ensuring adherence to their established risk controls and regulators in
reviewing the controls.
2. Objectives
These proposed amendments are intended to strengthén the controls certain large broker- ’-
dealers employ to manage risk. The intended result of these proposed amendments is to lower
systemic risk in the securities industry by enhancing risk manaigement.
3.  Legal Basis
Pursuant to the Exchange Act and, particularly, Sections 15 arld 17 thereof, 15 U.S.C. "
780 and 78q.

4. Small Entities Subject to the Rule
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Paragraph (c)(1) of Rule 0-107° states that the term “small business” or “small
organizatioﬁ,” when referring to a broker-dealer, means a broker or dealer that had total capital
(net worth plus subordinated liabilities) of less than $500,000 on the date in the prior fiscal year
as of which its audited financial statements were prepared pursuant to Rule 17a—5('d);23 Vand is
not affiliated with any person (other thah a natural pérson) that is not a small business or small
organization.

The Commission estimates that none of the broker-dealers that would be subject to this

232 Therefore, these

proposed amendment would be “small” for thé purposes Rule 0-10.
amendments should not have any impact on “small” broker-dealers.
S. Reporting, Recordkeeping, and Other Compliance Requirements

These proposed amendments would require broker-dealers to document any controls,
procedures and guidelines they use for managing risk. The propbsed amendments do not require
broker-dealers to implement procédures. Rather, they require the documentation of any
pr0cedures that are being used. |

| 6. . Duplicative, Overlapping or Conflicting Federal Rules
We believe that there are no federal rules that duplicate, overlap or conflict with the

proposed amendments.

7. Significant Alternatives

- 230 17 CFR 240.0-10(c)(1)-
Bl 17 CFR 240.172-5(d).

232 This estimate is based on FOCUS Report filings.
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Pursuant to section 3(a) of the RFA,*? the Commission must consider certain types of
valterrAlatives, including (1) the establishment of differing compliance or repoﬁing requirements or
timetables thaf take into account the resources available to small entities, (2) the.clariﬁcation, '
consolidation, or simplification of compliance and reporting requirements under the rule for
small entities, (3) thevuse of performance rather than design sfandards, and (4) an exremption
from coverage of the rule, or any part thereof, for small entities.

As noted above, these proposed amendmenté would have no impact on “small” broker-
dealers. Thus, we do not believe it is necessary or appropriate to establish different compliance
or reporting requirementé or timetables; clarify, consolidate, or simplify compliance and
reporting reéuirements under the rule for srhall entities; or exempt small entities from coverage
of the _rule, or any part thereof.

The Commission also does not be_lieve that it is necessary to consider whether small
entities_ should be permitted to use performance rather than design standards to comply with the
proposed amendments as the amendments akeady propose perforfnance standards and do not
dictate fo_r entities of any size any particular design standards (e.g., technology) that must be

.' employed to achieve the objectives of the proposed amendments.
| 8. | Request for Comments

We encourage the submission 'of comments to any aspect of this portion of the IRFA.
Comments should specify costs of compliance with the proposed amendment and suggest

 alternatives that would accomplish the objective of the proposed amendments.

23 5U.S.C.603(c).
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E. Amendments to the Net Capital Rule

1. Limitations on Withdrawal of Capital, Solvency, Expense Sharing,
Temporary Capital and Fidelity Bond Deductions

i Reasons
Some broker-dealers have excluded from their regulatory financial reports certain
liabilities that have been shifted to third-parties that lack the resources — independent of the

assets and revenue of the broker-dealer — to pay the liabilities or have utilized infusions of

temporary capital. These practices obscure the true financial condition of the broker-dealer and,

thereby, impede the ability of regulators to take proactive steps to reduce the harm to customers,
counterparties and clearing agencies that may result from the broker-dealer’s failure. |

Currently, broker-dealers are required to take net capital charges pursuant to self-
regulatory organization rules relating to ﬁdelrty bond deductions, but Rule 15¢3-1 does not
explicitly incorporate such charges for purposes of computing net capital.

In the past serleral years, a number of broker-dealers havé sought td obtain protection
under the bankruptcy laws while still engaging in a securities blrsiness. Permitting an insolvent
broker-dealer to continue to transact a securities business endangers its customers and
counterparties and places clearanée organizations at risk.

"An important goal of the Commission is to protect the financial integrity of the broker- |

dealer so that if the firm must liquidate it may do so in an orderly fashion. Allowing a

withdrawal of capital that may jeopardize the financial integrity of a broker-dealer exposes
customers and creditors of the broker-dealer to unnecessary risk.

ii. Objectives
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The objective of these proposed arn¢ndments is to reduce systemic risk to the securities

industry associated with the failu;e of the Broker-dealer.
| iii. Legal Basis

Pursuant to the vExch?mge Acf and, particularly, Sections 15 and 17 thereof, 15 U.S.C.

780 and 78q.
iv. Small Entities Sﬁbject to the Rule

‘Pa.ragraph (c)(1) .of Rule 0-10%** states that the term “small business” or “small
organization,” when referring to a broker-dealer, means a broker or dealer that had total pabital
(net worth plus subordinated liabilities) of less than $500,000 on the dafe in the prior fiscal year
as of which its audited financial statements were prepared pursuant to Rule 17a-"5(d);2v3 > and is
not affiliated \’&ith any plerson (cher than a natural person) that is not a small business or small
organization.

The Commission estimates that there are approximately 915 broker-dealers that are

0.*® These proposed amendments would apply to all “small”

“small” for the purposes Rule 0-1
broker-dealers in that they would be subject to the requirements in the proposed amendments.

v. Reporting, Recordkeeping, and Other Compliance
Requirements :

The proposed amendments would require an insolvent broker-dealer to cease conducting
a securities business and provide the securities regulators with notice of its insolvency. They :

also would require broker-dealers to add back certain liabilities and treat certain capital as a

2417 CFR 240.0-10(c)(1).
23 * 17 CFR 240.17a-5(d).

26 This estimate is based on FOCUS Report filings.
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: liability, as well as require broker-dealers to deduct from net capital, with regard to fidelity

bonding requirements, the excess of any deductible amount dver the maximum amount permitted
by sélf-regulatory orgarﬁzation rules. Finally, under the proposed amendment to the rule on
Commission orders restricting withdrawals of capital, a broker-dealer subject to an 6rder would
ﬁot be permitted to withdraw any c»apit‘al.v |

vi. Duplicaﬁve, Overlapping or Conflicting Federal Rules

‘We believe that there aré no federal rules that duplicate, overlap or conflict with the

proposed amendments. |

vii. Sighiﬁcant Alternatives

Pursuant to section 3(a) of the RFA, >’ the Commission must consider certain types of

- alternatives, including (1) the establishment of differing compliance or repbrting requirements or

timetables that take into account the resources available to small entities, (2) the clarification,
consolidation, or simplification of compliance and reporting requirements under the rule for

small entities, (3) the use of performance rather than design standards, and (4) an exemption

-from coverage of the rule, or any part thereof, for small entities.

Given the minimal impact these amendments will have on small entities, we do not
believe it is necessary or appropriate to establish different compliance or reporting requirements-

or timetables; clarify, consolidate, or simplify compliance and reporting requirements under the

" rule for small entities; or exempt small entities from coverage of the rule, or any part thereof.

' The Commission also does not believe that it is necessary to consider whether small
entities should be permitted to use performance rather than design standards to comply with the

proposed amehdments as the amendments already propose performance standards and do not

BT 57S.C. 603(0).
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dictate for entitics of any size any particular design standards (Qg:, teéhnology) that must be
employed to achieve the objectives of the proposed amendments.
viii. Request for Comments
We encourage the submissioh of éomments to any aspect of this portion of the IRFA.
Comments should specify costs of compliance with the proposed amendment and suggest
alternatives that would_.acco'mplish the objective c;f the proposed amendments.
2. Adjusted Net Capital Requiréments
i Reasons
The Comniission’s experience bver the past several years in overseeing the capital
requirements of broker-dealers indicates that certain capital éhargés may be adjusted downward
without impairing the goal of the net capiftal rule. These proposed émendments are a result of
this experience.
ii. Objective
The proposed amendments are inténded to better align the capital requirements with fhe '
risks these requireme'ntsl are designed to address.
| iii. Legal Basis
Pursuant to the Exchange Act and,b particularly, Sections 15 and 17 thereof, 15 U.S.C.
780 and 78q. | |
iv. Small Entities Subject to the Rule
Paragraph (c)(1) of Rule 0-1()_23 ? states that the term “small business” or “small
organization,” when referring to a broker-dealer, meané a broker or dealer that had tqtal capital

(net worth plus subordinated liabilities) of less than $500,000 on the date in the prior fiscal year -

28 17 CFR 240.0-10(c)(1).
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as of Which its audited financial statements were prepared pursuant to Rule 17a-5(d);*** and is
not afﬁlniated with any person (other than a natural person) that is not a small business or small
orgmﬁzation.

- The Commuission estimates that there are approximately 915 broker-dealers that were
“small” for the purposes Rule 0-10.*° The amendment to Appéndix A of Rule 15¢3-1 likely
should have no, or little, impact on “small” broker-dealers, since most, if not all, of these firms
- do not carry non-clearing option specialist or market maker accounts. The reduction of the
haircut for money mafket funds from 2% to 1% cdﬁld impact all “small” firms, sincé they may

hold these securities as part of their net capital.

V. Reporting, Recordkeeping, and Other Compliance
Requirements

The proposed amendments would (1) make permanent a temporary rule that reduced the
haircut for non-clearing options specialist and market maker accounts under Appendix A, ahd'(Z)
lower tﬁe haircut for money markét funds ﬁ‘om 2% to 1%. As noted, we e.stimate that generally
6nly the second proposed amendment would affect “small” broker-dealers.

| vi.'  Duplicative, Overlapping or Cbnﬂicting Federal Rules

We believe that there are no federal rules that duplicatg, overlap or conflict with the

proposed amendments.

vii.  Significant Alternatives

2% 17 CFR 240.17a-5(d).

240 This estimate is based-on FOCUS Report filings.
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Pursuant to section 3(a) of the RFA,*! the Commission must consider certain types of

alternatives, including (1) the establishment of differing compliance or reporting requiremients or

‘timetables that take into account the resources available to small entities, (2) the clarification,

consolidation, or simplification of compliance and reporting requirements under the rule for
small entities, (3) the use of performance rather than design standérds, and (4) an exemption
from coverage of the rule, or any part thereof, for small entities.

Given the deregulatory impact of these amendments, we do not believe it is necessary or

appropriaté to establish different compliance or reporting requirements or timetables; clarify,

~ consolidate, or simplify compliance and reporting requirements under the rule for small entities;

or exempt small entities from coverage of the rule, or any part thereof.

Thel Commission also does not believe that it is ﬁecessafy to consider whether small
entities should be permitted t§ use performance rather than design standards to comply with the
proposed amendments as the amendments already propose performance standards and do not
dictate for enti'tiés of any size any partiéular design standards (e.g., technology) that must be
employed to achieve the objectives of the proposed amendments. .

viii. Requvest for Comments

We encourage the submission of comments to any aspect of this portion of the IRFA.

~ Comments should specify costs of compliance with the proposed amendmént and suggest

alternatives that would accomplish the objective of the proposed amendments.

241 5US.C. 603(c).
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‘ IX STATUTORY AUTHORITY
The Commission is proposing amendments to Rules 15¢3-1, 15¢3-3, 17a-3, 17a-4 and
17a-11 under the Exchange Act pursuant to the authority conferred by the Exchange Act,
including Sections 15, 17, 23(a) and 36.”
Text of Proposed Rule |
List of Subjects
17 CFR Part 240
Brokérs, Reporting and recordkeeping requirements, Securities,.
In accordance with the foregoing, the Commission hereby proposes that Title 17, Chapter
IT of the Code of Federal Regulation be amended as follow§.
PART 240 - GENERAL RULES AND REGULATIONS, SECURITIES EXCHANGE
‘ ACT OF 1934
N 1. The general authority for Part 240 is revised to read as follows:
Authority: 15 U.S.C. 77c, 77&, 778, 7173, 17s, 172-2, 172-3, T7eee, T7ggg, 77nnn, 77sss,
77tﬁ, 78c, 78d, 78¢, 78f, 78g, 78i, 783, 78j-1, 78k, 78k-1, 781, 78m, 78n, 780, 78p, 78q, 78s, 78u-
5, 78w, 78x, 7811, 78mm, 80a-20, 80a-23, 80a-29, 80a-37, 80b-3, 80b-4 and 80b-11, and 7201 et
: | seq.; and 18 U.S.C. 1350, -unless otherwise note(i.
£k ok ok %
2. Section 240.15¢3-1 is amended by:

a. Revising the first sentence of the introducfory text of paragraph (a);

b. Revising paragraph (a)(1)(ii)}(A);

‘ 22 15U.S.C. 780, 78q. 78w and 78mm.
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- c. Removing from paragraph (a)(6)(ii1)(A) the text “paragraph (c)(2)(x)(A)(1)
| . through (9) of this section” and in its place adding the text “Appendix A (§240.15c3-1a)”;
d. Revising the introductory heading of paragraph (c)(2)(i); | |

e.  Adding paragraphs (c)(2)(i)(F) and (G);

£ Revising paragraphs (©)(2)(av)(B), (c)(2)(iv)(E), and (c)(2)(vi)(D)(1);
g. - Adding paragraph (c)(2)(xiv) be.forc the undesignated heading;

h. Adding paragraph (c)( 16) and an undesignated heading;

i. Revising paragraph (e)(3)(i); and

?

]- Removing from the second senténce in paragraph (e)(3)(i1) the text “The hearing’
and in its place adding the text “A hearing on an order temporarily prohibiting the withdrawal of
capital”.

The revisions and additions read as follows:

.‘ -§.240.15c3-1 Net capital requirements for brokers or dealers.
(a) Every broker or dealer shall at all times have and maintain net capital no less than the
 greater of the highest minimum requirement applicable to its ratio requirement under paragraph
(a)(1) of this section, or to any of its activities under paragraph (a)(2) of this section, and shall
otherwise not be “insolvent” as that term is defined rn paragraph (c)(16) of this section. * * *
. * %k %k %k k

(D@ ***

(ll) * * %

(A) Make the computation required by §240.15¢3-3(e) and set forth in Exhibit A,

§240.15¢3-3a, on a weekly basis;

k %k k k ok
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(c)***
(2)*** ’

(1) Adjustments to net worth related to unrealized profit or loss, deferred tax _provisions,

and certain liabilities.* * *

* %k *k k %k
(F) Subtracting from net worth any liability or expense relating to the business of the
broker-dealer for which a third party has assumed the responsibility, uﬁless the broker or dealer

can demonstrate that the third-party has adequate resources independent of the broker-dealer to

pay the liability or expense.

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

(1) Under an agreement that provides the investor with the option to withdraw the capital;
or | |

(2) That 1s intended to be withdrawn within a period of one year unless the withdrawal -
has been approved in writing by the Examining Authority for the broker or dealer. Any
witildrawal of capital made within one year. of its contribution to the broker or dealer is presumedl
to be subj ect to this deduction. |

k k k *k k |

(IV) * %k Xk

(B) All unsecured advances and loans; deficits in customers’ and non-customers’
unsecured and partly secured notes; deficits in omrﬁbus crédit accounts maintained in
cdmpliance with the requiremenfs of 12 CFR 220.7(f) of Regulation T under the Act, or similar
aécqunts carmed on behalf of another brpker or dealer, after appli;:ation of calls for‘ margin, - |

marks to the market or other required deposits that are outstanding 5 business days or less;
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deﬁcité in customers” and nbn—_cusfomers’ unsecured and partly secured accounts after |
application of calls for margin, marks to market or other required deposits that are outstanding 5
business days or less, except deficits in cash accounts 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 deducting for securities carriéd in any of sﬁch
accounts the pefcentages specified in paragraph (c)(2)(vi) of this section or Appendix A,
§240.1503-1a; the market value of stock loaned in excess of the value of any collateral received
fhergfore; receivables arising out of fre¢ shjprﬁents of securities (other than mutual fund
rederﬁptions) in excess .of $5,000 per shipment and all free shipments (other ihaq mutual fund
redemptions) outstanding more. than 7 business days, and mutual fund redemptions outstanding
more than 16 business days; and any collateral deﬁciencies, in secured demand notes as defined
in Appéndix D, §240.15¢3-1d; a broker or dealer that participates in a loén of securifiés by one
party to another party shall be deemed a principal for the purpose of the deductions required
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 brokér or dealer
shall not include a guarantee of performance by th¢ other party and that such party’s remedies in
the event of a default by the other part—y shali not include a right of setoff against obligations, if

any, of the broker or dealer.

% ok %k ok

(E) Other deductions. All other unsecured receivables; all assets doubtful of collection
less any reserves established therefore; the amdunt by which the market value of securities failed
to receive outstariding longer than thirty (30) calendar days exceeds the contract value of such

fails to receive; the funds on deposit in a “segregated trust account™ in accordance with 17 CFR

129




270.27d-1 under the Investment Company Act of 1940, but only to the extent that the amount on
deposit in such segregated trust account exceeds the amount of liability reserves established and
maintained for refunds Iof charges required by sections 27(d) and 27(f) of the Investment

Company Act of 1940; and cash and securities held in a securities account at another broker-

. dealer if the other broker-dealer does not treat the account, and the assets‘therein, in compliance

with paraéraphs (b)(5) and (e) of §240.15¢3-3; Provided, That any amounts deposited in special -
reserve bank accounts established for the exclusive bengﬁt of customers or PAB accounts
pursuant to §240.15¢3-3(e) and clearing deposits sﬁall not be deducted.

%k %k ¥k k¥ %k

(Vi) * * *

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

* % k ¥ %

v(xiv) Deduction from net.worth for excess deductible amounts related to fidelity bond

coverage. Deducting, with respect to fidelity bdnd coverage, the excéss of any deductible
amount o?er the maximum deductible amount permitted by tﬁe Examining Authority for the
broker or dealer. |
ok k ok

Insolvent

(16) A broker or dealer is insolvent for the purposes of this section if the broker-dealer:.
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(1) Is the subject of any bankruptcy, equity réceivershjp proceeding dr any other
procéeding to reorganize, conserve, or liquidate such broker or dealer or its property whethér_
commenced voluntarily or involuntarily or is applying for the appointmtgnt or election of a
receiver, trustee, 6r liqﬁidator or similar official for such broker'(')r dealer ér'its property;

(i) Has made a general assignment for the benefit Qf creditors;

(111) 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 cbmputations as may be hecessziry to establish_compliance
with this section.

*k %k *k k k

(e) * % %

(3)(1) Temporary restrictions on withdrawal of net capital. The Commission may by

order restrict, for a period of up to twenty business days, any withdrawal by the broker-dealer of
equity capital or unsecured loan or advance to a stockholder, partner, sole propriétor, mémber, _
employee or affiliate if the Commission, based on the information available, concludes that such
.withdrawal, advance or loan fnay be detrimental to the financial integrity of the broker or dealer,
or may unduly jeopardize the broker or dealer’s ability to repay its customer clairrlxsvor other
liabilities which may cause a signiﬁf:ant impact on the markets or expose the customers or
creditors of the broker or dealer to loss without taking into account the application of the
Securities Investor Protection Act of 1970. |

* ok k % %

3. Section 240.15¢3-1a is amended by:
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a. Removing paragraph (b)(l)(ivj(B'); and

b.  Redesignating paragraphs (b)(1)(iv)(A), (B)(1)AV)(A)D), B)(MEvVIAQ),
and (b)(1)(iv)(A)(3) as paragraphs (b)(1)(iv), (B)(1)(iv)(A), (b)(1)(iv)(B), and
(b)(1)(iv)(C) respectively. . .

4. Section 240.15¢3-2 is removed and reserVed-.

5. Section 240.15¢3-3 is arﬁended 'by:.

a. Removing from paragraph (aj(l), third sentence, the citation “220.19” and in its
placé adding the citation “220.12%;

b. In paragraph (a)(l).(iii), revising the phrése “(15 U.S.C. 78aaa et seq.)” toread

(15 U.S.C. 78aaa et seq.) (SIPA)”;

c. Revising paragraphs (a)(3), (a)(4), (a)(6), (a)(7) and (a)(8);
d.  Adding paragraph (a)(16);
e. Removing from paragraph (b)(3)(iv) the text “the Securities Investor Protection
Act of 1970” and iﬁ its place adding the text “SIPA”; |
| f. Removing from paragraph (b)(4)(i)(C) the text “the Securities Investor Protection
Act of 19707 and in its place adding the text “StPA”;
g Adding paragraph (b)(S);

h Removing from paragraph (c)(2) the text “special omnibus” and in its placé
adding the text “omnibus credit” and removing the text “section 4(b) of Regulation T under the
Aét (12 CFR 220.4(b))5’ and in its place .adding the text “section 7(f) of Regulation T (12 CFR
220.7(£)); |

1. Removing the period at the end of paragraph (d)(3) and in its place adding *; or”;
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| iR | Redesignating paragraph (d)(4) as paragraph (d)(5);
k. Adding a new paragraph (d)(4);
1. Revising paragraphs () and (f);
m. Revising the first sentence in paragraph' (2);
n. Removing from the first sentence of paragraph (i) the text"‘re»serve bank account”
and in its plaée adding the text “Reserve Bank Accounts”; |
0. Adding paragraph (j); |
p. ‘Revising pafagraph Q2);
'q.  Removing from the last sentence in paragraph (m) the text “special .omnibus” and
in its place adding the text “omnibus cfedit” and refnoving the text “section 4(b) of Regulatién T
[12 CFR 220.4(b)]” and in its place adding “section 7(f) of Regulz;tion T(12 CFR 220.7(t))”; and
| I. Removing froxﬁ the first sentence in paragraph (n) the cite “paragraphs (d)(2) and
(3)” and its pléce adding the cite “paragraphs (d)(2), (3) and (4)”. |

The revisions and additions read as follows:

'§ 240.15¢3-3 Customer protection — reserves and custody of securities.

(a) % %k %

(3) The term fully paid securities shall include all securities carried for the account of a

customer unless such securities are puichased in a transaction for which the customer has not
made full payment.

' (4) The term margin securities shall mean those securities carried for the account of a

- customer in a margin account as defined in section 4 of Regulation T (12 CFR 220.4), as well as

securities carried in any other account (such accounts hereinafter referred to as “margin

éccounts”) other than the securities referred to in paragraph (a)(3) of this section.
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% % %k k k

(6) The term qualified security shall mean:

i A secun't}; issued by the United States or guarantéed by thé_ United States with respect
to principal or interest; and |
| i) A redéemable security of an unaffiliated investment company registered under the
Investment Company Act of 1940 and described in §270.2a-7 of this chapter that:
| (A) Has assets consisting solely of cash and securities issued by the United States or
guaranteed by the United States with respect to principal and interest; |
(B) Agrees to redeem fund shares in cash no later than the business day following a
redemption request by a sh;clreholder; and
~ (C) Has net ass.efs (assets net of liabilities) equal to at least 10 times the value of the fund
shares held by the broker-dealer in the customer reserve account required uﬁder paragraph (e) of
this section. |
(7) The term bank shall mean a bank as defined in section 3(a)(6) of the Act and shall
also mean any building ahd loan, savings and loan or similar banking institution subject to
supervision by a Federal banking authority. With respect to a broker or dealer who maintains Iﬁs

principal place of businéss in Canada, the term bank shall also mean a Canadian bank subject to

- supervision by a Canadian authority.

(8) The term free credit bafances shall mean 1iabi1iti¢s of a broker or dealer to customers

which are subject to immediate cash payment to customers on demand, whether resulting from

sales of securities, dividends, interest, deposits or otherwise, excluding, however, funds in

commodity accounts which are segregated in accordance with the Commodity Exchange Act or

in a similar manner, or which are funds carried in a proprietary account as that term is defined in
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regulations under the'Commodity'Exchangel Act. The term free credif balances also shall inclﬁ_de
such liabilitiés carried in a securities account pufsuaht to a self-regulatory organization portfolio
margining rule approved by the Commission under section 19(b) of the Act (“SRO portfolio
xhargining mle”j, including daily marks to market, and proceeds resulting from closing out
futures contracts and options thereon, and, in the event the broker-dealer is the subject-of a
proceeding under SIPA, the market value as of the “filing date” as that term is defined in SIPA
(15 U.S.C. 7811l(7)) of any long options on futures contracts.

ok kK K

(16) The term PAB account means a proprietary securities account of a broker or dealer
(which includes é foreign broker or c}ealer, or a foreign bank acting as a bfoker or dealer), but
shall not include an .account where the account owner is a guaranteed subsidiary of the carrying
broker or dealer, the account owner guarantees all liabilities and obligations of the carrying
broker or dealer, or the accounf isa delivery—versus-paymentrac’count or a receipt-versus-
payment account.

(b) * *‘*

(5) Ai broker or dealer shall not be required to obtain and thereafter to maintain the
physical possession or control of securities carried for a PAB ac'couht, provided that the broker |
or dealer has obtained tﬁe written permission of the account 6wner to use the securities in the

ordinary course of its securities business.

* k %k * %
(@ * x %
(4) Securities included on his books or records as a proprietary short position or as a short

position for another person, excluding positions covered by paragraph (m) of this seétion, for
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more than 10 business days (or more than 30 calendar days if the broker or dealer is a market

maker in the securities), then the broker or dealer shall, not later than the business day following
the day on which the determination is made, take prompt steps to obtain physical possession or
control of such securities.

* %k k %k Xk

() Special reserve bank accounts for the exclusive benefit of customers and PAB

accounts.

(1) Every broker or dealer shall maintain with a bank or banks at all times when deposits

are required or hereinafter specified “Special Reserve Bank Account for the Exclusive Benefit of

Cﬁstomers” (hereinafter referred to as the Reserve Bank Account) and a “Special Reserve Bank

Account for Brokers and Dealers (hereinafier referred to as the PAB Reserve Bank Account, and

together with the Reserve Bank Account, the Reserve Bank Accounts), each of which shall be

separate ﬁom the other and from any other bank account of the broker or dealer. Such broker or
dtaaler shall at all times maintain in the Reserve Bank Accounts, through deposits made theréin,
cash and/or qualified securities in amounts computed in accordance with the formula attached as
Exhibit A, as applied to customer and PAB accounts respectively.

(2) With respect to each cémputation required pursuant to paragraph (e)(1) of this;

section, it shall be unlawful for any broker or dealer to accept or use any of the amounts under

‘items comprising Total Credits under the formula referred to in paragraph (e)(1) of this section

except for the specified purposes indicated under items comprising Total Debits under the

formula, and, to the extent Total Credits exceed Total Debits, at least the net amount thereof

- shall be maintained in the Reserve Bank Accounts pursuant to paragraph (e)(1) of this section.
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(3) (i) Computations necessary to determine the amount required to be deposited in
Reserve Bank Accounts as specified iniparagraph (e)(1) of this section shall be made weekly, as
of the close of the last business day of the week, and the deposit so computed shall be made no
later than one hour after the opening of banking business on the seéond following business day;

- provided, however, a broker or dealer which has aggregate indebtedness not exceeding 800 per
centum of net capital (as defined in §240.15c3-1 or in the capital rules of a national securities
exchange of which it is a member and exempt from §240.15c3-1 by paragraph (b)(2) of that
éection) and which carries aggregate customer funds (as defined in paragraph (a)(10) of this
section), as computed at the last required corﬁputation pursuant to this section, not exceeding
$1,000,000, may in the alternative make the computation monthly, as of the close of the last
business da); of the month, and, in such ever;t, shall deposit not less than 105 per centum of the
.amount so computed no later than one hour after the opening of banking quiness on the second
following business day.

(i1) If a broker or dealer, coml;uting on a monthly basis, has, at the time of any required

' computation, aggregate indebtedness in excess of 800 per'centum of net capital, such broker or
dealer shall thereafter compute weekly as aforesaid until four successive wéekly computations
are made, none of which were made at é time when his aggregate indebtedness exceeded 800 pér
V centum of his net capital. |

(iii) Any broker or dealer that does not carry thé accounts of a “customer” as deﬁnéd by
this section or conduct a proprietary trading business may make the computation to be performed
with respect to PAB accounts uﬁder paragraph (e)(1) of this section monthly rather than weekly.

If a broker or dealer performing the computation with respect to PAB accounts under paragrabh

(e)(1) of this section on a monthly basis is, at the time of any required computation, required to
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dépo'sit additional cash or qualified securities in the PAB Special Reserve Accbunt, the broker or
dealer shall th¢reaﬁer perform the computation required with respect to PAB accounts under
paragraph (e)(1) of this section weekly until four suCc_essive weekly chputationé are made,
none of which is made at a time when the broker or dealer was required to deposit additional
cash or qualified securities in the PAB Special Reserve Account.'

(iv) Computations in addition to the computations required in this section, may be made
as of the close of any business day, and the deposits so computed shall be made no later than one
- hour after the opening of banking business on the second following business day.

W) The Broker or dealer shalllmake and maintain a record of each such computation-
| made pursuant to this section or otherwise and preserve each such record in accordance with
§240.17a-4.

(4) If the computaﬁon perfomied undef paragraph (€)(3) of this section with respect to
PAB accounts results in a deposit reqﬁirémen@ the requirement may be satisfied to the extent of
any excess debit in the computation performed under paragraph (e)(3) of this section with réspéct
to customer accounts of the same date. However, a deposit requirement resulting from the
computation performed under paragraph (e)(3) of this section with respect to customer accounts
cannot be satisfied with excess debits from the computation performed under paragraph (e)(3) of
ﬁlis section witﬁ resprect to PAB accounts. |

(5) In determining whether a broker or dealer maintains the minimum deposits required
under this section, the broker or dealer shall exclude the total amount of any cash deposited with
a parent or affiliate barik. The broker or deﬁler also shall exclude cash deposited with a non—v

parent and non-affiliated bank to.the extent that:
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(i) The amount of the deposit exceeds 50% of the broker-dealer’s excess net capital,
based on the broker-dealer’s most recently filed FOCUS report; or

(i1) The arriouht of the deposit exceeds 10% of the bank’s equity capital as reported by the

- bank 1n its most recent Call Report or Thrift F inancial Report.

(f) Notiﬁéation of banks.

A broker or dealer réquired to maintain the Reéerve Bank Accounts prescribed by this
section or who maintains a Special Account referred to in paragraph (k) ofthis section shall
obtaiﬁ and preserve in Aaccordance with §240.17a-4 a written notification from each bank in
Which he has his Reserve Bank Accounts or Special Account_that the bank was infor_med that all
cash and/or qualified securities depoéited the‘rein. are being held by the bank for the exclusive
benefit of customers of the broker or d.‘ealer (or, in the caée of the PAB Special Reserve Account,
for the benefit of brokers or dealers) in accordance with the regulations of the Commission, and
are being kept separate ﬁq@ any other accounts maintained by the broker or dealer with the
baﬁk, and the broker or dealer shall have a written contract with the bank which provides that the
cash and/or qualified securities shall at no time be used directly or indirectly as security for a
loan to the broker or déaler by the bank and, shall be subject to no right, charge, security inferest,
lien, or claim of any kind-in favor of the bank or any pérson claiming through the bank. |

(g) Withdrawals from the reserve bank accounts.

A broker or dealer may make withdrawals from his Reserve Bank Accounts if and to the
extent that at the time of the withdfawal the amount remaining in each Reserve Bank Account is

not less than the amount then required by paragraph (e) of this section. * %

* Kk k k ok

() Treatment of free credit balances.
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(1) It shall be unlawful for a broker or dealer to accept or use any free credit balance
carried for the account of any customer of the broker or dealer unless such broker or dealer has

established adequate procedures pursuant to which each customer for whom a free credit balance

is carried will be given or sent, together with or as part of the customer’s statement of account,

whenever sent but not less frequently than once every three months, a written statement

informing the customer of the amount due to the customer by the broker or dealer on the date of

‘the statement, and that the funds are payable on demand of the customer.

(2) 1t shall be unlawful for a broker or dealer to convert, invest, or otherwise transfer to
aﬁother account or institution, free credit balances held in a customer’s account except as
provided in paragraphs ()(2)(i), (ii) and ().

(i) A broker or dealer is permitted to convert, invest, or otherwise transfer to another

. account or institution, free credit balances in a customer’s account only upon a specific order,

authorization, or draft from the customer, and only in the manner, and under the terms and
conditions, specified in ihe order, authorization, or draft.

(ii) A broker or dealer is permitted to fransfer freg‘credit balances held in the account of a
customer opened on or after the effective date of this paragraph to either a money market mutual
fund product as de.scribed in §270.2a-7 of this chapier or an interest bearing accbunt at a bank
without av specific ord¢r, authorization or draft for each such transfer, provided:

| (A) The customer has previously affirmatively consented to such treatment of the free
credit bglances after being notified of the different general types of money market mutual fund |
and bank account products in which the broker or dealer may fransfer the free credit balances and
the applicable terms and conditions that will apply if the broker 6r dealer changes the product or

type of product in which free credit balarices are transferred;

v
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(B) The broker or dealer provides the customer on an ongoing basis with all disclosures
and notices régarding the invéstment and deposit of free éredit balances as required by the self-
regulatory organizatiohs for which the broker or dealer is a member;

(C) The broker or dealer provides notice to the customer as part of the customer’s
quaﬁerly statement of account that Vthe money market mutual funds or bank deposits to which the

free credit balances have been transferred can be liquidated on the customer’s demand and held

. as free credit balances; and

(D) The broker or dealer provides the customer with at least 30 calendar days notice

* . before the free credit balances will begin being transferred to a different product, different

product type, or into the same product but under materially different terms and c‘on_ditioﬁs. The
notice must describe the new money market fund, bank deposit type, or tetms and conditions,

and how the customer can notify the broker or dealer if the customer chooses not to have the free

credit balances transferred to the new product or product type, or under the new terms and

conditions.

(iii) A broker or dealer is permitted to transfer free credit balances that are held or will

. accumulate in the account of a customer openéd before the effective date of this paragraph to

either a money market mutual fund product as described in §270.2a-7 of this chapter or an
interest bearing account product at a bank without a speciﬁc order, authorization or draft for each
such transfer, provided: |

(A) The broker or dealer provides the customer on an ongoing basis with all disclosu;es

and notices regarding the investment and deposit of free credit balances as required by the self-

- regulatory organizations for which the broker or dealer is a member;
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(B) The broker or dealer provides notice to the customer as part of the customer’s
quarterly statement of account that the money market mutual funds or bank deposits to which the
free credit balances h;ve been transferred can be liquidated on the customer’s demand and held
as free credit balances; and

(C) The broker or dealer provides the customer with at least 30 calendar days notice
before the free credit balances will begin being transferred to a different product; different
product type, or into the same product but under materially different terms and conditions. The
notice must describe the new money market fund, bank deposit type, or terms and conditions,'
and how the customer can notify the broker or dealer if the customer chooses not to have the free
credit balances transferred to the new product or product type, or under the new terms and

conditions.

% &k %k k 3k

(D * % %

(2) Margin securities upon full payment by such customer to the broker or dealer of his
indebtedness to the broker or dealer; and, subject to the right of the broker or dealer under
Regulation T (12 CFR 220) to retain collateral for his own protection beyond the requirements of
Regulation T, excess margin securities not reasonably required to collateralize such custémér’s
indebtedness to the broker or dealer.

kK K K

6. Section 240.15¢3-3a is reviséd to read as follows:

§ 240.15¢3-3a Exhibit A — Formula for determination of customer and PAB account
reserve requirements of brokers and dealers under § 240.15¢3-3.

Credits Debits

1. Free credit balances and other credit
balances in customers’ security accounts.
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(See Note Ao
Monies borrowed collateralized by

securities carried for the account of
customers (See Note

Monies payable against customers’
securities loaned (See Note C).................

Customers’ securities failed to receive (See

Credit balances in firm accounts which are

‘attributable to principal sales to customers.

Market value of stock dividends, stock splits
‘and similar distributions receivable

. outstanding over 30 calendar days............

10.

11.

12.

13.

14.

Market value of short security count
difference over 30 calendar days old..........

Market value of short securities and credits
(not to be offset by longs or by debits) in all
suspense accounts over 30 calendar days.

Market value of securities which. are in
transfer in excess of 40 calendar days and
have not been confirmed to be in transfer
by the transfer agent or the issuer during
the 40 days......ccocvvvniiiiiiiiiiinie,

Debit balances in customers’ cash and
margin accounts excluding unsecured
accounts and accounts doubtful of
collection. (See Note E)................... eieen

Securities borrowed to effectuate short
sales by customers and securities
borrowed to make delivery on customers’
securities failed to deliver........................

Failed to deliver of customers’ securities
not older than 30 calendar days................

Margin required and on deposit with the
Options Clearing Corporation for all option.
contracts written or purchased in customer
and PAB accounts. (See Note

Margin required and on deposit with a
clearing agency registered with the
Commission under section 17A of the Act

XXX

XXX

...............
...............

XXX

XXX

XXX
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(15 U.S.C. 78qg-1) or a derivatives clearing
organization registered with the Commaodity
Futures Trading Commission under section
5b of the Commodity Exchange Act (7
U.S.C. 7a-1) related to the following types
of positions written, purchased or sold in
customer accounts: (1) security futures
products and (2) futures contracts {(and
options thereon) carried in a securities
account pursuant to an SRO portfolio
margining rule (See Note G)

Totalcredits.....ooovveiiriiiiiiieiiiiiiieee | cviviiiiec |

" Total debits.................... T U I T T T ITTTT T rsvrrn

15. Excess of total credits (sum of items 1-9)
over total debits (sum of items 10-14)
required to be on deposit in the “Reserve
Bank Account” (§240.15¢3-3(c)). If the
computation is made monthly as permitted

by this section, the deposit shall be not less
than 105% of the excess of total credits
‘over total debits. . e XXX

Notes Regarding the Customer Reserve Computatidn
Note A. ltem 1 shall include all outstanding drafts payable to customers which have been applied
against free credit balances or other credit balances and shall also include checks drawn in excess of
bank balancesper the records of the broker or“dealer. |
Note B ltem 2 shall include the amount of options~reléted or security fdtures product-related Letters
of Credit obtained by a member of a registered clearing agencyora derivaﬁves clearing organization
which are collateralized by customers’ securities, to the extent of fhe member’s margin requirement at the
-registered clearing agency or derivatives clearing organizatio.n. Item 2 shall also include the amqunt of
such Letters of Credit relatéd to other futures contracts (and options thereon) carried in a securities

account pursuant to an SRO portfolio margining rule.
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Note C. Item 3 shall include ln addition to monies payable against customers’ securities Ioaﬁed the
" amount by which the market value of securities loaned exceeds the collateral value received from the
lending of such securities.

Note D. ltem 4 shall include in addition to customers’ securities failed to receive the amount by which
the market value of securities failed to receiye and outstanding more than thirty (30) calendar days |
exceeds their contract value.

Note E. (1) Debit balances in margin accounfs $hall be reduced by the amount by which a specific
sechity (other than an exempted security) which is colléteral for margin accounts exceeds in aggregate
value 15 pefcent of all securities which collateralfze all margin accounts receivable; provided, however,
the required reduction shall not be in excess of the amounts of the debit balance required to be excluded
because of this concentration rule. A specified security is deemed to be collateral for a margin account
only to the extent it represents in value not more than 140 percent of the customer debit balance ina
margin account. |

(2) Debit balances in special omnibus accounts, maintaihed in compliance with the requirements of |
Section 7(f) of Regulation T (12 CFR 220.7(f)) or similar accounts carrfed on behalf of another broker or
dealer, shall be reduced by any deficits in such acéounts (or if a credit, such credit shall be increased)
less any calls for margin, mark to the market, or other required deposits which are outstanding 5 business
déys or less. | |

' (3) Debit balances in customers’ cash and margin accounts included in the formula under Item 10
shall be reduced by an amdunt equal to 1 perc‘evnt of their aggregate value.

(4) Debit balances in cash and margin accounts of household members and other persons related to
principals of a bréker or dealer aﬁd de_bit balances in cash and margin accbunts of affiliated persons of a
broker or dealer shall be excluded from the Reserve Formula, unless the broker or dealer can
demonstrate that such debit balances are directly rélated to credit items in the formula.

(5) Debit balances in margin accounts (other than omnibus accounts) shall be reduced by the amount
- by which any single 6ustomer"s debit balance exceeds 25% (to the extént such amount is greater than
$50,000) of the broker-dealer’s tentative net capital (i.e., net capital prior to securities haircuts) unless the

broker or dealer can demonstrate that the debit balance is directly related to credit items in the Reserve
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Formula. Related accounts (e.q., thé separate accounts of an individual, accounts under common control
or subject to cross guarantees) shall be deemed to be a single customer’s accounts for purposes of this
p}ovision. |

If the registered national securities exchahge or the registered nationai securities association having
responsibility for examining the broker or dealer (“designated examining authority”) is satisfied, after |
taking into account the circumstances of the concentrated account including the quality, diversity, and
marketability of the collateral securing the debit balances of margin accounts subject to this provision, that
the concentration of debit balances is appropriate, then such designated exaniining authority may grant a
partial or plenary exception from this provision. The debit balar;ce may be included in the reserve formula
computation for five business days from the day the request is made. |

(6) Debit balances of joint accounts, custodian accounts, partiéipation in hedge funds or limited
. partnerships or similar type accounts or arrangements of a person who would be excluded from the -
definition of customer (“nohcustomer”) with persons included in the deﬁnition of customer shall be
.inc_luded in the Reserve Formula in the following manner: if the percentage 6wner$hip of the non- ‘
customer is less ihan 5 percent then the entfre debit balance shall be included in the formuila; if such
percentagé ownership is between 5 percent and 50 percent then the portion of the debit balance
- attributable to the non-customer shall be excluded from the formula unless the broker or dealer can
demonstrate that the debit balance is diréctly related to credit items in the formﬁ|a; or if such percentage
ownership is greater that 50 percent, then the entire debit balance shall be excluded from the formuia
uniess the broker or dealer can demonstrate that the debit balance is directly related to creditvi_tems .in the
formula. | |

“Note F. Item 13 shall include the amount of margin deposited with the Options Clearing C§rporation

to tﬁe extent such marg.in is répresented by cash, proprietary qualified securities and letters of credit |
collateralized by customers’ securities. . |

Note G. (a) ltem 14 shall include the amount of margin required ,ahd on deposit with a clearing
agency registered with the Commission under section. 1?A of the Act (15 U.S.C. 78q-1) or a derivatives
clearing organization registered with the Com.modity Futures Trading Commission under section 5b of the

Commodity Exchange Act (7 U.S.C. Ta'-1) for customer accounts to the extent that the margin is
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represelnted by cash,‘proprietary qualified securities, and letters of credit collateralized by customers’
securities. |

(b) ltem 14 shall apply only if the broker or dealer has the margin related to security futures products
or futures (and 'options thereon) carried in a secufitieé account pursuantvto an approved SRO portfolio
margining program on deposit with:

(1)A registered clearing agency or derivatives clearing organization that:

(i) Maintains the highest investment-grade rating frdm a nétionally recdgnized statistical réting

" organization; or |

N ~ (i) Maintains security deposits from clearing members in connection with regulated options or futures
transactions and assessment power over fnember firms that equal a conibined total of at least $2 billion,
at least $500 million of which must be in the fc;rm of security deposits. For the purposes of this Note G
fhe term “security deposits” refers to.a general fund, other than margin deposits or their equivalent, that
éonsists of cash or securities held by a registered Clearing agency or derivative c.I'earing organization; or

(i) Maintains at least $3 billion in marg.in deposits; or

(iv) Does not meet the requirements. of paragraphs (b)(1)(i) through (b)(1)iii) of this Note G, if the
Commission has determined, upon é written request for exemption by or for the benefit of the broker or
d‘ealer, that the broker or dealer may utilize such aregistered clearing agency or derivatives clearing
organization. The Commission may, in.its sole discretion, grant such én exemption subject to such
conditions as are appropriate under the circumstances, if the Commission determines that such
conditional or unconditional exemption is necessary or appropriaie in the public interest, and is consistent
with the protection of inyestors; and | !

(2) A registered clearing agency or derivatives clearing organizatidn that, if it holds funds or securities
deposited as margin for security futures -produdts or portfolio margin account futures in a bank, as defined
in section 3(a)(6).of the Act (i5 U.S.C. 78c(a)(6)), obtains and preserves written notification from the bank
at which it holds such funds and securities or at which such funds and securities are held on its behalf.
The written notification shall state that all fuﬁds and/or securities deéositqd with the bank as margin
(including customer security futures products and portfolio margin account futureé margin), or held by the

bank and pledged to such registered clearing agency or derivatives clearing agency as margin, are being
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held by the bank for the exclusive benefit of clearing members of the registered clearing agency or

derivatives clearing organization (subject to the interest of such registered clearing agency or derivatives

clearing organization therein), and are being kept separate from any other accounts maintained by the

registered clearing agency or derivatives clearing organization with the bank. The written notification also
shall provide that such funds and/or securities shall at no time be used directly or indirectly as se_curity for
a loan to the registered clearing agency or derivatives clearing organization by the bank, and shall be
subject to no right, charge, security interest, lien, or claim of any kind in favor of the bank or any person
claiming through the bank. This provision, however, shall not prohibit a registered clearing agency or
derivatives clearing organization from pledging customer funds or securities as collateral to a bank for any
purpose that the rules of the Commission or the registere‘d'cl'earing agency or derivatives clearing
organization otherwise permit; and

(3) A registered clearing agency or derivatives clearing organization establishes, documents, and
maintains:

(i) Safeguards in the handling, transfer, and delivery of cash and securities; .

(i) Fidelity bond coverage for its employees and égents who handle customer funds or securities. In

the case of agents of a registered clearihg agency or derivatives clearing organizatiori, the agent may

provide the fidelity bond coverage; and

(ii) Provisions for periodic examination by independent public accountants; and

(iv) A derivatives clearing organization that, if it is not otherwise registered with the Commission, has
provided the Commission with a written undertaking, in a form acceptable to the Commission, executed
by a duly authorized person at the derivatives clearing ofganization, to the effect that, with respect to the
clearance and settlement of the customer securities futures products and portfolio margin account futures
of the broker or dealer, the derivatives clearing organization will permit the Commission to examine the
bobks and records of the derivatives clearing organization for compliance with the requirements set forth
in § 240.15¢3-3a, Note G (b)(1) through (3).

(é) Ifem 14 shall apply only.if a broker or déaler determiﬁes, at least annually, that the registered

clearing agency or derivatives clearing organization with which the broker or dealer has on deposit margin
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related to securities futﬁre products or porffolio margin account futﬁres meets the conditions of this Note
G. |
Notes Regarding the PAB Reserve Computation

Note 1. Broker-dealers should uée the formula in Exhibit A for the purpbses of computing the PAB
reserve requirement substituting the term “brokers or dealers” for the term “customers.”

Note 2. Any credit (including a credit applied to reduce a debit) that is included in the computation
required by §240.15c3-3 with respect to customer accounts (the “customer reserve corﬁputation") may not
be included as a credit in the computation required by §240.15c3-3. with respect to PAB accounts; (the
“PAB reserve computation”).. |

Note 3. Note E(1) to §240.15¢3-3a shall nqt apply to the PAB reserve computation.

Note 4. Note E(3) to §240.15c3-3a which reduces debit balances by 1% shall not apply to the PAB'
reserve computation.

Note 5. Commissions receivable and othér receivables of another broker or dealer from the broker or
dealer (excluding clearing d'eposits) that are otherwise alléwable assets uﬁder §240.15¢3-1 shali not be'
included in the PAB reserve computation, provided the amounts have been clearly identified as
receivables on the books and records of the _other broker or dealer and as bayablesv on the books of the
bll'oker or dealer. Commissions receivable and other receiyables of another broker or dealer from the
broker or dealer that are otherwise non-allowable assets under §240.15c3-1 and clearing deposits of
another brokér or dealer m‘;ay be included as “credit balances” for purposes of the PAB reserve
com_butation, provided the commissions receivable and othér receivables are subject to immediate cash
payment to the other broker or dealer and the clearing deposit is subject to payment within 30 days.

Note 6. Cfedits included in the PAB reserve computation that resuit from the use of securities held
for a PAB account (“PAB securities”) that are pledged to meet intra-day margin calls in a cross-margin
accou'nt established between The Options Clearing Corporation and any regulated commodity exchange
may be reduced to the extent thét the excess margin held by the other élearing corporatibn in the cross-
margin relationship is used the following busineés day to replace the PAB securities thét were previously

pledged. In addition, balances resulting from a portfolio margin accdunt that are segregated puks_uant to
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Commodity Futures Trading Commission regulations need not be included in the PAB reserve
computation.

Note 7. Deposits received prior toa transactioﬁ pending settiement which are $5 million or greater for
any single transaction or $10 million in aggregate méy be excluded as credits from ther PAB reserve
computation if such balances are placed and maintained ina separate PAB Reserve Account by 12 noon
Eastern Time on the following business day. Thereafter, the money representing any such deposits may
be withdrawn to complete the related transactions without performing a new PAB reserve computation.

Note 8. A creait balance resulting from a PAB reserve computation may be reduced by the amount
that items representing such credits are swept into mohey market funds or mutual funds of an investment
company registered uﬁder the Investment Company Act of 1940 on or prior'to 16 a.m. Eastern Time on
the deposit date pro_vidéd that the credits swept into any such fund are not subject to any fight, charge,
security interest, lien, or claim of any kind in favor_pf the investrﬁent company or the broker or dealer. Any
credits that‘héve been swept into money market funds or mutual funds must be maintained in the name of
a barticular broker‘or for the benefit of another brokér.

Note 9. Clearing deposits required to bé maintained at registered clearing agencies may be included
as debits in the PAB reserve computation to the extent the percentage of the'deposft, which is based
upon the élearing agency’s ‘aggregate deposit requirements (e.g., dollar trading voIQme), that relates to
the propriétary business of other brokers and dealers can be identified.

Note 10. A broker or dealer that clears PAB a;:counts through an affiliate or third party clearing
broker must inciude these PAB account balances and the omnibus PAB accou_ritbalanée in its PAB
reserve computation.

7. Section 240.17a-3 is amended by adding paragraph (a)(23) and to read aé follows:
§ 240.17a-3 Records to be made by certain exchange members, brokers and dealers.

(@ ko

(23) A record documenting the internal risk management controls established and

maintained by the member, broker or dealer to assist it in analyzing and managing the risks
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. associated with its business activities, ProQided, That the records required by this. paragraph
(a)(23) need only be made if the member, broker or dealer has more than:
(1) $1,000,000 in aggregatev credit items as computed under §240.15c3-3a; or
- (i) $20,000,000 in capital, which includes debt subordinated in accordance with
§240.15¢3-1d.
* %k ok %
8. Section 240.17a-4 is amended by:
a. Removing from paragraph (b)(1) the citation “§ 240.17a-3(f)” and its place
adding the citation “§ 240.l7g-3(g)”; |
b. Removing from paragraph (bj(9) the citation “§ 240.15¢3-3(d)(4)” and in its place
adding the citatidﬁ “§ 240.15¢3-3(d)(5)”; and
. c. Adding baragraph (©)(9).
The additibn reads as follows: |

- § 240.17a-4 -- Records to be preserved by certain exchange members, brokers and dealers.

¥ %k %k k k
(e) % k k
(9) All records required pursuant to paragraph (a)(23) of § 240.17a-3 until three years

after the termination of the use of the system of controls or procedures documented therein.

% %k %k %k k

9. Section 240.17a-11 is amended by:
a. Revising the first sentence of paragraph (b)(1);
b. Removing from the introductory text of paragraph (c) the text “or (c)(4)” and in

. its place adding the text “(c)(4) or (c)(5)”; and
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c. Adding paragraph ©)(5).

The revision and additiorl read as follows:

8§ 240.1 Ta-11, Nofification provisioxrs for brokers and dealers

% % k k % .

(b)(1) Every broker or dealer whose net capital declines below the minimum amount
required pursuant to §240.15¢3-1, or is i_nsollven.tvasv that term is defined in paragraph (c)(le) of
§240.15¢3-1, shall give notice of such deficiency that same day in aecordance with paragraph (g)
of this section. * * *

* ok k%

(c) * ** ,

B)Ifa computatiorl made by a broker or dealer pursuant to §240.15¢3-1 shows that the
total amount of morley payable agairist all securities loaned or subject to a repurchase agreement
or the total contract value of all se_curities‘ borrowed_or subject to a reverse repurChaee agreement
is in excess of 2500 percent of its tentative net capital; provided, however, that for purposes of
this leverage test transactions involving government securities, as defined in section 3(a)(42) of
the Act (15 US.C. 78¢(a)(42), shall be e)rcluded‘ from the calculation; provided further, however, |
that a broker or dealer shall rlot be required to send the notice required by this paragraph if i;[

submits a monthly report of its securities lending and borrowing and repurchase and reverse
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' | repurchase activity (including the total amount of money payable against securities loaned or

" subject to a repurchase agreement and the total contract value of securities borrowed or subject

to a reverse repurchase agreement) to its designated examining authority.

#**** r . |
By the Commission. Na/l/\ G%/{'L W
Nancy M. Morris ' '
Secretary

Dated: March 9, 2007

v15.3.




F - UNITED STATES OF AMERICA
L before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Rel. No. 55452 / March 13,2007

* Admin. Proc. File No. 3-11062r

In the Matter of the Application of
~ CALVIN DAVID FOX
P.O. Box 7900
Jupiter, Florida 33468
For Review of Disciplinary Action Taken by the

NEW YORK STOCK EXCHANGE, INC.

. ORDER DENYING REQUEST FOR RECONSIDERATION

On November 30, 2006 we dismissed the appeal of Calvin David Fox from disciplinary
~action by the New York Stock Exchange, Inc. ("NYSE" or "Exchange") because Fox had failed
’ ' to file a timely request that the Board of Directors of the NYSE review the hearing panel decision
and, consequently, failed to exhaust the remedies provided by the Exchange before appealing to
|

the Commission. 1/ On December 11, 2006, Fox filed a Motion for Reconsideration of the
November 30, 2006 Order ("the Order").

Rule of Practice 470 governs our consideration of Fox's motion. 2/ Reconsideration is an

extraordinary remedy designed to correct manifest errors of law or fact or permit the introduction
of newly discovered evidence. 3/

1/ Calvin David Fox, Securities Exchange Act Rel. No. 54840 (Nov. 30,2006), SEC
: Docket .

2/ 17 CFR. §201.470.

. ‘ 3/ See Philip A. Lehman, Securities Exchange Act Rel. No. 54991 (Dec. 21,2006) _ SEC

Docket (Order Denying Request for Reconsideration).

- Docomedt 1S °{_- (’D\
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2

Fox argues that the Order contains errors of fact and of law and reaches an erroneous
conclusion that Fox filed his request for review by the Board of Directors after the time specified
by the NYSE rules had expired. For the first time, Fox disputes the factual premise upon which
that conclusion is based: that the Exchange mailed the hearing panel decision to Fox on March
31, 2006. He does not, however, introduce newly discovered evidence in support of this claim.
Rather, Fox speculates that, because the March 31, 2006 date on the envelope in which the
hearing panel decision was mailed is from a postage meter, the NYSE could have stamped it on
that date but placed it in the mail on a subsequent date. This speculation, however, is countered
by the description given by counsel for the NYSE of the NYSE's settled procedure of mailing
letters on the same day that they are stamped by the postage meter. In the absence of evidence
that this practice was not followed, we see no reason to disturb our earlier finding that the
hearing panel decision was mailed on March 31, 2006.

Before filing this motion for reconsideration, Fox did not contest the date of mailing of
the hearing panel decision. Instead, Fox argued that service of the hearing panel decision was not
effective until delivery. The Order rejects Fox's service-on-delivery theory as inconsistent with
the applicable NYSE rules. Fox reiterates a variation of that legal argument in the instant
motion, asserting that service by certified mail is not effective until delivered. Fox offers his
interpretation of the Commission's Rules and a definition from Black's Law Dictionary in support
of his position. Neither of these is relevant to the interpretation of the clear language of NYSE
Rule 476(d) which states that "[s]ervice shall be deemed effective . . . by leaving [the document]
either at the respondent’s last known office address during business hours or respondent's last
place of residence as reflected in Exchange records, or upon mailing same to the respondent at
the aforesaid office address or place of residence." 4/ We find that neither Fox's factual
assertions nor his legal argument provide any reason for reconsidering the November 30, 2006
Order.

Accordingly, IT IS ORDERED that Petitioner's Motion to Reconsider be, and it hereby is,
denied.

By the Commission.
ﬁ 1T1S ‘

Nancy M.
Secretary

4/ NYSE Rule 476(d). Rule 476(¢) provides that hearing panel decisions are to be served as
provided in Rule 476(d) which applies to service of Charge Memoranda.
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SECURITIES AND EXCHANGE COMMISSION
(Release Nos. 33-8786, 34-55456; File No. 4-515)

Roundtable on Interactive Data: Creating Interactive Data to Serve Investors
AGENCY: Securities and Exchange Commission.

ACTION: Notice of roundtable meeting.

SUMMARY: On Monday, March 19, 2007, the Securities and Exchange Commission |
will hold a roundtable discussion on creating interactive data to serve investors. The
event begins with remarks from SEC Chairman Cox and an address by Vanguard Group
Chairman and CEO John J. Brennan on the use of interactive data by public companies
and mutual funds to improve disclosure for individual investors. Following Mr.
Brennan's remarks, John W. White, Director of the Commission's Division of
Corporation Finance, will diséuss the use of interactive data to create better disclosure
documents. The roundtable will also feature a panel discussion on the benefits, including
potential cost savings, of preparing financial reports using interactive data written in a
computef language called XBRL. Panelists will include executives at public companies
c1irrent1y providing investors with interactive data on a test basis as part of the SEC's
voluntary filing program. The panel wjll be moderated by Chicago Sun-Times personal
finance columniét Terry Savage. Richard Bennett, Chief Executive Officer of The
Corporate Library, will provide closing remarks and discuss the significance of

interactive data for corporate governance.
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. The roundtable will take place at the Commission’s headquarters at 100 F Street,
NE, Auditorium, Room L-002, Washington, DC at 10:00 a.m. The public is invited to
observe the roundtable discussions. Seating is available on a first-come, first-serve basis.

FOR FURTHER INFORMATION CONTACT: Brigitte Lippmann at (202) 551-3713.

By the Commission. Na (?/{/{1 W

Nancy M. Morris
Secretary
March 13, 2007
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UNITED STATES OF AMERICA
Before the :
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 55466 / March 14, 2007

ADMINISTRATIVE PROCEEDING
File No. 3-12591

In the Matter of : ORDER INSTITUTING ADMINISTRATIVE
:  AND CEASE-AND-DESIST PROCEEDINGS,
MAKING FINDINGS, AND IMPOSING '
. . : REMEDIAL SANCTIONS AND A CEASE-
Banc of America Securities LLC, . AND-DESIST ORDER PURSUANT TO
:  SECTIONS 15(b)(4) AND 21C OF THE
SECURITIES EXCHANGE ACT OF 1934

Respond