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SUMMARY: The Securities and Exchange
Commission'is adopting Rules 17h-1T
and 17h-2T (17 CFR 240.17h-1T and 17
CFR 240.17h-2T) under the Securities
Exchange Act of 1934 (the “Exchange
Act”). The rules are being adopted
primarily pursuant to the authority
conferred on the Commission by the
Market Reform Act of 1990. Rule 17h-1T
would require broker-dealers to
maintain and preserve records and other
information concerning certain of the
broker-dealer’s associated persons. The
requirement to maintain and preserve
information under Rule 17h-1T would
extend to the financial and securities
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activities of the holding companies,
affiliates, or subsidiaries of a broker-

dealer that are reasonably likely to have -

a material impact on the financial or
operational condition of the broker-
dealer. Rule 17h-2T would require
broker-dealers to file with the
Commission quarterly reports
concerning the information required to-
be maintained and preserved under Rule
17h-1T.

DATES: The rules become effective
September 30, 1992. See section V. of
the Supplementary Information section
of this release for the temporary
implementation schedule. :

FOR FURTHER INFORMATION CONTACT:
Michael A. Macchiaroli; (202) 272-2904
or Roger G. Coffin; (202) 272-7375,
Division of Market Regulation,
Securities and Exchange Commission,
450 Fifth Street NW., Washmgton DC
20549.

SUPPLEMENTARY INFORHAT!ON:
L. Introduction
A. Bachground :

On August 30, 1991, the Commission
proposed for comment temporary Rules
17h-1T and 17h-2T, which, together with
proposed Form 17-H, would establish a
risk assessment recordkeeping and
reporting system for broker-dealers.?
The Rules were proposed pursuant to
the authority conferred on the
Commission by the Market Reform Act
of 1990 (the “Reform Act"), which added
section 17(h) to the Exchange Act.2
Section 17{h) provides the Commission
with specific authority to obtain
information regarding certain activities
of broker-dealer affiliates and augments
the Commission’s authority with respect
to matters relating to the financial
responsibility of broker-dealers.

Section 17{h) requires broker-dealers
to maintain and preserve such risk
assessment information as the
Commission by rule prescribes with
respect to those associated persons of
the broker-dealer whose “business
activities are reasonably likely to have a
material impact on the financial and
operational condition” of the broker-
dealer, including the broker-dealer’s
“net capital, its liquidity, or its ability to
finance its operations”.? The statute
provides that the records should concern
the broker-dealer's “policies,
procedures, or systems for monitering
and controlling financial and
operational risks to it resulting from the

' Exchange Act Release No..29635 [August 30,
1991); 56 FR 44014, (September 6, 1991).

2 Pub. L. No. 101—43L '104 Stat. 963 (1990) 15 -
U.S.C. 78q(h).

3 See section 17(h){1) of the Act.
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activities” of its material associated
persons and should “describe, in the
aggregate, each of the financial and
securities activities conducted by, and
the customary sources of capital and
funding” of associated persons whose
business activities are reasonably likely
to have a material impact on the broker-
dealer”.4 In addition, the Reform Act
suthorizes the Commission to require
broker-dealers to file summary reports
of the information and records-.
maintzained pursuant to the
recordkeeping provisions.®

The Commission’s proposal contained
two rules, Proposed Rule 17h~1T set
forth the specific recordkeeping
requirements applicable to broker-
dealers and provided guidelines to be
used in establishing which assaciated
persons of the broker-dealer are subject
to the recordkeeping and reporting
requirements.

Included in the recordkeeping
requirements were risk management
policy information, financial data,
including consolidating and
consolidated financial statements,
securities and commodities position
data, and other categories of financial
and securities related information.
Proposed Rule 17h~2T would require
broker-dealers to file quarterly reports
on proposed Form 17-H.

Proposed Form 17-H contained
general instructions for use in reporting
information and included a separate
section of line items to be used in
reporting numerical data to the
Commission. Recognizing that the
proposal would establish new
recordkeeping and reporting burdens on
members of the securities industry, who
in the past have been required to report
on the financial and operational
condition of the registered entity only,
the Commission requested public

_comment on the scope of the proposal,

the burdens of complying with the rules,
as well as the specific recordkeeping
and reporting requirements contained
therein,

B. Brief Summary of Comment and
Coa:mission Action

In response to the request for
comment, the Commission received 63
letters addressing the proposed risk
assessment rules. Generally, the
commentators criticized the breadth of
the proposal and the level of detail in
the information required to be
mzintained and reported. Many
commentators urged the Commission to
reduce the potential universe of broker-
dealer affiliates as to which the broker-

dealer would be required to maintain
records. Other commentators addressed
the application of the proposed rules to
foreign entities. Many of these writers
suggested that foreign affiliates
operating under a regulatory scheme
shou!d be exempt from the proposed
rules. Finally, the commentators

- suggested numerous technical changes

to the recordkeeping and reporting
requirements, many of which the
Commission believes are helpful and
have been incorporated into the rules
being adopted today. Specific aspects of
the comments are discussed in greater
detail in the applicable sections of this
release. _

In summary, today the Commission is
adopting, with certain modifications,
Rules 17h-1T and 17h-2T, together with
Form 17-H. The general approach taken
in the rules being adopted today
remains as proposed. Broker-dealers
will be required to designate, using the
guidelines set forth in Rule 17h-1T and
subject to Commission oversight,
Material Associated Persons for the
purposes of Rules 17h-1T and 17h-2T.
Broker-dealers will then be required to
maintain certain information concerning
the financial and securities activities of
each Material Associated Person and
will be required to file quarterly reports
with the Commission on Form 17-H.

The rules being adopted today differ
from the proposal in several respects.
The Commission has undertaken to
address the primary objection to the
proposal, which was the burden
imposed by the detailed information
required by the risk assessment rules.
To address this issue, the amount of
information required to be meintained
has been reduced in those areas where
the information would not significantly
assist the Commission and especially
where it could be costiy for a broker-
dealer to obtain. The Commission
believes that the cumulative effect of the
modifications to the proposal and to the
amount and format of the data required
will significantly reduce the burdens
associated with complying with the new
rules.

The revisions to the proposed rules
also incorporate certain of the
commentators’ suggestions with respeet
te the reporting and recordkeeping
requirements. Additionally, special
provisions for certain domestic and
foreign entities have been added.
Finally, the rules incorporate certain of
the commentators’ suggestions
cencerning the exemptive provisions: as
proposed, the rules would exempt
hroker-dealers that maintain less than
$5 million in capital and which do not



carry customer accousits. The final rules
raise this exemption to $20 million.

The Commission is adopting -
temporary rules to commerice the formal
information gathering process
envisioned by the Market Reform Act.
The Commission believes it would be
appropriate, after some experience is
gained with the information obtained
pursuant to the temporary rules, to
evaluate the operation of the risk
assessment rules. The Comimission
would require the Division of Market
Regulation to prepare a study evaluating
the effectiveness of the rules. The report
will be issued within 90 days after the
rules have been fully operative for two
years, and will be issued for public
comment. Once the industry has
commented, and the Commission has
made its own evaluation, the
Commission will decide what, if any,
further refinements or modifications are
appropriate. ’

Because the Commission believes it is
important to commence the risk
assessment program as soon as
possible, the rules will become effective
pursuant to a temporary implementation
schedule. Pursuant to this 'schedule,
broker-dealers will be required to
maintain the information required by
paragraphs (a)(1)(i) (the organization
chart), (a)(2)(ii) (risk management policy
information) and {a){1)(iii) (disclosure of
litigation) of Rule 17h-1T commencing
September 30, 1992. Rule 17h-2T will
require broker-dealers to file this limited
information with the Commission on or
before October 31, 1992. The rules will
become fully effective on December 31,
1992.

11. Analysis of Public Comments

The general areas of the Commission's
proposal that drew the attention of the
commentators may be described as
follows: (1) Which broker-dealer
affiliates should be covered by the rules
and the amount of information required
to be kept by a broker-dealer concerning
each covered affiliate; (2) the
application of the rules to foreign
entities; (3) the treatment of affiliates
which are regulated entities (including
domestic and foreign banks, insurance
companies and futures commission
merchants); (4) the rules’ general
exemptive provisions; and (5) technical
recordkeeping, reporting and filing
issues.

A. Scope of Risk Assessment Rules

As noted above, section 17(h) requires
broker-dealers to keep records with
respect to the financial and securities
activities of those associated persons of
the broker-dealer whose “business
activities are reasonably likely to have a

material impact” on the broker-dealer’s
financial and operational condition.®
Section 17(h) does ngt indicate which
associated persons of a broker-dealer
should fall under this statutory
standard; however, the legislative
history accompanying the Reform Act
suggests a flexible facts and
circumstances approach.”

To incorporate this approach,
proposed Rule 17h-1T contained several
factors to be used by broker-dealers in
determining which affiliates are subject
to the rules. For the purposes of the risk
assessment rules, affiliates subject to
the rules are known as “Material
Associated Persons.”

The first factor set forth in Rule 17h-
1T is the nature and proximity of the
relationship between the registered firm
and an associated person. Second is the
overall funding needs of the broker- -
dealer and the degree, if any, to which
the broker-dealer is financially
dependent upon the associated person.
Whaere a broker-dealer relies'on the
commercial paper or other unsecured
credit of the holding company for
financing, the broker-dealer would be
materially affected by an acceleration or
call by holders of such obligations
because of events at the holding
company level. Third is the degree to
which the broker-dealer or its customers
rely on the associated person for
operational services or support. Merely
offering products or services to the
customers of broker-dealers, such as
insurance products to brokerage
customers will not, in and of itself, rise
to the level of materiality called for by
the risk assessment rules. However, if a
broker-dealer relies on the associated
person for significant operational
facilities or services, the activities or
financial difficulties of the associated
persen may well have a material impact
on the broker-dealer. Fourth is the level
of risk present in the types of activities
of the broker-dealer or its associated
person. Associated persons engaged in
activities such as transactions in
derivative products, merchant banking
or venture capital activities are more
likely to have a material impact on the
broker-dealer than associated persons
that engage in less risky activities. The
final factor is the extent to which the
associated person has the ability or the
authority to cause a withdrawal of
capital from the broker-dealer. These
factors were intended to amplify the

¢ The term “associated person of a broker or
dealer” is defined in Section 3(a){(18) of the
Exchange Act. For the purposes of the risk
assessment rules. the term does not include natural
persons.

7 See H. Rep. at 27.

statutory standard and to suggest some,
but not all, of the criteria that may be
relevant to a determination of
materiality.

Because of the complexity and
diversity of the various holding
companies which own broker-dealers,
the Commission's proposal would leave
the initial determination of which
associated persons are Material
Associated Persons up to the reporting

.broker-dealer, subject to Commission

oversight. The Commission believes this
method remains the most practicalway » ~
to implement the recordkeeping and
reporting provisions of the risk
assessment rules and is incorporating
this approach into the final rules. The
commentators raised a number of issues
with regard to the designztion of
Material Associated Persons under the
proposed rules.

1. Financial Strength of the Affiliate

Several commentators urged the
Commission to incorporate other
factors, such as the associated person's
rating by a rating agency, the financial
strength of the broker-dealer, cr the
financial strength of the associated
person into Rule 17h-1T. According to
this argument, a parent or affiliate in
sound fiscal health is less likely to have
a material impact on the financial and

- operational condition of the associated

broker-dealer than a parent
experiencing financial difficulties.
While a well-capitalized parent or
affiliate can be a source of strength to
the registered entity, the Commission
does not believe that the financial
strength of the broker-dealer or an
associated person should be relevant in
designating Material Associated Persons
under the risk assessment rules. The
Commission's risk assessment program
is designed to provide information
regarding significant broker-dealer
affiliates on a regular and continuing
basis. It would be insufficient for the
Commission o receive an incomplete
picture of any single holding comnpany
structure, especially in light of the fact
that the financial strength of the parent
may rest behind the broker-dealer's
credit rating or access to the commercial
paper market. The Commission'’s risk
assessment program is designed to
enable the Commission to monitor the
financial and securities activities of all
associated persons whose business
activities are. by themselves, reasonably
likely to have a material impact on the
broker-dealer. A broker-dealer could be
impacted by a significant and sudden
change in the fiscal position of a key
affiliate or parent, despite the prior
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apparent financial stability of that
entity.

2. Factors in Designating Material
Associated Persons

The commentators also urged the
Commission to refine or restrict the
factors set forth in proposed Rule 17h-
1T concerning the designation of
Material Associated Persons.
Essentially, these commentators
suggested that the rules explicitly state
that holding companies not primarily
engaged in financial or securities
activities should not be considered
Material Associated Persons. While
there may be instances where the
activities of an ultimate parent or
affiliate are not material to the financial
condition of the broker-dealer,
particularly if the parent or affiliate’s
primary business does not involve
financial or securities activities, the
Commission does not believe it would
be appropriate to draw a bright line test
in this regard, Instead, a facts and
circumstance{s analysis is required. The
first factor set forth in Rule 17h-1T, the
nature and proximity of the relationship
between the broker-dealer and the
associated person, is intended to
encompass these types of issues.

To illustrate, certain broker-dealer
holding companies consist of at least’
two layers. The first level usually
includes the direct parent of the broker-
dealer and a number of related financial
services entities. As stated in the
proposing release, the Commission
believes, absent very unusual
circumstances, that these entities should
be designated Material Associated
Persons. This is particularly true in light
of the fact that many broker-dealers

- carry potentially risky or highly
leveraged positions, including interest
rate agreements and over-the-counter .
derivative products in these first-tier
affiliates.

The next layer may consist of a
corporate holding company which has a
controlling interest in the broker-dealer
holding company and often one or more
other intermediate holding companies
that engage in businesses independent
of the broker-dealer. The scope of the
final risk assessment rules may, in some
instances, extend to certain of these
entities, especially if the broker-dealer
depends on any of these companies as a
source of funding. Alternatively,
intermediate holding companies or an
ultimate parent company may meet the
material impact test. The financial
distress or a potential bankruptcy filing
by such an entity could directly threaten
the broker-dealer’s ability to obtain
credit or might interfere with the broker-
dealer's access to the clearance and
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settlement system. If the day-to-day
operations of the broker-dealer are or
could be affected by the activities of the
affiliate or parent, then that affiliate is
most likely a Material Associated
Person. On the other hand, there may be
situations where, after an evaluation of
all the relevant facts and circumstances,
it appears that associated persons in the
upper levels of the holding company
hierarchy are likely to have only a
remote impact on the financial and
operational condition of the broker-
dealer, and should not be designated
Material Associated Persons. If the
ultimate parent in a multi-tiered holding
company is primarily involved in non-
financial and non-securities activities,
such as retailing or manufacturing, the
Commission believes the parent should
not, absent unusual circumstances, be
designated a Material Associated
Person. :

3. Use of Exchange Act Reports
Finally, several commentators

"suggested that the Commission create a

separate category for Material
Associated Persons that are subject to
periodic Exchange Act reporting
obligations. These public Material
Associated Persons, argued the
commentators, should be permitted to
submit copies of reports on Forms 10-K
and 10-Q for risk assessment purposes.
While the Commission’s goal is to
incorporate as much readily available
information as possible into the risk
assessment program, it does not believe
that Exchange Act reports, without
additional disclosure, can be used by
broker-dealers in reporting on a
Material Associated Person. Exchange
Act reports are public disclosure
documents that do not contain the
specialized data required to enable the
Commission staff to adequately assess
the overall financial condition of a
holding company and the potential
impact its key members can have on a
registered broker-dealer. Moreover, the
Commission needs to have uniformity in
the reports filed under the rules. Even
though some of the information required

- by Form 17-H is contained in Forms 10~

K and 10-Q, the Commission does not
believe it would be unduly burdensome
to reformat it on Form 17-H.

B. Treatment of Regulated Entities

Proposed Rules 17h-1T and 17h-2T
contained special provisions for

associated persons or brokers or dealers -

subject to the regulatory supervision of
certain federal and state regulatory
authorities. These provisions were
designed to diminish the need for
broker-dealers to create an additional
set of records where records

substantially similar to those required
by the risk assessment rules are created
for the use of other federal or state
regulators. The Commission is adopting
the special provisions, with some
refinements, as they apply to banks and
insurance companies, and is adding a
section for Material Associated Persons
subject to the regulation of the
Commodity Futures Trading
Commission,

1. Banks

Proposed Rule 17h-1T provided that a
broker-dealer would be deemed to be in
compliance with the rule’s
recordkeeping requirements with

" respect to a Material Associated Person

subject to the supervision of a federal
banking agency if the broker-dealer
maintained copies of the reports filed by
the associated bank with its federal
banking regulator. Proposed Rule 17h-2T
permitted the broker-dealer to furnish
copies of such reports to the
Commission. The Commission is
adopting these provisions substantially
as proposed. Several commentators
requested clarification on the
application of these provisions to
domestic and foreign banks.

One commentator suggested that the

" rules should be clarified to specify

which forms filed with bank regulators
need to be maintained and filed by the
broker-dealer. In addition, several
commentators requested clarification
with respect to the application of these
provisions to foreign banks subject to

federal banking regulation.®

Proposed Rules 17h-1T and 17h-2T
would require the broker-dealer to
maintain and file copies of all the
reports filed with a federal banking
regulator. After analyzing the comments
and the various federal banking reports,
the Commission has determined that not
all banking reports need be filed with
the Commission as part of the risk
assessment program. Rather, the rules
being adopted today specify that the
broker-dealer must maintain copies of
all reports filed by the bank Material
Associated Person to comply with Rule
17h-1T. However, Rule 17h-2T specifies
that domestic banks will only be

& One commentator, noting the comprehensive
scheme of federal banking regulation, suggested that
Material Associated Persons that are banks should
be-exempt from the rules altogether. Despite this
regulatory scheme, Congress provided the
Commission with the authority to request
information from banks for risk assessment
purposes. The.Commission believes that the risk
assessment program would not be complete if such
information is not obtained. As énvisioned in the
Reform Act, the Commission will obtain such
information in the form presented to federal banhking
authorities.



required to file copies of Forms FY-9C
and Form FR Y-6 with the Commission.?
The Commission believes these forms
are the only bank reporting forms
essential to risk assessment.

The proposed rules did not directly
address the application of the rules to
foreign banking organizations which are
subject to regulation by U.S, banking
regulators. The commentators, using an
argument based on the language of the
Reform Act and the legislative history, -
asserted that the intent of Congress was
to include foreign banks that are subject
to U.S. banking regulation under the
special provisions for banks contained
in the Reform Act and incorporated into
the Commission's rules.!® After an
examination of the content of these
reports, and a comparison of their
content to the reports filed by U.S.
banks, the Commission has determined
to permit foreign banking organizations
that file reports under the banking
statutes specified in the-rules to file
copies of their reports in the same
fashion as domestic banks.

2. Insurance Companies

The Commission's proposal contained
special provisions for insurance
companies that are Material Associated
Persons under the rules. A broker-dealer
with an insurance company Material
Associated Person would satisfy the
recordkeeping requirements by
maintaining copies of the annual and
quarterly reports filed by the parent
insurance company with the state
insurance regulator of the parent's
domiciliary state. A broker-dealer
designating a stock insurance company
as a Material Associated Person would
be required to, in addition to
maintaining state insurance reports,
provide copies of the filings the
- insurance company makes under -
sections 13 or 15 of the Exchange Act,
together with filings made under the
Investment Company Act of 1940. For all
other insurance companies, the broker-
dealer will be required to file copies of
the reports prepared for state regulatory
use. Two commentators discussed the

°® The Commission notes that the test of the
Reform Act stated that broker-dealers would be
permitted to file copies of reports filed by a bank
pursuant to section 8 of the Bank Holding Company
Act of 1956. Section 8 of that Act refers to penalties:
the correct citation should refer to section 5 of the
Bank Holding Company Act, which refers to
reporting obligations. The rules have been modified
to correct this error. :

10 The proposed rules contained special
provisions for banks “subject to examination by.
and the reporting requirements of a Pederal banking
agency.” The text of the Reform Act refers to the
“examination by. or the reporting requirements of a
Federal banking agency.” The final rules have been
revised to track the statutory language.

provisions propesed for insurance
companies.

One commentator suggested that
brokers or dealers associated with a
mutual insurance company Material
Associated Person should be exempt
from the rules except to the extent that
they should be required to file the
annual and quarterly reports filed by the
insurance company with state
regulators. The Commission believes
that it is appropriate to have access
through the broker or dealer to all those
reports filed by insurance company
Material Associated Persons. By ;
requiring the broker-dealer to maintain
all reports filed, the Commission is
assured of prompt access to the
information contained therein when
necessary.

Another commentator noted that

. while all state insurance regulators

require the insurance companies subject
to their authority to file annual reports,
only a limited number require quarterly
statements while the risk assessment
rules require quarterly disclosure.
Although this commentator pointed out
that states with quarterly filing
requirements include the major markets
for insurance companies, and that the
major insurance companies therefore
file quarterly reports, the Commission
has a strong interest in receiving
quarterly reports. Therefore, the rules
provide that, in the event an insurance
company does not prepare quarterly
reports for a state, the associated
broker-dealer must maintain the records
required by Rule 17h-1T and file a Form
17-H on a quarterly basis. The
cominentator also indicated that reports
are filed onforms adopted by the
National Asscciation of Insurance
Commissioners, not on forms prescribed
by the insurance company's domiciliary
state. The text of the rules has been
changed to reflect that distinction and to
indicate that the reports are to be filed
regardless of whom they are filed with
at the state level. In conclusion, the
Commission is adopting the provisions
with respect to insurance companies as
proposed with the clarification
discussed above.

3. Futures Commission Merchants

The Commission has added a new
provision to the rules adopted today
with respect to Material Associated
Persons subject to the supervision of the
Commodity Futures Trading
Commission (the “CFTC"). Pursuant to
this section, a broker-dealer will be
deemed in compliance with the
recordkeeping and reporting
requirements if it maintains and files
copies of Forms 1 FR-FCM or 1 FR-IB

filed by the Material Associated Person.
The Commission believes that it is
appropriate to add these provisions

. because entities regulated by the CFTC

are subject to recordkeeping. reporting,
and supervisory requirements similar to
those imposed by the Commission on
broker-dealers. '

C. Application of Rules to Non-Domestic
Entities

Proposed Rules 17h-1T and 17h-2T
would require registered broker-dealers -
to make and keep records with respec
to all of their Material Associated
Persons, regardless of the nationality or
regulatory status of such Material
Associated Person. In order to assess
the impact of these requirements on
multi-national conglomerates, the
Commission's proposal specifically
requested comment on the application of
the risk assessment rules to foreign
entities. In response, several U.S.
subsidiaries of foreign firms, together

- with a number of foreign regulatory

authorities, commented on the proposed
rules.

The foreign commentators made the
following suggestions. First, noting that
many non-domestic Material Associated
Persons are subject to the regulatory
supetvision of a foreign regulator, the
commentators urged the Commission to
exempt altogether ahy Material
Associated Person subject to foreign
regulation. As an alternative, the
commentators requested that the
Commission rely on the home country
regulator of the Material Associated
Person for assurances of the entities’
financial soundness. In connection with
this approach, the commentators urged
the Commission to develop additional
and more extensive information sharing
agreements with international
regulatory organizations in order to
create a global risk management
environment that primarily relies on the
home country regulator of an
international enterprise.

The Commission believes in the
principle of cooperation and information
sharing among financial and securities
regulators. However, the Reform Act
requires the Commission to promulgate
rules requiring broker-dealers to report
on the financial condition of all affiliates
that could have a material impact on the
U.S. registered entity. In today's global
marketplace, that impact could just as
easily be caused by a non-domestic
entity as a domestic one. In light of the
Congressional mandate in this area, the
Commission does not believe it is
appropriate to exempt foreign entities
from the application of the risk
assessment rules, even if a foreign firm
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is regulated in its home country. Instead,
the Commission has determined to
adopt the approach suggested by certain
commentators, which the Commission
believes will enable the Commission to
properly discharge its regulatory
obligations while at the same time
affording deference to the existence of
foreign banking and securities
regulaters.

In a new section added to Rules 17h-
1T and 17h-2T, a broker-dealer will be
allowed to maintain and file reports
prepared by a Material Associated
Person for a Foreign Financial
Regulatory Authority as that term is
defined in section 3(a)(51) of the Act in
lieu of having to prepare a Form 17-H.!!
The Commission believes this approach
will not be unduly burdensome for
foreign entities because the broker-
dealer will be permitted to file copies of
foreign regulatory reports directly with
the Commission. The Commission notes
that the treatment accorded to entities
regulated by foreign authorities is
similar to that accorded to regulated
domestic entities. In effect, the
Commission is not imposing any
additional burdens on any regulated
entity other than requiring an English
translation of reports already produced.

Under the rules adopted today, where
a Material Associated Person is subject
to the regulatory supervision of a
Foreign Financial Regulatory Authority,
the broker-dealer may maintain and file
copies of the reports produced for that
regulator.

D. Exemptions

In order to create a risk assessment
program that both deploys the
Commission's resources in a cost-
effective manner and focuses in on the
segment of the securities industry most
likely to have a significant impact on the
operation of the markets or on investors,
proposed Rules 17h-1T and 17h-2T
contained three exemptive provisions.
The first would permit individual
broker-dealers to apply for an
exemption. Section 17(h) of the Act
directs the Commission to consider in
the exemptive process a number of

11 Section 3{a)(51) of the Act defines a ““foreign
financial regulatory authority” to mean “any (A)
Foreign securities authority, (B) other governmental
body or foreign equivalent of a self-regulatory
organization empowered by a foreign government to
administer or enforce its laws relating to the
regulation of fiduciaries, trusts, commercial lending,
insurance, trading in contracts of sale of a
commodity for future delivery, or other instruments
traded on or subject to the rules of a contract
market, board of trade, or foreign equivalent, or
other financial activities, or (C}) membership
organization a function of which is to regulate
participation of its members in activities listed
above.”
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factors that were contained in the
proposed rules. Although the
Commission believes it is appropriate
for the Commission to consider
exemptive applications from individual *
broker-dealers, because the factors for
this general exemption are set forth in
the text of the statute, it is unnecessary
to repeat them in the text of the rules.
Therefore, the language contained in the
proposed rules duplicating the statutory
language will not be repeated in the
rules.

The second category of exemption
contained in Rules 17h-1T and 17h-2T
would exempt limited purpose mutual
fund brokers who are exempt from the
provisions of the customer protection
rule, Rule 15¢3-3 pursuant to paragraph
(k)(1) thereof.'2 This category would
include the firms associated with
insurance companies that are registered
with the Commission as broker-dealers
in order to offer variable annuity and
other related products. Because the
Commission believes these limited
purpose firms pose limited systemic or
customer risk and are beyond the
intended scope of the Reform Act, this
aspect of the proposal is being adopted.
This exemption will exempt these firms,
regardless of the amount of capital they
maintain.

The third category of exemption
contained in the proposed rules would
also have exempted broker-dealers that
maintain capital of less than $5 million
and which do not carry customer
accounts. The commentators who
discussed this exemption generally
agreed that the $5 million capital
threshold was too low. Alternatives
ranged from $25 to $100 million in
capital or a sliding scale approach
correlating the amount of capital with
the nature and scope of the risk
associated with different activities.
Several commentators suggested that
the rules exempt all but the largest 50 to
75 broker-dealers. Virtually all the
commentators opposed the condition
that would cause all broker-dealers that
hold customer funds or securities or
carry customer accounts to be subject to
the rules.

12 These broker-dealers are exempt from the
provisions of Rule 15¢3-3 pursuant to paragraph
(k)(1) thereof. They must limit their activities to the
purchase, sale, and redemption of redeemable
securities of registered investment companies or of
interests or participation in an insurance company
separate account, whether or not registered as an
investment company; the solicitation of share
accounts for savings and loan associations insured
by an instrumentality of the United States; and the
sale of securities for the account of a customer to
obtain funds for immediate reinvestment in
redeemable securities of registered investment
companies.

The Commission believes that,
especially in the initial phases of the
risk assessment program, caution is
warranted in the setting of the
exemptive provisions in the risk
assessment rules. The Commission does
conclude, however, that a refinement
can be made to this exemptive provision
that will reduce the overall number of
subject broker-dealers without a
corresponding trade-off in risk.
Therefore, the rules being adopted today
raise the $5 million to $20 million except
as to firms that hold customer assets
(unless they maintain less that $250,000
in net capital). Excluded also would be
broker-dealers that clear customer
trades but do not hold funds or
securities for customers except to
facilitate transactions and only for the
time necessary to complete the
transaction.

As noted, as proposed, all firms that
carry customer accounts would be
covered by the rules. The commentators
objected to this aspect of the rules
because it would subject certain firms
with minimal capital to the
recordkeeping and reporting
requirements solely because they carry
customer accounts. The Commission
considers this to be a valid point which
can be addressed by putting a “floor” on
these firms. Accordingly, the rules have
been revised to limit their application to
those carrying firms that maintain in
excess of $250,000 in capital. Thus, all
broker-dealers that carry customer
accounts who maintain capital in excess
of $250,000 would be subject to the rules.

A review of the capitalization of the
securities industry reveals that, of the
approximately 5,600 broker-dealers that
conduct a public business,
approximately 600 firms clear and carry
the accounts of customers. Of this
number, approximately 435 firms have
capital in excess of $250,000. Together
with firms that maintain in excess of $20

million, today’s action would subject

approximately 630 firms to the risk
assessment rules. However, Schedule I
to the FOCUS Report requires broker-
dealers to indicate whether or not the
firm is a subsidiary of a parent which is
not a registered broker-dealer. From this
item an estimate of how many broker-
cealers are part of a holding company
structure (and could have Material
Associated Persons) can be achieved.
The most recent data from Schedule I
shows that 280 broker-dealers indicated
they were a subsidiary of a non-broker
dealer. This data indicates that the
actual number of broker-dealers that
will be required to report on their
Material Associated Persons will be
considerably smaller than the



approximately 830 firms potentially
subject to the Tules. Finally, while the
staff plans to focus its efforts on the
largest 50 to 75 broker-dealers, in the
eventof a problem with a firm that
carries or holds customer accounts, the
Commission and its staff will have ~
access to this retained data .and will be
able to focus more promptly on
customer exposure.

I11. Final Risk Assessment Rules

A. Recordkeeping and Reporting
Requirements

Proposed Rule 17h-1T would require
broker-dealers to maintain and preserve
two general categories of information
concerning each Material Associated
Person of the broker-dealer. The first’
category concerned the holding
company's organization and risk °
management policies. The second
involved the financial condition of the
organization, including financial
statements together with specialized
categories of financial and securities
activity related data, such as
information concerning interest rate
swaps, financial instruments and real
estate ventures. Proposed Rule 17h-2T
would require broker-dealers to file
quarterly reports of the information
required to.be maintained by Rule 17h-
1T.

The commentators to the
Commission’'s proposal objected to the
amount of information required to be
maintained under proposed Rule 17h-
1T. Moreover, the commentators argued
that the level of detail required by
proposed Form 17-H was excessive and
beyond what the Commission requires
-for its regulatory purposes. The
Commission is sensitive to the concerns
articulated by the industry, and in
adopting the risk assessment rules, is
reducing, where possible, the
recordkeeping and reporting burdens
imposed by the rules. In addition, many
of the commentators’ suggestions with
respect to the specifics of the proposal
are being incorporated into the rules as
adopted today.

1. Organization and Risk Management
Policies

(a) Organizational chart. Paragraph
{a)(1)(i) of Rule 17h-1T will require a
broker-dealer to maintain an
organizational chart of the holding
company structure. The broker-dealer is
required to indicate which associated
persons of the broker-dealer are deemed
to be Material Associated Persons.
Associated persons that exist solely for
tax reasons or that are shell companies
that produce little or no revenue may
either be omitted from the chart or

combined into a single entry to reduce
the number of entries. As proposed,
paragraph (a)(1)(i) would have required
the maintenance of a flowchart
compiled during the audit process.
Several commentators pointed out that
certain organizations €ither do not
prepare flowcharts, or prepare them on
a business segment rather than a legal
entity basis, as the proposal would
require. Based in part on the comments,
the Commission has decided to
eliminate the flowchart requirement.

" Proposed Form 17-H specified that the
organizational chart was to be filed in
the broker-dealer’s first risk assessment
filing and at each year-end. Quarterly
updates would be required only where a
significant change has occurred in the
information on file with the
Commission. The Commission is
adopting these filing requirements as
proposed.!3
. Form 17-H has been revised to
conform to paragraph {a)(1)(i) and no
longer calls for a narrative discussion
concerning the criteria used in selecting
Material Associated Persons, the
business lines conducted, and the names
of the chief executive, operating
financial officers of each Material
Associated Person. These requirements
were burdensome, and the Commission
can obtain this information on an ad hoc
basis as needed. Form 17-H will require
the name and telephone number of a
contact person at the broker-dealer who
will be available to answer questions
concerning the information reported
therein, including the holding company
structure and the criteria used in
designating Material Associated
Persons. ,

(b) Risk management policies. As
proposed, paragraphs (a)(1) (ii) through
{iv) would require a broker-dealer to
maintain certain risk management
policies for itself and each Material
Associated Person. The Commission has
reorganized these provisions into a
single revised paragraph. As revised, the
new paragraph no longer requires
policies concerning credit controls and
collateral procedures.t* As adopted,

13 Under the temporary implementation schedule
set forth in this release, broker-dealers will be
required to furnish an organizational chart 30 days
after the Initial effective date of the rules. Because
the rules require broker-dealers to file the
organizational chart in each year-end Form 17-H,
broker-dealers operating on a calendar year end
would technically be required to file another chart
in the December filing. For the purposes of the
phase-in of the rules, any broker-dealer filing an
organizational chart under the temporary -
implementation schedule need not file the chart a
second time in the first year-end filing unless a
material change has oc

¥4 The Commission notes that the information
regarding capital adequacy formerly contained in

Form 17-H will require a broker-dealer -
to file its policy information only in the
first filing with the Commission;
quarterly updates will be required only
where a material change has occurred in
the information on file with the
Commission.

In addition, a number of
commentators argued that the policies
required by the rules should be the
policies of the broker-dealer only, and
not each Material Associated Person.
The Commission agrees that this
clarification is warranted. Therefore, t