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 October 2012, 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:
MARY L. SCHAPIRO, CHAIRMAN
. ELISSE B. WALTER, COMMISSIONER
LUIS A. AGUILAR, COMMISSIONER

TROY A. PAREDES, COMMISSIONER

DANIEL M. GALLAGHER, COMMISSIONER

(39 Documents)




Gmmnssmer /gﬁ”
ommissionts” /4 /( r
nt pake @Z

. | UNITED STATES OF AMERICA '

Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934.
Release No. 67969 / October 3, 2012

ADMINISTRATIVE PROCEEDING
File No. 3-15058

ORDER INSTITUTING
In the Matter of ADMINISTRATIVE AND CEASE-AND-
: : DESIST PROCEEDINGS PURSUANT
eBX, LLC TO SECTIONS 15(b) AND 21C OF THE
SECURITIES EXCHANGE ACT OF
Respondent. 1934, MAKING FINDINGS, AND

IMPOSING REMEDIAL SANCTIONS
AND A CEASE-AND-DESIST ORDER

® :

The Securitics and Exchange Commission (“Commission”) deems it appropriate
and in the public interest that public administrative and cease-and-desist proceedings be,
and hereby are, instituted pursuant to Sections 15(b) and 21C of the Securities Exchange
Act of 1934 (“Exchange Act”) against eBX, LLC (“eBX” or “Respondent™).

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 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 Administrative and Cease-and-Desist Proceedings Pursuant to Sections
15(b) and 21C of the Securities Exchange Act of 1934, Making Findings, and Imposing
Remedial Sanctions and a Cease-And-Desist Order (“Order”), as set forth below.

II1.

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

1. eBX is a broker-dealer registered with the Commission that operates Level
ATS (“LeveL”), an alternative trading system (“ATS”), which began operation on October
16, 2006. LeveL is an ATS subject to Regulation ATS under the Exchange Act. e¢BX
marketed LeveL as a “dark pool” trading system and stated that it “maximizes liquidity and
provides best execution while minimizing information leakage and market impact.”

2. LeveL outsourced its operation to a third party technology service provider
(the “Service Provider”), which signed a contract to build, host, and operate LeveL. The
Service Provider also had a separate order routing business unit (the “Order Routing
Business”), through which it sold order routing services to its own customers. The Service
Provider and its Order Routing Business were distinct from Level..

3. Regulation ATS requires an ATS, among other things, to establish adequate
safeguards and procedures to protect subscribers” confidential trading information. Despite
this requirement, from at least 2008 through early 2011, Level failed to protect the
confidential trading information of its subscribers and failed to disclose to all of its
subscribers the uses that it allowed an entity outside of the ATS to make of that confidential
trading information. In particular, LeveL allowed the Order Routing Business to remember
LeveL subscribers’ unexecuted order information and use that information for its own
benefit. LeveL did not disclose to all of its subscribers that their confidential order
information was being used by the Order Routing Business. There is no evidence that
information about LeveL’s unexecuted orders was displayed, or otherwise communicated
to, clients of the Order Routing Business or other third parties.

4. From at least 2008 through early 2011, Level. violated Regulation ATS by
permitting the Order Routing Business’s smart order router (the “Router™) to remember
information about Level. subscribers’ unexecuted orders residing within LeveL. The
Router then used LeveL subscribers’ order information to make routing decisions for the
benefit of its own Order Routing Business. For example, if the Router knew that a buy
order had been routed to LeveL, the Service Provider would use that information to route a
sell order to LeveL to obtain an execution. Conversely, if the Service Provider knew that
no buy order had been routed to LeveL, it would likely route any sell order it subsequently
received to another destination. In addition, the Router was aware of the prices and pricing
attributes of orders resting in LeveL, and was programmed to use that information in
determining whether to send an order to LeveL as opposed to another venue based on
where it knew it might get a better price for its own customers’ orders.

5. LeveL did not inform most of its subscribers that their order information
was used in this way — outside of the ATS —by the Order Routing Business. Instead, Level
informed subscribers, in its subscriber agreements and elsewhere, that their order flow
would be kept confidential and would not be shared outside of LeveL. These statements
were inaccurate. LeveL subscribers other than the Service Provider did not have access to
the same type of order information that would have assisted them in making their own
routing decisions.




6. Moreover, LeveL was required to file a Form ATS with the Commission
that accurately described how it operated. LeveL’s Form ATS failed to disclose that it
authorized the Service Provider to use data relating to orders routed to LeveL for the
benefit of the Order Routing Business.

B. RESPONDENT

7. eBX registered with the Commission as a broker-dealer in or around July
2006 (SEC File No. 8-67145), and is a member of the Financial Industry Regulatory
Authority. Since October 16, 2006, eBX has been the registered broker-dealer operating
Level. eBX is a Delaware limited liability company that is a joint venture among five
major registered broker-dealers. Its principal place of business is Boston, Massachusetts.
Level’s subscribers are limited to other registered broker-dealers.

C. . FACTS

8. LeveL is an ATS that electronically matches undisplayed buy and sel!
orders for various equity securities, including NMS stocks a.nd certain OTCBB and Pink
Sheet securltles

9. LeveL operates pursuant to Regulation ATS, which was promulgated under
the Exchange Act. An ATS is “any organization, association, person, group of persons, or
system: (1) [t]hat constitutes, maintains, or provides a market place or facilities for bringing
together purchasers and sellers of securities or for otherwise performing with respect to
securities the functions commonly performed by a stock exchange within the meaning of
Exchange Act Rule 3b-16; and (2) [t]hat does not: (i) [s]et rules governing the conduct of
subscribers other than the conduct of subscribers’ trading on such [ATS]; or (ii) [d]iscipline
subscribers other than by exclusion from trading.” Regulation ATS, Rule 300(a).

10. Before beginning operation, an ATS is required to file Form ATS with the
Commission. See Regulation ATS, Rule 301(b)(2). Form ATS requires the registrant to
disclose basic information about the ATS, including the type of subscribers to the ATS, the
type of securities that trade on the ATS, other entities that are involved with the ATS, and
how the ATS operates. An ATS must file amendments to Form ATS before making
material changes to the operation of its system and when information previously filed on
Form ATS becomes inaccurate.

How Level. Worked ~ From Initial Operation to March 2008

11. Since its inception, Level has outsourced its operation to the Service
Provider. Under a contract signed in May 2006 (the “Original Hosting Agreement”), the
Service Provider agreed to operate, host, and maintain Level. Level.’s systems were
owned and operated by the Service Provider, the personnel involved in the day to day

operation of Level were employees of the Service Provider, and LeveL employees were
" not able to access Level directly.




12. In addition to, and distinct from, its business of operating LeveL, the
Service Provider had an Order Routing Business. The Ordér Routing Business had its own
customers {some of which were also Level subscribers, but some of which were not LeveL
subscribers). The Order Routing Business used its proprietary technology to send its
customers’ orders to various market centers. Until certain changes to the parties’
agreements that will be described below (see ]19-33), the Order Routing Business did not
send its customers’ orders into LeveL. The Order Routing Business provided its services
through the use of the Router — which could adjust its routing strategies to attempt to
maximize its customers’ executions.

13.  When it began to provide technology services to LeveL in 2006, the Service
Provider decided to use the Router as the Financial Information eXchange (“FIX”) gateway
through which Level subscribers were instructed to send their orders into LeveL.

14, LeveL had two principal order types: (1) resting orders (“Intents”), which
remained in the system for a subscriber-determined period of time and (2) immediate-or-
cancel (“1OC”) orders. LeveL subscribers sent both types of orders into LeveL through the
Router.

15, OnJuly 6, 2006, LeveL filed with the Commission an initial operation
report on Form ATS. That filing disclosed that the Service Provider would “build and
host” LeveL and integrate it with the Router, and that the Router would “sit in front of”
LeveL. and route orders to LeveL. LeveL also told its subscribers that: LeveL was hosted
and operated by the Service Provider; the Router operated by the Service Provider was

‘used as a FIX router to access LeveL; and, for certain purposes, subscribers would
communicate with the Service Provider’s support personnel.

16. During this initial phase of Level’s operations, eBX did not permit the
Service Provider’s Router to remember and utilize Level. subscribers’ confidential trading
information.

The Service Provider’s Order Routing Business and the Router’s Memory
Feature

17. In addition to functioning as a FIX gateway for LeveL, the Router also had
a memory functionality (the “Memory Feature™) that enabled it to retain a record of any
order that the Router had submitted to various market centers, and to use that information
to make automated routing decisions. The Memory Feature retained the symbol, side,
source, quantity, and received time for these orders. For certain orders, the Memory
Feature also remembered pricing information and order attributes. The Router would know
if an order it had sent to a market center remained unexecuted, because if it had been
executed, the market center would have reported the fill back to the Router. Thus, the
Memory Feature maintained a catalog of the orders the Router had sent to all venues.

! The FIX 'protocol 1s a series of messaging specifications widely used in the industry for
the electronic communication of trade-related messages.



When the Router received a new order, it could consult the Memory Feature to determine
the best venue to send the new order to. If'the Router knew it had previously sent a
contraside order to a particular market center and that order remained unexecuted, the
Router could send the new order to that same market center, knowing that there was a high
probability that the two orders would execute. The Memory Feature was outside of LeveL
and was not necessary to Level.’s functioning.

18. The Service Provider was affiliated with a broker-dealer (the “Routing
Broker”) that operated an electronic communications network (an “ECN™). As part of its
Order Routing Business, the Service Provider used the Router, and in particular, the
Router’s Memory Feature, to route order flow for its own customers, including the Routing
Broker’s ECN when contraside interest was not present in the ECN.

Negotiations to Permit the Router to Utilize the Memory Feature to Make
Routing Decisions And Changes After March 2008

19. In fall 2007, Level. began negotiating a new hosting agreement with the
Service Provider. At around the same time the Order Routing Business also sought to have
the Routing Broker become a subscriber to LeveL. During the negotiations, the Service
Provider proposed that (1) as part of its Order Routing Business, the Router could send
orders to LeveL, and (2) the Order Routing Business could use the Memory Feature and its
information about Level. subscribers’ unexecuted orders for the purpose of routing or not
routing orders to LeveL.. In practice, this would allow the Router to read the LeveL order
book by “turning on” the Memory Feature for LeveL. This arrangement would benefit the
Service Provider because the Router would know Level.’s order book before it routed
orders to Level.. This arrangement would then increase the Order Routing Business” fill
rate significantly, in part because it could route additional orders to LeveL in situations
where there was more likely to be a contraside Intent in Level..

20. During the negotiations, the Service Provider emphasized to LeveL the
importance of the Routing Broker becoming a LeveL subscriber. An executive from the
Service Provider emailed a LeveL executive stating that the negotiations needed “to get
resolved ASAP” because “if we do not get this agreement done, then [the Order Routing
Business]’s flow will not be able to access LeveL.” The Service Provider also later wrote
the Level. executive that the Routing Broker wants to “send orders to Level.. That is all.”
The LeveL executive replied, “Absolutely. T will make sure it goes through.”

21. During the negotiations, the issue was raised internally at LeveL as to
whether its user agreements with its subscribers would prohibit the Memory Feature from
using those subscribers’ unexecuted order information for the Order Routing Business’
benefit. A LeveL executive acknowledged that several Level. subscribers had agreements
that explicitly prohibited such use. Though that executive told another LevelL official that
he would obtain the consent of those LeveL subscribers whose existing user agreements
explicitly would prohibit such information access by the Memory Feature, he failed to do
50.




22 Effective February 25, 2008, the Routing Broker signed a user agreement
under which it became a subscriber to LeveL (the “Routing Broker User Agreement”). The
Routing Broker User Agreement contained specially-negotiated language in the section
entitled “restrictions on use: security” that stated it could “use information and or data
relating to order entry, order execution, or indications of interest.” This language was not
present in Level’s standard user agreements. In March 2008, the Memory Feature was
turned on for orders submitted to Level by entities who were subscribers to both Level
and to services offered by the Order Routing Business. From that point, the Order Routing
Business benefitted from information concerning other LeveL subscribers’ order
information. At that time, the Memory Feature was not turned on for the order flow of
LeveL subscribers who were not also customers of the Order Routing Business. Level. did
not inform its subscribers of this change in the use of their unexecuted order information.

23.  Contemporaneously, the Service Provider was seeking to revise its Original
Hosting Agreement with LeveL so that the Memory Feature could be turned on for all
Level Intent orders. The Original Hosting Agreement required the Service Provider to
maintain the confidentiality of all LeveL subscriber information. The Service Provider
proposed edits to these confidentiality provisions that permitted it to use Level order
information “related to unexecuted orders to enable the [Router] application to make
routing decisions.”

24, In November 2008, eBX entered into the new hosting agreement with the
Service Provider (the “Revised Hosting Agreement”) that expressly authorized the Service
Provider to “use that portion of eBX Data that is information related to unexecuted orders
to enable the [Router] application to make routing decisions” (the “Information Sharing
provision”). Shortly after the Revised Hosting Agreement was signed, the Memory Feature
was turned on for all LeveL subscribers. Level never advised most of its subscribers about
this new use of their order information by the Service Provider and its Order Routing
Business.

25. Although Level was advised by counsel in connection with negotiating the
Revised Hosting Agreement, there is no evidence that LeveL obtained specific legal advice
about whether the Information Sharing provision complied with Regulation ATS.

26. On or about December 31, 2009 and unrelated to the execution of the
Revised Hosting Agreement, the Service Provider and many of its assets were sold to a
third party. As part of this transaction, the Revised Hosting Agreement and certain assets
of the Service Provider were assigned to the Routing Broker, which continues to act as
LeveL’s technology service provider and to operate the Order Routing Business.

Advantages of the Memory Feature to the Order Routing Business

27. The Memory Feature benefitted the Order Routing Business because it
allowed the Router to know the likely result before routing an order to LeveL, increasing
the Order Routing Business” fill rate by enabling the Router to route orders to Level. in
situations where it knew there would be a contraside Intent in LeveL and avoiding routing
to Level. when no contraside was available. In addition, the Router knew the way that




Intents in LeveL were priced and could make routing decisions for its own customers based
on that pricing information. While the record shows that the actual execution price
received by the LeveL subscriber and the Order Routing Business would be identical to the
execution price that would have resulted had the Order Routing Business sent the same
orders to LeveL without the benefit of the Memory Feature, knowledge of the pricing
information of orders resting in LeveL gave the Order Routing Business the ability to route
orders to LeveL in situations where the resulting price could have been better for the Order
Routing Business’ customer than prices available in other market centers. -

28.  The Information Sharing provision was significant to the Order Routing
Business because it improved the efficiency of that business. In marketing materials, the
Order Routing Business touted the advantages of the Memory Feature, noting that it:

¢ was a “virtual order book” of known dark orders from various liquidity
sources, including other dark pools;

¢ provided a private market data source, which was known only to the Router;

 allowed the Router to route against a “known contra order”; and

¢ allowed the Router to use information provided by the Memory Feature for
special orders, creating opportunities for price improvement and liquidity
enhancement.

29.  Internal documents from the Service Provider indicate that it perceived an
advantage to the Order Routing Business from being able to “see the LeveL order flow in
[the Memory Feature] and be able to efficiently interact with it.” The Service Provider also
reacted with enthusiasm to the signing of the Revised Hosting Agreement that allowed it to
turn on the Memory Feature for all LeveL orders, stating in internal email, “Yeah! Finally.
['will configure key LeveL-only clients for [the Memory Feature] tonight so we can start
getting the benefits ASAP.”

30. This arrangement provided the Order Routing Business with an information
advantage over other LevelL subscribers, as the Order Routing Business was able to use the
knowledge of other LeveL subscribers’ orders to increase its execution rate within LeveL,
as well as to decide whether to route to LeveL or elsewhere.,

31.  Asaresult of its privileged access to information about the orders that were
submitted to, and executed in, LeveL, the Order Routing Business was able to obtain a
much higher fill rate for its IOC orders than any other Level. subscriber’s IOC orders by
increasing orders submitted to LeveL in circumstances where they were likely to be
executed and decreasing orders submitted to LeveL in circumstances where they were less
likely to be executed. For example, from about May 2008 through June 2009, the Order
Routing Business’s LeveL [OC orders had a fill rate ranging from about 30 to 70%, while
the fill rate for other LeveL subscribers’ 10C orders was about 1 to 2%. During this period
the Order Routing Business accounted for approximately 1 to 2 % of all [OC shares
directed to Level while its executed IOC shares were between 16 and 39% of all I0C
shares executed at LeveL, which accounted for between 4 and 11 % of all shares executed
in Level.
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32. In April 2011, after an examination by the Commission, Level caused the
Order Routing Business to disable the Memory Feature. As a result of disabling the
Memory Feature, the Order Routing Business’ fill-rate decreased substantially, as it no
longer had the benefit of the Memory Feature’s knowledge of orders routed to Level..

LeveL Did Not Have Adequate Policies Concerning Regulation ATS

33. Rule 301(b)(10) of Regulation ATS requires an ATS to establish adequate
safeguards and procedures to protect subscribers’ confidential trading information, and to
adopt and implement adequate oversight procedures to ensure that the safeguards and
procedures adopted under Rule 301(b)(10) are followed. LeveL violated this Rule by

~ entering into the Information Sharing arrangements that allowed the Order Routing
Business to remember subscribers' unexecuted order information and to use that
information for its own benefit. The subscriber information that was shared with the Order
Routing Business is “confidential trading information” where such use was not authorized
by, or disclosed to, LeveL subscribers.

34. LeveL also failed to have safeguards and procedures to ensure that its
. subscribers were informed about how the Router and its Memory Feature were accessing
and using their confidential order information.

35.  Despite outsourcing its operations, Level nonetheless retained the
responsibility for ensuring Level.’s compliance with all applicable laws and regulations,
including Rule 301(b)(10) of Regulation ATS. Despite these obligations, Level failed to
adopt or implement adequate oversight procedures to make sure that the Service Provider,
and after 2009, the Routing Broker, protected LeveL subscribers’ confidential trading
information.

LeveL Did Not Inform, and Otherwise Failed to Notify, Its Subscribers
Concerning the Use of Their Confidential Order Information by the Service
Provider and Routing Broker

36. Before the Commission’s investigation into its conduct, LeveL did not
disclose to most of its subscribers that the Memory Feature had access to, and used,
information about unexecuted orders sent to LeveL to make routing decmons for the
benefit of the Order Routing Business.

37. Level. expressly represented to certain subscribers in their user agreements
that their order information would not be shared with other users. For example, one
subscriber’s user agreement stated that “cBX acknowledges that the trades, trade related
data, trading strategies and other information provided” by that subscriber were proprietary,
and that LeveL agreed to keep such information “confidential” and not share it with any
other LeveL subscriber. However, LeveL permitted the Router and its Memory Feature to
access such order information for routing purposes.

38. From at least 2008 through early 201 1, though LevelL disclosed to its
subscribers that it obtained technology services from the Service Provider, most LeveL




subscribers were not provided with the additional information that their unexecuted order
data was being remembered by the Memory Feature and was being used to make order
routing decisions for customers of the Order Routing Business.

Level. Failed To Amend Its Form ATS To Disclose the Information Sharing
Arrangements Until 2011 And Did Not Timely Correct Other Inaccuracies In
Its Form ATS

39, Level filed its initial operation report with the Commission on Form ATS
in July 2006. In Exhibit E to that Form, which requires the disclosure of “the name of any
entity, other than the [ATS], that will be involved in operation of the [ATS],” LeveL. did
not disclose that the Service Provider would be involved in providing technology and
support services. In Exhibit F to its July 2006 Form ATS, which described the operation of
the ATS, LeveL stated that the Service Provider would “build and host” Level, and that
customers would use the Router to submit orders to LeveL. Exhibit F also stated that
“Intents are only viewable by the user that submitted that Intent. The ATS will not provide
a data feed that will show in detail or in aggregate, the trading interest of all the Intents
resting on the ATS book.” At the time that statement was filed with the Commission, it
was accurate because the Router’s Memory Feature had not yet been enabled.

40. Between June 2007 and June 2009, eBX did not file any amendments to its
Form ATS. During this time period two relevant events took place. First, in February
2008, LeveL entered into the Routing Broker User Agreement. In March 2008, the
Routing Broker began to use the Memory Feature to remember and use certain Level,
subscribers’ unexecuted order information for routing purposes. This was a material
change to the operation of LeveL and should have been disclosed in a Form ATS
amendment at least 20 days before the change was implemented.

41. In November 2008, LeveL entered into the Revised Hosting Agreement
with the Service Provider that permitted the Memory Feature to use all Level, subscribers’
unexecuted order information to make routing decisions. This was a material change to the
operation of LeveL and should have been disclosed in a Form ATS amendment at least 20
days before the change was implemented. This change also rendered inaccurate the Form
ATS statement that “[i]ntents are only viewable by the user that submitted that Intent. The
ATS will not provide a data feed that will show in detail or in aggregate, the trading interest
of all the Intents resting on the ATS book.” :

42. In the Form ATS amendment filed on June 10, 2009, Level. amended
Exhibit E to disclose that the Service Provider provided “Technology Services™ to Level.,
including the “technology related to the ATS matching system” and “all implementation,
hosting, maintenance services” that are “necessary to access and use the Matching
Application for eBX’s operations and maintain the operating capability of the Matching
‘Application.” LeveL did not, however, make any relevant changes to Exhibit F. In
particular, it did not add a disclosure describing the Information Sharing provision with the
Service Provider, and it did not explain how its prior statements about Intents only being
viewable by the user that submitted them had been rendered inaccurate.




43.  Onor about December 31, 2009, the Service Provider aséigned its rights
and obligations under the Revised Hosting Agreement to the Routing Broker. This change

in the identity of LevelL.’s service provider was not reported in a timely Form ATS
amendment.

D. VIOLATIONS

44.  Asaresult of the conduct described above, eBX willfully? violated Rule
301(b)(10) of Regulation ATS which requires an ATS to establish adequate safeguards and
procedures to protect subscribers’ confidential trading information.

45, As a result of the conduct described above, eBX willfully violated Rule
301(b)(2) of Regulation ATS which requires an ATS to amend its Form ATS before
implementing material changes to its operation or when the Form ATS becomes inaccurate.

IV,

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

Accordingly, pursuant to Sections 15(b) and 21C of the Exchange Act, it is hereby
ORDERED that:

A. eBX shall cease and desist from committiﬁg or causing any violation and
any future violation of Rules 301(b)(2) and 301(b)(10) of Regulation ATS:

B. ¢BX is censured;

C. eBX shall, within 10 days of the entry of this Order, pay a civil money
penalty in the amount of $800,000 to the United States Treasury. If timely payment is not
made, additional interest shall accrue pursuant to 31 U.S.C. §3717. Payment must be
made in one of the following ways: (1) Respondent may transmit payment electronically
to the Commission, which will provide detailed ACH transfer/Fedwire instructions upon
request; (2) Respondent may make direct payment from a bank account via Pay.gov
through the SEC website at http://www.sec.gov/about/offices/ofm.htm: or
(3) Respondent may pay by certified check, bank cashier’s check, or United States postal
money order, made payable to the Securities and Exchange Commission and hand-
delivered or mailed to Enterprise Services Center, Accounts Receivable Branch, HQ
Bldg., Room 181, AMZ-341, 6500 South MacArthur Boulevard, Oklahoma City, OK
73169. Payments by check or money order must be accompanied by a cover letter

? A willful violation of the securities laws means merely ““that the person charged with
the duty knows what he is doing.”” Wonsover v. SEC, 205 F.3d 408, 414 (D.C. Cir. 2000}
(quoting Hughes v. SEC, 174 F.2d 969, 977 (D.C. Cir. 1949)). There is no requirement
that the actor ““also be aware that he is violating one of the Rules or Acts.”” Jd. (quoting
Gearhart & Otis, Inc. v. SEC, 348 F.2d 798, 803 (D.C. Cir. 1965)).
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identifying eBX, LLC as a Respondent in these proceedings, and the file number of these
proceedings; a copy of the cover letter and check or money order must be sent to

John Dugan, Associate Director of Enforcement, Boston Regional Office, Securities and
Exchange Commission, 33 Arch Street, Suite 2300, Boston, MA 02110,

By the Commission.

Elizabeth M. Murphy
Secretary

eterson
Secretary
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SECURITIES AND EXCHANGE COMMISSION

. 17 CFR Part 232
[Release Nos. 33-9364; 34-67978; 39-2486; 1C-30227]
Adoption of Updated EDGAR Filer Manual
AGENCY: Securities and Exchange Commission.
ACTION:  Final rule.
SUMMARY: The Securities and Exchange Commission (the Commission) is adopting revisions
to the Electronic Data Gathering, Analysis, and Retrieval System (EDGAR) Filer Manual and
related rules to reflect updates to the EDGAR system. The revisions are being made primarily to
support public dissemination of previously submitted draft registration statements either under the
JOBS Act or the Division of Corporation Finance’s foreign private issuer policy; support PDF as
an official filing format for submission type 40-33 and 40-33/A; support changes in the

. beneficiary account and receiver American Bank Association number and name for fee payments
made for filings; and allow a future period date up to the next business date for Form 8-K. The
EDGAR system is scheduled to be upgraded to support this functionality on October 1, 2012.
EFFECTIVE DATE: [Insert date of publication in the Federal %{egister.] The incorporation by
reference of the EDGAR Filer Manual is approved by the Director of the Federal Register as of
[Insert date of publication in the Federal Register].
FOR FURTHER INFORMATION CONTACT: In the Division of Corporation Finance, for
questions on draft registration statements and Form 8-K, contact Jeffrey Thomas at (202) 551-
3600; in the Division of Investment Management for questions concerning submission types 40-

33 and 40-33/A, contact Barry Miller at (202) 551-6796; and in the Office of Information

Technology, contact Rick Heroux at (202) 551-8800.

bocw 9\6\(‘ 37




'SUPPLEMENTARY INFORMATION: We are adopting an updated EDGAR Filer Manual,
Volume I and Volume II. The Filer Manual describes the technical formatting requirements for
the preparation and submission of electronic filings through the EDGAR system." It also
describes the requirements for filing using EDGARLink Online and the Online Forms/XML
‘website. |

The revisions to the Filer Manual reflect changes within Volume I entitled EDGAR Filer
Manual, Volume I: “General Information,” Version 14 (October 2012) and Volume 1i entitled
EDGAR Filer Manual, Volume II: “EDGAR Filing,” Version 21 (October 2012). The updated
manual will be incorporated by reference into the Code of Federal Regulations.

The Filer Manual contains all the technical specifications for filers to submit filings using
the EDGAR system. Filers must comply with the applicable provisions of the Filer Manual in
order to assure the timely acceptance and processing of filings made in electronic format.? Filers
may consult the Filer Manual in conjunction with our rules governing mandated electronic filing
when preparing documents for electronic submission.’

The EDGAR system will be upgraded to Release 12.2 on October 1, 2012 and will
introduce the following changes: EDGAR will be updated to support public dissemination of the
confidential draft registration statements, submission types DRS and DRS/A. Issuers that
submitted draft registrations either under the JOBS Act or the Division of Corporation Finance’s

foreign private issuer policy will be able to disseminate their previously submitted draft

' We originally adopted the Filer Manual on April 1, 1993, with an effective date of April 26, 1993.
Release No. 33-6986 (April 1, 1993) [58 FR 18638]. We implemented the most recent update to the Filer
Manual on August 30, 2012. See Release No. 33-9353 (September 6, 2012) [77 FR 548086].

? See Rule 301 of Regulation S-T (17 CFR 232.301).

? See Release No. 33-9353 (September 6, 2012) [77 FR 54806] in which we implemented EDGAR Release
12.1. For additional history of Filer Manua! rules, please see the cites therein,
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registration statements. A new correspondence-type, DRSLTR, will be available to submit any
correspondences related to draft registration statements. The options to disseminate draft
registration statements as well as to-create DRSLTR submissions can be accessed by selecting the
‘Draft Reg. Statement” link on the EDGAR Filing Website.

Form ID application will be updated with “JOBS Act §106” or “Foreign Private Issuer
Policy” options to allow applicants to indicate that they are submitting an application for EDGAR
access to file draft registration statements. These options will replace the “Access codes will be
used to submit draft registration statement” check box.

Submission form types 8-K, 8-K/A, 8-K12B, 8-K12B/A, 8-K12G3, 8-K12G3/A, 8-
K15D5, and 8-K15D5/A will allow a future period date up to the next business date from the date
of submission, if the time of submission is between 05:31 pm EéT and 10:00pm EST.

EDGAR will be updated to allow filers to submit, on a voluntary basis, copies of litigation
. documents pursuant to Section 33 of the Investment Company Act of 1940 (submission types 40-
33 and 40-33/A) in Portable Document Format (PDF) as an official filing format. EDGAR will
- continue to allow ASCII and HTML as official filing formats for submission types 40-33 and 40-
33/A.

Starting October 1, 2012, filers initiating FEDWIRE transactions to make deposits to pay
their filing fees will need to use a new US Treasury beneficiary account number (850000001001),
as well as a new American Bank Association (ABA) number and bank name for the receiving
bank (021030004/TREAS NYC). The current bank account number (152307768324) and
receiving bank ABA number and name (081000210/US BANK) will be invalid from this date
forward. Filer may obtain the new US Treasury account number and ABA number from the

notice posted on the “Information for EDGAR Filers” web page prior to October 1, 2012 and by

accessing the updated “Instructions for Wire Transfer (FEDWIRE) and Check Payment of SEC
3




Filing Fees” by logging onto the EDGAR Filing Website and accessing the ‘Fees’ link on the |
EDGAR menu thereafter.
The new online version of Form N-SAR, oﬁginally planned for deployment on July 9,
2012, has been delayed and will not go into production any sooner than January 14th 2013. The
specific deployment date will be announced on the Commission’s public web site’s “Information
- for EDGAR Filers” page (http://www.sec.gov/info/edgar.shtml). Filers should continue to use the
EDGAR Filer Manual, Volume III: N-SAR Supplement to file their N-SAR submissions. When
. the online version of Form N-SAR is deployed, EDGAR Filer Manual, Volume I1I: N-SAR
Supplement will be retired. Instructions to file the online version of Form N-SAR addressed in
Chapter 9 of EDGAR Filer Manual, Volume II: EDGAR Filing should then be followed.

Along with the adoption of the Filer Manual, we are amending Rule 301 of Regulation S-T
to provide for the incorporation by reference into the Code of Federal Regulations of today’s
revisions. This incorporation by reference was approved by the Director of the Federal Register in
accordance with 5 U.S.C. 552(a) and 1 CFR Part 51.

You may obtain paper copies of the updated Filer Manual at the following address: Public
Reference Room, U.S. Securities and Exchange Commission, 100 F Street, NE, Room 1543,

Washington DC 20549, on official business days between the hours of 10:00 am and 3:00 pm. We
will post electronic format copies on the Commission’s website; the address for the Filer Manual

is http://www.sec.gov/info/edgar:shtml.

Since the Filer Manual and the corresponding rule changes relate solely to agency

procedures or practice, publication for notice and comment is not required under the




Administrative Procedure Act (APA).* 1t follows that the ;'equirements of the Regulatory - =
Flexibility Act’ do not apply.

The effective date for the updated Filer Manual and the rule amendments is [Insert date of
publication in the Federal Register]. In accordance with the APA.® we find that there is good
cause to establish an effective date less than 30 days after publication of these rules. The EDGAR
system upgrade to Release 12.2 is scheduled to become available on October 1,2012. The
Commission believes that establishing an effective date less than 30 days after publication of these
rules is necessary to coordinate the effectiveness of the updated Filer Manual with the system
" upgrade.

Statutory Basis

We are adopting the amendments to Regulation S-T under Sections 6,7, 8, 10, and 19(a)
of the Securities Act of 1933, Sections 3,12, 13, 14, 15, 23, and 35A of the Securities Exchange
Act of 1934,% Section 319 of the Trust Indenture Act of 1939,” and Sections 8, 30, 31, and 38 of
the Investment Company Act of 1940.'°

List of Subjects in 17 CFR Part 232

Incorporation by reference, Reporting and recordkeeping requirements, Securities.

* 5U.8.C. 553(b).
’ 5U.S.C.601-612,
¢ 5U.S.C. 553(d)(3).

7 15 US.C. 77f, 77g, 77h, 77j, and 77s(a)..
® 15U.S.C. 78¢, 78L 78m, 78n, 780, 78w, and 78IL.

* 15U.8.C. 77sss.

" 15U.S.C. 80a-8, 80a-29, 80a-30, and 80a-37.




‘FEXT OF THE AMENDMENT . $TE:

In accordance with the foregoing, Title 17, Chapter II of the Code of Federal Regulations
is amended as follows: |
PART 232 - REGULATION S-T—GENERAL RULES AND REGULATIONS FOR
ELECTRONIC FILINGS

1. The authority citation for Part 232 continues to read in part as follows:

Authority: 15 U.S.C. 77f, 77g, 77h, 77], 77s(a), 772-3, 77sss(a), 78c(b), 781, 78m, 78n,
780(d), 78w(a), 7811, 80a—6(c), 80a-8, 80a—29, 80a—30, 80a—37, and 7201 et seq.; and 18 U.S.C.
1350, |

sk ok ok o

2. Section 232.301 is revised to read as follows:
§232.301 EDGAR Filer Manual.

Filers must prepare electronic filings in the manner prescribed by the EDGAR Fiier
Manual, promulgated by the Commission, which sets out the technical formatting requirements for
electronic submissions. The requirements for becoming an EDGAR Filer and updating company
data are set forth in the updated EDGAR Filer Manual, Volume I: “General Information,”
Version 14 (October 2012). The requirements for filing on EDGAR ére set forth in the updated
EDGAR Filer Manual, Volume II: “EDGAR Filing,” Version 21 (October 2012). All of these
provisions have been incorporated by reference into the Code of Federal Regulations, which action
was approved by the Director of thé Federal Register in accordance with 5 U.S.C. 552(a) and 1
CFR Part 51. You must comply with these requirements in order for documents to be timely
received and accepted. You can obtain paper copies of the EDGAR Filer Manual from the

following address: Public Reference Room, U.S. Securities and Exchange Commission, 100 F

Street, NE, Room 1543, Washington, DC 20549, on official business days between the hours of
6




10:00 am and 3:00 pm. Electronic copies are available on the Commission’s website. The address

for the Filer Manual is http.//www.sec.gov/info/edgar.shtml. You can also inspect the document at

the National Archives and Records Administration (NARA). For information on the availability of

this material at NARA, call 202-741-6030, or go to:

http://www.archives.gov/federal_register/code of federal regulations/ibr_locations.html.

By the Commission. .
| Kan ™. O N

" Kevin M. O"Neill
Deputy Secretary

October 04, 2012




UNITED STATES OF AMERICA ‘
Before the _
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 67988 / October 4, 2012

ACCOUNTING AND AUDITING ENFORCEMENT
Release No. 3412 / October 4, 2012

ADMINISTRATIVE PROCEEDING
File No. 3-12126

In the Matter of ORDER GRANTING APPLICATION FOR

. REINSTATEMENT TO APPEAR AND PRACTICE
- Gilbert Bergsman, CPA . BEFORE THE COMMISSION AS AN ACCOUNTANT

On December 15, 2005, Gilbert Bergsman, CPA (“Bergsman™) was denied the privilege
of appearing or practicing as an accountant before the Commission as a result of settled public
administrative proceedings instituted by the Commission against Bergsman pursuant to Rule
102(e) of the Commission's Rules of Practice.’ Bergsman consented to the entry of the
December 15, 2005 order without admitting or denying the findings therein. This order is issued

in response to Bergsman’s application for reinstatement to appear and practice before the
Commission as an accountant.

Bergsman was found to have engaged in improper professional conduct with respect to
the audit of the financial statements of eSafetyworld, Inc. (“eSafety”) for its fiscal year ended
June 30, 2001 and the reviews of the financial statements for the quarters ended September 30,
2000, December 31, 2000, and March 31, 2001 by Eichler Bergsman & Co., LLP. Bergsman
served as the engagement partner on the eSafety engagement. During this time, Bergsman
engaged in improper professional conduct by repeatedly engaging in unreasonable conduct,
resulting in a violation of applicable professional standards that indicated a lack of competence
to practice before the Commission. Specifically, Bergsman (i) failed to make adequate inquiries
into eSafety’s new revenue stream and the valuation thereof during the first three quarters of
2001; (ii) allowed the reports on eSafety’s quarterly financial statements to remain outstanding
despite eSafety’s failure to reverse certain consulting revenues recognized during the first three
quarters of 2001; (iii) did not confirm accounts receivable from eSafety’s consulting clients, and

! See Accounting and Auditing Enforcement Release No. 2354 dated December 15, 2005. Bergsman was permitted
pursuant to the order, to apply for reinstatement after one year upon making certain showings.

boom 3 ‘395?
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did not note or require disclosure of eSafety’s related party relationships with eSafety’s
consulting clients; (iv) did not appropriately audit or require correction of eSafety’s deferral of
certain administrative costs; and (v) did not obtain sufficient competent evidence to conclude
that certain cash advances were loans or investments, which eSafety improperly recorded as
assets rather than expenses.

Bergsman has met all of the conditions set forth in the December 15, 2005 order and, in
his capacity as an independent accountant, has stated that he will comply with all requirements of
the Commission and the Public Company Accounting Oversi ght Board, including, but not
limited to all requirements relating to registration, inspections, concurring partner reviews and
quality control standards. In his capacity as a preparer or reviewer, or as a person responsible for
the preparation or review, of financial statements of a public company to be filed with the
Commission, Bergsman attests that he will undertake to have his work reviewed by the
independent audit committee of any company for which he works, or in some other manner
acceptable to the Commission, while practicing before the Commission in this capacity.

Rule 102(e)(5) of the Commission’s Rules of Practice governs apphcatlons for
reinstatement, and provides that the Commission may relnstate the privilege to appear and
practice before the Commission “for good cause shown:* This “good cause” determination is
necessarily highly fact specific.

. On the basis of the information supplied, representations made, and undertakings agreed
to by Bergsman, it appears that he has complied with the terms of the December 15, 2005 order
~ denying him the privilege of appearing or practicing before the Commission as an accountant,
that no information has come to the attention of the Commission relating to his character,
integrity, professional conduct or qualifications to practice before the Commission that would be
a basis for adverse action against him pursuant to Rule 102(e) of the Commission's Rules of
Practice, and that Bergsman, by undertaking to have his work reviewed by the independent audit
committee of any company for which he works; or in some other manner acceptable to the
- Commission, in his practice before the Commission as a preparer or reviewer of financial
statements required to be filed with the Commission, and that Bergsman, by undertaking to
comply with all requirements of the Commission and the Public Company Accounting Oversight
Board, including, but not limited to, all requirements relating to registration, inspections,
concurring partner reviews and quality control standards, in his practice before the Commission
as an independent accountant has shown good cause for reinstatement. Therefore, it is
accordingly,

. % Rule 102(e)5)(i) provides:

“An application for reinstatement of a person permanently suspended or disqualified under paragraph (e)(1) or (e)3)
of this section may be made at any time, and the applicant may, in the Commission’s discretion, be afforded a
hearing; however, the suspension or disqualification shall continue unless and until the applicant has been reinstated
by the Commission for good cause shown.” 17 C.F.R: § 201.102(e)(5)(i).




ORDERED pursuant to Rule 102(e)(5)(i) of the Commission's Rules of Practice that
Gilbert Bergsman, CPA is hereby reinstated to appear and practice before the Commission as an
accountant. ' '

By the Commission.

Elizabeth M. Murphy
Secretary

By JlI .Péterson )
ssistant Secretary



SECURITIES AND EXCHANGE COMMISSION
(Release No. 34-68002; File No. AN-OCC-2012-03)

October 5, 2012
Self-Regulatory Organizations; The Options Clearing Corporation; Notice of Filing of

Advance Notice and Notice of No Objection to Replace The Options Clearing
Corporation’s Credit Facility

Pursuant to Section 19(b)(1) of the Securities Exchange Act of 1934 (“Exchange
Act™)' and Rule 19b-4(n)(1)(i), notice is hereby given that on September 26, 2012, The
Options Clearing Corporation (“OCC”) filed with the Securities and Exchange
Commission (“Commission”) an advance notice as described in Items I, 11 and III below,
which Items have been prepared primarily by OCC. The Commission is publishing this

notice to solicit comments on the proposed change from interested persons.

L Clearing Agency’s Statement of the Terms of Substance for the Advance Notice

In connection with a change to its operations (the “Change”), OCC proposes to
replace its credit facility designed to be used to meet obligations of OCC arising out of the
default or suspension of a clearing member of OCC or the insolvency of any bank or
clearing organization doing business with OCC.

1I. Clearing Agency’s Statement of the Purpose of, and Statutory Basis for, the
Advance Notice

In its filing with the Commission, OCC included statements concerning the purpose of
and basis for the proposed change and discussed any comments it received on the proposed

change. The text of these statements may be examined at the places specified in Item IV

! 15 U.S.C. 78s(b)(1).

2 17 CFR 240.19b-4(n)(i).
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below. OCC has prepared a summary, set forth in section {A) below, of the most significant
aspects of such statements.”

Advance Notices Filed Pursuant to Section 806(e) of the Payment, Clearing, and
Settlement Supervision Act of 2010 (*Clearing Supervision Act’”)

Description of Change

The Change involves the replacement of a credit facility that OCC maintains for the
purposes of meeting obligations arising out of the default or suspension of a clearing
member or the failure of a bank or securities or commodities clearing organization to
perform its obligations due to its bankruptcy, insolvency, receivership or suspension of
operations. OCC’s existing credit facility (the “Existing Facility”) was imj:mlemented on
October 13, 2011 through the execution of a Credit Agreement among OCC,—JPMorgan
Chase Bank, N.A. (“JPMorgan”), as administrative agent, and the lenders that are parties to
the agreement from time to time, which provides short-term secured borrowings in an
aggregate principal amount of up to $2 billion.

The Existing Facility 1s set to expire on October 11, 2012, and OCC is therefore
currently negotiating the terms of a new credit facility (the “New Facility”) on substantially
similar terms as the Existing Facility. On September 4, 2012, OCC received a commitment
letter with regard to the New Facility from: JPMorgan, the administrative agent, euro
administrative agent and collateral agent, and a lender, for the New Facility; JPMorgan
Securities LLC (“JPMorgan Securities™), the joint lead arranger for the New Facility;
Mermll Lynch, Pierce, Fenner & Smith Incorporated (“MLPF&S™), the joint lead arranger
for the New Facility; and Bank of America, N.A. {(“‘BANA™), the syndication agent and a

lender for the New Facility. The terms and conditions applicable to the New Facility are

} The Commission has modified the text of the summaries prepared by OCC.




set forth in the commitment letter and a Summary of Terms and Conditions attached as an

exhibit to the commitment letter. One of the conditions to the availability of the New .
Facility is the execution and delivery of a credit agreement and pledge agreement between
OCC, JPMorgan, JPMorgan Securities, MLPF&S, BANA and the various lenders under the
New Facility, which OCC anticipates will occur on or before October 11, 2012, Another
condition is the successful syndication of the facility to a group of lenders who will in the
aggregate provide commitments of at least $2 billion.

Under the New Facility, a syndicate of banks, financial institutions and other
entities will make loans to OQCC on request. The New Facility includes a tranche that may
be drawn in dollars or euros and a dollar-only tranche. The aggregate amount of loans
available under the facility, subject to the value of eligible collateral, is up to $2 billion.
The dollar equivalent of the total loans denominated in euros under the euro/dollar tranche
of the New Facility may not exceed $100 million. During the term of the New Facility, the
amount of the New Facility may be increased to up to $3 biltion if OCC so requests and if
sufficient commitments from lenders are received and accepted.

The New Facility is available on a revolving basis for a 364-day term. OCC may
request a Joan under the New Facility on any business day by providing a notice to
. JPMorgan, as administrative agent, which will then notify the lenders, who will be required
to fund their pro rata share of any requested loan within a specified period of time after
receiving notice from JPMorgan. The funding deadline is designed to permit OCC to
obtain funds on the date of the request, subject to a cutoff time after which funding will
occur on the next business day. Each loan issued pursuant to the New Facility matures and

is payable 30 days after the borrowing date. Proceeds of these loans must be used to meet



the obligations of OCC arising out of the default or suspension of a clearing member or the
failure of a bank or securities or commodities clearing organization to perform its
obligations to OCC. In order to obtain a loan under the facility, OCC must pledge as
collateral cash or government securities that are margin deposits of suspended members or
that are held in OCC’s clearing fund, and that in either case are not otherwise subject to
liens, security interests or other encumbrances. OCC has the authority to pledge these
assets in connection with borrowings under Section 5(e) of Article VIII of its By-Laws and
Rule 1104(b).

The amount available under the New Facility at any given point in time is equal to
the lesser of (1) $2 billion, or the increased size of the facility, if applicable, and (ii) the sum
of (A) 90% of the value of OCC’s clearing fund that is not subject to liens or encumbrances
granted by OCC other than in connection with the New Facility and (B) 90% of the value
of unencumbered margin deposits of suspended clearing members that are not subject to
liens or encumbrances granted by OCC other than in connection with the New Facility. If
the aggregate principal amount of loans under the New Facility exceeds the amount
available under this formula, OCC must prepay loans, obtain the release of liens and/or
require additional margin and/or clearing fund deposits to cure the deficiency. A condition
to the making of any loan under the New Facility 1s that, after giving effect to the loan, the
sum of 100% of the dollar-denominated loans and 105% of the euro-denominated loans
under the New Facility may not exceed the “borrowing base.” The borrowing base is
determined by adding the value of all collateral pledged in connection with all loans under

the New Facility, after applying “haircuts” to government securities based on their

remaining maturity. If the borrowing base is less than the sum of 100% of the dollar-




denominated loans and 105% of the euro-denominated loans under the New Facility, OCC
must repay loans or pledge additional collateral to cure the deficiency. There are additional
customary conditions to the making of any loan under the New Facility, including that
OCC 1s not in default. Importantly, however, the absence of a material adverse change
affecting OCC is not a condition to the making of a loan. Loans may be prepaid at any
time without penalty.

Events of default by OCC under the New Facility include, but are not limited to,
non-payment of principal, interest, fees or other amounts when due; non-compliance with a
daily bonoﬁing base when loans are outstanding; material maccuracy of representations
and warranties; bankruptcy events; fundamental changes; and failure to maintain a first
priority perfected security interest in collateral. In the event of a default, the interest rate
applicable to outstanding loans would increase by 2.00%. The New Facility also includes
customary defaulting lender provisions, including provisions that restrict the defaulting
lender’s voting rights, permit set-offs of payments against the defaulting lender and
suspend the defaulting lender’s right to receive commitment fees.

The New Facility involves a variety of customary fees payable by OCC, including:
(1) a one-time arrangement fee payable to JPMorgan Securities and MLPF&S; (2) a one-
tirﬁe administrative and collateral agent fee payable to JPMorgan if the New Facility
closes; (3) a one-time euro administrative fee payable to JPMorgan if the New Facility
closes; (4) upfront commitment fees payable to the len.ders based on the amount of their
- commitments; and (5) an ongoing quarterly commitment fee based on the unused amount

of the New Facility.




Anticipated Effect on and Management of Risk

Overall, the New Facility reduces the risks to OCC, its clearing members and the
options market in general because it will allow OCC to obtain short-term funds to address
liquidity demands arising in connection with the default or suspension of clearing members
or the insolvency of a bank or another securities or commodities clearing organization. The
existence of the New Facility could enable OCC to minimize losses in the event such a
default, suspension or insolvency, by allowing. it to obtain funds on extremely short notice
to ensure that the clearance of transactions in options and other contracts occurs without
interruption. By drawing on the facility OCC would be able fo avoid liquidating margin or
clearing fund assets in what would likely be volatile market conditions, which would
preserve funds available to cover any losses resulting from the failure of a clearing
member, bank or another clearing organization. OCC’s entering into the New Facility will
not increase the risks associated with its clearing ﬁmction because it is entered into on
substantially the same terms as the Existing Facility.

While the New Facility will, in general, reduce the risks associated with OCC’s
clearing function, like any lending arrangement the New Facility involves risks. One of the
primary risks to OCC and its clearing function associated with the New F acili.ty is the risk
that a lender fails to fund when OCC requests a loan, because of the lender’s insolvency or
otherwise. Thas risk is mitigated through the use of a syndicated facility, which does not
depend on the creditworthiness of a small number of lenders. In addition, the New Facility
has lender default provisions designed to discourage lenders from failing to fund loans.

Moreover, OCC has the ability under the New Facility to replace a defaulting lender.

Finally, in the event a particular lender fails to fund its portion of the requested loan, the




New Facility includes provisions pursuant to which OCC may request “covering” loans
from non-defaulting lenders to make up the shortfall, or OCC may simply make a second
borrowing request for the shortfall amount that lenders are committed to make, subject to
OCC’s satisfying the borrowing conditions for the second loan, although in either case the
total amount available for bo_rrowing under the New Facility would be reduced by the
unfunded commitment of the defaulting lender, The failure by one or more lenders to fund
the first loan does not relieve the lenders of their commitment to fund the second loan.

A second risk associated with the New Facility is the risk that OCC is unable to
repay a loan within 30 days, which would allow the lenders to seize the pledged collateral
and liquidate it, potehtja]Iy at depressed prices that would resuit in losses to QCC. OCC
believes that this risk is at a manageable level, because 30 days should be an adequate
period of time to allow OCC to generate funds to repay the loans under the New Facility,
such as by liquidating clearing fund assets other than those pledged to secure the loans. As
provided in Section 5(e) of Article VIII of its By-Laws, if the loans have not been repaid
within 30 days, the amount of clearing fund assets used to secure the loans will be
considered to be an actual loss to the clearing fund, which will be allocated in accordance
with Section 5 of Article VIII, and the proceeds of such allocation can be used to repay the
loans,

IIT. Date of Effectiveness of the Advance Notice and Timing for Commission Action

The proposed change may be implemented if the Commission does not object to the
proposed change within 60 days of the later of (1) the date that the proposed change was

filed with the Commission or (11) the date that any additional information requested by the




Commission i1s received. The clearing agency shall not implement the proposed change if
the Commuission has any objection to the proposed change.

The Commission may extend period for review by an additional 60 days if the
proposed change raises novel or complex issues, subject to the Commission or the Board of
Govemors of the Federal Reserve System providing the clearing agency with prompt
written notice of the extension. A proposed change may be implemented in less than 60
days from the date the advance notice is filed, or the date further information requested by
the Commission is received, if the Commission notifies the clearing agency in writing that
it does not object to the proposed change and authorizes the clearing agency to implement
the proposed change on an earlier date, subject to any conditions imposed by the
Commission.

The clearing agency sﬁall post notice on its website of proposed changés that are
implemented.

The proposal shall not take- effect until all regulatory actions required with respect
to the proposal are completed.

v, Solicitation of Comments

Interested persons are invited to submit written data, views, and arguments
concerning the foregoing, including whether the proposed change is consistent with the

Exchange Act. Comments may be submitted by any of the following methods:




Electrontc Comments:

e Use the Commission’s Internet comment form (http://www.sec.gov/rules/sro.shtml)

or

¢ Send an e-mail to rule-comments(@sec.gov. Please include File Number AN-OCC-

2012-03 on the subject line.

Paper Comments:

e Send paper comments in triplicate to Elizabeth M. Murphy, Secretary, Securities
and Exchange Commission, 100 F Street, N.E., Washington, DC 20549-1090.
All submissions should refer to File Number AN-OCC-2012-03. This file number should
be included on the subject line if e-mail is used. To help the Commission process and
review your comments more efficiently, please use only one method. The Commission
will post all comments on the Commission’s Internet website

(http://www.sec.gov/rules/sro.shtml). Copies of the submission, all subsequent

amendments, all written statements with respect to the proposed change that are filed with
the Commission, and all written communications relating to the proposed change between
the Commission and any person, other than those that may be withheld from the public in
accordance with the provisions of 5 U.S.C. 552, will be available for website viewing and-
printing in the Commission's Public Reference Section, 100 F Street, N.E., Washington,
DC 20549, on official business days between the hours of 10:00 a.m. and 3:00 p.m. Copies
of such filings will also be available for inspection and copying at the principal office of
OCC and on OCC’s website:

(http://www.optionsclearing.com/components/docs/legal/rules and bylaws/an occ 12 03.

pdf).




All comments received will be posted without change; the Commission does not
edit personal identifying information from submissions. You should submit only
information that you wish to make available publicly. All submissions should refer to File
Number AN-OCC-2012-03 and should be submitted on or before [insert date 21 days from
publication in the Federal Register].

V. Commission’s Findings and Notice of No Objection

Section 806(e)(1)(G) of the Clearing Superviston Act provides that a designated
financial market utility may implement a change if it has not received an objection by the
Commission within 60 days of an advanced notice.* Section 806(e) of the Clearing
Supervision Act allows the Commission to act prior to the 60th day.’ If the Commission
chooses to not object prior to the 60th day, it must notify the designated financial market
utility in writing that it does not object and authorize implementation of the change on an
earlier date.® If the Commission chooses to object prior to the 60th day, it must similarly
notify the designated financial market utility.’

In its filing with the Commission, OCC requested that the Commission notify
OCC that it has no objection to the Change no later than October 9, 2012, which is two
days prior to the October 11, 2012 effective date of the New Facility. OCC requested

Commission action two days in advance of the effective date to ensure that there is no

4 12 U.S.C. 5465(e)(1{G).
) 12 U.S.C. 5465(c).

§ 12. U.S.C. 5465(e)(11).
7 12. U.S.C. 5465(e)(1)(E).
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period of time that OCC operates without a credit facility, given the importance of the
borrowing capacity in connection with OCC’s risk management.
For the reasons set forth above, the Commission does not object to the proposed

change.

VL. Conclusion
Pursuant to Section 806(e)}(1)(T) of the Clearing Supervision Act, the Commission does
not object to the proposed change and authorizes OCC to implement the change (AN-OCC-

2012-03) as of the date of this notice.

By the Commission. %”‘"\ ?y] O‘ M

Kevin M. O*Neill
Deputy Secretary

: 12 U.S.C. 5465(c)(1)(D).

11




SECURITIES AND EXCHANGE COMMISSION

17 CFR Part 275
Release No. IA-3483; File No. §7-23-07
RIN 3235-AJ96
Temporary Rule Regarding Principal Trades with Certain Advisory Clients
AGENCY: Securities and Exchange Commission.
ACTION: Proposed rule.
SUMMARY: The Securities and Exchange Commission is proposing to amend rule
206(3)-3T under the Investment Advisers Act of 1940, a temporary rule that establishes
an alternative means for investment advisers that ﬁre registered with the Commission as
broker-dealers to meet the requirements of section 206(3) of the Investment Advisers Act
when they act in a principal capacity in transactions with certain of their advisory clients.
The amendment would extend the date on which rule 206(3)-3T will sunset from
December 31, 2012 to December 31, 2014.
DATES: Comments must be received on or before {30 days after the date of publication
in the Federal Register].
ADDRESSES: Comments may be submitted by any of the following methods:
Electronic cc;mmenrs:

¢ Use the Commussion’s Internet comment form

(http://www.sec.gov/rules/proposed.shtml); or

¢ Send an e-mail to rule-comments@sec.gov. Please include File Number S7-23-

07 on the subject line; or

Fbacuw\u@ﬂv 5ot 37



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

instructions for submitting comments. |
Paper comments:
o Send paper comments in triplicate to Elizabeth M. Murphy, Secretary, Securities
and Exchange Commission, 100 F Street, NE, Washington, DC 20549-1090.
All submissions should refer to File Number $7-23-07. This file number should be
" included on the subject line if e-mail is used. To help us ﬁrocess and review your
comments more efficiently, please use only one method. The Commission will post all
comments on the Commission’s Internet website . *

(http://www.sec.gov/rules/proposed.shtml). Comments are also available for website

viewing and printing in the Commission’s Public Reference Room, 100 F Street, NE,
Washington, DC 20549, on official business days between the hours of 10:00 am and
3:00 pm. All comments received will be posted without change; we do not edit personal
identifying information frqm submissions. You should submit only information that you
wish to make available publicly.

FOR FURTHER INFORMATION CONTACT: Melissa S. Gainor, Attorney-
Adviser, Vanessa M. Meeks, Attorhey-Adviser, Sarah A. Buescher, Branch Chief, or
Daniel S. Kahl, Assistant Director, at (202) 551-6787 or Idrules@sec.gov, Office of
Investment Adviser Regulation, Division of Investment Management, U.S. Securities and
Exchange Commission, 100 F Street, NE, Washington, DCI 20549-8549.
SUPPLEMENTARY INFORMATION: The Securities and Exchange Commission is

proposing an amendment to temporary rule 206(3)-3T [17 CFR 275.206(3)-3T] under the




Investment Advisers Act of 1940 [15 U.S.C. 80b] that would extend the date on which
the rule will sunset from December 31, 2012 to December 31, 2014,
I. Background

On September 24, 2007, we adopted, on an interim final basis, rule 206(3)-3T, a
temporary rule under the Investment Advisers Act of 1940 (the “Advisers Act”) that
prdvides an alternative means for investment advisers that are registered with us as
broker—dea%ers to meet the requirements of section 206(3) of the Advisers Act when they
act in a principal capacity in transactions with certain of their advisory clients.! The
purpose of the rule was to permit broker-dcaler_s to sell to their advisory clients, in the
wake of Financial Planning Association v. SEC (the “FPA Decision™),” certain securities
held in the proprietary accounts of their firms that might not be available on an agency
basis — or might be available on an agency basis only on less attractive terms® — while

protecting clients from conflicts of interest as a result of such transactions.*

! Rule 206(3)-3T [17 CFR 275.206(3)-3T]. All references to rule 206(3)-3T and the
various sections thercof in this release are to 17 CFR 275.206(3)-3T and its
corresponding sections. See also Temporary Rule Regarding Principal Trades with
Certain Advisory Clients, Investment Advisers Act Release No. 2653 (Sep. 24, 2007) [72
FR 55022 (Sep. 28, 2007)] (“2007 Principal Trade Rule Release™).

2 482 F.3d 481 (D.C. Cir. 2007). In the FPA Decision, handed down on March 30, 2007,
the Court of Appeals for the D.C. Circuit vacated (subject to a subsequent stay until
October 1, 2007) rule 202(a)(11)-1 under the Advisers Act. Rule 202(2)(1 1)-1 provided,
among other things, that fee-based brokerage accounts were not advisory accounts and
were thus not subject to the Advisers Act. For further discussion of fee-based brokerage
accounts, see 2007 Principal Trade Rule Release, Section 1.

} See 2007 Principal Trade Rule Release at nn.19-20 and Section VI.C.

As a consequence of the FPA Decision, broker-dealers offering fee-based brokerage
accounts with an advisory component became subject to the Advisers Act with respect to
those accounts, and the client relationship became fully subject to the Advisers Act.
These broker-dealers — to the extent they wanted to continue to offer fee-based accounts
and met the requirements for registration — had to: register as investment advisers, if
they had not done so already; act as fiduciaries with respect to those clients; disclose all
material conflicts of interest; and otherwise fully comply with the Advisers Act,




As initially adopted on an interim final basis, rule 206(3)-3T was set to sunset on

Decemﬁer 31, 2009. In December 2009, however, we adopted rule 206(3)-3T asa final
rule in the same form in which it was adopted on an interim final basis in 2007, except
that we extended the rule’s sunset date by one year to December 31, 2010.° We deferred
final action on rule 206(3)-3T in December 2009 because we needed additional time to
understand how, and in what situations, the rule was being used.®

In December éOlO, we further extended the rule’s sunset date by two years to
December 31,2012.7 We deferred final action on rule 206(3)-3T at that time in or'der to
complete a study required by section 913 of the Dodd—Frank Wall Street Reform and
Consumer Protection Act (the “Dodd-Frank Act”)® and to consider more broadly the

regulatory requirements applicable to broker-dealers and investment advisers, including

including the restrictions on principal trading contained in section 206(3) of the Act. See
2007 Principal Trade Rule Release, Section L.

See Temporary Rule Regarding Principal Trades with Certain Advisory Clients,
Tnvestment Advisers Act Release No. 2965 (Dec. 23, 2009) [74 FR 69009 (Dec. 30,
2009)] (“2009 Extension Release”); Temporary Rule Regarding Principal Trades with
Certain Advisory Clients, Investment Advisers Act Release No. 2965A (Dec. 31, 2009)
[75 FR 742 (Jan. 6, 2010)] (making a technical correction to the 2009 Extension
Release).

See 2009 Extension Release, Section Il.c.

See Temporary Rule Regarding Principal Trades with Certain Advisory Clients,
Investment Advisers Act Release No. 3118 (Dec. 1,2010) {75 FR 75650 (Dec. 6, 2010)]
(proposing a two-year extension of rule 206(3)-3T’s sunset provision) (“2010 Extension
Proposing Release™); Temporary Rule Regarding Principal Trades with Certain Advisory
Clients, Investment Advisers Act Release No. 3128 (Dec. 28, 2010) (75 FR 82236 (Dec.
30, 2010)] (“2010 Extension Release™).

8 Pub. L. No. 111-203, 124 Stat. 1376 (2010). Under section 913 of the Dodd-Frank Act,
we were required to conduct a study and provide a report to Congress concerning the
obligations of broker-dealers and investment advisers, including standards of care
applicable to those intermediarics and their associated persons. Section 913 also
authorizes us to promulgate rules concerning the legal or regulatory standards of care for
broker-dealers, investment advisers, and persons associated with these intermediaries for
providing personalized investment advice about securities to retail customers, taking into
account the findings, conclusions, and recommendations of the study.




. whether rule 206(3)-3T should be substantively modified, supplanted, or permitted to
sunset.’

The study mandated by section 913 of the Dodd-Frank Act was prepared by the
staff and delivered to Congress on January 21, 2011.'° Since that time, we have
considered the findings, conclusions, and recornmendatipns of the 913 Study in order to
detcrmine whether to promulgate rules concerning the legal or regulatory standards of
care for broker-dealers and investment advisers. In addition, since issuing the 913 Study,
Commissioners and the staff have held numerous meetings with interested parties on the
study and related matters.'!

I1. Discussion
We are proposing to amend rule 206(3)-3T only to extend the rule’s sunset date

' . by two additional years.'? Absent further action by the Commission, the rule will sunset

~

See 2010 Extension Release, Section 11,

10 See Study on Investment Advisers and Broker-Dealers (“913 Study”) (Jan. 21, 201 1),
available at http://www.sec.gov/news/studies/201 1/913studyfinal.pdf. For a discussion
regarding principal trading, see section IV.C.1.(b) of the 913 Study. See also
Commissioners Kathleen L. Casey and Troy A. Paredes, Statement by SEC
Commissioners: Statement Regarding Study on Investment Advisers and Broker-Dealers
(Jan. 21, 2011), available at
http://www.sec.gov/news/speech/2011/spch01221 1klctap.htm.

See Comments on Study Regarding Obligations of Brokers, Dealers, and Investment
Advisers, File No. 4-606, available at http://sec.gov/comments/4-606/4-606.shtml.

The rule includes a reference to an “investment grade debt security,” which is defined as
“a non-convertible debt security that, at the time of sale, is rated in one of the four highest
rating categories of at least two nationally recognized statistical rating organizations (as
defined in section 3(a)(62) of the Exchange Act).” Rule 206(3)-3T(a)(2) and (c). Section
939A of the Dodd-Frank Act requires that we “review any regulation issued by [us] that
requires the use of an assessment of the credit-worthiness of a security or money market
instrument; and any references to or requirements in such regulations regarding credit
ratings.” Once we have completed that review, the statute provides that we modify any
regulations identified in our review to “remove any reference to or requirement of
reliance on credit ratings and to substitute in such regulations such standard of credit-
. worthiness” as we determine to be appropriate. We believe that the credit rating
requirement in the temporary rule would be better addressed after the Commission
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on December 31, 2012. We are proposing this extension because we continue to believe

that the issues raised by principal trading, including the restrictions in section 206(3) of .
the Advisers Act and our experiences with, and observations regarding, the operation of |
rule 206(3)-3T, should be considered as part of our broader consideration of the
regulatory requirements applicable to broker-dealers and investment advisers in
connection with the Dodd-Frénk Act.”
As discussed in the 2010 Extension Release, section 913 of the Dodd-Frank Act

authorizes us to promulgate rules concerning, among other things, the legal or regulatory

standards of care for broker-dealers, investment advisers, and persons associated with
these intermediaries when providing personalized investment advice about securities to

retail customers. Since the completion of the 913 Study in 2011, we have been

completes its review of the regulatory standards of care that apply to broker-dealers and
investment advisers. Therefore, we are not proposing any substantive amendments to the
rule at this time. See generally Report on Review of Reliance on Credit Ratings (July 21,
2011), available at http://www.sec.gov/news/studies/ZO1 1/939astudy.pdf (staff study
reviewing the use of credit ratings in Commission regulations).

2 The 913 Study is one of several studies relevant to the regulation of broker-dealers and

investment advisers mandated by the Dodd-Frank Act. See, e.g., Study on Enhancing
Investment Adviser Examinations (Jan. 19, 2011), available at
http://sec.gov/news/studies/201 1/914studyfinal.pdf (staff study required by section 914 of
the Dodd-Frank Act, which directed the Commission to review and analyze the need for
enhanced examination and enforcement resources for investment advisers),
Commissioner Elisse B. Walter, Statement on Study Enhancing Investment Adviser
Examinations (Required by Section 914 of Title IV of the Dodd-Frank Wall Street Reform
and Consumer Protection Act) (Jan. 19, 2011), available at :
http://sec.gov/news/speech/201 1/spch011911ebw.pdf. See also Study and
Recommendations on Improved Investor Access 1o Registration Information About
Investment Advisers and Broker-Dealers (Jan. 26, 2011), available at
http://sec.gov/news/studies/201 1/919bstudy.pdf (staff study required by section 919B of
the Dodd-Frank Act, that directed the Commission to complete a study, including
recommendations (some of which have been jimplemented) of ways to improve investor
access to registration information about investment advisers and broker dealers, and their
associated persons); United States Government Accountability Office Report to
Congressional Committees on Private Fund Advisers (July 11, 2011), available at
http://www.gao.gov/new.items/d] 1623.pdf (study required by section 416 of the Dodd-
Frank Act, which directed the Comptroller General of the United States to study the
feasibility of forming an self-regulatory organization to oversee private funds).




considering the findings, conclusions, and recommendations of the study and the
comments we have received from interested parties."* In addition, our staff has been
working to obtain data and economic a'nalysis related to standards of conduct and
enhanced regulatory harmonization of broker-dealers and investment advisers to inform
the Commission as it considers any future rulemaking. At this time, our consideration of
the regulatory requirements applicable to broker-dealers and investment advisers and the
recommendations from the 913 Study is ongoing. We will not complete our
consideration of these issues before December 31, 2012, the current sunset date for rule
206(3)-3T.

If we permit rule 206(3)-3T to sunset on December 31, 2012, after that date
investment advisers registered with us as broker-dealers that currently rely on rule
206(3)-3T would be required to comply with section 206(3)’s transaction-by-transaction
written disclosure and consent requirements without the benefit of the alternative means
of complying with these requirements currently provided by rule 206(3)-3T. This could
limit the access of non-discretionary advisory clients of advisor.y firms that are registered
with us as broker-dealers to certain securities.”” In addition, firms may be required to
make substantial changes to their disclosure documents, client agreements, procedures,
and systems.

We believe that the requirements of rule 206(3)-3T, coupled with regulatory

oversight, will adequately protect advisory clients for an additional limited period of time

1 Section 913(f) of the Dodd-Frank Act requires us to consider the 913 Study in any
rulemaking authorized by that section of the Dodd-Frank Act. See also Comments on
Study Regarding Obligations of Brokers, Dealers, and Investment Advisers, File No. 4-
606, available at http://sec.gov/comments/4-606/4-606.shtml.

For a discussion of the costs and benefits underlying rule 206(3)-3T, see 2007 Principal
Trade Rule Release, Section VI.C.
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while we consider more broadly the regulatory requirements applicable to broker-dealers

and investment advisers."® In the 2010 Extension Proposing Release, we discussed .
certain compliance issues identified by the Office of Compliance, Inspections and
Examinations.)” One matter identified in the staff’s review resulted in a settlement of an
enforcement proceeding and other matters continue to be reviewed by the staff.'® Since
2010 and throughout the period of the proposed extension, the staff has and would
continue to examine firms that engage in principal transactions and will take appropriate
action to help ensure that firms are complying with section 206(3) or rule 206(3)-3T (as
applicable), including possible enforcement action.
In light of these considerations, we believe that it would be premature to require
firms currently relying on the rule to restructure their operations and client relationships

before we complete our consideration of the standards of conduct and regulatory |

requirements applicable to broker-dealers and investment advisers. To the extent our -
consideration of these issues leads to new rules concerning principal trading, these firms
would be required to restructure their operations and client relationships, potentially at

substantial expense.

16 In addition, rule 206(3)-3T(b) provides that the rule does not relieve an investment

adviser from acting in the best interests of its clients, or from any obligation that may be
imposed by sections 206(1) or (2) of the Advisers Act of any other applicable provisions
of the federal securities laws.

See 2010 Extension Proposing Release, Section 11 (discussing certain compliance issues
identified by the Office of Compliance Inspections and Examinations with respect to the

- requirements of section 206(3) or rule 206(3)-3T and noting that the staff did not identify
any instances of “dumping” as part of its review).

B See In the Matter of Feltl & Company, Inc., Investment Advisers Act Release No. 3325
(Nov. 28, 2011) (settled order finding, among other things, violations of section 206(3) of
the Advisers Act for certain principal transactions and section 206(4) of the Advisers Act
and rule 206(4)-7 thereunder for failure to adopt written policies and procedures
reasonably designed to prevent violations of the Advisers Act and its rules).




As part of our broader consideration of the regulatory requirements applicable to
broker-dealers and investment advisers, we intend to carefully consider principal trading
by advisers, including whether rule 206(3)-3T should be substantively modified,
supplanted, or permitted to sunset. In making these determinations, -we will consider,
among other things, the 913 Study, relevant comments received in connection with the
913 Study and any rulemaking that may follow, the results of our staff’s evaluation of the
operation of rule 206(3)-3T, and comments we receive on rule 206(3)-3T in connection
with this proposed extension.

II.  Request for Comment

We request comment on our proposal to extend rule 206(3)-3T’s sunset date for
two additional years.

e Should we allow the rule to sunset?

e If so, what costs would advisers thét currently rely on the rule incur? What would
be the impact on their clients?

- & If we allow the rule to sunset, should we consider requests from investment
advisers that are registered with us as broker-dealers for exemptive orders
providing an alternative means of compliance with section 206(3)?

* If we extend the rule’s sunset date, is two years an appropriate period of time to
extend the sunset date? Or should we extend the rule’s sunset date for a different
period of time? If so, for how long?

» Isitappropriate to extend rule 206(3)-3T"s sunset date for a limited period of time
in its current form while we complete our broader consideration of the regulatory

requirements applicable to broker-dealers and investment advisers?
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o Should we consider changing the requirements for adviser disclosures to have
registered acivisers provide more information to us and their clients about whether
they are relying on the rule? For example, should we amend Part 1A of Form
ADV to require advisers to disclose whether they rely on rule 206(3)-3T for
certain principal transactions? Should we amend Part 2A of Form ADV to
require advisers who rely on rule 206(3)-3T to provide a description to clients of
the policies and procedures they have adopted to ensure compliance with the rule?

e Why do advisers eligible to rely on the temporary rule not rely on it?

IV. Paperwork Reduction Act

Rule 206(3)-3T contains “colleétion of information” requirements within the
meaning of the Paperwork Reduction Act of 1995.% The Office of Management and
Budget (“OMB”) last approved the collection of information with an expiration date of
" May 31,2014. Anagency may not conduct or sponsor, and a person is not required to
respond to, a collection of information unless it displays a currently valid OMB control
number. The title for the collection of information is: “Temporary rule for principal
trades with certain advisory clients, rule 206(3)-3T” and the OMB control number for the
collection of information is 3235-0630.

The amendment to the rule we are proposing today — to extend rule 206(3)-31’s
sunset date for two years — does not affect the current apnual aggregate estimated hour
burden of 378,992 hou:rs.26 Therefore, we are ﬁot revising the Paperwofk Reduction Act

burden and cost estimates submitted to OMB as a result of this proposed amendment.

1 44 U.S.C. 3501 et seq.

» See Proposed Collection; Comment Request, 75 FR 82416 (Dec. 30, 2010); Submission
for OMB Review; Comment Request, 76 FR 13002 (Mar. 9, 2011).
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We request comment on whether the estimate_s continue to be reasonable. Have
circumstances changed such that these estimates (or the underlying assumptions
embedded in these estimates) should be modified or revised? Persons submitting
comments shoﬁld direct the comments to the Office of Management and Budget,
Attention: Desk Officer for the Securities and Exchangé Commission, Office of
Information and Regulatory Affairs, Washington, DC 205 03, and should send a copy to
Elizabeth M. Murphy, Secretary, Securities and Exchange Commission, 100 F Street,
NE, Washington, DC 20549-1090, with reference to File No. §7-23-07.

V. Economic Analysis

A, Introduction

The Commission is sensitive fo the costs and benefits of its rules. The discussion
below addresses the costs and benefits of extend'in'g tule 206(3)-3T’s sunset date for two
years, as well as the effect of the proposed extension on the promotion of efficiency,
competition, aﬂd capital formation as required by sectiqn 202(c) of the Advisers Act.”!

Rule 206(3)-3T provides an alternative means for investment advisers that are
registered with the Commission as broker-dealers to meet the requirements of section
206(3) of the Advisers Act when they act in a principal capacity in transactions with their
non-discretionary advisory clients. Other than proposing to extend rule 206(3)-3T’s
sunset date for two years, we are not otherwise proposing to modify the rule from its

current form. We previously considered and discussed the economic analysis of rule.

2 15U.S.C. 80b-2(c). Section 202(c) of the Advisers Act mandates that the Commission,
when engaging in rulemaking that requires it to consider or determine whether an action
is necessary or appropriate in the public interest, consider, in addition to the protection of
investors, whether the action will promote efficiency, competition, and capital formation.
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206(3)-3T in its current form in the 2007 Principal Trade Rule Release, the 2009

Extension Release, and the 2010 Extension Release.” .
The baseline for the following analysis of the benefits and costs of the proposed

rule is the situation in existence today, in which investment advisers that are registered

with us as broker-dealers can choose to use rule 206(3)-3T as an alternative means to

comply with section 206(3) of the Advisers Act when engaging in principal transactions

with their non-discretionary advisory clients. The proposed amendment, which will

extend rule 206(3)-37T’s sunset date by an additional two years, will affect investment

advisers that are registered with us as broker-dealers and engage in, or may consider

engaging in, principal transactions with non-discretionary advisory clients, as well as the

non-discretionary advisory clients of these firms that engage in, or may consider

engaging in, principal transactions. The extent to which firms currently rely on the rule is

unknown.> Past comment letters have indicated that since its implementation in 2007,

both large and small advisers have relied upon the rule.*

*

See 2007 Principal Trade Rule Release, Sections VI-VII; 2009 Extension Release,
Sections V-VI; 2010 Extension Release, Sections V-V

2 Based on JARD data as of August 1, 2012, we estimate that there are less than 100

registered advisers that are also registered as broker-dealers that have non-discretionary
advisory accounts and that engage in principal transactions.

# See Comment Letter of Securities Industry and Financial Markets Association (Dec. 20,

2010); Comment Letter of Winslow, Evans & Crocker (Dec. 8, 2009) (“Winslow, Evans
& Crocker Letter”); Comment Letter of Bank of America Corporation (Dec. 20, 2010)
(“Bank of America Letter”). .
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B. Benefits and Costs of Rule 206(3)-3T

As stated in previous releases, we believe the principal benefit of rule 206(3)-3T
is that it maintains investor choice and protects the interests of investors. Rule 206(3)-3T
also provides non-discretionary advisory clients easier access to a wider range of
securities by providing a lower cost and more efficient alternative for an adviser that is
registered with us as a broker-dealer to comply with the requirements of section 206(3) of
the Advisers Act. Non-discretionary advisory clients also benefit from the protections of
the sales practice rules of the Exchange Act and the relevant self-regulatory
organization(s), and the ﬁdﬁciary duties and other obligations imposed by the Advisers
Act. The rule also may promote a more efficient allocation of capital by increasing
access of non-discretionary advisory clients to a wider range of securities. In the long
term, the more efficient allocation of capital may lead to an increase in capital formation.

A commenter disagreed with a number of the beneﬁtg of rule 206(3)-3T described
above in connection with the 2010 extension of the rule, but did not provide any specific
data, analysis, or other information in support of its comment.?® This commenter also
argued that rule 206(3)-3T would impede, rather than promote, gapital formation because
it would lead to “more numerous and more severe violations. . .of the trust placed by
individual investors in their trusted investment adviser.”*® While we understand the view

that numerous and severe violations of trust could impede capital formation, we have not

& See Comment Letter of the National Association of Personal Financial Advisors (Dec. 20,-

2010} (“NAPFA Letter”) (questioning the benefits of the rule in: (1) providing
protections of the sales practice rules of the Exchange Act and the relevant self-
regulatory organizations; (2) allowing non-discretionary advisory clients of advisory
firms that are also registered as broker-dealers to have easier access to a wider range of
securities which, in turn, should continue to lead to increased liquidity in the markets for
these securities; (3) maintaining investor choice; and (4) promoting capital formation).

% See id.
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seen any evidence that rule 206(3)-3T has caused this result. The staff has not identified
instances where an adviser has used the temporary rule to “dump” unmarketable _ .
securities or securities that the adviser believes may decline in value into an advisory
account, a harm -that section 206(3) and the conditions and limitations of rule 206(3)-3T
are designed to redress.?’ No commenter provided any substantive or specific evidence
to contradict the Commission’s previous conclusion that the rule benefits investors, and
the Commission continues to believe that the rule provides those benefits.**
We also received comments on the 2007 Principal Trade Rule Release from

commenters who opposed the limitation of the temporary rule to investment advisers that

are registered with us as broker-dealers, as well as to accounts that are subject to both the
Advisers Act and Exchange Act as providing a competitive advantage to investment

advisers that are registered with us as broker-dealers.”’ Based on our experience with the

rule to date, and as we noted in previous releases, we have no reason to believe that
broker-dealers (or affiliated but separate investment advisers and broker-dealers) are put
at a competitive disadvantage to advisers that are themselves also registered as broker-
dealers.?® We intend to continue to evaluate the effects of the rule on efficiency,
competition, and capital formation in connection with our broader consideration of the

regulatory requirements applicable to broker-dealers and investment advisers.

2 See supran.17,

8 See 2007 Principal Trade Rule Release, Section VL.C; 2009 Extension Release, Section
V; 2010 Extension Release, Section V.,

» See Comment Letter of the Financial Planning Association (Nov. 30, 2007); Comment

Letter of the American Bar Association, section of Business Law’s Committee on Federal
Regulation of Securities (Apr. 18, 2008). See also 2009 Extension Release, Section VL

30 See 2009 Extension Release, Section VI, 2010 Extension Release, Section VL. _ .
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. . As we discussed in previous releases, there are also several costs associated with
rule 206(3)-3T, including the operational costs associated with complying with the rule.!
In the 2007 Principal Trade Rule Release, we presented estimates of the costs of each of
the rule’s disclosure elements, including: prospective disclosure and consent; transaction-
by-transaction disclosure and consent; transaction-by-transaction confirmations; and the
annual report of principal transactions. We also provided estimates for the following
related costs of compliance with rule 206(3)-3T: (i) the initial distribution of prospective
disclosure and collection of consents; (i) systems programming costs to ensure that trade
confirmations contain all of the information required by the rule; and (11) systems
programming costs to aggregate already-collected information to generate compliant
principal transactions reports. We did not receive comments directly addressing with

' supporting data the cost analysis we presented in the 2007 Principal Trade Rule Release.

. We do not believe the extension we are proposing today would materially affect the cost
estimates associated with the rule.*? We request coMent on whether the proposed

extension would impact our previous estimates.

C. Ben;afits and Costs of the Proposed Extension

In addition to the benefits of rule 206(3)-3T c}escribed above and in previous
releases, we believe there are benefits to extending the rule’s sunset ‘date for an additional
two years. A temporary extension of rule 206(3)-3T would have the benefit of providing

the Commission with additional time to consider principal trading as part of the broader

i See supran. 22.

32 In the 2007 Principal Trade Rule Release, we estimated the total overall costs, including

estimated costs for all eligible advisers and eligible accounts, relating to compliance with
rule 206(3)-3T to be $37,205,569. See 2007 Principal Trade Rule Release, Section VI.D.
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consideration of the regulatory requirements applicable to broker-dealers and investment
advisers without causing disruption to the firms and clients relying on the rule. .
One alternative to the proposed extension of the rule’s sunset date would be to let
the temporary rule sunset on its current sunset date, and so preclude investment advisers
from engaging in principal transactions with their advisory clients unless in compliance
with the requirements of section 206(3) of the Advisers Act. As explained in the 2010
Extension Release, if we do not extend rule 206(3)-3T’s sunset date, firms currently
relying on the rule would be required to restructure their operations and client
relationships on or before the rule’s current -expiration date — potentially only to have to
do so again later (first when the rule sunsets or is modified, and again if we adopt a new
approach in connection with our broader consideration of the regulatory requirements

applicable to broker-dealers and investment advisers).”> On the other hand, if the rule’s

_ sunset date is extended for two years, firms relying on the rule would continue to be able
to offer clients and prospective clients access to certain securities on a principal basis and
would not need to incur the cost of adjusting to a new set of rules or abandoning the
systems established to comply with the current rule during this two-year period.' An
extension of the rule would also permit non-discretionary advisory clients who have had

~ access to certain securities because of the:ir advisers’ reliance on the rule to trade on a
principal basis to continue to have access to those securities without disruption.

We recognize that if tﬁis proposal is adopted, ﬁﬁns relying on the rule woﬁld
continue to incur the costs associated with complying with the rule for two additional

years. We also recognize that a temporary rule, by nature, creates long-term uncertainty,

33

See 2010 Extension Release, Section V.
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which in turn, may result in a reduced ability of firms to coordinate and plan future
business activities.*® However, we belicve that it would be premature to allow the rule to
sunset or to adopt the rule on a permanent basis while consideration of the regulatory
requirements applicable to broker-dealers and investment advisers is ongoing. The
Commission also considered extending the rule’s sunset date for a pertod other than two
years. Should our consideration of the fiduciary obligations and other regulatory
requirements applicable to broker-dealers and investment advisers extend beyond the
proposed sunset date of the temporary rule, a longer period may be appropriate. On
balance, however, we believe that the proposed two-year extension of rule 206(3)-3T
appropriately addresses the concerns of firms gnd clients relying on the rule while
preserving the Commission’s ability to address principal trading as part of its broader-
consideration of the standards applicable to investment advisers and broker-dealers. We
will continue to assess the rule’s operation and impact along wi-th intervening
developments during the period of the extension.

D. Request for Comment

We request comment on all aspects of the economic analysis, including the
accuracy of the potential costs and benefits identified and assessed in this Release and the
prior releases, any other costs or benefits that may result from the proposal, and whether
the proposal, if adopted, would promote efficiency, competition, and capital formation.

Commenters are requested to provide empirical data to support their views.

M We received several comments in connection with prior extensions of the rule urging us

to make the rule permanent to avoid such uncertainty. See e.g., Winslow, Evans &
Crocker Letter; Bank of America Letter.
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VIL. Initial Regulatory Flexibility Act Analysis

The Commission has prepared the following Initial Regulatory Flexibility .
Analysis (“IRFA”) regarding the proposed amendment to rule 206(3)-3T in accordance
with section 3(a) of the Regulatory Flexibility Act.®
A. Reasons for Proposed Action
We are proposing to extend rule 206(3)-3T’s sunset date for two years because we
believe that it would be premature to require firms relying on the rule to restructure their
operations and client relationships before we complete our broader consideration of the
regulatory requirements applicable to broker-dealers and investment advisers.
B. Objectives and Legal Basis
The objective of the proposed amendment to rule 206(3)-3T, as discussed above,

is to permit firms currently relying on rule 206(3)-3T to limit the need to modify their

operations and relationships on multiple occasions, both before and potentially after we
complete any regulatory actions stemming from the 913 Study.

We are proposing to amend rule 206(3)-3T pursuant to sections 206A and 211(a)
of the Advisers Act [15 U.S.C. 80b-6aand 15 U.S.C. 80b-11(a)}.

C. Small Entities Subject to the Rule

Rule 206(3)-3T is an alternative method of complying with Advisers Act section
206(3) and is available to all investment advisers that: (i) are registered as broker-dealers
under the Exchange Act; and (ii) effect trades with clients directly or indirectly through a
broker-dealer controlling, controlled by or under common controi with the investment

adviser, including small entities. Under Advisers Act rule 0-7, for purposes of the

» 5 1U.S.C. 603(a).
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Regulatory Flexibility Act an investment adviser generally is a small entity if it: (i) has
assets under management of less than $25 million; (ii) did not have total assets of §5
million or more on the last day of its most recent fiscal year, and (iii) does not control, is
not controlled by, and is not under common control with another investment adviser that
has assets under management of $25 million or more, or any person (otﬁer than a natural
person) that had total assets of $5 rﬁillion or more on the last day of its most recent fiscal
year.*®

We estimate that as of August 1, 2012, 547 SEC-registered investment advisers
were small entities.’” As discussed in the 2007 Principal Trade Rule Release, we opted
not to make the relief provided by rule 206(3)-3T available to all investment advisers,
and instead have restricted it to investment advisers that are registered as broker-dealers
under the Exchange Act.*® We therefore estimate for purposes of this IRFA that 7 of
these small entities (those that are both investment advisers and registered broker-dealers)
could rely on rule 206(3)-3T.*

D. Reporting, Recordkeeping, and other Compliance Requirements

The provisions of rule 206(3)-3T impose certain reporting or recordkeeping
requirements, and our proposal, if adopted, -would extend the imposition of these
requirements for an additional two years. We do not, however, expect that the proposed

two-year extension of the rule’s sunset date would alter these requirements.

3 See 17 CFR 275.0-7.

7 IARD data as of August 1, 2012,

3 See 2007 Principal Trade Rule Release, Section VIILB.
» IARD data as of August 1, 2012.
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Rule 206(3)-3T is designed to provide an alternative means of compliance with

the requirements of section 206(3) of the Advisers Act. In{restment advisers taking .
advantage of the rule with respect 10 non-discretionary advisory accounts would be
required to make certain disclosures to clients on a prospective, transaction-by-
transaction and annual basis.
Specifically, rule 206(3)-3T permits an adviser, with respect to a non-
discretionary advisory account, to comply with section 206(3) of the Advisers Act by,
among other things: (i) making certain written disclosures; (ii) obtaining written, |
revocable consent from the élient prospectively authorizing the adviser to enter into
principal trades; (iii) making oral or written disclosure and obtaining the client’s consent
orally or in writing prior to the execution of each principal transaction; (iv) sending to the

client a confirmation statement for each principal trade that discloses the capacity in

which the adviser has acted and indicating that the client consented to the transaction; and .
(v) delivering to the client an annual report itemizing the principal transactions. Advisers
are already required to communicate the content of many of the disclosures pursuant to
their fiduciary obligations to clients. Other disclosures are already required by rules
applicable to broker-dealers.
Our proposed amendment, if adopted, only would extend the rule’s sunset date for
two years. Advisers currently relying on the rule aiready should be making the
disclosureé described above.
E. Duplicative, Overlapping, or Conflicting Federal Rules

We believe that there are no rules that duplicate or conflict with rule 206(3)-3T,

which presents an alternative means of complance with the procedural requirements of
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section 206(3) of the Advisers Act that relate to principal transa(;tions.

We note, however, that rule 10b-10 under the Exchange Act is a separate
confirmation rule that requires broker-dealers to provide certain information to their
customers regarding the transactions they effect, including whether the broker or dealer is
acting as an agent or as a principal for its own account in a given transaction.
Furthermore, FINRA rule 2232 requires broker-dealers that are members of FINRA to
deliver a written notification in conformity with rule 10b-10 under the Exchange Act
containing certain information. Rule G-15 of the Municipal Securities Rulemakiﬁg
Board also contains a separate confirmation rule that governs transactions in municipal
securities, and requires brokers, dealers and municipal securities dealers to disclose,
among other things, the capacity in which the firm effected a transaction (i.e., as an agent
or principal). In addition, investment advisers that are qualified custodians for purposes
of rule 206(4)-2 under the Advisers Act and that maintain custody of their advisory
clients’ assets must send quarterly account statements to their clients pursuant to rule
206(4)-2(a)(3) under the Advisers Act.

These rules overlap with certain elements of rule 206(3)-3T, but we designed the
temporary rule to work efficiently together with existing rules by permitting firms to
incorporate the required disclosure into one confirmation statement.

F. Significant Alternatives

The Regulatory Flexibility Act directs us to consider significant alternatives that
would accomplish our stated objective, while minimizing any significant adverse impact

on small entities.*® Alternatives in this category would include: (i) establishing different

4 See 5 U.S.C. 603(c).
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~ compliance or reporting standards or timetables that take into account the resources

available to small entities; (ii) clarifying, consolidating, or simplifying compliance .
requirements under the rule for small entities; (iii) using performance rather than design

standards; and (iv) exempting small entities from coverage of the rule, or any part of the

rule.

We believe that special compliance or reporting requirements or timetables for
small entities, or an exemption from coverage for small entities, may create the risk that
the investors who are advised by and effect securities transactions through such small
entities would not receive adequate disclosure. Moreover, different disclosure
requirements could create investor confusion if it creates the impression that small
investment advisers have different conflicts of interest with their advisory clients in
connection with principal trading than larger investment advisers. We believe, therefore,
that it is important for the disclosure protections required by the rule to be provided to .
advisory clients by all advisers, not just those that are not considered small entities.
Further consolidation or simplification of the proposals for investment advisers that are
small entities wduld be inconsistent with the Commission’s goals of fostering investor
protection.

We have endeavored through rule 206(3)-3T to minimize the regulatory burden
on all investment advisers eligible to rely on the rule, including small entities, while
meeting our regulatory objectives. It w'as our goal to ensure that éligible small entities
may benefit from the Commission’s approach to the rule to the same degree as other

eligible advisers. The condition that advisers seeking to rely on the rule must also be

registered with us as broker-dealers and that each account with respect to which an
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adviser seeks to rely on the rule must be a brokerage account subject to the Exchange
Act, and the rules thereunder, and the rules of the self-regulatory organization(s) of which
the broker-dealer is a member, reflect what we believe is an important element of our
balancing between easing regulatory burdens (by affording advisers an alternative means
of compliance with section 206(3) of the Act) and meeting our investor protection
“objectives.!! Finally, we do not consider using performance rather than design standards
to be consistent with our statutory mandate of investor protection in the present context.

G. Solicitation of Comments

We solicit written comments regarding our analysis. We request comment on
whether the rule will have any effects that we have not discussed. We request that
commenters describe the nature of any impact on small entities and provide empirical
data to support the extent of the impact.

Do small investment advisers belicve an alternative means of compliance with
section 206(3) should be available to more of them?
VIII. Consideration of Impact on the Economy

For purposes of the Small Business Regulatory Enforcement Fairness Act of
1996, or “SBREFA,”* we must advise OMB whether a proposed regulation constitutes a
“major” rule. Under SBREFA, a rule is considered “major” where, if adopted, it results

in or is likely to result in: (1) an annual effect on the economy of $100 million or more;

“ See 2007 Principal Trade Rule Release, Section I1.B.7 (noting commenters that objected
to this condition as disadvantaging small broker-dealers (or affiliated but separate
investment advisers and broker-dealers)).

4 Pub. L. No. 104-121, Title II, 110 Stat. 857 (1996) (codified in various sections of 5
US.C, 15 U.S.C. and as a note to 5 U.S.C. 601).




24

(2) a major increase in costs or prices for consumers or individual industries; or (3)
significant adverse effects‘ on competition, investment or innovation.

We request comment on the potential impact of the proposed amendment on the
economy on an annual basis. Commenters are requested to provide empirical data and
other factual support for their views to the extent possible.

IX. Statutory Authority

The Commission is proposing to amend rule 206(3)-3T pursuant to sections 206A

and 21 1(5.1) of the Advisers Act [15 U.S.C. 80b-6a and 80b-11(a)].
List of Subjects in 17 CFR Part 275

Investment advisers, Reporting and recordkeeping requirements.
Text of Proposed Rule Amendment

For the reasons set out in the preamble, Title 17, Chapter 11 of the Code of Federal
Regulations is ;;roposed to be amended as follows. |

PART 275 -- RULES AND REGULATIONS, INVESTMENT ADVISERS ACT OF
1940

1. The authority citation for Part 275 continues to read in part as follows:
Authority: 15 U.S.C. 80b-2(a)(11)(G), 80b-2(a)(11)(H), 80b-2(a)(17), 80b-3,

80b-4, 80b-4a, 80b-6(4), 80b-6a, and 80b-11, unless otherwise noted.

* * * * *
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§275.206(3)-3T [Amended]

2.1n § 275.206(3)-3T, amend paragraph (d) by removing the words “December

31, 2012” and adding in their place “December 31, 2014.”

By the Commission.

Elizabeth M. Murphy
Secret_ary

Dated: October 9, 2012
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SECURITIES EXCHANGE ACT OF 1934
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ADMINISTRATIVE PROCEEDING
File No. 3-12591

.:  ORDER AMENDING
In the Matter of : ORDER INSTITUTING
: ADMINISTRATIVE AND E
Banc of America Securities LL.C : CEASE-AND-DESIST PROCEEDINGS,
with Merrill Lynch, Pierce, Fenner : MAKING FINDINGS, AND IMPOSING

& Smith Incorporated as : REMEDIAL SANCTIONS AND
Successor, :+ A CEASE-AND-DESIST ORDER
' :  PURSUANT TO SECTIONS 15(b)(4)
Respondent. : AND 21C OF THE SECURITIES
- : EXCHANGE ACT OF 1934

L

On March 14, 2007 the U. S. Securitics and Exchange Commission (“Commission™)
issued an Order Instituting Administrative and Cease-and-Desist Proceedings, Making
Findings, and Imposing Remedial Sanctions and a Cease-and-Desist Order Pursuant to
Sections 15(b)(4) and 21C of the Securities Exchange Act of 1934 against Banc of America
Securities LLC (the “2007 BAS Order”). The 2007 BAS Order found that, from January
1999 through December 2001, BAS issued materially false and misleading research on three
different companies. The 2007 BAS Order also found that BAS lacked policies and
procedures to prevent the misuse by the firm and its employees of material nonpublic
information concerning the content and timing of its research reports.

The 2007 BAS Order censured BAS and ordered BAS to: (i) cease and desist from
committing or causing any violations or future violations of Sections 15(c) and 15(f) of the
Securities Exchange Act of 1934, and Rule 15¢1-2(a) promuigated thereunder; (ii) pay $26
million in disgorgement and penalties into a fair fund for distribution to its affected
customers; (iii) retain an independent consultant to conduct a comprehensive review of the
firm’s internal controls to prevent the misuse of material nonpublic information concerning
BAS research; (iv) certify to the Commission’s staff in the second year following the
issuance of the 2007 BAS Order that BAS had established and continued to maintain

- Exchange Act Section 15(f) policies, practices, and procedures consistent with the findings of

the 2007 BAS Order; and (v)-comply with Addendum A to the 2007 BAS Order, which
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implemented certain structural changes to the operations of the firm’s equity research and
investment banking departments. Section 1.1.a. of Addendum A to the 2007 BAS Order
specifies that it applies to successors and assigns of BAS’s investment banking and research
operations.

IL

Merrill Lynch, Pierce, Fenner & Smith Incorporated (“MLPFS™), as the successor to
BAS, has submitted an Amended Offer of Settlement (the “Amended Offer”) in which it
consents to the entry of an Order amending the 2007 BAS Order. 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 MLPFS, as the successor to BAS, admits, MLPFS consents to the
1ssuance of this Order Amending Order Instituting Administrative and Cease-and-Desist
Proceedings, Making Findings, and Imposing Remedial Sanctions and a Cease-and-Desist
Order Pursuant to Sections 15(b)(4) and 21C of the Securities Exchange Act of 1934
(“Amended Order”). '

On the basis of this Amended Order and the Amended Offer of MLPFS, as the
successor to BAS, the Commission finds that:

A. Respondent

Banc of America Securities LI.C (“BAS”) was a Delaware corporation with its
principal place of business in New York City, New York. It was a subsidiary of Bank of
America Corporation. BAS was registered with the Commission as a broker-dealer pursuant
to Section 15(b) of the Exchange Act and as an investment adviser pursuant to Sections
203(c) and 15(f) of the Investment Advisers Act of 1940 until it filed Form BDW on
November 29, 2010 and was terminated by the Commission on January 27, 2011 and by the
Financial Industry Regulatory Authority (“FINRA”) on January 31, 2011. BAS was the
successor-in-interest to NationsBanc Montgomery Securnities. BAS was a member of the
New York Stock Exchange (“NYSE”), the National Association of Securities Dealers and
other national securities exchanges. On November 1, 2010, BAS was merged into MLPFS.
BAS no longer exists as an entity, and MLPFS 1s the surviving entity.

B. Related Entities

1. Bank of America Corporation, (“BAC”) is a Delaware corporation, a bank
holding company and a financial holding company under the Gramm-Leach-Bliley Act.
BAC’s principal offices are located in Charlotte, North Carolina. BAC’s common stock is
registered with the Commission pursuant to Section 12(b) of the Exchange Act and trades on
the NYSE. BAC was the ultimate parent company of BAS.

2. Merrill Lynch & Co., Inc., (“Merrill”) is a Delaware corporation, and is now
a wholly-owned subsidiary of BAC. Prior to its acquisition by BAC on January 1, 2009,




Merrill’s common stock was registered with the Commission pursuant to Section 12(b) of the
Exchange Act and traded on the NYSE. Merrill is the parent company of MLPFS.

3. Merrill Lynch, Pierce, Fenner & Smith Incorporated (“MLPFS”) is a
Delaware corporation with its principal executive offices in New York, New York. MLPFS
is a broker-dealer registered with the Commission pursuant to Section 15(b) of the Exchange
Act. MLPFS is a wholly-owned subsidiary of Merrill, and, since January 1, 2009, an indirect
wholly-owned subsidiary of BAC. On November 1, 2010, BAS was merged into MLPFS,
and MLPFS is the surviving entity.

C. Facts

On April 28, 2003, the Commission filed a complaint against MLPFS in the U.S.
District Court for the Southern District of New York, entitled, inter alia, Securities and
Exchange Commission v. Merrill Lynch, Pierce. Fenner & Smith Inc., 03 Civ. 2941 (WHP)
(S.D.N.Y. April 28, 2003), alleging that the investment banking interests of MLPFS
exercised undue influence over its securities research operations and that MLPFS issued
fraudulent and inconsistent research reports in violation of Section 15(c) of the Exchange Act
and Rule 15c1-2 thereunder, as well as various related SRO rules (the “MLPFS action™). On
October 31, 2003, the Court issued a Final Judgment as to Defendant Merrill Lynch, Pierce.
Fenner & Smith Incorporated (the “2003 MLPFS Final Judgment™), wherein the Court
ordered MLPFS, inter alia, to “comply with the undertakings set forth in Addendum A
hereto.” (Section VIII of the 2003 MLPFS Final Judgment). BAS was not involved in the
district court action. '

On March 14, 2007, the Commission issued an Order Instituting Administrative and
Cease-and-Desist Proceedings, Making Findings, and Imposing Remedial Sanctions and a
Cease-and-Desist Order Pursuant to Sections 15(b)(4) and 21C of the Securities Exchange
Act of 1934 against BAS (the “2007 BAS Order”). The 2007 BAS Order found that from
January 1999 through December 2001, BAS investment bankers inappropriately influenced
equity research analysts, resulting in the publication of materially false and misleading
research reports on at least three companies in violation of Sections 15(c) and 15(f) of the
Exchange Act and Rule 15¢1-2(a) thereunder. The 2007 BAS Order, among other things,
ordered BAS to comply with Addendum A to the 2007 BAS Order. Addendum A by its
terms applies to successors and assigns of BAS” investment banking and research operations.
At that time, the language of Addendum A to the 2007 BAS Order was, in all material

_respects, essentially identical to Addendum A to the 2003 MLPFS Final Judgment.

On January 1, 2009, BAC, the parent company of BAS, acquired Merrill, the parent
company of MLPFS. Following that acquisition, BAC transferred legacy BAS equity .
research operations from BAS to MLPFS. In that regard, the registrations of the legacy BAS
equity research analysts were transferred to MLPFS, and MLPFS assumed supervisory
responsibility for these analysts.

On November 1, 2010, BAS was merged into MLPFS, and BAS ceased to exist. A
Form BDW for BAS was filed on November 29, 2010. BAS’ registration was terminated by
the Commission on January 27, 2011 arid FINRA on January 31, 2011. As the successor to
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BAS, MLPFS became subject to Addendum A of the 2007 BAS Order. At the same time,
MLPFS remains subject to Addendum A to the 2003 MLPFS Final Judgment.

On March 15, 2010, in the MLPES action, the District Court modified Addendum A
to the 2003 MLPFS Final Judgment by, inter alia, removing certain provisions that remain in
Addendum A to the 2007 BAS Order. Since that date, MLPFS has been subject to two
differing Addenda concerning substantially identical subjects.

VI

In view of the foregoing, the Commission deems it appropriate and in the public
interest to amend the 2007 BAS Order as agreed to in the Amended Offer of MLFPS as
successor to BAS.

Accordingly, IT IS HEREBY ORDERED that the 2007 BAS Order is amended to:

(1) Strike Addendum A to the 2007 BAS Order;

(2)  Order that henceforth the successors and assigns of BAS shall comply with all
orders, addenda and undertakings in SEC v. Merrill Lynch, Pierce, Fenner &

Smith Inc., 03 Civ. 2941 (WHP) (S.D.N.Y. April 28, 2003), as modified on
March 15, 2010; and

(3) Order that in all other respects, aside from Addendum A, the 2007 BAS Order
remains in effect and binding on Respondent’s successors and assigns.

By the Commission. -

Elizabeth M. Murphy
Secretary

Pe‘kgson
(ssistant Secretary
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In the Matter of :
: ORDER INSTITUTING PROCEEDINGS
CHINA MEDICAL ' PURSUANT TO SECTION 12(j) OF THE
TECHNOLOGIES, INC,, SECURITIES EXCHANGE ACT OF 1934
- | AND NOTICE OF HEARING
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L

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

1L
After an investigation, the Division of Enforcement alleges that:
A. RESPONDENT

1. China Medical is a Cayman Islands corporation located in the People’s Republic of
China that purports to develop, manufacture and market medical devices. In 2005, China Medical
registered its ordinary shares pursuant to Section 12(g) of the Exchange Act and registered an
initial public offering of American Depositary Shares (“ADSs”) (each of which represented ten
ordinary shares), which were quoted on the Nasdaq National Market. In 2006, after Nasdaq Stock
Market LLC became a registered national securities exchange, the ordinary shares became
registered pursuant to Section 12(b) of the Exchange Act, and the ADSs became listed on the
Nasdaq Global Select Market (“Nasdaq™). On March 14, 2012, Nasdag filed a Form 25, pursuant
to which the China Medical ADSs were delisted effective March 26, 2012, and the ordinary shares
were deregistered from Section 12(b) effective June 12, 2012. At that point, the ordinary shares
reverted to their previous Section 12(g) registration. China Medical ADSs are currently quoted on
OTC Link (fk.a. “the Pink Sheets”) operated by OTC Markets Group Inc. and quote under the
ticker symbol “CMEDY.” China Medical identifies itself as a foreign private issuer under the
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Exchémge Act and has filed and furnished reports with the Commission on Forms 20-F and 6-K.
As of July 27, 2012, pursuant to an Order by the Grand Court of the Cayman Islands, China
Medical has been under the control of Joint Official Liguidators.

B. DELINQUENT PERIODIC FILING

2. Section 13(a) of the Exchange Act and Rule 13a-1 thereunder require issuers with
classes of securities registered pursuant to Section 12 of the Exchange Act to file annual reports
with the Commission.

3. China Medical has failed to comply with Section 13(a) of the Exchange Act and
Rule 13a-1 thereunder, while its securities were registered with the Commission pursuant to
Section 12 of the Exchange Act, in that it has not filed an Annual Report on Form 20-F since July
18, 2011.

111,

In view of the allegations made by the Division of Enforcement, the Commission deems it
necessary and appropriate for the protection of investors that public administrative proceedings be
instituted to determine:

A Whether the allegations contained in Section II hereof are true and, in connection
therewith, to afford Respondent an opportunity to establish any defenses to such allegations; and,

B. Whether it is necessary and appropriate for the protection of investors to suspend
for a period not exceeding twelve months, or revoke the registration of each class of securities
registered pursuant to Section 12 of the Exchange Act of the Respondent identified in Section II
hereof, and any successor under Exchange Act Rules 12b-2 or 12g-3, and any new corporate name
of the Respondent.

IV,

IT IS HEREBY ORDERED that a public hearing for the purpose of taking evidence on the
questions set forth in Section 111 hereof shall be convened at a time and place to be fixed, and before
an Administrative Law Judge to be designated by further order as provided by Rule 110 of the
Commission’s Rules of Practice [17 C.F.R. § 201.110].

IT IS FURTHER ORDERED that Respondent shall file an Answer to the allegations
contained in this Order within twenty (20) days after service of this Order, as provided by Rule 220
of the Commission’s Rules of Practice [17 C.F.R. § 201.220].

If Respondent fails to file the directed Answer, or fails to appear at a hearing after being duly
notified, the Respondent, and any successor under Exchange Act Rules 12b-2 or 12g-3, and any new
corporate names of Respondent, may be deemed in default and the proceedings may be determined
against it upon consideration of this Order, the allegations of which may be deemed to be true as




provided by Rules 155(a), 220(f), 221(f), and 310 of the Commission’s Rules of Practice [17 C.F.R.
§§ 201.155(a), 201.220(f), 201.221(f), and 201.310].

This Order shall be served forthwith upon Respondent personally or by certified, registered or
Express Mail, or by other means permitted by the Commission’s Rules of Practice.

IT 1S FURTHER ORDERED that the Administrative Law Judge shall issue an initial decision
no later than 120 days from the date of service of this Order, pursuant to Rule 360(a)(2) of the
Commission’s Rules of Practice [17 C.F.R. § 201.360(a)(2)].

In the absence of an appropriate waiver, no officer or employee of the Commission engaged in
the performance of investigative or prosecuting functions in this or any factually related proceeding
will be permitted to participate or advise in the decision of this matter, except as witness or counsel in
proceedings held pursuant to notice. Since this proceeding is not “rule making” within the meaning of
Section 551 of the Administrative Procedure Act, it is not deemed subject to the provisions of Section
553 delaying the effective date of any final Commission action.

By the Commission.

Elizabeth M. Murphy

Secretary

By:(Jill M. Peterson
ssistant Secretary
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ORDER INSTITUTING
ADMINISTRATIVE PROCEEDINGS
PURSUANT TO SECTION 15(b) OF THE
In the Matter of SECURITIES EXCHANGE ACT OF 1934
AND SECTION 203(f) OF THE
STEPHEN B. BLANKENSHIP, INVESTMENT ADVISERS ACT OF 1940,
MAKING FINDINGS, AND IMPOSING
Respondent. A REMEDIAL SANCTIONS

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”) and Section 203(f) of the

Investment Advisers Act of 1940 (“Advisers Act™) against Stephen B. Blankenship (“Blankenship”
or “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, Respondent consents to the Commission’s
jurisdiction over him and the subject matter of these proceedings and to the entry of this Order
Instituting Administrative Proceedings Pursuant to Section 15(b) of the Securities Exchange Act of
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1934 and Section 203(f) of the Investment Advisers Act of 1940, Making Findings, and Imposing
Remedial Sanctions (“Order”), as set forth below.

II1.
On the basis of this Order and Respondent’s Offer, the Commission finds that:

1. Blankenship, age 63, is a resident of New Fairfield, Connecticut and former
registered representative of Vanderbilt Financial Services, Inc., a broker-dealer registered with the
Commission.

2. On September 12, 2012, Blankenship pled guilty to one count of Mail Fraud
in violation of Title 18 of the United States Code, Section 1341 and one count of Securities Fraud in
violation of Title 15 of the United States Code, Section 78j(b) and Title 17, Code of Federat
Regulations, Section 240.10b-5 before the United States District Court for the District of
Connecticut, in United States of America v. Stephen B. Blankenship, Criminal No. 12-197 (VLB).

3. The two counts of the criminal Information to which Blankenship pled
alleged, inter alia, that while acting ‘as a registered representative of a broker-dealer and an
investment adviser, Blankenship knowingly, willfully, and with the intent to defraud participated in
a scheme to defraud his customers of Deer Hill Financial Group, LLC, an unregistered entity that
Blankenship owned and operated in Danbury, Connecticut. For the Mail Fraud count and the
Securities Fraud count, the Information alleges that from in or about 2002 and continuing until in or
about March 2012, Blankenship enriched himself and Deer Hill by fraudulently obtaining money
from Deer Hill customers through the sale of securities that would purportedly pay a safe return and
by falsely representing that funds placed with Blankenship had been and would be used to purchase
such securities. In furtherance of the scheme, Blankenship caused Deer Hill customers to provide
him, by way of wire transfers and checks, approximately $800,000 in funds and diverted those
funds for his own personal use and benefit, including to pay for personal expenses such as travel
expenses, shopping, credit card payments, mortgage payments, improvements on his home, and for
business expenses of Deer Hill. To corroborate the fraudulent misrepresentations that Blankenship
made to Deer Hill customers, Blankenship sent his customers official-looking documents that
contained false and misleading representations. The fraudulent documents that Blankenship sent
included fraudulent “account statements™ that reflected, among other things, fictitious holdings,
fictitious transactions, fictitious prices for the securities, and fictitious balances. These account
statements were sent to the Deer Hill customers for the purpose of lutling them into believing that
their funds had been invested as represented, were secure, and were appreciating in value.

1v.

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

Accordingly, it is hereby ORDERED pursuant to Section 15(b)(6) of the Exchange Act and
Section 203(f) of the Advisers Act that Respondent Blankenship be, and hereby is:
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barred from association with any broker, dealer, investment adviser, municipal securities
dealer, municipal advisor, transfer agent, or nationally recognized statistical rating
organization; and

barred from participating in any offering of a penny stock, including: acting as a
promoter, finder, consultant, agent or other person who engages in activities with a
broker, dealer or issuer for purposes of the issuance or trading in any penny stock, or
inducing or attempting to induce the purchase or sale of any penny stock.

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 fuily 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;
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.

By the Commission.

Elizabeth M. Murphy
Secretary

: « U %%x)
By Jill M, Peterson
Assistant Secretary




UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 68048 / October 12,2012

ADMINISTRATIVE PROCEEDING
File No. 3-15063

ORDER INSTITUTING
ADMINISTRATIVE PROCEEDINGS
, PURSUANT TO SECTION 15(b) OF THE

In the Matter of SECURITIES EXCHANGE ACT OF 1934,

MAKING FINDINGS, AND IMPOSING
JODY DUNN, REMEDIAL SANCTIONS
Respondent.
I

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 Jody Dunn
(“Dunn” or “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 I11.2 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, Making Findings, and Imposing Remedial Sanctions
(“Order”), as set forth below.
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On the basis of this Order and Respondent’s Offer, the Commission finds that:

1. Dunn, who is deaf, on behalf of Imperia Invest IBC (“Imperia”), a foreign
internet-based entity that purported to invest in Traded Endowment Policies (“TEP™), solicited
investments from approximately 7,133 investors, most of whom are deaf, in unregistered
transactions. Dunn was the president, sole shareholder and a director of Global Wealth Lifepath,
Inc. ("GWL”) and Dunn World Investments (“DWT”), companies Dunn used to open bank
accounts into which investor funds were deposited and from which the funds were wired to
offshore bank accounts and Paypal-type accounts controlled by Imperia. Dunn purported to charge
investors a fee for each transaction. Dunn has never been registered with the Commission or held
any securities licenses. Dunn, 43 years old, is a resident of Corinth, Texas.

2. On September 29, 2012, a final judgment was entered by consent against
Dunn, permanently enjoining him from future violations of Sections 5(a), 5(c), and 17(a) of the
Secunities Act of 1933 (“Securities Act”), Sections 10(b) and 15(a) of the Exchange Act and Rule
10b-5 thereunder, in the civil action entitled Securities and Exchange Commission v. Jody Dunn, et
al., Civil Action Number 4:11-cv-00577, in the United States District Court for the Eastern District
of Texas. :

3. The Commission’s complaint alleged that, in connection with the sale of
TEPs through Imperia, Dunn misused and misappropriated investor funds; made material
misrepresentations to investors; omitted material facts that would have been useful in investors’
decisions to invest; transferred investor funds to his personal bank accounts; used the mail or other
means or instrumentality of interstate commerce to effect the transactions in, or to induce the
purchase and sale of securities while not registered as a broker-dealer or associated with a
registered broker-dealer; failed to conduct any due diligence on Imperia prior to soliciting
investors; and otherwise engaged in a variety of conduct which operated as a frand and deceit on
investors. The complaint also alleged that Dunn sold unregistered securities.

Iv.

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

Accordingly, it is hereby ORDERED pursuant to Section 15(b)(6) of the Exchange Act that

- Respondent Dunn be, and heréby is:

barred from association with any broker, dealer, investment adviser, municipal securities
dealer, municipal advisor, transfer agent, or nationally recognized statistical rating
organization; and




barred from participating in any offering of a penny stock, including; acting as a
promoter, finder, consultant, agent or other person who engages in activities with a
broker, dealer or issuer for purposes of the issuance or trading in any penny stock, or
inducing or attempting to induce the purchase or sale of any penny stock.

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:

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.

By the Commission.

Elizabeth M. Murphy
Secretary

By:UJill M. Peterson
Assistant Secretary




UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934 .
Release No. 68050 / October 12, 2012

ADMINISTRATIVE PROCEEDING
File No. 3-15064

ORDER INSTITUTING

ADMINISTRATIVE PROCEEDINGS

PURSUANT TO SECTION 15(b) OF THE
In the Matter of ' SECURITIES EXCHANGE ACT OF 1934,
: _ MAKING FINDINGS, AND IMPOSING

Derek F.C. Elliott, - REMEDIAL SANCTIONS
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 Derek F.C. Elliott
(“Elliott” or “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 I11.2 below, which are admitted, Respondent
consents to the eniry of this Order Instituting Administrative Proceedings Pursuant to Section 15(b)
of the Securities Exchange Act of 1934, Making Findings, and Imposing Remedial Sanctions
(“Order™), as set forth below. '




111.
On the basis of this Order and Respondent’s Offer, the Commission finds that

1. Elliott, 41 was the President and CEO of numerous entities under the Elliott name.
He was bom in Ontario, Canada and is a Canadian citizen. Prior to developing real estate in the
Dominican Republic (“DR”), Elliott managed an inn in the Toronto area. He has never been
registered to sell securities under U.S. laws. Respondent participated in an offering of Net Worth .
securities, which is a penny stock.

2. On October 5, 2012, a final judgment was entered by consent against Elliott,
permanently enjoining him from future violations of Sections 5(a), 5(c), and 17(a) of the
Securities Act of 1933, and Section 15(a) of the Exchange Act, in the civil action entitled
Securities and Exchange Commission v. James B. Catledge, et al., Civil Action Number 2:12-cv-
00887-JCM-RJJ, in the United States District Court for the District of Nevada.

3. The Commission’s complaint alleged that, from approximately the fall of 2004
until early 2009, Elliott solicited investments, through the marketing entity known as Net Worth
Solutions, involving the offer and sale of over $163 million of investment contracts in
unregistered transactions to approximately 1,200 investors. It is alleged Elliott sold two types of
securities, called “Residence” and Passport” investments, represented timeshare and ownership
interests, respectively, in two resorts in the Dominican Republic. The Commission’s complaint
further alleged that Elliott developed and constructed the resorts, while Catledge was directing
the sales force. It is further alleged that Elliott marketed and sold investments in these resorts in
partnership with Net Worth Solutions, a multilevel marketing entity controlled by James B.
Catledge. The complaint also alleged, among other things, that material misrepresentations were
made to investors in order to induce them to purchase the Residence and Passport investments.

It also alleged that Elliott acted as an unregistered broker-dealer.

IVv.

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

Accordingly, it is hereby ORDERED pursuant to Section 15(b)(6) of the Exchange Act that
Respondent Elliott be, and hereby is:

(i) barred from association with any broker, dealer, investment adviser, municipal
securities dealer, municipal advisor, transfer agent, or nationally recognized
statistical rating organization; and

(i)  barred from participating in any offering of penny stock, including; acting as a
promoter, finder, consultant, agent or other person who engages in activities with
a broker, dealer or issuer for purposes of the issuance or trading in any penny
stock, or inducing or attempting to induce the purchase or sale of any penny stock.

2




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;
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.

By the Commission.

Elizabeth M. Murphy
Secretary




UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

'SECURITIES EXCHANGE ACT OF 1934

Release No. 68054 / October 15,2012

ADMINISTRATIVE PROCEEDING

- File No. 3-15066

ORDER INSTITUTING
ADMINISTRATIVE PROCEEDINGS
PURSUANT TO SECTION 15(b) OF THE

" In the Matter of SECURITIES EXCHANGE ACT OF 1934,
MAKING FINDINGS, AND IMPOSING
Andre J. Hayden, REMEDIAL SANCTIONS
Respondent.
1.

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 Andre J. Hayden
(“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 I11.2 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, Making Findings, and Imposing Remedial Sanctions
(“Order™), as set forth below.
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| On the basis of this Order and Respondent’s Offer, the Commission finds that:

1. Respondent, age 41, is a resident of Spring Hill, Tennessee. From
September 2007 through approximately June 2008, Respondent was acting as an unregistered
broker by soliciting prospective investors to purchase interests in a real estate joint venture
operated by Titan Investment Partners Corp. (“Titan”).

2. On July 23, 2012, a judgment was entered by consent against Respondent,
permanently enjoining him from, among other things, future violations of Section 15(a) of the
Exchange Act, in the civil action entitled United States Securities and Exchange Commission v.
Amella, et al., Civil Action Number 1:11-CV-6849, in the United States District Court for the
Northern District of Illinois. '

3. The Commission’s complaint alleged that, in connection with the sale of
interests in the Titan joint venture for which Respondent was paid commissions, Respondent
falsely stated to investors that the Titan joint venture used investor money to purchase and develop
real estate and that investors would receive a guaranteed 10% monthly return on their investments.
The complaint also alleged that Respondent failed to conduct a reasonable investigation into the
legitimacy of the joint venture and the accuracy of his representations. The complaint alleged that
the joint venture interests Respondent sold and offered to sell were securities.

. - I \ 2

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

Accordingly, it is hereby ORDERED pursuant to Section 15(b)(6) of the Exchange Act that
Respondent Hayden be, and hereby is: '

barred from association with any broker, dealer, investment adviser, municipal securities
dealer, municipal advisor, transfer agent, or nationally recognized statistical rating
organization; and

barred from participating in any offering of a penny stock, including: acting as a
promoter, finder, consultant, agent or other person who engages in activities with a
broker, dealer or issuer for purposes of the issuance or trading in any penny stock, or
inducing or attempting to induce the purchase or sale of any penny stock.

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

2




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;
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.

By the Commission.

Elizabeth M. Murphy
Secretary

£ %%(M Peterson

Assistant Secretary
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. UNITED STATES OF AMERICA
: Before the
SECURITIES AND EXCHANGE COMMISSION

INVESTMENT ADVISERS ACT OF 1940
Release No. 3487 / October 15, 2012

ADMINISTRATIVE PROCEEDING
File No. 3-15065

ORDER INSTITUTING
ADMINISTRATIVE PROCEEDINGS
PURSUANT TO 203(f) OF THE

In the Matter of INVESTMENT ADVISERS ACT OF

‘ 1940, MAKING FINDINGS, AND
Scott E. Johnson, IMPOSING REMEDIAL SANCTIONS

Respondent.

@ r-

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 203(f) of the Investment Advisers Act of 1940 (“Advisers
Act”) against Scott E. Johnson (“Johnson” or “Respondent™).

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 purpose of these proceedings and any other proceedings brought by or on behalf of

the Commission, or to which the Commission is a party, Respondent consents to the
Commission’s jurisdiction over him and the subject matter of these proceedings and to the
entry of this Order Instituting Administrative Proceedings Pursuant to Section 203(f) of the
Investment Advisers Act of 1940, Making Findings, and Imposing Remedial Sanctions
(**Order™), as set forth below.

III.

On the basis of this Order and Respondent’s Offer, the Commission finds that:
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. 1. Scott Johnson, 53 years old, is a resident of Lake Forest, Minnesota.
' Between January 2006 and June 2010, Johnson acted as an unregistered investment adviser
pursuant to Section 202(a)(11) of the Advisers Act.

2. On December 6, 2011, Johnson pleaded guilty to one count of unlawful
securities transactions and six counts of theft before the District Court for the Fourth
Judicial District in Hennepin County, Minnesota, in State of Minnesota v. Scott Ermest
Johnson, 27-CR-11-23635. On February 9, 2012, a judgment in the criminal case was
entered against Johnson, He was sentenced to a prison term of 18 months and ordered to
make restitution in the amount of $631 ,121.61. '

\ 3. The counts of the criminal information to which Johnson pleaded guilty
alleged, inter alia, that Johnson committed several acts of felonious theft, while transacting
business as a securities broker without having registered to conduct such business under the -
Minnesota Securities Act.

IV.

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

Accordingly, it is hereby ORDERED pursuant to Section 203(f) of the Advisers Act
. that Respondent Johnson be, and hereby is, barred from association with any broker, dealer,
investment adviser, municipal securities dealer, municipal advisor, transfer agent, or
nationally recognized statistical rating organization.

Any reapplication for association by the Respondent will be subject to the
applicable laws and regulations governing the reeniry 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; 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.

By the Commission.

Elizabeth M. Murphy
Secretary

Byl 4ill M. Peterson
Assistant Secretary
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SECURITIES AND EXCHANGE COMMISSION

INVESTMENT ADVISERS ACT OF 1940
Release No. 3488 / October 15, 2012

ADMINISTRATIVE PROCEEDING
File No. 3-15067

ORDER INSTITUTING
ADMINISTRATIVE PROCEEDINGS
: PURSUANT TO SECTION 203(f) OF THE
, In the Matter of INVESTMENT ADVISERS ACT OF 1940,
o ‘ MAKING FINDINGS, AND IMPOSING
RICK CHO, REMEDIAL SANCTIONS
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 203({) of the Investment Advisers Act of 1940 (“Advisers Act”) against Rick Cho (“Cho” -
or “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 I11.2 below, which are admitted, Respondent
consents to the entry of this Order Instituting Administrative Proceedings Pursuant to Section
203(f) of the Investment Advisers Act of 1940, Making Findings, and Imposing Remedial
Sanctions (“Order”), as set forth below.
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111
On the basis of this Order and Respondent’s Offer, the Commission finds that:

1. Cho was the managing member, president, and chief compliance ofﬁéer of
Jupiter Group Capital Advisors, LLC (“Jupiter Group™), an investment adviser formerly registered
with the Commission. Cho, 39 years old, is a resident of Honolulu, Hawaii.

2. On September 27, 2012, a final judgment was entered by consent against
Cho, permanently enjoining him from future violations of Sections 203A, 204, and 207 of the
Advisers Act, in the civil action entitled Securities and Exchange Commission v. Jupiter Group
Capital Advisors, LLC, et al., Civil Action Number CV11-00291 LEK (RLP), in the United States
District Court for the District of Hawaii.

3. The Commission’s complaint alleged that Cho caused Jupiter Group to file
a false Form ADV submission with the Commission specifying the number of clients and assets
under management of Jupiter Group, improperly registered Jupiter Group as an investment adviser
with the Commission although it was ineligible to register because it had less than $25 million in
assets under management, and unlawfully refused to allow the Commission's staff to review Jupiter
Group's books and records.

1v.

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

Accordingly, it is hereby ORDERED pursuant to Section 203(f) of the Advisers Act that
Respondent Cho be, and hereby is:

barred from association with any broker, dealer, investinent adviser, municipal securities
dealer, municipal advisor, transfer agent, or nationally recognized statistical rating
organization; with the right to apply for reentry after one year 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;




. 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.

By the Commisston.

Elizabeth M. Murphy
Secretary
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UNITED.STATES OF AMERICA
Before the A
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 68060 / October 17,2012

ADMINISTRATIVE PROCEEDING |
File No. 3-15069

ORDER INSTITUTING PUBLIC

ADMINISTRATIVE AND CEASE-

i AND-DESIST PROCEEDINGS

In the Matter of PURSUANT TO SECTIONS 12(j) AND

‘ 21C OF THE SECURITIES

China Agritech, Inc., EXCHANGE ACT OF 1934, MAKING

FINDINGS, IMPOSING A CEASE-

Respondent. AND-DESIST ORDER, AND

. REVOKING REGISTRATION OF

SECURITIES

I

The Securities and Exchange Commission (“Commission”) deems it necessary and
appropriate for the protection of investors that public administrative and cease-and-desist
proceedings be, and hereby are, instituted pursuant to Sections 12(j) and 21C of the Securities
Exchange Act of 1934 (“Exchange Act”) against China Agritech, Inc. (“China Agritech” or
“Respondent”™). :

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
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 Public

. Administrative and Cease-and-Desist Proceedings Pursuant to Sections 12(j) and 21C of the
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Securities Exchange Act of 1934, Making Findings, Imposing a Cease-and-Desist Order, and
Revoking Registration of Securities (the“Order”), as set forth below.

111
On the basis of this Order and Respondent’s Offer, the Commission finds' that:
FACTS

A. China Agritech is a Delaware corporation with headquarters in Beijing, China. China
Agritech’s filings with the Commission reported that China Agritech has operations in several
 locations in China, from which it manufactures and distributes organic fertilizers for sale

throughout China. In September 2009, China Agritech registered its securities under Section 12(b)
of the Exchange Act and listed on the NASDAQ Global Select Market (“NASDAQ”). On July 13,
2011, NASDAQ filed a Form 25 with the Commission removing China Agritech’s securities from
listing on NASDAQ and from registration under Section 12(b) of the Exchange Act. Since
effectiveness of the deregistration from Section 12(b) of the Exchange Act, China Agritech’s
securities have been registered under Section 12(g) of the Exchange Act and quoted on OTC Pink
under the symbol “CAGC.”

B. China Agritech last filed a periodic report on November 10, 2010, when it filed a
quarterly report on Form 10-Q for the quarter ended September 30, 2010. Since that time, China
Agritech has failed to file annual reports on Form 10-K for the fiscal years ended December 31 ,
2010 and December 31, 2011, and has failed to file quarterly reports on Form 10-Q for the quarters
ended March 31, 2011; June 30, 2011; September 30, 201 1; March 31, 2012; and June 30, 2012.

C. OnMarch 16, 2011, China Agritech filed a Form NT 10-K as required under Exchange
Act Rule 12b-25, formally notifying the Commission that its 2010 Form 10-K would be delayed
“due to a delay in obtaining and compiling information required to be included in the Company's
Form 10-K.” China Agritech has failed to file Forms NT 10-K or NT 10-Q for its delinquent
annual report on Form 10-K for the fiscal year ended December 31, 2011 and its quarterly reports
on Form 10-Q for the quarters ended March 31, 2011; June 30, 201 1; September 30, 2011; March
31, 2012; and June 30, 2012, or provided the reasons for those delinquencies.

D. China Agritech belatedly disclosed in a Form 8-K filed on June 14, 2012, that one of
the independent members of its Board of Directors had resigned effective J anuary 25,2012 and
that two other independent directors had resigned effective March 15, 2012.

VIOLATIONS

E. Asaresult of the conduct described in paragraphs A and B, above, China Agrnitech has

1

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.




failed to comply with, and committed violations of, Section 13(a) of the Exchange Act and Rules

13a-1, and 13a-13 thereunder, which require issuers of securities registered pursuant to Section 12
of the Exchange Act to file with the Commission current financial information in annual and
quarterly reports.

F. Asaresult of the conduct described in paragraph C, above, China Agritech has also
failed to comply with, and committed violations of, Section 13(a) of the Exchange Act and Rule
12b-25 thereunder, which require any reporting issuer that will be unable to meet the filing
deadline for a required periodic report to file, within one business day of the missed deadline, a
formal notification declaring its inability to file and the reasons therefor in reasonable detail.

G. Finally, as a result of the conduct described in paragraph D, above, China Agritech has
failed to comply with, and committed violations of, Section 13(a) of the Exchange Act and Rule
'13a-11 thereunder, which require every reporting issuer to file current reports disclosing certain
events within the time period specified on Form 8-X; Item 5.02(b) of Form 8-K requires registrants
to report the fact that a director has resigned and the date of the resignation within four business
days of the occurrence of the event. '

IV.
Section 21C(a) of the Exchange Act provides as follows:

If the Commission finds, after notice and opportunity for hearing, that any

. person is violating, has violated, or is about to violate any provision of this
title, or any rule or regulation thereunder, the Commission may publish its -
findings and enter an order requiring such person, and any other person
that is, was, or would be a cause of the violation, due to an act or omission
the person knew or should have known would contribute to such violation,
to cease and desist from committing or causing such violation and any
future violation of the same provision, rule, or regulation.

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 of 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 finds that it is necessary and appropriate for the
. protection of investors to impose the sanction specified in Respondent’s Offer.




Accordingly, pursuant to Section 21C of the Exchange Act, it is hereby ORDERED that
Respondent cease and desist from committing or causing any violations and any future violations of
Section 13(a) of the Exchange Act and Rules 12b-25, 13a-1, 13a-11, and 13a-13 thereunder.

IT IS FURTHER ORDERED, pursuant to Section 12(j) of the Exchange Act, that
registration of each class of Respondent’s securities registered pursnant to Section 12 of the
Exchange Act be, and hereby is, revoked.

_ By the Commission.

Elizabeth M. Murphy
Secretary
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UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 68061 / October 17,2012

ADMINISTRATIVE PROCEEDING
File No. 3-15070

ORDER INSTITUTING
ADMINISTRATIVE PROCEEDINGS
PURSUANT TO SECTION 15(b) OF THE

In the Matter of SECURITIES EXCHANGE ACT OF 1934,
MAKING FINDINGS, AND IMPOSING

~ Lindsay R. Sayer, REMEDIAL SANCTIONS
~ 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 Lindsay R. Sayer
(“Sayer” or “Respondent”).

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
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 her and the subject matter of these
proceedings and the findings contained in Section II1.2 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, Making Findings, and Imposing Remedial Sanctions
(“Order™), as set forth below.
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III.
On the basis of this Order and Respondent’s Offer, the Commission finds that:

1. From at least March 2010 to October 2011, Sayer acted as an unregistered
broker. Sayer, 32 years old, is a resident of Longmont, Colorado.

2. On September 25, 2012, a judgment was entered by consent against Sayer,
permanently enjoining her from future violations of Section 17(a) of the Securities Act of 1933, and
Sections 10(b) and 15(a) of the Exchange Act and Rule 10b-5 thereunder, in the civil action titled
Securities and Exchange Commission v, Rudolf D. Pameiier. et al., Civil Action Number 1:12-CV-
01364, in the United States District Court for the Southern District of Indiana.

3. The Commission’s complaint alleges the following: From at least March
2010 through October 2011, in connection with the sale of securities, Sayer and her father, Rudolf
D. Pameijer, and Ryan W. Koester, operating through their entities Plan America and Rykoworks
Capital Group, LLC, misappropriated nearly $1.7 million of investor money. Koester purported to
be an expert foreign currency trader and falsely represented that his trading strategy offered
investors a principal guaranteed investment opportunity. Sayer and Pameijer, operating as
unlicensed brokers, solicited clients to invest in Koester’s trading system, and misappropriated the
majority of investor funds for their own personal use. The remaining investor funds transferred by
Sayer and Pameijer to Koester and his entity Rykoworks were depleted through trading losses and
Koester’s misappropriation of funds for his own personal use. Sayer misled investors regarding
how their money was being used, sent out false account statements, and otherwise engaged in
conduct which operated as a fraud and deceit on investors.

Iv.

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

Accordingly, it is hereby ORDERED pursuant to Section 1 5(b)(6) of the Exchange Act that
Respondent Sayer be, and hereby is: .

barred from association with any broker, dealer, investment adviser, municipal securities
dealer, municipal advisor, transfer agent, or nationally recognized statistical rating
organization; and

barred from participating in any offering of a penny stock, including: acting as a promoter,
finder, consultant, agent or other person who engages in activities with a broker, dealer or
issuer for purposes of the issuance or trading in any penny stock, or inducing or attempting
to induce the purchase or sale of any penny stock.




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 ornot 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;
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.

By the Commission.

Elizabeth M. Murphy
Secretary

| %‘%wo
By:/Jil M. Peterson
ssistant Secretary




UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 68062 / October 17,2012

ADMINISTRATIVE PROCEEDING
File No. 3-15071

ORDER INSTITUTING
ADMINISTRATIVE PROCEEDINGS
PURSUANT TO SECTION 15(b) OF THE
In the Matter of SECURITIES EXCHANGE ACT OF 1934,
MAKING FINDINGS, AND IMPOSING
Rudoif Pameijer, REMEDIAL SANCTIONS
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 Rudolf Pameijer
(“Pameijer” or “Respondent™). '

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
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 I11.2 below, which are admitted, Respondent
consents to the entry of ther Order Instituting Administrative Proceedings Pursuant to Section
15(b) of the Securities Exchange Act of 1934, Making Findings, and Imposing Remedial Sanctions
(“Order™), as set forth below.
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111
On the basis of ther Order and Respondent’s Offer, the Commission finds that:

1. From at least March 2010 to October 2011, Pametjer acted as an
unregistered broker. Pameijer, 62 years old, is a resident of Trafalgar, Indiana.

2. On September 25, 2012, a judgment was entered by consent against
Pameijer, permanently enjoining him from future violations of Section 17(a) of the Securities Act of
1933, and Sections 10(b) and 15(a) of the Exchange Act and Rule 10b-5 thereunder, in the civil
action titled Securities and Exchange Commission v. Rudolf D. Pameiier, et al., Civil Action
Number 1:12-CV-01364, in the United States District Court for the Southern District of Indiana.

3. The Commussion’s complaint alleges that: From at least March 2010 .
through October 2011, in connection with the sale of securities, Pameijier and his daughter, Lindsay
R. Sayer, and Ryan W. Koester, operating through their entities Plan America and Rykoworks
Capital Group, LLC, misappropriated nearly $1.7 million of investor money. Koester purported to
be an expert foreign currency trader and falsely represented that his trading strategy offered
investors a principal guaranteed investment opportunity. Pameijer and Sayer, operating as
unlicensed brokers, solicited clients to invest in Koester’s trading system, and misappropriated the
majority of investor funds for their own personal use. The remaining investor funds transferred by
Pameijer and Sayer to Koester and his entity Rykoworks were depleted through trading losses and
Koester’s misappropriation of funds for his own personal use. Pameijer misled investors regarding
how their money was being used, sent out false account statements, and otherwise engaged in
conduct which operated as a fraud and deceit on investors.

Iv.

In view of the foregoing, the Commission deems it appropriate and in the public interest to

impose the sanctions agreed to in Respondent Pameijer’s Offer.

Accordingly, it is hereby ORDERED pursuant to Section 15(b)(6) of the Exchange Act that
Respondent Pameijer be, and hereby is:

barred from association with any broker, dealer, investment adviser, municipal securities
dealer, municipal advisor, transfer agent, or nationally recogmzed statistical rating
organization; and

barred from participating in any offering of a penny stock, including: acting as a promoter,
“finder, consultant, agent or other person who engages in activities with a broker, dealer or
issuer for purposes of the issuance or trading in any penny stock, or inducing or attempting
to induce the purchase or sale of any penny stock.




. 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 1o, 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;
and (d) any restitution order by a self-regulatory organization, whether or not related to the conduct
that served as the basis for the Commisston order. '

By the Commission.

Elizabeth M. Murphy
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\' UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT O¥F 1934
Release No. 68064 / October 18, 2012

ADMINISTRATIVE PROCEEDING
File No. 3-15072

ORDER INSTITUTING
ADMINISTRATIVE PROCEEDINGS
PURSUANT TO SECTION 15(b) OF THE
In the Matter of SECURITIES EXCHANGE ACT OF 1934,
MAKING FINDINGS, AND IMPOSING
CARLTON L. WILLIAMS, REMEDIAL SANCTIONS
. Respondent. y
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
Carlton L. Williams (“Respondent”).

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 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 I11.2 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, Making Findings, and
Imposing Remedial Sanctions (“Order’), as set forth below.
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On the basis of this Order and Respondent’s Offer, the Commission finds that:

1. Williams, age 52, resides in Lake Forest, California. Williams was
previously registered with the Commission as a registered representative, but he was not
registered with the Commission at the times of the conduct alleged in the Commission’s
complaint, '

2 On February 15, 2012, a judgment was entered by consent against
Williams, permanently enjoining him from future violations of Sections 5(a) and 5(c) of the
Securities Act of 1933 (“Securities Act”), and Section 15(a) of the Exchange Act, in the civil
action entitled Securities and Exchange Commission v. Joseph R. Porche, et al., Civil Action
Number SACV 10-01165 DOC (RNBx), in the United States District Court for the Central
District of California.

3. The Commission’s complaint alleged that Williams was a member of the
sales staff of Kensington Resources, Inc. (“Kensington™), an entity through which Williams and
others solicited investors in American Environmental Energy, Inc. (“AEEI"), the purported “green
energy” company to which investor funds were to be sent.- The complaint further alleged that
Williams participated in an offering of AEEI stock, which is a penny stock, and was a member of
its sales staff and that, through the offering, Kensington raised over $11 million from
approximately 200 investors nationwide. The complaint also alleged that Williams received
commissions for his sales of AEEI stock and was not registered with the Commission at the time
of the sales.

Iv.

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

Accordingly, it is hereby ORDERED pursuant to Section 15(b)(6) of the Exchange Act,
that Respondent Williams be, and hereby is:

barred from association with any broker, dealer, investment adviser, municipal securities
dealer, or transfer agent.

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




o3 Commission order; 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.

By the Commission.

Elizabeth M. Murphy
Secretary




UNITED STATES OF AMERICA
before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Rel. No. 68072 / October 18, 2012

Admin. Proc. File No. 3-14871

In the Matter of

ONE VOICE TECHNOLOGIES, INC., ef al.

ORDER DISMISSING PROCEEDING WITH RESPECT
TO RESPONDENT PINE VALLEY MINING CORP.

On May 8, 2012, the Commission instituted an administrative proceeding against Pine
Valley Mining Corp. and seven other respondents under § 12(j) of the Securities Exchange Act of
1934.! The Order Instituting Proceedings alleged, among other things, that Pine Valley violated
periodic reporting requirements under Exchange Act § 13(a),? and sought to determine, based on
those allegations, whether it was "necessary and appropriate for the protection of investors to
suspend . . . or revoke" the registration of its securities.

On June 7, 2012, Pine Valley filed with the Commission a Form 15, pursuant to Exchange
Act Rule 12g-4(a),’ to voluntarily terminate the registration of its securities under Exchange Act
§ 12(g). Under Rule 12g-4(a), an issuer's registration is terminated ninety days after filing, which
in this case was September 5, 2012.  On September 5, 2012, the Division of Enforcement filed a

motion to dismiss the proceeding against Pine Valley, based on the deregistration of its securities.
Pine Valley did not respond.

! 15U.5.C. * 78I()).
2 15U.S.C. * 78m(a).

17 C.F.R. ' 240.12¢g-4(a) (certification of termination of registration under § 12(g)).
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It is appropriate to grant the Division's motion because the respondent does not now have a

class of registered securities and because revocation or suspension of registration is the only
remedy available in a procceding instituted under Exchange Act § 12(j).4

Accordingly, IT IS ORDERED that this

proceeding be, and it hereby is, dismissed with
respect to Pine Valley Mining Corp.

By the Commission.

. )
Elizabeth M. Murphy
Secretary

4

7 - See, e.g., Sharon Energy, Lid., Securities Exchange Act Release No. 66361,2012 WL 401598,‘at *1
. (Feb. 8,2012). :




SECURITIES AND EXCHANGE COMMISSION
17 CFR Part 240

Release No. 34-68071; File No. $7-08-12

RIN 3235-AL12

Capital, Margin, and Segregation Requirements for Security-Based Swap Dealers and
Major Security-Based Swap Participants and Capital Requirements for Broker-Dealers

AGENCY: Securities and Exchange Commission.

ACTION: Proposed rule.

SUMMARY: In accordance with sections 763 and 764 of the Dodd-Frank Wall Street Reform
and Consumer Protection Act of 2010 (“Dodd-Frank Act”), the Securities and Exchange
Commission (“Commission™), pursuant to the Securities Exchange Act of 1934 (*Exchange
Act™), is proposing capital and margin requirements for security-based swap dealers (“SBSDs”)
and major security-based swap participants (“MSBSPs”), segregation requirements for SBSDs,
and notification requirements with respect to segregation for SBSDs and MSBSPs. The
Commission also is proposing to increase the minimum net capital requirements for broker-
dealers permitted to use the alternative internal model-based method for computing net capital
(“ANC broker-dealers™).

DATES: Comments should be received on or before [insert date 60 days after publication in

the Federal Register].

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

Electronic comments:

. Use the Commission’s Internet comment form

(http://www.sec.gov/rules/proposed.shtml}; or
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. Send an e-mail to rule-comments@sec.zov. Please include File Number S7-08-

12 on the subject line; or
. Use the Federal eRulemaking Portal (http://www.regulations.gov). Follow the
instructions for submitting comments.

Paper comments:

. Send paper comments in triplicate to Elizabeth M. Murphy, Secretary, Securities
and Exchange Commission, 100 F Street, NE, Washington, D.C. 20549-1090.

All submissions should refer to File Number $7-08-12. This file number should be included on
the subject line if e-mail is used. To help the Commission process and review your comments
more efficiently, please use only one method. The Commission will post all comments on the
Commission’s Internet website (http://www.sec.gov/rules/proposed.shtml). Comments also are
available for website viewing and printing in the Commission’s Public Reference Room, 100 F
Street, NE, Washingfon, D.C. 20549, on official business days between the hours of 10:00 am
and 3:00 pm. All comments received will be posted without change; the Commission does not
edit personal identifying information from submissions. You should submit only information
that you wish to make publicly available.
FOR FURTHER INFORMATION CONTACT: Michael A. Macchiaroli, Associate Director,
at (202) 551-5525; Thomas K. McGowan, Deputy Associate Director, at (202) 551-5521;
Randall W. Roy, Assistant Director, at (202) 551-5522; Mark M. Attar, Branch Chief, at (202)
551-5889; Sheila Dombal Swartz, Special Counsel, at (202) 551-5545; Valentina M. Deng,
Attorney, at (202) 551-5778; or Teen 1. Sheng, Attomey, at 202-551-5511, Division of Trading
and Markets, Securities and Exchange Commission, 100 F Street, NE, Washington, D.C. 20549-

7010.
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BACKGROUND
On July 21, 2010, President Obama signed the Dodd-Frank Act into law." Title VI of
the Dodd-Frank Act (“Title VII”) established a new regulatory framework for OTC derivatives.”
In this regard, Title VIl was enacted, among other reasons, 10 reduce risk, increase transparency,
and promote market integrity within the financial system by, among other things: (i) providing
for the registration and regulation of SBSDs and MSBSPs; (ii) imposing clearing and trade
execution requirements on standardized derivative products; (iii) creating recordkeeping and
real-time reporting regimes; and (iv) enhancing the Commission’s rulemaking and enforcement

authorities with respect to all registered entities and intermediaries subject to the Commission’s

0V61'Sight.3
! Sec Pub. L. 111-203, 124 Stat. 1376 (2010).
> Pursuant to section 701 of the Dodd-Frank Act, Title VIl may be cited as the “Wall Street Transparency

and Accountability Act of 2010 See Pub. L. 111-203 § 701. The Dodd-Frank Act assigns responsibility
for the oversight of the U.S. OTC derivatives markets to the Commission, the Commodity Futures Trading
Commission (“CFTC”), and certain “prudential regulators,” discussed below. The Comumission has
oversight authority with respect to a security-based swap as defined in section 3(a)(68) of the Exchange Act
(15US.C. 78c(a)(68)), including to implement a registration and oversight program for a security-based
swap dealer as defined in section 3(a)(71) of the Exchange Act (15U.S.C. 78c(a)(71)) and a major
security-based swap participant as defined in section 3(a)(67) of the Exchange Act (15 U.S.C. T8c(a)(6M).
The CFTC has oversight authority with respect to a swap as defined in section 1(a)(47) of the Commodity
Exchange Act (“CEA”) (7 U.S.C. 1(a)(47)), including to implement a registration and oversight program
for a swap dealer as defined in section 1(a)(49) of the CEA (7 U.S.C. 1(a)(4D) and a major swap
participant as defined in section 1(a)(33) of the CEA (7US.C. 1(2)(33)). The Commission and the CFTC
jointly have adopted rules to further define, among other things, those terms and the terms swap, security-
based swap, swap dealer, major swap participant, security-based swap dealer, and major. security-based
swap participant. See Further Definition of **Swap,” ““Security-Based Swap.’’ and **Security-Based Swap
Agreement’’; Mixed Swaps, Security-Based Swap Agreement Recordkeeping, Exchange Act Release No.
64372 (Apr. 29, 2011), 76 FR 29818 (May 23, 2011) (© roduct Definitions Proposing Release™); Further
Definition of **Swap,”” «gecurity-Based Swap.” and *‘Security-Based Swap Agreement’’; Mixed Swaps:
Security-Based Swap Agreement Recordkeeping, Exchange Act Release No. 67453 (July 18, 2012), 77 FR
48208 (Aug. 13, 2012) (Joint final rule with the CFTC) (“Product Definitions Adopting Release™); Further
Definition of **Swap Dealer.”” “‘Security-Based Swap Dealer,”’ **Major Swap Participant,”” *‘Major
Security-Based Swap Participant’’ and “‘Eligible Contract Participant”, Exchange Act Release No. 63452
(Dec. 7,2010), 75 FR 80174 (Dec. 21, 2010) (Joint proposal with the CFTC) (“Entity Definitions
Proposing Release™); and Further Definition of **Swap Dealet,” «:Gecurity-Based Swap Dealer,” ““Major
Swap Participant,” ‘‘Major Security-Based Swap Participant’’ and *‘Eligible Contract Participant”,
Exchange Act Release No. 66868 (Apr. 27, 2012), 77 FR 30596 (May 23, 2012) (Joint final rule with the
CFTC) (“Entity Definitions Adopting Release”™).

See Pub. L. 111-203 §§ 701-774.




Section 764 of the Dodd-Frank Act added section 15F to the Exchange Act.* Section
15F(e)(1)(B) of the Exchange Act provides that the Commission shall prescribe capital and .
margin requirements for SBSDs and nonbank MSBSPs that do not have a prudential regulator
(respectively, “nonbank SBSDs” and “nonbank MSBSPs™).” Section 763 of the Dodd-Frank Act
added section 3E to the Exchange Act.® Section 3E provides the Commission with authority to
establish segregation requirements for SBSDs and MSBSPs.’
Section 4s(e)(1)(B) of the CEA provides that the CFTC shall prescribe capital and margin
requirements for swap dealers and major swap participants for which there is not a prudential
regulator (*“nonbank swap dealers” and “nonbank swap participants”).® Section ISF(e}(1)}(A) of
the Exchange Act provides that the prudential regulators shal] prescribe cépital and margin
requirements for bank SBSDs and bank MSBSPs, and section 4s(e)(1)(A) of the CEA provides
that the prudential regulators shall prescribe capital and margin requirements for swap dealers
and major swap participants for which there is g prudential regulator (“bank swap dealers™ and .

“bank swap participants™).’ The prudential regulators have proposed capital and margin

4 See id. § 764; 15 U.S.C. 780-10.

3 See 15U.8.C. 780-10(c)(1)(B). Specifically, section I5F(e)(1)(B) of the Exchange Act provides that each
registered SBSD and MSBSP for which there is not a prudential regulator shall meet such minimum capital
requirements and minimum initia] and variation margin requirements as the Commission shall by rule or
regulation prescribe. The term “prudential regulator” is defined In section 1(a)(39) of the CEA (7Us.C
1(2}(39)) and that definition is incorporated by reference in section 3(a)(74) of the Exchange Act (15
U.S.C. 78¢(a}(74)). Pursuant to the definition, the Board of Governors of the Federal Reserve System .
{(“Federal Reserve™), the Office of the Comptroller of the Currency (“OCC”), the Federal Deposit Insurance
Corporation (“FDIC™), the Farm Credit Administration, or the Federal Housing Finance Agency
(collectively, the “prudential regulators™) is the “prudential regulator” of an SBSD, MSBSP, swap
participant, or major swap participant if the entity is directly supervised by that agency.

6 See Pub. L. 111-203 § 763; 15 U.S.C. 78¢5,

! See I5US.C. 78¢-5(a)-(g). Section 3E of the Exchange Act does not distinguish betweén bank and
nonbank SBSDs and bank and nonbank MSBSPs, and, consequently, provides the Commission with the
authority to establish segregation requirements for SBSDs and MSBSPs, whether or not they have a

§ Sce 7 U.S.C. 6s(e)(1)(B).
’ See 15 U.S.C. 780-10(e)(1)(A); 7 US.C. 6s(e)(1)(A). .
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requirements for bank swap dealers, bank $BSDs, bank swap participants, and bank MSBSPs. '
The CFTC has proposed capital and margin requirements for nonbank swap dealers and nonbank
major swap participants.” The CFTC also has adopted segregation requirements for cleared
swaps and proposed segregation requirements for non-cleared swaps.“2

Pursuant to sections 763 and 764 of the Dodd-Frank Act, the Commission is proposing to
amend Rule 15¢3-1 and Rule 15¢3-3 and propose new Rules 18a-1 (including appendices to Rule
18a-1), }8a-2, 18a-3, and 18a-4 (including an exhibit to Rule 18:«1—4).13 The proposed
amendments and new rules would establish capital and margin requirements for nonbank
SBSDs, including broker-dealers that are registered as SBSDs (“broker-dealer $BSDs™), and
nonbank MSBSPs. They also would establish segregation requirements for SBSDs and
notification requirements with respect to segregation for SBSDs and MSBSPs.

Further, the proposals also would increase the minimum net capital requirements and
establish liquidity requirements for ANC broker-dealers._.14 An ANC broker-dealer is a broker- |
dealer that has been approved by the Commission to use internal value-at-risk (“VaR™) models to

determine market risk charges for proprietary securities and derivatives positions and to take a

-

10 See Margin and Capital Requirements for Covered Swap, Entities, 76 FR 27564 (May 11,201 ]
(“Prudential Re ulator Margin and Ca ital Proposin Release™). The prudential regulators, as part of their
proposed margin requirements for nop-cleared security-based swaps, proposed a segregation requirement
for collateral received as margin. 1d.

See Capital Regquirements of Swap Dealers and Major Swap Participants, 76 FR 27802 (May 12, 201 1)
(*CF1C Capital Proposing Release™); Margin Re uirements for Uncleared Swaps for Swa Dealers and
Major Swap Participants, 76 FR 23732 (Apr. 28,201 1) (*CFIC Margin Proposing Release™). The CFTC
reopened the comment period for the CFTC Margin Proposing Release t0 allow interested parties to
comment on the CFTC proposed rules in light of the proposals discussed in the international consultative

paper. See Margin Requirements for Uncleared Swaps for Swap Dealers and Major Swap Participants, 77
FR 41109 (uly 12, 2012).

12 See Protection of Cle ateral; Conformin: Amendments to_the

ared Swaps Customer Contracts and Coll : g
012) and Pr

Commodity Broker Bankrupicy Provisions, 77 FR 6336 (Feb. 7,2 otection of Collateral of
Counterparties to Non-cleared Swaps; Treatment of Securities in a portfolio Margining Account in a
Commodity Broker Bankruptcy, 75 FR 75432 (Dec. 3, 2010).

B See 17 CFR 240.15¢3-1; 17 CFR 240.15¢3-3.
See 17 CFR 240.15¢3-1(a)(7); 17 CER 240.15¢3-1e.
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the security-based Swap markets under the Dodd-Frank Act reforms, which, among other things,
require dealers in security-based SWaps to register with the Commission, !5 Finally, some of the
proposed amendments to Rule 15¢3-1 would apply to broker-dealers that are not registered ag

SBSDs. These proposed amendments are designed to maintain a consistent capital treatment for

requirements for SBSDs and M SBSPs are based in large part on existing capital, margin, and
Segregation requirements for broker-dealers (“broker-deajer financial responsibility
requirements™).'® The broker-dealer financial responsibility requirements served ag the model .
for the proposals because the financial markets i which SBSDs and MSBSPs are €xpected to

Operate are similar to the financial markets in which broker-dealers operate. In addition, as

discussed below, the objectives of the broker-dealer financial responsibility requirements are

similar to the objectives underlying the proposals. Moreover, the broker-dealer financial

responsibility requirements have existed for many years and have facilitated the prudent

Operation of broker-dealers, ! Conseq‘uently, they provide a reasonable template for building a

See infra section ILA1. of this release (describing generally the broker-dealer capital standards); section
ILB.1. of this releage (describing generally the broker-dealor margin standards); section ILC.1, of this
release {describing generally the broker-dealer segregation requirements).

For example, one of the objectives of the broker-dealer financial responsibility requirements js to protect
customers from the consequences of the firancial failure of a broker-dealer in terms of safeguarding
Customer securities and funds heid by the broker-dealer. I should be noted that the Securities Investor
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financial responsibility prograti for SBSDs and MSBSPs. Furthermore, it is expected that some
nonbank SBSDs also will register as broker-dealers in order t0 be able to offer customers a A
broader range of services than a nonba—nk SBSD not registered as a broker-dealer (“stand-alone
SBSD”) would be permitted to engage in. Therefore, establishing consistent financial
responsibility requirements would avoid potential competitive di sparities between stand-alone
SBSDs and broker-dealer SBSDs.

However, the Conmission TecognizZes that there may be other approaches 0 establishing
financial responsibility requirements that may be appropriate — including, for example, applying
a standard based on the international capital standard for banks (“Basel Standard™)" in the case
of entities that are part of a bank holding company, a5 has been proposed by the CFTC."” In
general, the bank capital model requires the holding of specified levels of capital as a percentage
of “risk weighted assets.”?® It does not require generally a full capital deduction for unsecured
receivables, given that banks, as lending entities, are in the business of extending creditto a

range of counterparties.

1 tection proceedings

Protection Corporation (“SIPC™), since its inception in 1971, has imtiated customer pro

for only 324 broker-dealers, which is less than 1% of the approximately 39,200 broker-dealers that have
been members of SIPC during that timeframe. From 1971 through December 31,2011, approximately 1%
of the $117.5 billion of cash and securities distributed for accounts of customers came from the SIPC fund
rather than debtors’ estates. See SIPC, Annual Report 2011, available at
httg://ww.sipc.orngortals/OfPDF/ZOl1 Annual_Report.pdf (¢ IPC 2011 Annual Report”).

18 The Basel Standard was developed by the Basel Committee on Banking Supervision of the Bank for
International Settlements (“BCBS™). More information about the Basel Standard is available at the website
of the Bank for International Settlements (“BIS”) at htt -/fwww . bis.or hebs/index hitm.

b CFTC Capital Proposing Release, 76 FR 27 802.

» The prudential regulators also have proposed capital rules that would require a covered swap entity to

comply with the regulatory capital rules already made applicable to that covered swap entity as part of its
prudential regulatory regime. Prudential Regulator Margin and Capital Proposing Release, 76 FR at 27568,
The prudential regulators note that they have “had risk-based capital rules in place for banks to address
over-the-counter derivatives since 1989 when the banking agencies implemented their risk-based capital
adequacy standards...based on the first Basel Accord.” 1d.
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establishing financia] responsibility requirements for SBSDs and MSBSPs,

The minimum financial and customer protection requirements proposed today — like

or to comply with applicable regulations — Incorporate many specific numerical thresholds,
limits, deductions, and ratios.”! The Commission recognizes that each such quantitative
requirement could be read by some to imply a definitive conclusion based on quantitative .

analysis of that requirement and its alternatives.

For example, the Proposed capital requirements would include in the formula that determines minimum net

capital an amouynt generally equal to 8% of the amount of margin that nonbank SBSDs would be required

to collect from counterparties, Similarly, the capital and margin proposals, in setting “haircui” ‘
requirements to reflect tnarket risk for certain types of security-based Swaps, propose to use a numerical .
grid that establishes specific deductions depending on spread and tenor, among other factors,
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Commission regarding the appropriate financial standard for an identified issue. In making such
assessments and in turn selecting proposed quantitative requirements, the Commission has drawn
from its experiences in regulating broker-dealers and has frequently lodked to comparable
quantitative elements in the existing broker-dealer financial resf)onsibility regime (e.£., the
current capital charges in the existing broker-dealer net capital rule) or, where appropriate, the
existing or proposed regulations of the prudential regutators, FINRA, or the CFTC with respect
to similar activities. For example, the Commission may proposc using a specified haircut
percentage (€.2., 15%, as opposed to a percentage that is higher or lower) because 1t believes,
based on is experience regulating markets, that such percentage should be sufficient to cover a
severe market movement. The Commission has used these comparable quantitative requirements
as a reasonable starting point for purposes of the various proposals because, as noted above,

there are substantial similarities between the proposed rules and those other regimes in terms of
the relevant markets, entities, and regulatory objectives, ana because many nonbank SBSDs may
also be subject to the existing broker-dealer financial responsibility requirements.

The Commission invites comment, including relevant data and analysis, regarding all
aspects of the various quantitative requirements reflected in the proposed rules. In particular,
data and comment from market participants and other interested parties regarding the likely
effect of each proposed quantitative requirement, the effect of such requirements in the
aggregate, and potential alternative requirements will be particularly useful to the Commission in
evaluating modifications to the proposals. Commenters are also requested to describe in detail
any econometric or mathematical models or economic analyses of data, t.o the extent they exist,
that they believe would be relevant for evaluating or modifying any quantitative provisions

contained in the proposals.

il




The Commission staff consulted with the prudentia) regulators and the CFTC in drafting
the proposals discussed in this release.?? In addition, the proposals of the prudential regulators .
and the CFTC were considered in developing the Commission’s proposed capital, margin, and

segregation requirements for SBSDs and MSBSPs. The Commission’s proposals differ in some

2 See 15U.S.C. 780-10(e)(3)(D)(i) (“The prudential regulators, the [CFTC], and the [Commission] shall
periodically (but not less frequently than annually) consult on the minimum capital requirements and
minimum initial and variation margin requirements,”).

B See 15 U.S.C. 780-1 Me)BUD)(i) (providing that the prudential regulators, the CFTC, and the Commission




potential impacts, affect the ability of intermediaries and other market participants based in the
U.S. to participate in non-U.S. markets, the ability of non-U.S.-based intermediaries and other
market participants to participate in U.S. markets, and whether and how international firms make
use of global “booking entities” to centralize risks rela.ted to security-based swaps. These issues
have been the focus of numerous comments to the Commission and other regulators,
Congressional inquiries, and other public dialogue.24

The potential international implications of the proposed capital, margin, and segregation
requirements warrant further consideration. However, consistent with the Commission’s general
approach with respect to its other proposals under Title V11, these implications are recogmzed
here but not fully addressed. Instead, the Commission intends to publish a comprehensive
release seeking public comment on the full spectrum of 1ssues relating to the application of Title
VII to cross-border security-based swap transactions and non-U.S. persons that act in capacities
regulated under the Dodd-Frank Act. This approach will provide market participants, foreign

regulators, and other interested parties with an opportunity to consider, as an integrated whole,

# See, e.g., letter from Senator Tim Johnsen, Chairman of the U.S. Senate Committee on Banking, Housing,

and Urban Affairs, and Congressman Barney Frank, Ranking Member of the U.S. House Compmittee on
Financial Services, to the CFTC, Commission, Federal Reserve, and FDIC {Oct. 4, 2011), available at
http://www.Sec. ov/comments/s7-25-11/s7251 1-34 pdf (“Given the global nature of this market, U.S.
regulators should avoid creating opportunities for international regulatory arbitrage that could increase
systemic risk and reduce the competitiveness of U.S. firms abroad”); letter from Barclays Bank PLC, BNP
Paribas S.A., Credit Suisse AG, Deutsche Bank AG, HSBC, Nomura Securities Intemational, Inc.,
Rabobank Nederland, Royal Bank of Canada, The Royal Bank of Scotland Group PLC, Societe Generale,
The Toronto-Dominion Bank, and UBS AG, to the CFTC, Commission, and Federal Reserve (Feb. 17,
2011}, available at http://www.sec.gov/commentsfs7-39-l 0/s73910-25.pdf (“[T]he home country regulator
has the greatest interest in and is in the best position to protect a foreign bank swap dealer under its primary
supervision by setting appropriate margin requirerents of functionally equivalent capital charges for non-
cleared swaps”); letter from Carlos Tavares, Vice-Chairman of European Securities and Markets Authority,
to the Commission (Jan. 17, 201 1), available at http:/fwwwsec.gov/comments/sT—BS-10/573510-19.Qdf (“if
the foreign supervision were not taken into account...a foreign [entity would] be subject to multiple
regimes. .. [which would be] very challenging for regulated entities and would significantly raise the costs
for both the industry and supervisors”); BCBS, Board of the International Organization of Securities
Commissions {“10CSQ”), Consultative Document, Margin Requirements for Non-centrally-cleared
Derivatives (July 2012), available at htgp'./fwww.iosco.org/libragy/gubdocs/pdﬁ’IOSCOPD3 87.pdf
(consuliative document seeking comment on margin requirements for non-centrally-cleared derivatives).
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the proposed approach to the cross-border application of Title V11, including capital, margin, and
Segregation requirements.
II. PROPOSED RULFS AND RULE AMENDMENTS

A. CAPITAL

L Introduction

Section 15F(e)( 1)(B) of the Exchange Act requires that the Commission prescribe capital
requirements for nonbank SBSDs and nonbank MSBSPs.”* The Commission also hag concurrent
authority under section 15(c)(3) of the Exchange Act to prescribe capital requirements for
broker-dealers.?® The existing broker-deajer capital requirements are contained in Rule 15¢3-1,%
including seven appendices to Rule 15¢3-1 7% The minimum capital requirements for stand-alone
SBSDs would be contained in proposed new Rule 18a-1,% and the minimum capital

requirements for broker-dealer SBSDs would be contained in Ruje 15¢3-1, as proposed to be

—_—

= 15 U.S.C. 780-10(c)(1)(B).

the authority” of the Commission “to set financial responsibility rules for a broker or dealer.. .in accordance
with Section 15(c)(3).” 15Us.C 780-8(e)}3)(B).

n 17 CFR 240.15¢3-1.

' ® 17 CFR 240.15¢3-134 {Options); 17 CFR 240.15¢3-1b (Adjustments to net worth and aggregate
indebtedness for certain commodities transactions); 17 CFR 240.15¢3-1¢ (Consolidated computations of

» See proposed new Rule 18a-1.
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amended. Proposed Rule 18a-1 would be structured similarly to Rule 15¢3-1 and would contain

many provisions that correspond to those in Rule 15¢3-1.%°

As described above, the capital and other financial responsibility requirements for broker-

dealers generally provide a reasonable template for crafting the corresponding requirements for

nonbank SBSDs. For example, among other considerations, the objectives of capital standards

for both types of entities are similar. Rule 15¢3-1, described in detail below, is a net liquid assets

test that is designed to require a broker-dealer to maintain sufficient liquid assets to meet all

obligations to customers and counterparties and have adequate additional resources to wind-

down its business in an orderly manner without the need for a formal proceeding if it fails

ﬁnancially.m In turn, the objective of the proposed capital standards for nonbank SBSDs is to

protect customer assets and mitigate the consequences of a firm failure, while allowing these

firms the flexibility in how they conduct a security-based swaps business.

In addition, the Dodd-Frank Act divided responsibility for SBSDs by providing the

prudential regulators with authority to prescribe the capital and margin requirements for bank

SBSDs and the Commission with authority to prescribe capital and margin requirements for

30

3l

For example, proposed new Rule 18a-1 would include four appendices: Appendix A (proposed new Rule
18a-1a); Appendix B (proposed new Rulel 8a-1b); Appendix C (proposed new Rule 18a-1 ¢); and Appendix
D (proposed new Rule 18a-1d). The appendices would correspond to the following appendices to Rule
15¢3-1: Appendix A (Options) (17 CFR 240.15¢3-1a); Appendix B (Adjustments to net worth and
aggregate indebtedness for certain commodities transactions) (17 CFR 240.15c3-1b); Appendix C
{Consolidated computations of net capital and aggregate indebtedness for certain subsidiaries and affiliates)
(17 CFR 240.15¢3-1c); and Appendix D (Satisfactory subordination agreements) (17 CFR 240.15¢3-1d).

See Net Capital Rule, Exchange Act Release No. 38248 (Feb. 6, 1997), 62 FR 6474 (Feb. 12, 1997) (“Rule
15c3-1 requires registered broker-dealers to maintain sufficient liquid assets to enable those firms that fall
below the minimum net capital requirements to liquidate in an orderly fashion without the need for a formal
proceeding.”). As indicated, the goal of the rule is to require a broker-dealer to hold sufficient liquid net
capital to meet all obligations to creditors, except for creditors who agree to subordinate their claims to all
other creditors. As discussed in more detail below, Rule 15¢3-1d (Appendix D to Rule 15¢3-1) sets forth
minimum requirements for a subordinated loan agreement. See 17 CFR 240.15¢3-1d. Typically, affiliates
of the broker-dealer (e.g., the firm’s holding company) or individual owners of the broker-dealer make
subordinated loans to the broker-dealer. If the broker-dealer fails financially and is liquidated, the
obligations of the broker-dealer to all other creditors would need to be paid in full before the obligations of
the broker-dealer to a subordinated lender are paid.

15

T



nonbank SBSDs.*? This division also suggests it méy be appropriate to model the capital
requirements for nonbank SBSDs on the capital standards for brbker-dealers, while the capital .
requirements for bank SBSDs are modeled on capital standards for banks (as reflected in the

proposal by the prudential regulators).® Certain operational, policy, and legal differences appear

to support this distinction between nonbank SBSDs and bank SBSDs. First, based on the

Commission staff’s understanding of the activities of nonbank dealers in over-the counter

(“OTC™) derivatives, nonbank SBSDs are expected to engage in a securities business with

respect to security-based swaps that is more similar to the dealer activities of broker-dealers than

to the activities of banks; indeed, some broker-dealers likely will be registered as nonbank

SBSDs.* Second, existing capital standards for banks and broker-dealers reflect, in part,

differences in their funding models and access to certain types of financial support, and those

discount window, whereas broker-dealers do not — and noﬁbank SBSDs will not — have access to
these sources of funding and'liquidity. Third, Rule 15¢3-1 currently contains provisions
designed to address dealing in OTC derivatives by broker-dealers and, therefore, to some extent
already can accommodate this type of activity (although, as discussed below, proposed
amendments to Rule 15¢3-1 would be designed to more specifically address the risks of security-

based swaps and the potential for increased involvement of broker-dealers in the security-based

2 See 15US.C. 780-10, in general: 15 U.S.C. 780—10(6)(2)(A)-(B), int particular.

# The prudential regulators have proposed capital requirements for bank SBSDs and bank swap dealers that

are based on the capital requirements for banks, See Prudential Regulator Margin and Capital Proposing
Release, 76 FR at 27582,
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swaps rnarlmts).3 3

For t.hese reasons, the proposed capital standard for nonbank SBSDs is a net liquid assets
test modeled on the broker-dealer capital standard in Rule 15¢3-1 3¢ However, the Commission
recognizes that there may be alternative approaches to financial responsibility requirements that
may be appropriate.37 Accordingly, in the requests for comment below on the various capital
standards, commenters are encouraged: (1) to consider alternative approaches to capital for

nonbank SBSDs generally; (2) for nonbank SBSDs that are broker-dealers, 10 identify what, if

3 Sec 17 CFR 240.15¢3-1f and 17 CFR 240.15¢3-1e. See also Alternative Net Capital Requirements for
Broker-Dealers That Are Part of Consolidated Supervised Entities, Exchange Act Release No. 49830 (June
8, 2004), 69 FR 34428 (June 21, 2004) (“Alternative Net Capital Requirements Adopting Release”); OTC
Derivatives Dealers, Exchange Act Release No. 40594 (Oct. 23, 1998), 63 FR 59362 (Nov. 3, 1998).

3 As noted above, the prudential regulators similarly proposed capital standards for bank SBSDs based on the

capital standards for banks. See Prudential Regulator Marein and Capital Proposing Release 76 FR 27564,
The CFTC has proposed three different capital standards for nonbank swap dealers. First, a futures
commission merchant (“FCM”) that is registered as a swap dealer would be subject to the CFTCs net
capital rule for FCMs, which is similar to the Commission’s net capital rule for broker-dealers in that it
imposes a net liquid assets test. See CFTC Capital Proposing Release, 76 FR 27802. Second, a swap
dealer that is not an FCM and not affiliated with a U.S. bank holding company would be subject to a
“tangible net equity” capital standard (the CFTC proposal defines tangible net equity as equity determined
under U.S. generally accepted accounting principles (“GAAP”), and excludes goodwill and other intangible
assets). Third, a swap dealer that is not an FCM and is affitiated with a U.S. bank holding company would
be subject to the capital standard that applies to U.S. banking institutions. Id. The proposed capital
standard for nonbank SBSDs would not make such distinctions and, therefore, all nonbank SBSDs would
be subject to the net liquid assets test embodied in Rule 15¢3-1 (i.e., regardiess of whether they are
registered as broker-dealers or affiliates of U.S. bank holding companies). The CFTC preposed a tangible
net equity requirement for certain swap dealers to address the probability that commercial entities (e.&.,
entities engaged in agricultural or energy businesses) may need to register as swap dealers and that
imposing a net liquid assets test could require them to engage in significant corporate restructuring and
potentially cause undue costs because their equity is comprised of physical and other non-current assets.
Differences between the swaps markets and the security-based swaps markets may make a single capital
standard more workable for nonbank SBSDs. The swaps market is significantly larger than the security-
based swaps market and has many more active participants that are commercial entities. See BIS, OTC
Derivatives Market Activity in the second Half of 2010, Monetary and Ecopomic Department, (May 2011),
available at http://www.bis.org/publiotc_hyl 105.pdf. It is expected that financial institutions will comprise
a large segment of the security-based swaps market as is currently the case and that these entities are more
likely to have affiliates dedicated to OTC derivatives trading and affiliates that are broker-dealers registered
with the Commission. See infra section V.A. of this release {providing an overview of the security-based
swaps markets). Consequently, these affiliates — because their capital structures are geared towards
securities trading or because they already are broker-dealers — would be able to more readily adhere to a net
liquid assets test. In addition, many broker-dealers currently are affiliates within bank holding companies.
Consequently, these broker-dealers are subject to Rule 15¢3-1, while their bank affiliates are subject to
bank capital standards.

CFTC Capital Proposing Release, 76 FR 27802,

17

e




any, specific amendments to Rule 15¢3-1 and its appendices they believe would not be
appropriate for broker-dealers; and (3) for stand-alone SBSDs, to identify what, if any, specific .
provisions in proposed new Rule 18a-1 and its appendices (including those modeled on
provisions in Rule 15¢3-1 and its appendices) they believe would not be appropriate for stand-
alone SBSDs.
The capital standard in Rule 15¢3-] — that serves as a model for the proposed capital
standard for nonbank SBSDs — is a net liquid assets test. This standard is designed to promote
liquidity; the rule allows a broker-dealer to engage in activities that are part of conducting a
securities business (e.g., taking securities into inventory) but in a manner that places the firm in
the position of holding at all times more than one dollar of highly liquid assets for each doliar _of
unsubordinated liabilities (e.g., money owed to customers, counterparties, and creditors).*® For
example, Rule 15¢3-1 aIlows- securities positions to count as allowable net capital, subject to

standardized or internal model-based haircuts.” The rule, however, does not permit most . .
P

# See, e.g., Interpretation Guide to Net Capital Computation for Brokers and Deaiers, Exchange Act Release

No. 8024 (Jan. 18, 1967), 32 FR 856 (Jan. 25, 1967) (“Rule 15¢3-1 (17 CFR 240.15¢3-1) was adopted to
provide safeguards for public investors by setting standards of financial responsibility to be met by brokers
and dealers. The basic concept of the rule is liquidity; its object being to require a broker-dealer to have at
all times sufficient liquid assets to cover his current indebtedness.”) (footnotes omitted); Net Capital
Treatment of Securities Positions. Obligations and Transactions in Suspended Securities, Exchange Act
Release No. 10209 (June 8, 1973), 38 FR 16774 (June 26, 1973) (Commission release of a letter from the
Division of Market Regulation) (“The purpose of the net capital rule is to require a broker or dealer to have
at all times sufficient liquid assets to cover its current indebtedness. The need for liquidity has long been
recognized as vital to the public interest and for the protection of investors and is predicated on the belief
that accounts are not opened and maintained with broker-dealers in anticipation of relying upon suit,
Judgment and execution to collect claims but rather on a reasonable demand one can liquidate his cash or
securities positions.”); Net Capital Requirements for Brokers and Dealers, Exchange Act Release No.
15426 (Dec. 21, 1978), 44 FR 1754 (Jan. 8, 1979} (“The rule requires brokers or dealers to have sufficient
cash or liquid assets to protect the cash or securities positions carried in their customers’ accounts. The
thrust of the rule is to insure that a broker or dealer has sufficient lignid assets to cover current
indebtedness.”); Net Capital Requirements for Brokers and Dealers, Exchange Act Release No. 26402
(Dec. 28, 1989), 54 FR 315 (Jan. 5, 1989) (“The ruie’s design is that broker-dealers maintain liquid assets
in sufficient amounts to enable them to satisfy promptly their liabilities. The rule accomplishes this by
requiring broker-dealers to maintain liquid assets in excess of their liabilities to protect against potential

market and credit risks.”), (footnote omitted). '
3 See 17 CFR 240.15¢3-1{c)(2)(vi); 17 CFR 240.15¢3-1e; 17 CFR 240.15¢3-1f .
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unsecured receivables to count as allowable net capita].40 This aspect of the rule severely limits
the ability of broker-dealers to engage in activities, such as unsecured lending, that generate
unsecured receivables. The rule also does not permit fixed assets or other illiquid assets to count
as allowable net capital, which creates disincentives for broker-dealers to own real estate and
other fixed assets that cannot be readily converted into cash. For these reasons, Rule 15¢3-1 |
incentivizes broker-dealers to confine their business activities and devote capital to activities
such as underwriting, market making, and advising on and facilitating customer securities
transactions.

Rule 15¢3-1 requires broker-dealers to maintain a minimum level of net capital (meaning
highly liquid capital) at all times.*' The rule requires that a broker-dealer perform two
calculations: (1) a computation of the minimum amount of net capital the broker-dealer must
maintain;*? and (2) a computation of the amount of net capital the broker-dealer 1s maintaining.”
The minimum net capital requirement is the greater of a fixed-dollar amount specified in the rule
and an amount determined by applying one of two financial ratios: the 15-to-1 aggregate
indebtedness tc; net capital ratio or the 2% of aggregate debit items ratio.**

~ In computing net capital, the broker-dealer must, among other things, make certain
adjustments to net worth such as deducting illiquid assets and taking other capital charges and

adding qualifying subordinated loans.*® The amount remaining after these deductions is defined

0 See 17 CFR 240.15¢3-1{c)(2)(iv).
“ See 17 CFR 240.15¢3-1.
“ See 17 CFR 240.15¢3-1(a).

“ See 17 CFR 240.15¢3-1(c)(2). The computation of net capital is based on the definition of net capital in

paragraph (c)(2) of Rule 15¢3-1. Id.
4 See 17 CFR 240.15¢3-1(a).
4 See 17 CFR 240.15¢3-1(c)(2)(D)-(xiii).
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as “tentative net capital.”*® The final step in computing net capital is to take prescribed
percentage deductions (“standardized haircuts”) from the mark-to-market value of the
proprietary positions (e.g., securities, money market instruments, and commodities) that are
included in its tentative net capital.*’ The standardized haircuts are designed to account for the
market risk inherent in these positions and to create a buffer of liquidity to protect against other
risks associated with the securities business.*® ANC broker-dealers and a type of limited purpose
broker-dealer that deals solely in OTC derivatives (“OTC derivative dealers™) are permitted, with
Commission approval, to calculate net capital using internal models as the basis for taking
market risk and credit risk charges in lieu of the standardized haircuts for classes of positions for
which they have been approved to use models.*° Rule 15¢3-1 imposes substantially higher
minimum capital requirements for ANC broker-dealers and OTC derivatives dealers, as
compared to other types of broker-dealers, because, among other reasons, the ﬁse of internal
models to compute net capital can substantially reduce the dedﬁctions for securities and money

market positions as compared with the standardized haircuts. > Consequently, the higher

46 See 17 CFR 240.15¢3-1(c)(15).
47 See 17 CFR 240.15¢3-1(c)(2)(vi).
@ See, e.g., Uniform Net Capital Rule, Exchange Act Release No. 13635 (June 16, 1977), 42 FR 31778 (June

23, 1977) (“[Haircuts) are intended to enable net capital computations to reflect the market risk inherent in
the positioning of the particular types of securities enumerated in [the rule]”); Net Capital Rule, Exchange
Act Release No. 22532 (Qct. 15, 1985), 50 FR 42961 (Oct. 23, 1985} (“These percentage deductions, or
‘haircuts’, take into account elements of market and credit risk that the broker-dealer is exposed to when
holding a particular position.”); Net Capital Rule, Exchange Act Release No. 39455 (Dec. 17, 1997), 62 FR
67996 (Dec. 30, 1997) (“Reducing the value of securities owned by broker-dealers for net capital purposes
provides a capital cushion against adverse market movements and other risks faced by the firms, including
liquidity and operational risks.”) (footnote omitted).

49 See 17 CFR 240.15¢3-1(a)(5) and (a)(7); 17 CFR 240.15¢3-1e; 17 CFR 240.15¢3-1f. As part of the
application to use internal models, an entity seeking to become an ANC broker-dealer or an OTC
derivatives dealer must identify the types of positions it intends to include in its model calculation. See 17
CFR 240.15¢3-3e(a)(1)(iii); 17 CFR 240.1 Se3-1f(a)(1)(ii). After approval, an ANC broker-dealer and OTC
derivatives dealer must obtain Commission approval to make a material change to the model, including a
change to the types of positions included in the model. See 17 CFR 240.15c3-1e(a)(8); 17 CFR 240.15¢3-

f(a)(3).
30 See 17 CFR 240.15¢3-1(a)(5) and (a)(7).
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minimum capital requirements are designed to account for risks that may not be addressed by the
internal models. A broker-dealer must ensure that its net capital exceeds its minimum net capital
requirement at all times.”'

A different capital standard than the net liquid assets test is proposed for nonbank
MSBSPs. As discussed in more detail below, proposed Rule 18a-2 would require nonbank
MSBSPs to maintain positive tangible net worth.3? The Commission preliminarily believes that
a tangible net 'worth standard — as opposed to the net liquid assets test — is more workable for
nonbank MSBSPs because these entities may engage in a diverse range of business activities
different from, and broader than, the securities activities conducted by broker-dealers orASBSDs
(and, to the extent they did not, they likely would be required to register as an SBSD and/or
broker-dealer).” Consequently, requiring nonbank MSBSPs to adhere to a capital standard
based on a net liquid assets test could restrict these entities from engaging in commercial
activities that are part of their core business models. For example, some of these entities may
engage in manufacturing and supply activities that generate large amounts of unsecured
receivables and require substantial fixed asselts.5 4 Accordingly, as discussed below, proposed

Rule 18a-2 is not modeled on Rule 15¢3-1 because of the expected differences between nonbank

SBSDs and broker-dealers, on the one hand, and the entities that may register as nonbank

o 17 CFR 240.15¢3-1(a).

2 See proposed new Rule 18a-2.

3 An entity will need to register with the Commission as an MSBSP and, consequently, be subject to

proposed new Rule 18a-2 if it falls within the definition of major security-based swap participant in section
3(a)(67) of the Exchange Act (15 U.S.C. 78¢(a)(67)) as further defined by the Commission by rule. See
Entity Definitions Adopting Release, 77 FR 30596.

> See CFTC Capital Proposing Release, 76 FR at 27807 (proposing a tangible net equity test for major swap
participants that are not part of bank holding companies noting that although these firms “may have
significant amounts of balance sheet equity, it may also be the case that significant portions of their equity
is comprised of physical and other noncurrent assets, which would preciude the firms from meeting FCM
capital requirements without engaging insignificant corporate restructuring and incurring potentially undue
costs.”).
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MSBSPs, on the other hand.

Request for Comment

The Commission generally requests comment on the proposals to impose a net liquid
assets test capital standard for nonbank SBSDS and a tangible net worth standard for nonbank
MSBSPs. In addition, the Commission requests commeht, including empirical data in support of
corﬁments, in response to the following questions:

1. Will the entities that register as nonbank SBSDs engage in a securities business with
respect to security-based swaps that is similar to the securities business conducted by
broker-dealers? If not, describe how the securities activities of nonbank SBSDs ;Jvill
differ from the securities activities of broker-dealers,

2. Will some broker-dealers register as nonbank SBSDs? If so, which types of broker-
deaiers and which types of activities do these broker-dealers currently engage in?

3. Should there be different capital standards for nonbank SBSDs depending on whether .
they are registered as broker-dealers or affiliated with bank holding companies, or not
registered as broker-dealers and not affiliated with bank holding companies? If so,
explain why. If not, explain why not. For example, should stand-alone SBSDs be
subject to a tangible net worth standard or, if affiliated with a bank holding company, the
bank capital standard? Would different standards create competitive advantages? If so,
explain why. If different capital standards would be appropriate, explain the appropriate
capital standard that should apply to each of these classes of nonbank SBSDs.

4. Generally, is there a level of capital under which counterparties will not transact with a
dealer in OTC derivatives because the counterparty credit risk is too great? If so, 1dentify

that level of capital.
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. Will stand-alone SBSDs seck to effect transactions in securities OTC derivatives
products other than security-based swaps, such as OTC options, that would necessitate
registration as a broker-dealer? If so, wéuld registering as a limited purpose broker-
dealer under the provisions applicable to OTC derivatives dealers provide a workat)le
alternative to registering as a full-service broker-dealer? For example, would there be
conflicts between the proposed capital, margin, and segregation requirements for SBSDs
and the existing requirements for OTC derivatives dealers? If so, identify the conflicts.
Should the requirements for OTC derivatives dealers be amended (by exemptive relief or

~ otherwise) to accommodate firms that want to deal in security-based swaps? If so,
explain how the requirements should be amended and why.

Should the Commission exempt nonbank SBSDs engaged in activities with respect to
securities OTC d-erivatives products other than security-based swaps from any
requirements applicable toAOTC derivatives dealers? Please identify which requirements
and explain why.

. As discussed below, the proposed minimum net capital requirements would differ

substantially for stand-alone SBSDs that are approved to use models in computing net

capital (i.e., a $20 million fixed-dollar minimum net capital requirement and $100 million
tentative net capital requirement) compared to broker-dealer SBSDs approved to use
models (i.e., a $1 billion ﬁxed-dc;llar minimum net capital requirement and $5 billion
tentative net capital requirement). In general,' because the definition of “security-based
swap dealer” in the Dodd-Frank Act does not include acting as a broker or agent in
security-based swaps, entities engaging in brokerage activities with respect to security-

based swaps could be required to register as broker-dealers. To the extent these broker-




dealer SBSDs wanted to use models to compute net capital, they would be subject to the
higher minimum net capital requirements. Accordingly, in order to avoid being subject
to higher minimum net capital requirements applicable to broker-dealer SBSDs approved
to use models to compute net capital, a stand-alone SBSD may need to limit the activity it
could conduct on behalf of customers so that it does not fall within the definition of a
“broker” under the Exchange Act and, thereby, need to register as a broker-

dealer. Commenters are requested to address this issue, including any potential changes
to the proposed capital requirements for stand-alone SBSDs and broker-dealer SBSDs
discussed below. For example, should broker-dealer SBSDs approved to use internal
models to compute net capital and that register as broker-dealers only in order to conduct
brokerage activities with respect to security-based swaps, and that do not conduct a
general business in securities with customers, be subject to the minimum net capital
requirements applicable to stand-alone SBSDs approved to use internal models? If so,
exblain why. If not, explain why not. If different capital standards would be appropriate,
explain the appropriate capital standard that should apply to this class of broker-dealer
SBSDs and whether any limitations should apply, including with respect to the types of
broker activities in which the nonbank SBSD may engage in order to qualify for ar
particular capital treatment. Alternatively, or in addition, should the Commission allow
OTC dernivatives dealers (which are subject to a $20 million fixed-dollar minimum net
capital requirement and $100 million tentative net capital requirement) to be dually
registered as nonbank SBSDs and/or amend the rules for OTC derivatives dealers to

conduct a broader range of activities than are currently permitted? If the Commission
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took this action, should it also remove the exemption for OTC derivatives dealers from
. membership in a self-regulatory organization (“SRO”)?
9. Describe the types of entities that may need to register as MSBSPs and how the activities
that these entities engage in would impact the entity’s capital position.
10. Should nonbank MSBSPs be subject to a net liquid assets test capital standard (in ;;ontrast
to a tangible net worth test)? If so, explain why. If not, explain why not.
2. Proposed Capital Rules for Nonbank SBSDs

As discussed in detail below, proposed new Rule 18a-1 would prescribe capital
requirements for stand-alone SBSDs and amendments to Rule 15¢3-1 would prescribe capital
requirements for broker-dealer SBSDs. Proposed new Rule 18a-1 would require a stand-alone
SBSD to compute net capital using standardized haircuts prescribed in the rule (including
standardized haircuts specifically for security-based swaps and swaps) or, alternatively, with

. Commission approval, to use internal models for positions for which the stand-alone SBSD has

been approved to use internal models. Under the proposed amendments to Rule 15¢3-1, a
broker-dealer SBSD would be required to use the existing standardized haircuts in the rule plus
proposed new additional standardized haircuts specifically for security-based swaps and swaps.
A broker-dealer SBSD that seeks to computé net capital using internal models would need to
apply to the Commission for approval to operate as an ANC broker-dealer. A nonbank SBSD
permitted to use internal models.to compute net capital (whether a stand-alone SBSD subject to
proposed new Rule 18a-1 or an ANC broker-dealer subject to Rule 15¢3-1, as amended) would
need to comply with additional requirements as compared to a nonbank SBSD that is not
approved to use internal models. This would be consistent with the existing requirements in

Rule 15¢3-1, which impose additional requirements on ANC broker-dealers and OTC derivatives
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dealers as compared with other broker-dealers.”> F inally, the amendments to Rule 15¢3-1 would
apply to broker-dealers that are not registered as SBSDs to the extent they hold positidns in .
security-based swaps and swaps.
a. Computing Required Minimum Net Capital

Ruie 15¢3-1 prescribes the minimum net capital requirement for a broker-dealer as the
greater of a fixed-dollar amount specified in the rule and an amount determined by applying one
of two financial ratios: the 15-to-1 aggrepate indebtedness to net capital ratio or the 2% of
aggregate debit items ratio.’® The proposed capital requirements for nonbank SBSDs would use
a similar framework. Under the proposals, there would be different minimum net capital
requirements for stand-alone SBSDs that are not approved to use internal models, broker-dealer
SBSDs that are not approved to use internal models, stand-alone SBSDs that are approved to use
internal models, and broker-dealer SBSDs that are approved to use internal models (i.e., ANC
broker-dealers). The following table provides a summary of the proposed minimum net capital .

requirements, which are discussed in the following sections.

~ k ; ! i leed Do]lar‘ -Financial Ratio

Stand alone SBSD (not N/A $20 million 8% margin factor
using internal models) )
Stand-alone SBSD (using | $100 million $20 million 8% margin factor
internal models) ]
Broker-dealer SBSD N/A $20 million 8% margin factor -+
(not using internal Rule 15¢3-1 ratio
models)
Broker-dealer SBSD 35 billion $1 billion 8% margin factor +°
{using internal models) Rule 15¢3-1 ratio

3 See, e.g., 17 CFR 240.15¢3- ](a)(S) and (a)(7); 17 CFR 240.15¢3-1le; 17 CFR 240.15¢3-1f, 17 CFR

240.15¢3-4.

56 See 17 CFR 240.15¢3-1(a). .
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| i Stand-alone SBSDs Not Using Internal Models
A stand-alone SBSD would be subject to the capital requirements set forth in proposed
new Rule 18a-1. Under this proposed new rule, a stand-alone SBSD that is not approved to use
internal models to compute haircuts would be required to maintain minimum net capital of not

less than the greater of $20 million or 8% of the firm’s risk margin amount (“8% margin

factor).”” The term risk margin amount would be defined as the sum of: (1) the greater of the

total margin required to be delivered by the nonbank SBSD with respect to security-based swap
transactions cleared for security-based swap customers at a clearing agency or the amount of the
deductions that would apply to the cleared security-based swap positions of the security-based
swap customers pursuant to paragraph (c}(1)(v1) of Rule 18a-1; and (2) the total margin amount
calculated by the stand-alone SBSD with respect to non-cleared security-based swaps pursuant to
proposed new Rule 18a-3.%® Accordingly, to determine its minimum net capital requirement, a
stand-alone SBSD would need to calculate the amount equal to the 8% margin factor.” The
firm’s minimum net capital requirement would be the greater of $20 million or the amount equal
to the 8% margin factor.?

The proposed $20 million fixed-dollar minimum requirement would be the same as the

fixed-dollar minimum requirement applicable to OTC derivatives dealers and already familiar to

existing market par*ticipants.61 OTC derivatives dealers are limited purpose broker-dealers that

3 See paragraph {a)(1) of proposed new Rule 18a-1. The rationales for these minimum requirements are

discussed below.

53 See paragraph (c)(6) of proposed new Rule 18a-1. The components of the risk margin amount are

discussed in detail below.

59 . See paragraphs (a)(1) and (c)(6) of proposed new Rule 18a-1.

oo See paragraph (a)(1) of proposed new Rule 18a-1.

o See 17 CFR 240.15¢3-1(a)(5). The CFTC proposed a $20 million fixed-dollar minimum net capital
requirement for FCMs that are registered as swap deaters, regardless of whether the firm is approved to use
internal models to compute regulatory capital. See CFTC Capital Proposing Release, 76 FR 27802,
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are authorized to trade in certain derivatives, including security-based swaps, and to use internal .

models to calculate net capital. They are required to maintain minimum tentative net capital of
$100 million and minimum net capital of $20 million.”* These current fixed-dollar minimums
have been the minimum capital standards for OTC derivative dealers for over a decade, and are
substantially lower than the fixed-dollar minimums in Rule 15¢3-1 currently applicable to ANC
broker-dealers, which use internal models to calculate net capii:.all.63 In addition, available data
regarding the current populat.ion of broker-dealers suggests that these minimums would not
prevent new entrants in the security-based swap market.** To date, there have been no
indications that these minimums are not adequately meeting the objective of requiring OTC
derivatives dealers to maintain sufficient levels of regulatory capital to account for the risks
inherent in their activities.

At the same time, the proposed $20 million fixed-dollar minimum requirement for stand-
alone SBSDs that do not use internal models to calculate net capital would be substantially .

higher than the fixed-dollar minimums in Rule 15¢3-1 currently applicable to broker-dealers that

Further, the CFTC proposed a $20 million fixed-dolar “tangible net equity” minimum requirement for
swap dealers and major swap participants that are not FCMs and are not affiliated with a U.S. bank holding
company. Finally, the CFTC proposed a $20 million fixed-doHar Tier 1 capital minimum requirement for
swap dealers and major swap participants that are not FCMs and are affiliated with a U.S. bank holding
company (the term “Tier 1 capital” refers to the regulatory capital requirement for U.S. banking
institutions). Id.

62 See 17 CFR 240.15¢3-1(a)(5). When adopting the capital requirements for OTC derivatives dealers, the
Commission stated “[t]he minimum tentative net capital and net capital requirements are necessary {o
ensure against excessive leverage and risks other than credit or market risk, all of which are now factored
into the current haircuts. Further, while the mathematical assumptions underlying VaR may be useful in
projecting possible daily trading losses under “normal’ market conditions, VaR may not help firms measure
losses that fall outside of normal conditions, such as during steep market declines, Accordingly, the
minimum capital requirements provide additional safeguards to account for possible extraordinary losses or
decreases in liquidity during times of stress which are not incorporated into VaR calculations.” See OTC
Derivatives Dealers, 63 FR 59362,

6 Paragraph {(a)(7) of Rule 15¢3-1 currently requires that ANC broker-dealers at all times maintain tentative

net capital of not less than $1 billion and net capital of not less than $500 million. 17 CFR 240.15¢3-
1{a)(7).

6 See infra section V.B.2.a.i. of this release (economic analysis discussion based on year-end 2011 data
showing that approximately 270 broker-dealers maintain net capital of $20 million or more).
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do not use internal models (i.e., that are not ANC broker-dealers or OTC denvatives dealrzzrs).65
Under the proposals, stand-alone SBSDs that do not use models would not be able to avail
themselves of such minimums and would be subjéct to the same $20 million minimum net
capital requirement as OTC derivatives dealers, even though they would not be using models like
such derivatives dealers. In other words, the same minimum net capital requirement will apply
to stand-alone SBSDs regardless of whether or not they use models.

This level of minimum capital may be appropriate because of the nature of the business
of a stand-alone SBSD and the differences from the business of a broker-dealer or OTC
derivatives dealér. Generally, OTC derivatives, such as security-based swaps, are contracts
between a dealer and its counterparty. Consequently, the counterparty’s ability to collect
amounts owed to it under the contract depends on the financial wherewithal of the dealer. In
contrast, the returns on financial instruments held by a broker-dealer for an investor (other than a
derivative issued by the broker-dealer) are not linked to the financial wherewithal of the broker-
dealer holding the instrament for the customer. Accordingly, if a stand-alone SBSD fails, the
counterparty may not be able to liquidate the contract or replace the contract with a new
counterparty without incurring a loss on the position. The entities that will register and operate
as nonbank SBSDs should be sufficiently capitalized to minimize the risk that they cannot meet
their obligations to counterparties, particularly given that the counterparties will not be limited to
other dealers but will include customers and other counterparties as well.

In addition, stand-alone SBSDs will not be subject to the same limitations that appiy to

63 For example, a broker-dealer that carries customer accounts has a fixed-dollar minimum requirement of

£250,000; a broker-dealer that does not carry customer accounts but engages in proprietary securities
trading (defined as more than ten trades a year) has a fixed-dollar minimum requirement of $100,000; and a
broker-dealer that does not carry accounts for customers or otherwise does not receive or hold securities
and cash for customers, and does not engage in proprietary trading activities, has a fixed-dollar minimum
requirement of $5,000. See 17 CFR 240.15¢3-1(a)(2).
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OTC derivative dealers in effecting transactions with customers and engaging in dealing

activities.® Therefore, the failure of a stand-alone SBSD could have a broader adverse impact

on a larger number of market partici ants, includin customers and counterparties.’’” The
g p p B p

proposed capital requirements for this group of firms, in part, are meant to account for this

potential broader impact on market participants.®®

Consequently, stand-alone SBSDs that do not use internal models would be subject to the

same $20 million fixed-dollar minimum net capital requirement that applies to OTC derivatives

dealers. The same firms would not, however, be subject to a minimum tentative net capital

requirement, which is applied to firms that use internal models to account for risks that may not

be fully captured by the models.”

a6
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63

49

See 17 CFR 240.3b-12; 17 CFR 240.15a-1. Rule 3b-12, defining the term OTC derivatives dealer,
provides, among other things, that an OTC derivatives dealer’s securities activities must be limited to- (1)
engaging in dealer activities in eligible OTC derivative instruments (as defined in the rule) that are
securities; (2) issuing and reacquiring securities that are issued by the dealer, including warrants on
securities, hybrid securities, and structured notes; (3} engaging in cash management securities activities (as
defined in Rule 3b-14 (17 CFR 240.3b-14)); (4) engaging in ancillary portfolio management securities
activities (as defined in the rule); and (5) engaging in such other securities activities that the Comrnission
designates by order. See 17 CFR 240.3b-12. Rule 15a-1, govering the securities activities of OTC
derivatives dealers, provides that an OTC derivatives dealer must effect transactions in OTC derivatives
with most types of counterparties through an affiliated Commission-registered broker-dealer that is not an
OTC derivatives dealer. See 17 CFR 240.154-1.

The proposal is consistent with the CFTC’s proposed capital requirements for nonbank swap dealers, which
impose $20 million fixed-doliar minimum requirements regardless of whether the firm is approved to use
internal models to compute regulatory capital. See CFTC Capital Proposing Release, 76 FR 27802.

As discussed above, stand-alone SBSDs would be subject to a minimum ratio amount based on the §%
margin factor. OTC derivatives dealers are not subject to a minimum ratio amount.

OTC derivatives dealers are subject to a $100 million minimum tentative net capital requirement. ANC
broker-dealers are currently subject to a $1 billion minimum tentative net capital requirement. The
minimum tentative net capital requirements are designed to address risks that may not be captured when
using internal models rather than standardized haircuts to compute net capital. See OTC Derivatives
Dealers, 63 FR at 59384; Aliernative Net Capital Requirements for Broker-Dealers That Are Part of
Consolidated Supervised Entities; Proposed Rule, Exchange Act Release No. 48690 {Oct. 24, 2003), 68 FR
62872, 62875 (Nov. 6, 2003) (“We expect that net capital charges will be reduced for broker-dealers that
use the proposed alternative net capital computation. The present haircut structure is designed so that firms
will have a sufficient capital basé to account for, in addition to market and credit risk, other types of risk,
such as operational risk, leverage risk, and liquidity risk. Raising the minimum tentative net capital
requirement to $1 billion and net capital requirement to $500 million is one way to ensure that firms that
use the alternative capital computation maintain sufficient capital reserves to account for these other risks.

30




The proposed 8% margin factor would be part of determining the stand-alone SBSD’s

. minimum net capital requirement. As noted above, the stand-alone SBSD would determine this

amount by adding:

¢ The greater of the total margin required to be delivered by the stand-alone SBSD with

respect to security-based swap transactions cleared for security-based swap customers at
a clearing agency or the amount of the deductions that would apply to the cleared
security-based swap positions of the security-based swap customers pursuant to
paragraph (¢)(1)(vi) of Rule 18a-1;" and

The total margin amount calculated by the stand-alone SBSD with respect to non-cleared
security-based swaps pursuant to paragraph (c)(1)(i)(B) of proposed new Rule 18a-3."

The total of these two amounts — i.e., the risk margin amount — would be multiplied by

8% to determine the amount of the 8% margin factor, which, if greater than the $20 million

fixed-dollar amount, would be the stand-alone SBSD’s minimum net capital requirement.”” This

70

71

In addition, based on our experience, firms must have this scale of operations in order to have developed
internal risk management control systems necessary to support reliable VaR computations.™).

See paragraph (c){6) of proposed new Rule 18a-1. As discussed below in section ILB. of this release,
nonbank SBSDs will be subject to margin requirements imposed by clearing agencies pursuant to which
nonbank SBSDs will be required to collect collateral from customers relating to the customers’ cleared
security-based swap transactions. The amount of collateral required to be collected as a result of
customers’ cleared security-based swap transactions would be used to determine the first component of the
risk margin amount. This amount would be added to the second component of the risk margin amount
relating to non-cleared security-based swaps and that amount would be multiplied by 8% to determine the
8% margin factor. However, if the margin requirements of the clearing agencies require the stand-alone
SBSD to collect total collateral in an amount that is less than the deductions the firm would apply to the
customers’ cleared security-based swap positions under proposed new Rule 18a-1, the stand-alone SBSD
would need to add the amount of the deductions to the second component of the risk margin amount
relating to non-cleared security-based swaps and multiply that amount by 8% to determine the 8% margin
factor. :

See paragraph (¢)(6) of proposed new Rule 18a-1. As discussed below in section I1.B. of this release,

proposed new Rule 18a-3 would establish margin requirements for nonbank SBSDs with respect to non-
cleared security-based swaps. See proposed new Rule 18a-3. The proposed rule would define the term
margin to mean the amount of positive equity in an account of a counterparty. See paragraph (b)}(5) of
proposed new Rule 18a-3. Under the proposed rule, a nonbank SBSD would be required to calculate daily
a margin amount for the account of each counterparty to a non-cleared security-based swap. See paragraph
(e)(1)(i)(B) of proposed new Rule 18a-3. These calculations of counterparty margin amounts for the
purposes of proposed new Rule 18a-3 would be used to determine the component of the risk margin
amount relating to non-cleared security-based swaps. This amount would be added to the first component
relating to cleared security-based swaps, and the total amount would be multiplied by 8% to determine the
8% margin factor.

See paragraphs (a)(1) and (c)(6) of proposed new Rule 18a-1.
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proposed 8% margin factor ratio requirement is similar to an existing requirement in the CFTC’s
net capital rule for FCMs.” Further, the CFTC has proposed a similar requirement for swap
dealers and major swap participants registered as FCMs.”* Under the CFTC’s proposal, an FCM
would be required to maintain adjusted net capital that is equal to or greater than 8% of the risk
margin required for customer and non-customer exchange-traded futures and swaps positions
that are cleared by a derivatives clearing organization (“DCO™).” The CFTC’s proposed 8% of
margin, or risk-based capital rule, “is intended to require FCMs to maintain a minimum level of
capital that is associated with the level of risk associated with the customer positions that the
FCM carries.”” Based on Commission staff experience with dually-registered broker-
dealer/FCMs, the Commission preliminarily believes that the 8% margin factor would serve as a
reasonable measure to ensure that a firm’s minimum capital requirement increases or decreases
in tandem with the level of risk arising from customer futures transactions. Consequently, the
8% margtn factor is being proposed to provide a similar adjustable minimum net capital

requirement for nonbank SBSDs with respect to their security-based swap activity.’’

7 See 17 CFR L.17(a)(1)(i)(B). See also Minimum Financial and Related Reporting Requirements for

Futures Commission Merchants and Introducine Brokers, 69 FR 49784 (Aug. 12, 2004). The CETC
proposed the 8% risk margin requirement to establish a margin-based capital computation identical to the
margin-based minimum net capital computation that several futures self-regulatory organizations, including
one derivatives clearing organization, adopted for their respective member-FCMs. Id. at note 16.

See CKFTC Capital Proposing Release, 76 FR 27802. The 8% risk margin calculation under the CFTC’s
proposal relates to cleared swaps or futures transactions, whereas the 8% margin factor proposed in new
Rule 18a-1 would be based on cleared and non-cleared sccurity-based swaps. As discussed below, the
proposed minimum net capital requirement is based on a nonbank SBSD’s cleared and non-cleared
security-based swap activity in order to account for the risks of both types of positions.

s See CFTC Capital Proposing Release, 76 FR 27802,
& 1d. at 27807.

77

74

As discussed below in section I1.A.2.b.iv. of this release, an 8% mutltiplier is used for purposes of
calculating credit risk charges under Appendix E to Rule 15¢3-1. While this is a different calculation than
the proposed 8% margin factor, using an 8% multiplier for purposes of computing regulatory capital
requirements is an international standard. See Alternative Net Capital Requirements Adopting Release, 69
FR 34428, note 42 (describing the 8% multiplier in Appendix E to Rule 15¢3-1 as being “consistent with
the calculation of credit risk in the OTC derivatives dealers rules and with the Basel Standard™ and as being
“designed to dampen leverage to help ensure that the firm maintains a safe level of capital.”).
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Under the proposed rule, nonbank SBSDs — including stand-alone SBSDs that are not
approved to use internal models to calculate net capital — would be subject to a minimum net ,
capital requirement that increases in tandem with an increase in the risks associated with
nonbank SBSD’s security-based swap activities.”® Without the 8% margin factor, the minimum ¢
net capital requirement for a nonbank SBSD would be the same (i.e., $20 million) regardless of
the volume, size, and risk of its outstanding security-based swap transactions.

The amount computed under the 8% margin factor generally would increase as the stand-

alone SBSD increased the volume, size, and risk of its security-based swap transactions.

Specifically, the proposed definition of the term risk margin amount is designed to link the stand-

alone SBSD’s minimum net capital requirement to its cleared and non-cleared security-based
swap activity. For example, the definition in proposed new Rule 18a-1 provides that, for cleared
security-based swaps, the amount is the greater of the margin required to be collected or the
amount of the deductions that would apply pursuant to proposed new Rule 18a-1 (i.e., the
amount of the deductions using standardized haircuts).79 The margin requirement for cleared
security-based swap positions generally should increase with the volume, size, and risk of the
positions as would the amount of the standardized haircuts applicable to the positions. Further,
the “greater of” provision is designed to ensure that the 8% margin factor requirement is based
on, at a minimum, the standardized haircuts as these provide a uniform z_ipproach for all cleared
security-based swaps, whereas margin requirements for cleared security-based swaps will vary

over time and across different clearing agencies.

7 As discussed below in sections 1A 2.ai., ILA.2.a.ii., and ILA.2.a.1v. of this release, the 8% margin factor

would be used to compute the minimum net capital requirement for all nonbank SBSDs.

" For a stand-alone SBSD approved to use internal models and an ANC broker-dealer, it would be the

amount of the deductions determined using a VaR model, except for types of positions for which the firm
has not been approved to use a VaR model.
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As proposed, the 8% margin factor is determined using the greater of required margin or
standardized haircuts with respect to cleared security-based swaps plus the margin amount for
non-cleared security-based swaps calculated under proposed new Rule 18a-3.% Thus, the 8%
margin factor would be based on a stand-alone SBSD’s activity in both cleared and non-cleared
security-based swaps. As noted above, the goal of the provision is to require the stand-alone
SBSD to increase its net capital in tandém with an increase in the risk of its security-based swap
transactions. The proposal does not limit the computation to only cleared security-based swaps,
as proposed by the CFTC, because such a limitation would allow the stand-alone SBSD to
increase the amount of its non-cleared security-based swaps positions without a corresponding
increase in net capital. This could create greater risk to the stand-alone SBSD’s customers
because — as discussed above — their ability to collect amounts owing on security-based swaps
depends on the ability of the stand-alone SBSD to meets its obligations. |

Request for Comment

The Commission generally requests comment on the proposed minimum net capital
requirements in proposed new Rule 18a-1 for stand-alone SBSDs that are not approved to use
internal models to compute net capital. In addition, the Commission requests comment,

including empirical data in support of comments, in response to the following questions:

0 Proposed new Rule 18a-3 would require a nonbank SBSD to calculate daily a margin amount for the

account of each counterparty to a non-cleared security-based swap. See paragraph (c)(1){i}(B) of proposed
new Rule 18a-3. As discussed below in section ILB. of this release, a nonbank SBSD would be required to
perform this calculation even though proposed new Rule 18a-3 would not require the nonbank SBSD to
collect collateral from ali counterparties to collateralize the margin amount. For example, the Commission
is proposing that collateral need not be coliected from commercial end users. Nonetheless, the calculation
of the margin amount for purposes of proposed new Rule 18a-3 would determine the non-cleared security-
based swap component of the risk margin amount regardless of whether the nonbank SBSD would be
required to collect collateral from the counterparty to collateralize the margin amount. In other words, the
amount of the risk margin amount would be based on the calculation required by proposed new Rule 18a-3
for all counterparties to non-cleared security-based swaps and not on whether the stand-alone SBSD would
be required to collect collateral from a counterparty to collateralize the margin amount. As discussed in
section ILB. of this release, this is designed to ensure that the risk margin amount js based on all non-
cleared security-based swap activity of the stand-alone SBSD and not Just on security-based swap activity .

that would require the firm to collect collateral’
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. Is the proposed $20 million minimum net capital requirement for stand-alone SBSDs not
using internal models appropriate? If not, explain why not. What minimum amount
would be more appropriate? For example, should the minimum fixed-dollar amount be
greater than $20 million to account for the broader range of activities that stand-alone
SBSDs will be able to engage in as compared with OTC derivatives dealers? If so,
explain why. If it should be a greater amount, how much greater should it be (e.g., $30
million, $50 million, $100 million, or some other amount)? Alternatively, should the
minimum fixed-dollar amount be less than $20 million because these firms will not be
using internal models to compute net capital? If so, explain why. If1t should be a lower
amount, how much lower (e.g., $15 million, $10 million, $5 million, or some other
amount)? If a greater or lesser alternative amount is recommended, explain why it would
be more appropriate for broker-dealer SBSDs that are not approved to use internal
models.

Is the proposed definition of risk margin amount appropriate? If not, explain why and

suggest modifications to the definition. For example, are there modifications that could
make the definition more accurately reflect the nonbank SBSD’s risk exposure from
dealing in security-based swaps? 1f so, describe the modifications and explain why they

would achieve this rcsult.

Is the component of the risk margin amount definition addressing margin delivered for
cleared swaps appropriate? If not, explain why not. Would the definition be more
appropriate if this component was dropped so that the first prong of the definition only

incorporated the haircuts for cleared security-based swaps?
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4. Should the proposed definition of risk margin amount only address cleared security-based .

swaps, consistent with the CFTC’s proposal? 1f so, explain why, including how the risk
of non-cleared security-based swap activities could be addressed through other measures.

5. Isthe component of the risk margin amount definition addressing margin collected for

non-cleared security-based swaps appropriate? If not, explain why not.

6. Is the 8% margin factor an appropriate metric for determining a nonbank SBSD’s
minimum net capital requirement in terms of increasing a nonbank SBSD’s minimum net
capital requirement as the risk of its security-based swap activities increases? If not,
explain why not. For example, should the percentage be greater than 8% (e.g., 10%,
12%, or some other percentage)? If so, identify the percentage and explain why it would
be preferable. Should the percentage be less than 8% (e.g., 6%, 4%, or some other
percentage)? If so, identify the percentage and explain why it would be preferable.

7. Should the 8% multiplier be tiered as the amount of the risk margin amount increases? If .
s0, explain why. For example, should the multiplier decrease from 8% to 6% for the
amount of the risk margin amount that exceeds a certain threshold, such as $1 billion or

~ 85 billion? If so, explain why. Should the amount of the multiplier increase from 8% to
10% for the amount of the risk margin amount that exceeds a certain threshold such as $1
billion or $5 billion? If so, explain why.

8. Should the 8% margin factor be an adjustable ratio (e.g,, increase to 10% or decrease to
6%)? For example, should the multiplier adjust periodically if certain conditions occur?
If s0, explain the conditions under which the 8% multiplier would adjust upward or
downward and why having an adjustable ratio would be appropriate,

9. Would the 8% margin factor be a sufficient minimum net capital requirement without the
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10.

11.

12.

$20 million fixed-dollar minimum? If so, explain why.

Are there metrics other than a fixed-dollar minimum and the 8% margin factor for
calculating required minimum capital that would more appropriately reflect the risk of
nonbank SBSDs? If so, identify them and explain why they would be preferable. For
example, instead of an absolute fixed-dollar minimum, should the minimum net capital
requirement be linked to a scalable metric such as the size of the nonbank SBSD or the
amount of the deductions taken by the nonbank SBSD when computing net capital? For
any scalable minimum net capital requirements identified, explain how the computation
would work in practice and how the minimum requirement would address the same
objectives of a fixed-dollar minimum.

Would the 8% margin factor address the risk of extremely large nonbank SBSDs? If not,
explain why not. For example, if the customer margin requirements for cleared and non-
cleared security-based swaps carried by the nonbank SBSD were low because the
positions were hedged or otherwise not high risk, the 8% margin factor may not increase
in tandem with the level of tile nonbank SBSD’s security-based swap activity. In this
case, would the 8% margin factor adequately address the risk of the nonbank SBSD,
particularty if it carried substantial security-based swap positions? If not, explain why
not. Would the 8% margin factor be necessary for small nonbank SBSDs? If not,
explain why not.

Would the 8% margin factor provide an appropriate and workable restraint on the amount
of leverage incurred by stand-alone SBSDs not using internal models because the amount
of minimum net capital would increase as the risk margin amount increases? Ifnot,

explain why not. 1s there another measure that would more accurately and effectively
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13.

14,

15.

address the leverage risk of these firms? If s0, identify the measure and explain why it .

would be more accurate and effective.

Should the 8% margin factor be applied to margin related to cleared and non-cleared
swap transactions in addition to security-based swap transactions? For example, the
provision could require that 8% of the margin required for cleared and non-cleared swaps
be added to the 8% of margin required for cleared and non-cleared security-based swaps
in determining the minimum net capital requirement. Would this be a workablke approach
to address the fact that the CFT(C’s proposed 8% margin requirement would not apply to
swap dealers that are not registered as FCMs and, with respect to dually-registered FCM
swap dealers, it would apply only to cleared swaps? Including swaps in the 8% margin
factor calculation would provide for equal treatment of security-based swaps and swaps
in determining a minimum net capital requirement. Would this be a workable approach?
If so, explain why. If not, explain why not. .
Would the 8% margin factor be practical as applied to a portfolio margin account that
conte;ins security-based swaps and swaps? If so, explain why. If not, explain why not.
What will be the practical impacts of the 8% margin factor? For examplg, what will be
the effect on transaction costs, liquidity in security-based swaps, availability of capital to
support security-based swap transactions generally and/or for non-security-based swap-
related uses, use of security-based swaps for hedging purposes, risk management at
SBSDs, the costs.for potential new SBSDs to participate in the security-based swap
markets, etc.? How would these impacts increase or decrease if the §% margin factor

were set at a higher or lower percentage?
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ii. Broker-Dealer SBSDs Not Using Internal Models

A broker-dealer that registers as an SBSD would continue to be subject to the capital
requirements in Rule 15¢3-1, as proposed to be amended to account for security-based swap
activities. Proposed amendments to paragraph (a) of Rule 15¢3-1 would establish minimum net
capital requirements for a broker-dealer SBSD that is not approved to use internal models to
compute net capital.gl Under these proposed amendments, the broker-dealer SBSD would be
subject to the same $20 million fixed-dollar minimum net capital requirement as a stand-alone
SBSD that does not use internal models.® As discussed above in section 11.A.2.a.1. of this
release, the proposed $20 million fixed-dollar minimum would be consistent with the current
fixed-dollar minimum that applies to OTC derivatives dealers, which has been used as a
minimum capital standard for OTC derivative dealers for over a decade.

In addition, a broker-dealer SBSD that does not use internal models would be required to
use the 8% margin factor to compute its minimurﬁ net capital amount. As discussed above in
section 1I.A.2.a.i. of this release, the 8% margin factor is designed to adjust the broker-dealer
SBSD’s minimum net capital requirement in tandem with the risk associated with the broker-
dealer SBSD’s security-based swap activity. Without the 8% margin factor, the minimum net
capital requirement for a broker-dealer SBSD would be the same (i.¢., $20 million) regardless of
the number, size, and risk of its outstanding security-based-swap transactions. Consequently, the
proposed rule would include the 8% margin factor in order to increase the broker-dealer SBSD’s
net capital requirement as the risk of its security-based swap activities increases.

Moreover, the broker-dealer SBSD —as a broker-dealer — would be subject to the existing

financial ratio requirements in Rule 15¢3-1 and, therefore, would need to include the applicable

i See proposed new paragraph (a)(10) of Rule 15¢3-1.

8 Id.
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financial ratio amount when determining the firm’s minimum net capital requirement.®® A
broker-dealer’s minimum net capital requirenient is the greater of the applicable fixed-dollar
amount and one of two alternative financial ratios. The first financial ratio requirement provides
lthat a broker-dealer must not permit its aggregate indebtedness to all other persons to exceed
1500% of its net capital (i.c., a 15-to-1 aggregate indebtedness to net capital requirement).**
This is the default financial ratio requirement that all broker-dealers must apply unless they
affirmatively elect to be subject to the second financial ratio requirement by notifying their
designated examining authority of the election.®® The second financial ratio requirement
provides that a broker-dealer must not permit its net capital to be less than 2% of aggregate debit
items (i.e., customer-related obligations to the broker-dealer).*®

The proposed amendments to Rule 15¢3-1 would provide that a broker-dealer SBSD that
is not approved to use internal models would be required to maintain a minimum net capital level
of not less than the greater of: (1) $20 million or (2) the financial ratio amount required pursuant
to paragraph (a)(1) of Rule 15¢3-1 plus the 8% margin factm:.g7 Thus, the proposed minimum
net capital requirement for a broker-dealer SBSD would incorporate the requirement in Rule

15¢3-1 that a broker-dealer maintain the greater of a fixed-dollar amount or one of the two

8 See 17 CFR 240.15¢3-1 (a)(1); proposed new Paragraph (a)(10)(i) of Rule 15¢3-1. Currently, all broker-
dealers, including the ANC broker-dealers, are subject either to the aggregate indebtedness standard or the
aggregate debit items (alternative standard) financial ratio requirements.

84 See 17 CFR 240, 15¢3-1(a)(1)(i). Stated another way, the broker-dealer must maintain, at a minimum, an
amount of net capital equal to 1/15th (or 6.67%) of its aggregate indebtedness, This financial ratio
generally is used by smaller broker-dealers that do not hold customer securities and cash.

5 See 17 CFR 240.15¢3-1(a)(1)(i)-(ii).

86 See 17 CFR 240.1 5¢3-1(a)(1)(ii). Customer debit items — computed pursuant to Rule 15¢3-3 — consist of,
among other things, margin loans to customers and securities borrowed by the broker-dealer to effectuate
deliveries of securities sold short by customers. See 17 CFR 240.1 5¢3-3; 17 CFR 240.15c3-3a. This ratio

generally is used by larger broker-dealers that hold customer securities and cash.

& See proposed new paragraph (a)(10)(i) of Rule 15¢3-1.
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financial ratio amounts, as applicablo.88 The financial ratio requirements in Rule 15¢3-1 are

. designed to link the broker-dealer’s minimum net capital requirement to the level of its securities
activities. For example, the aggregate debit ratio requirement is designed for broker-dealers that
carry customer securities and cash.®® This provision increases the minimum net capital
requirement for these broker- dealers as they increase their debit items by engaging in margin
lending and facilitating of customer short-sale transactions.”’ The proposal to combme the Rule
15c3-1 financial ratios with the 8% margin factor in a broker-dealer SBSD’s computation of its
minimum net capital requirement is designed to require the broker-dealer SBSD to maintain a
capital cushion to support its traditional securities activities (e.g., margin lending) and its
security-based swap activities.

Request for Comment

The Commission generally requests comment on the proposed minimum net capital
. requirements for broker-dealer SBSDs that are not approved to use internal models.
Commenters arc referred to the general questions above in section ILA.2.a.i. of this release about
the 8% margin factor as applied broadly to nonbank SBSDs. In addition, the Commission
requests comment, including empirical data in support of comments, in response to the following
questions:
1. Is the proposed $20 million minimum net capital requirement appropriate for broker-
dealer SBSDs that are not approved to use internal models? If not, explain why not.
What minimum amount would be more appropriate? For example, should the minimum

fixed-dollar amount be greater than $20 million to account for the broader range of

88

Id.
8 See Net Capital Requirements for Brokers and Dealers, Exchange Act Release No. 17208 (Oct. 9, 1980),
45 FR 69915 (Oct. 22, 1980).
& See 17 CFR 240.15¢3-1(a)(1)(ii); 17 CFR 240.15¢3-3a.
41
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activities that broker-dealer SBSDs wil] be able to engage in (e.g., traditional securities .

activities such as margin lending), as compared with stand-alone SBSDs and OTC
derivatives dealers? If it should be a greater amount, how much greater should it be (e.g.,
$30 million, $50 million, $100 million, or some other amount)? Alternatively, should the
minimum fixed-dollar amount be less than $20 million because these firms will not be
using internal models to compute net capital? If it should be a lower amount, how much
lower (c.g., $15 million, $10 million, $5 million or some other amount)? If a greater or
lesser alternative amount is recommended, explain why it would be preferable; for broker-
dealer SBSDs that are not approved to use internal models.

2. Is combining the 8% margin factor requirement with the applicable Rule 15¢3-1 financial
ratio requirement an appropriate way to determine a minimum net capital requirement for
broker-dealer SBSDs that are not approved to use internal models? [f not, explain why
not. .

3. Would the 8% margin factor combined with the Rule 15¢3-1 financial ratio provide an
appropriate and workable restraint on the amount of leverage incurred by b'roker—dealer
SBSDs not using internal models? If not, explain why not. Is there another measure that
would more accurately and effectively address the leverage ri.sk of these firms? If so,
identify the measure and explain why it would be more accﬁrate and effective,

iii. Stand-alone SBSDs Using Internal Models
As discussed above, a stand-alone SBSD would be subject to the cgpital requirements in

proposed new Rule 18a-1.>' Rule 18a-1 would permit stand-alone SBSDs to apply to use

9l

See proposed new Rule 18a-1. .
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internal models to compute net calpital.92 In terms of minimum capital requirements, a stand-

. alone SBSD that has been approved to use internal models woul'd be required to maintain: (1) a
minimum tentative net capital level of not less than $100 million; and (2) a minimum net capital
level of not less than the greater of $20 million or the 8% margin factor.” Th.e proposed
minimum net capital requirement for stand-alone SBSDs using internal models (i.e., the greater
of $20 million or the 8% margin factor) is the same as the proposed minimum net capital
requirement for stand-alone SBSDs and broker-dealer SBSDs not using internal models (though
the latter would need to incorporate the Rule 15¢3-1 financial ratio requirement into their
minimum net capital computations}).

A stand-alone SBSD approved to use internal models also would be subject to a
minimum tentative net capital requirement of $100 million.”* This proposed minimum tentative
net capital requirement would be consistent with the current minimum tentative net capital

. requirement applicable to OTC derivatives dealers.”> A minimum tentative net capital
requirement is desi ghed to operate as a prudential control on the use of internal models for

regulatory capital purposes.96 Tentative net capital is the amount of net capital maintained by a

52 See paragraphs (a)(2) and (d} of proposed new Rule 18a-1; the discussion below in section ILA.2.b.iii. of

this release.

S See paragraph (a)(2) of proposed Rule 18a-1. As discussed above in section [L.A.2.a.1. of this release, the

8% margin factor is designed to adjust the stand-alone SBSD’s minimum net capital requirement in tandem
with the risk associated with the broker-dealer firm’s security-based swap activity.

9 See paragraph (a)(2) of proposed new Rule 18a-1.

9 Both ANC broker-dealers and OTC derivatives dealers — entities that use internal models — are subject to a
minimum tentative net capital requirement. See 17 CFR 240.15¢3-1{a)(5) and (a){7).

% OTC Derivatives Dealers, 63 FR at 59384 (“The final rule contains the minimum requirements of $100
million in tentative net capital and $20 million in net capital. The minimum tentative net capital and net
capital requirements are necessary Lo ensure against excessive leverage and risks other than credit or market
risk, all of which are now factored into the current haircuts. Further, while the mathematical assumptions
underlying VaR may be useful in projecting possible daily trading losses under ‘normal’ market conditions,
VaR may not help firms measure losses that fall outside of normal conditions, such as during steep market
declines. Accordingly, the minimum capital requirements provide additional safeguards to account for
possible extraordinary losses or decreases in liquidity during times of stress which are not incerporated into
VaR calculations.”). See also Alternative Net Capital Requirements Adopting Release, 69 FR at 34431
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broker-dealer before applying the standardized haircuts or using internal models to determine .

deductions on the mark-to-market value of proprietary positions to arrive at the broker-dealer’s
amount of net capital.”’ OTC derivatives dealers, therefore, compute tentative net capital before
using internal VaR models to take the market risk deductions. The minimum tentative net capital
requirement is designed to account for the fact that VaR models, while more risk sensitive than
standardized haircuts, tend to substantially reduce the amount of the deductions to tentative net
capital in comparison to the standardized haircuts because the models recognize more offsets
between related positions (Le., positions that show historical correlations) than the standardized
haircuts.®® In addition, VaR models may not capture all risks and, therefore, having a minimum
tentative net capital requirement (Le., one that is not derived using the VaR model) is designed to
require that capital bg sufficient to withstand events that the model may not take into account

(e.g., extraordinary losses or decreases in liquidity during times of stress that are not .

(“The current haircut structure [use of the standardized haircuts] seeks to ensure that broker-dealers
maintain a sufficient capital base to account for operational, leverage, and liquidity risk, in addition to
market and credit risk. We expect that use of the alternative net capital computation [internal models] will
reduce deductions for market and credit risk substantiaily for broker-dealers that use that method.
Moreover, inclusion in net capital of unsecured receivables and securities that do not have a ready market
under the current net capital rule will reduce the liquidity standards of Rule 15¢3-1. Thus, the alternative
method of computing net capital and, in particular, its requirements that broker-dealers using the alternative
method of computing [sic] maintain minimum tentative net capital of at least $1 billion, maintain net
capital of at least $500 million, notify the Commission that same day if their tentative net capital falls
below $3 billion, and comply with Rule 15¢3-4 are intended to provide broker-dealers with sufficient
capital reserves to account for market, credit, operational, and other risks.”) (Text in brackets added).

7 See 17 CFR 240.15¢3-1(c)(10).
o See OTC Derivatives Dealers, 63 FR 53962, See Net Capital Rule, Exchange Act Release No. 39456 (Dec.

17, 1997), 62 FR 68011 {Dec. 30, 1997) {concept release considering the extent to which statistical models
should be used in setting the capital requirements for a broker-dealer’s proprietary positions) (“For
example, the current method of calculating net capital by deducting fixed percentages from the market

asset classes, the fixed percentage haircut method may cause firms with large, diverse portfolios to reserve
capital that actually Overcompensates for market risk.” Id. “The primary advantage of incorporating
models into the net capital rule is that a firm would be able to recognize, to a greater extent, the
correlations and hedges in its securities portfolio and have a comparatively smaller capital charge for
market risk.”).

44




incorporated into VaR calculations).”” Consequently, the proposed $100 million minimum
tentative net capital requirement 18 designed to provide a sufficient liquid capital cushion for
stand-alone SBSDs that use models, just as it has done in practice for entities registered as OTC
0

. . 1
derivatives dealers. 0

Request for Comment

The Commission generally requests comment on the proposed capital requirements for
stand-alone SBSDs using internal models. Commenters are referred to the general guestions
above in section 11.A.2.a.i. of this release about the 8% margin factor as applied broadly to
nonbank SBSDs. In addition, the Commission requests comment, including empirical data in
support of comments, in response to the following questions:

1. Is the proposed minimum net capital requirement of $20 million appropriate for stand-
alone SBSDs that are approved to use internal models, in comparison to OTC derivatives
dealers which are more limited by the activities they are permitted to conduct (sﬁch as
being prohibited from effecting transactions with customers)? Ifnot, explain why not.
What minimum amount would be more appropriate? For example, should the minimum
fixed-dollar amount be greater than $20 million to account for the use of internal models?
If it should be a greater amount, how much greater should it be (e.g., $30 million, §50
million, $100 million, or some other amount)? Alternatively, should the minimum fixed-
dollar amount be less than $20 million? If it should be a lower amount, how much lower

(e.g., $15 million, $10 million, $5 million or some other amount)? If a greater or lesser

» See OTC Derivatives Dealers, 63 FR 59362, Alternative Net Capital Requirements Adopting Release, 69
FR 34428. Further, the deductions to tentative net capital taken by nonbank SBSDs and broker-dealers are
intended to create a pool of new liquid assets that can be used for any risk assumed by the firm and not only
market risk. A tentative net capital requirement also serves as a capital buffer for these other risks to offset
the narrower type of risk intended to be covered by calculating net capital using internal models.

100 OTC Derivatives Dealers, 63 FR 59362.

45




alternative amount is recommended, explain why it w.ould be more appropriate for stand-

alone SBSDs that are approved to use internal models. .
Is it necessary to impose a minimum tentative net capital requirement for stand-alone
SBSDs using internal models to capture additional risks not incorporated into VaR
models (consistent with those tentative minimum met capital requirements imposed on
OTC derivatives dealers)? If not, why not?

Is the proposed amount of the minimum tentative net capital level of $100 million for
stand-alone SBSDs using internal models appropriate? If not, explain why not. For
example, should the minimum tentative net capital amount be greater_than $100 million
to account for the use of internal modé]s? If it should be a greater amount, how much
greater should it be (e.g., $150 million, $200 million, $250 million, or some other
amount)? Should it be a lesser amount (e.g., $75 million, $50 million, or some other
amount)? If a greater or lesser alternative amount is recommended, explain why it would
be more appropriate for stand-alone SBSDs that are approved to use internal models.

Are there metrics other than a fixed-dollar minimum tentative net capital requirement that
would more appropriately reflect the risk of nonbank SBSDs? If so, identify them and
explain why they would be preferable. For example, instead of an absolute fixed-dollar
minimum tentative net capital réquirement, should the minimum tentative net capital
requirement be linked to a scalable metric such as the size of a nonbank SBSD? For any
scalable minimum tentative net capital requirements identified, explain how the
computation would work in practice and how the minimum requirement would address
the same objectives of a fixed-dollar minimum. Would the 8% margin factor provide an

appropriate and workable restraint on the amount of leverage incurred by stand-alone
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SBSDs that are approved to use internal models? Is there another measure that would
more accurately and effectively address the leverage risk of these firms? If so, identify
the measure and explain why it would be more accurate and effective.

iv, Broker-Dealer SBSDs Using Internal Models and ANC
Broker-Dealers

Under the current requirements of Rule 15¢3-1, a broker-dealer that seeks to use internal
mddels to compute net capital must apply to the Commission to become an ANC broker-
dealer.'®! If the application is granted, the ANC broker-dealer is able to take less than 100%
deductions for unsecured receivables from OTC derivatives counterparties (non-ANC broker-
dealers must deduct these receivables in full) and can use VaR models in lieu of the standardized
haircuts to take deductions on their proprietary positions in securities and money market
instruments to the extent the firm has been approved to use an internal model for the type of
position.m2 It is expected that some broker-dealer SBSDs would seek to use internal models to
compute net capital — as have some broker-dealers — by applying to become ANC broker-dealers.
Broker-dealer SBSDs using internal models would be subject to the existing provisions and
proposed amendments to those provisions curfently applicable to ANC broker-dealers.

Under the proposed amendments, the current net capital requirements for ANC broker-
dealers in Rule 15¢3-1 would be enhanced to account for the firms’ large size, the scale of their
custodial activities, and the potential that they may become substantially more active in the
security-based swap markets under the Dodd-Frank Act’s OTC derivatives reforms. As
discussed in more detail below, the proposed enhancements would include increasing the

minimum tentative net capital and minimum net capital requirements; increasing the “early

101 See 17 CFR 240.15¢3-1e.
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warning” notice threshold; narrowing the types of unsecured receivables for which ANC broker-
dealers may take a credit risk charge in lieu of a 100% deduction; and requiring ANC broker- .
dealers to comply with a new liquidity requirement.'®
Currently, an ANC broker-dealer must maintain minimum tentative net ca};ital of at least
$1 billion and minimum net capital of at least $500 million."™ In addition, an ANC broker-
dealer must provide the Commission with an “early warning” notice when its tentative net capital
falls below $5 billion.'” These relatively high minimum capital requirements (as compared with
the requirements for other types of broker-dealers) reflect the substantial and diverse range of
business activities engaged in by ANC broker-dealers and their importance as intermediaries in

the securities markets.'®

Further, the heightened capital requirements reflect the fact that, as

noted above, VaR models are more risk sensitive but also may not capture all risks and generally

permit substantially reduced deductions to tentative net capital as compared to the standardized

haircuts.'”’ ' .
The proposals to strengthen the requirements for ANC broker-dealers are made in

response to issues that arose during the 2008 financial crisis, recognizing the large size of these

firms, and the scale of their custodial responsibilities. The proposals also are based on the

Commission staff’s experience supervising the ANC broker-dealers. The financial crisis

103 See proposed amendments to 17 CFR 240.15¢3-1; 17 CFR 240.15¢3-le.
104 See 17 CFR 240.15¢3-1{a)(7)(i).

105 See 17 CFR 240.15¢3-1(a)(7)(ii).

106 For example, based on data from broker-dealer FOCUS Reports, the six ANC broker-dealers collectively

hold in excess of one trillion dollars” worth of customer securities. 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 Reports™). Unless an exception applies, the Commission’s rules deem all reports
fited under Rule 17a-5 confidential. 17 CFR 240.17a-5(a)(3). The FOCUS Report requires, among other
financial information, a balance sheet, income statement, and net capital and customer reserve
computations. The FOCUS Report data used in this release is year-end 2011 FOCUS Report data.

107 See Alternative Net Capital Requirements Adopting Release, 69 FR 34428.
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demonstrated the risks to financial firms when market conditions are stressed and how the failure
of a large firm can accelerate the further deterioration of market conditions.'® The proposals are
designed to bolster the ANC broker-dealer net capital rules to ensure that these firms continue to
maintain sufficient capital reserves to account for market, credit, operational, and other risks.'®
While the rationale for these enhancements exists irrespective of whether the ANC broker-
dealers ultimately register as SBSDs, the proposed increased capital requirements also are
designed to account‘for increased security-based swap activities by these firms. FOCUS Report
data and the Commission staff’s supervision of the ANC broker-dealers indicate that these firms
currently do not engage in a substantial business in security-based swaps.''® It is expected,
however, that they may increase their security-based swap activities after the Dodd-Frank Act’s
OTC derivatives reforms are implemented and become effective because security-based swap

activities will need to be conducted in regulated entities.'"!

Consequently, financial institutions
that currently deal in security-based swaps will need to register as an SBSD or register one or
more affiliates as an SBSD. To the extent they want to offer securities products and services
beyond those related to security-based swaps, they also will need to be registered as broker-
dealers. Using an existing broker-dealer — particularly an ANC broker-dealer that already is
capitalized and has risk management systems and personnel in place — could provide efficiencies

that create incentives to register the same entity as a nonbank SBSD.

Under the proposed amendments to Rule 15¢3-1, ANC broker-dealers would be required

108 See, e.g., World Economic Outlook: Crisis and Recovery, International Monetary Fund (“IMF”) (Apr.

2009), available at http://www.imf.org/external/pubs/ftyweo/2009/0 1 /pdfitext. pdf.

109 See Alternative Net Capital Requirements Adopting Release, 69 FR 34428.

1o The ANC broker-dealers are subject to ongoing Commission staff supervision, which includes monthly

meetings with senior staff of the ANC broker-dealers. This supervision program provides the Commission
with information about the current practices of the ANC broker-dealers.

111

This expectation is based on information gathered as part of the ANC broker-dealer supervision program,
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to maintain: (1) tentative net capital of not less than $5 billion; and (2) net capital of not less than .

the greater of $1 billion or the financial ratio amount required pursuant to paragraph (a)(1) of

Rule 15¢3-1 plus the 8% margin factor.'!?

FOCUS Report data indicates that the six current
ANC broker-dealers report capital levels in excess of these proposed increased minimum
requirements. While raising the tentative net capital requirement under Rule 15¢3-1 from $1
billion to $5 billion would be a signiﬁcant increase, the existing “early warning” notice
requirement for ANC broker-dealers is $5 billion.!”® This $5 billion “early w;iming” threshold
acts as a de facto minimum tentative net capital requirement since ANC broker-dealers seek to
maintain sufficient levels of tentative net capital to avoid the necessity of providing this
regulatory notice. Accordingly, the objective in raising the minimum capital requirements for
ANC broker-dealers is not to require the six existing ANC broker-dealers to increase their

current capital levels (as they already maintain tentative net capital in excess of $5 billion).'*

Rather, the goal is to establish new higher minimum requirements designed to ensure that the
ANC broker-dealers continue to maintain high capital levels and that any new ANC broker-
dealer entrants maintain capital levels commensurate with their peers.

As indicated above, the proposed améndments to Rule 15¢3-1 would require an ANC
broker-dealer to incorporate the 8% margin factor into its net capitai calculation.!"

Consequently, an ANC broker-dealer would be required at all times to maintain tentative net

capital of not less than §5 billion and net capital of not less than the greater of $1 billion or the

1z See proposed amendments to paragraph (a)(7)(1} of Rule 15¢3-1.

"3 See 17 CFR 240.15¢3-1(a)(7)(i).

t The ANC broker-dealers report to the Commission staff, as part of the ANC broker-dealer supervision

program, levels of tentative net capital that generally are well in excess of $6 billion, which, as discussed
below, is the proposed new “early waming” threshold for ANC broker-dealers.

13 See proposed amendments to paragraph {a)(7)(i) of Rule 15¢3-1. As discussed above in section ILA.2.a.i.

of this release, the 8% margin factor is designed to adjust the firm’s minimum net capital requirement in .

tandem with the risk associated with the broker-dealer firm’s security-based swap activity.
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sum of the ratio requirement under paragraph (a)(1) of Rule 15¢3-1 and eight percent (8%) of the
risk margin amount for security-based swaps carried by the ANC broker-dealer.''®
Under the proposal, an ANC broker-dealer would be required to provide early warning

notification to the Commission if its tentative net capital fell below $6 billion.'!”

The purpose of
an “early warming” notice requirement is to require a broker-dealer to provide notice when its
level of regulatory capital falls to a level that approaches its required minimum capital
requirement but is sufficiently above the minimum that the Commission and SROs can increase
their monitoring of the firm before the minimum is breached. The proposed increase in the
minimum tentative net capital requirement to $5 billion necessitates a corresponding increase in
the “early warning” threshold to an amount above $5 billion. Existing early warning thresholds
for OTC derivatives dealers include a requirement to provide notice when the firm’s tentative net
capital falls below an amount that is 120% of the firm’s required minimum tentative net capital
amount.'’® The proposed new “early warning” threshold for ANC broker-dealers of $6 billion in
tentative net capital is modeled on this requirement and i.s equal in percentage terms ( 120%) to
the amount that the early warning level exceeds the minimum tentative net capital requirement
for OTC derivatives dealers.

The rules applicable to ANC broker-dealers provide that the Commission may impose
additional conditions on an ANC broker-dealer under certain circumstances.!’® In particular,

paragraph (e) of Appendix E to Rule 15¢3-1 establishes a non-exclusive list of circumstances

under which the Commission may restrict the business of an ANC broker-dealer, including when

1e See proposed amendments to paragraph (a){(7)(i) of Rule 15¢3-1.

1 See proposed amendments to paragraph {(a)(7){(ii) of Rule 15¢3-1. As noted ahove, the ANC broker-dealers
report to the Commussion staff tentative net capital levels that generally are well in excess of $6 billion.
e See 17 CFR 240.17a-11(c)(3).

e See 17 CFR 240.15¢3-1efe)(1).
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the firm’s tentative net capital falls below the early warning threshold.'?°

In this event, the .
Commussion — 1f 1t finds it 1s necessary or appropriate in the public interest or for the protection

of investors — may impose additional conditions on the firm, including requiring the firm to

submit to the Commission a plan to increase its tentative net capital (to an amount above the

early warning level).'!

Additional restrictions could include restricting the ANC broker-dealer’s
business on a product-specific, category-specific, or general basis; requiring the firm to file more
frequent reports with the Commission; modifying the firm’s internal risk management controls or
procedures; requiring the firm to compute deductions for market and credit risk using
standardized haircuts; or imposing any other additional conditions, if the Commission finds that
imposition of other conditions is necessary or appropriate in the public interest or for the

: - 122
protection of investors.

Request for Comment

The Commission generally requests comment on the proposed minimum capital
requirementg for ANC broker-dealers. Commenters are referred to the general questions above
in section 11.A.2.a.i. of this release about the $% margin factor as applied broadly to nonbank
SBSDs. In addition, the Commission requests comment, including empirical data in support of
comments, in response to the following questions:

1. Is the proposed increased minimum net capital requirement from $500 million to $1
billion for ANC broker-dealers appropriate? 1f not, explain why not. What minimum
amount would be preferable? For example, should the minimum fixed-dollar amount be

greater than $1 billion to account for the large size of these firms and the scale of their

120 Id.

121 Id. See also Alternative Net Capital Requirements Adopting Release, 69 FR 34428,

122 See 17 CFR 240.15¢3-1e(e).
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custodial activities? If so, explain why. If it should be a greater amount, how much
greater should it be (e.g., $1.5 billion, $2 billion, $3 billion, or some other amount)?
Alternatively, should the minimum fixed-dollar amount be less than $1 billion? If so,
explain why. Ifit should be a lower amount, how much lower (e.g., $950 million, $900
million, $850 million, $800 million, $750 million, or some other amount)? If a greater or
lesser alternative amount is recommended, explain why it would be preferable.

. Is the proposed increase in the minimum tentative net capital level for ANC broker-
dealers appropriate? If not, explain why not. For example, should the minimum tentative
net capital amount be greater than $5 billion to account for the use of internal models and
the large size of these firms and the scale of their custodial activities? If it should be a
greater amount, how much greater should it be (e.g., $6 billion, $8 billion, $10 billion, or
some other amount)? Should it be lesser amount (e.g., $4 billion, $3 billion, $2 billion or
some other amount)? If a greater or lesser alternative amount is recommended, explain
why it would be preferable.

. Is the proposed increase in the early warning threshold from $5 billion to $6 billion for
ANC broker-dealers appropriate? If not, explain why not. For example, should the
minimum tentative net capital amount be greater than $6 billion, given that the current
early warning threshold ($5 billion) is five times the current tentative net capital
requirement ($1 billion)? If the early warning level should be a greater amount, ho_w
much greater should it be (e.g., $8 billion, $10 billion, $12 billion, $20 billion, $25
billion, or some other amount)? Should it be lesser amount (e.g., $5.8 billion, 5.5 billion,
or some other amount)? If a greater or lesser alternative amount is recommended,

explain why it would be preferable.




4. Is it appropriate to require broker-dealer SBSDs to become ANC broker-dealers in order
to use internal models? For example, would it be appropriate to permit broker-dealer
SBSDs to use internal models but subject them to lesser minimum capital requirements
than the ANC broker-dealers? If so, explain why. In addition, provide suggested
alternative minimurn capital requirements.

5. Is combining the 8% margin factor requirement with the applicable Rule 15¢3-1 financial
ratio requirement an appropriate way to determine a minimum net capital requirement for -
ANC broker-dealers? If not, explain why not.

6. Would the 8% margin factor provide an appropriate and workable restraint on the amount
of leverage incurred by ANC broker-dealers? If not, explain why not. Is there another
measure that would more accurately and effectively address the leverage risk of these

“firms? If so, identify the measure and explain why it would be more accurate and
effective. |

Additional Request for Comment on VaR-Based Capital Charges

On June 7, 2012, the OCC, the FDIC, and the Federal Reserve (collectively, the
“Banking Agencies”) approved a joint final rule (“Final Rule™) regarding market risk capital
rules."”® Certain portions of the Final Rule relate to the use of financial models for regulatory
capital purposes. Generally, the Banking Agencies stated that the Final Rule 1s designed to
“better capture polsitions for which the market risk capital rules are appropriate; to reduce
procyclicality; enhance the rules’ sensitivity to risks that are not adequately captured under
current methodologies; and increase transparency through enhanced disclosures.” The effective

date for the Final Rule is January 1, 2013.

123 Risk Based Capital Guidelines: Market Risk, Federal Reserve, FDIC, OCC, 77 FR 53059 (Aug. 30, 2012).
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Under the Final Rule, the capital charge for market risk is the sum of: (1) its VaR-based
capital requirement; (2) its stressed VaR-based capital requirement; (3) any specific risk add-ons;
(4) any incremental risk capital requirement; (5) any comprehensive risk capital requirement; and
(6) any capital requirement for de minimis exposures. Generally, the qualitative and quantitative
requirements for the Banking Agencies’ VaR-based capital requirement are similar to the VaR-
based capital requirements for ANC broker-dealers, OTC derivatives dealers, and, as proposed,
for nonbank SBSDs approved to use internal models.

The Banking Agencies’ stressed VaR-based capital requirement is a new requirement that
banks calculate a VaR measure with model inputs calibréted to reflect historical data from a
continuous 12-month period that reflects a period of significant financial stress appropriate to the
bank’s current portfolio. The stressed VaR requirement is designed to address concerns that the
Banking Agencies’ existing VaR-based measure, due to inherent limitations, proved nadequate
in producing capital requirements appropriate to the level of losses incurred at many banks
during the financial crisis and to mitigate procyclicality in the existing market risk capital
requirement for banks.

The Final Rule also specifies modeling standards for specific risk and eliminates the
current option for a bank to model some but not all material aspects of specific risk for an
individual portfolio of debt or equity positions. To address concerns about the ability to model
specific risk of securitization products, the Final Rule would require a bank to calculate an
additional capital charge “add-on™ for certain securitization positions that are not correlation
trading positions.

Further, under the Final Rule, a bank that measures the specific risk of a portfolio of debt

positions using internal models is required to calculate an incremental risk measure for those




positions using an internal model (an incremental risk model). Generally, incremental risk

consists of the risk of default and credit migration risk of a position. Under the Final Rule, an
internal model used to calculate capital charges for incremental risk must measure incremental
risk over a one-year time horizon and at a one-tail, 99.9% confidence level, either under the
assumption of a constant level of risk, or under the assumption of constant positions.

A bank may measure all material price risk of one or more portfolios of correlation
trading positions using a comprehensive risk model. Among the requirements for using a
comprehensive risk model is that thé model measure comprehensive risk consistent with a one-
year time horizon and at a one-tail, 99.9% confidence level, under the assumption of either a
constant level of risk or constant positions.

The Commission seeks comment on whether the Final Rule adopted by the Banking
Agencies for calculating market risk capital requirements should be required for ANC broker-
dealers, OTC derivatives dealers, and nonbank SBSDs that have approval to use internal models .
for regulatory capital purposes, and, if so, which aspects of the proposed rules of the Banking
Agencies would be appropriate in this context.

b. Computing Net Capital
1 The Net Liquid Assets Test

The net liquid assets test embodied in Rule 15¢3-1 is being proposed as the regulatory

capital standard for all nonbank SBSDs (i.e., stand-alone SBSDs and broker-dealer SBSDS)
because these firms, as previously noted, are expected to engage in a securities business with
respect to security-based swaps that is similar to the dealer activities of broker-dealers and
because some broker-dealers likely will be registered as nonbank SBSDs. In addition, Rule

15¢3-1 currently contains provisions designed to address dealing in OTC derivatives by broker-
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dealers.

Furthermore, Rule 15¢3-1 has been the capital standard for broker-deaters since 1975
and, generally, it has promoted the maintenance of prudent levels of capital. As discussed in
section ILA.1. of this release, the net liquid assets test is designed to promote liquidity; the rule
allows a broker-dealer to engage in activities that are part of conducting a securities business |
(e.g., taking securities into inventory) but in a manner that places the firm in the position of
holding at all times more than one dollar of highly liquid assets for each doliar of unsubordinated
lhabilities (e.g., money owed to customers, counterparties, and creditors). Consequently, under
the proposed rules, this standard — the net liquid assets test — would be applied to all categories of
nonbank SBSDs. The objective is to require the nonbank SBSD to maintain sufficient liquidity
so that 1f it fails financially it can meet all unsubordinated obligations to customers and
counterparties and have adequate resources to wind-down in an orderly manner without the need
for a formal proceeding.

The net liquid assets test is imposed through the mechanics of how a broker-dealer is
required to compute net capital pursuant to Rule 1503-1. These requirements are set forth in
paragraph (c)(2) of Rule 15.03—1, which defines the term “net capital.”'*® The first step is to
compute the broker-dealer’s net worth under GAAP.'?® Next, the broker-dealer must make
certain adjustments to its net worth to calculate net capital.'>” These adjustments are designed to

leave the firm in a position where each dollar of unsubordinated liabilities is matched by more

124

See 17 CFR 240.15¢3-1e; 17 CFR 240.15¢3-11.

125 See 17 CFR 240.15¢3-1(c)(2).
126

See id. See also, e.g., Computation of Net Capital on FOCUS Report Part I, available at
http://sec.gov/about/forms/formx-17a-5_2.pdf. Net worth is to be computed in accordance with GAAP.
See Interpretation Rule 15¢3-1(c)(2)/01 by the Financial Industry Regulatory Authority (“FINRA™),
available at

http://www finra. org/web/groups/industrv/@ip/@reg/(@rules/documents/interpretationsfor/p037763.pdf.

See 17 CFR 240.15¢3-1(c)(2).




than a dollar of highly liquid assets.'” There are thirteen categories of net worth adjustments

required by the rule.'”® The most significant adjustments are briefly discussed below.
The first adjustment permits the broker-dealer to add back to net worth liabilities that are
subordinated to all other creditors pursuant to a loan agreement that meets requirements set forth

in Appendix D to the net capital rule.'*®

Appendix D prescribes a number of requirements for a
loan to qualify for the “add-back” treatment.””' For example, the loan agreement must provide
that the broker-dealer cannot re-pay the loan at term if doing so would reduce its net capital to
certain levels above the minimum requirement.'*?

The second adjustment to net worth is that the broker-dealer must add unrealized gains
and deduct unrealized losses in the firm’s accounts, mark-to-market all long and short positions
in listed options, securities, and commodities as well as add back certain deferred tax

liabilities.'*

The third adjustment is that the broker-dealer must deduct from net worth any asset that

128 See. e.g., Net Capital Requirements for Brokers and Dealers, 54 FR at 315 (“The [net capital] rule’s design

is that broker-dealers maintain liquid assets in sufficient amounts to enable them to satisfy promptly their
liabilities. The rule accomplishes this by requiring broker-dealers to maintain liquid assets in excess of
their liabilities to protect against potential market and credit risks.”) (footnote omitted).

129 See 17 CFR 240.15¢3-1(c)(2)(1)-(xiii).
130 See 17 CFR 240.15¢3-1(c)(2)(ii); 17 CFR 240.15¢3-1d.

3! See 17 CFR 240.15¢3-1d(b).
132

See 17 CFR 240.15¢3-1d(b)(8). The restriction on repayment, if triggered, makes the subordinated loan
take on the characteristics of permanent capital in that the loan cannot be repaid until such time as the
conditions preventing repayment no longer exist. Other requirements for the subordinated loan include that
the agreement shall: (1) have a term of at least one year; {2) effectively subordinate any right of the lender
to receive any payment {(a defined term) with respect thereto, together with accrued interest or
compensation, to the prior payment or provision for payment in full of all claims of all present and future
creditors of the broker-dealer arising out of any matter occurring prior to the date on which the related
payment obligation (a defined term) matures; and (3) provide that the cash proceeds thereof shall be used
and dealt with by the broker-dealer as part of its capital and shall be subject to the risks of the broker-

_dealer’s business. 17 CFR 240.15¢3-1d(b)(1), (3), and (4). .

133 See 17 CFR 240.15¢3-1{cH2)({).
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is not readily convertible into cash.'* This means the broker-dealer must deduct the following
types of assets (among others): real estate; furniture and fixtures; exchange memberships;
prepaid rent, insurance and other expenses; goodwill; and most unsecured receivables.’>> An
additional adjustment is that the broker-dealer must deduct 100% of the carrying value of
securities for which there is no “ready market” or which cannot be publicly offered or sold
because of statutory, regulatory, or contractual arrangements or other restrictions.'*® After
making these and other adjustments and taking charges required under Appendix B to Rule 15¢3-

1,7 the broker-dealer is left with an amount of adjusted net worth that is defined in the rule as

“tentative net capital.”'*®

As discussed in more detail below, the final step in the process of computing net capital
is to take deductions from tentative net capital to account for the market risk inherent fn the
proprietary positions of the broker-dealer and to create a buffer of extra liquidity to protect

against other risks associated with the securities business.’>® Most broker-dealers use the

134

See 17 CFR 240.15¢3-1(c)(2)(iv).

135 Id.

136 See 17 CFR 240.15¢3-1(c)(2)(vii). Rule 15¢3-1 defines ready market to include a recognized established

securitics market in which there exists independent bona fide offers to buy and sell so that a price
reasonably related to the last sales price or current bona fide competitive bid and offer quotations can be
determined for a particular security almost instantaneously and where payment will be received in
settlement of a sale at such price within a relatively short time conforming to trade custom. See 17 CFR
240.15¢3-1(c)(11). The rule also provides that a ready market will be deemed to exist where the securities
have been accepted as collateral for a loan by a bank as defined in section 3(a)(6) of the Exchange Act and
where the broker-dealer demonstrates to its designated examining authority that such securities adequately
secure such loans. Id. The rule further provides that indebtedness will be deemed to be adequately secured
when the excess of the market value of the collateral over the amount of the indebtedness is sufficient to

make the loan acceptable as a fully secured loan to banks regularly making secured loans to broker-dealers.
See 17 CFR 240.15¢3-1(c)(5).

137 17 CFR 240.15¢3-1b,

138 See 17 CFR 240.15¢3-1(c)(15). Tentative net capital — net worth after the adjustments — is the amount by
which highly liquid assets plus subordinated debt of the broker-dealer exceeds total liabilities. See 17 CFR

240.15¢3-1(c)(15). Hence, the adjustments to net worth required by Rule 15c3-1 impose the net liquid
assets test,

. 139 See, e.g., Uniform Net Capital Rule, 42 FR 31778 (“[Haircuts] are intended to enable net capital

computations to reflect the market risk inherent in the positioning of the particular types of securities
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standardized haircuts prescribed in Rule 15¢3-1 to determine the amount of the deductions they
must take from tentative net capital. ANC broker-dealers and OTC derivatives dealers may use
internal VaR models to determine the amount of the deductions for positions for which they have
been approved to use VaR models.'* For all other types of positions, they must use standardized
haircuts. The standardized haircuts prescribe deductions in amounts that are based on the type of
security or money market instrument and, in the case of certain debt instruments, the time-to-
maturity of the bond.'"" Under the VaR model approach, the amount of the deductions is based
on an estimate of the maximum poténtial loss the portfolio of securities would be expected to
incur over a fixed time period at a certain probability level.

In order to comply with the proposed net liquid assets test capital standard for nonbank
SBSDs, broker-dealer SBSDs would be required to comply with the existing provisions of Rule
15¢3-1 and proposed amendments to the rule designed to account for security-based swap
activities. Consequently, a broker-dealer SBSD would compute its net capital pursuant to the
provisions described above. Stand-alone SBSDs would be subject to the net liquid assets test

1.142

capital standard through application of proposed new Rule 18a- The mechanics of

computing net capital in Rule 18a-1 would be the same as the existing mechanics for computing

net capital in Rule 15¢3-1."%

enumerated in [the rule]”); Net Capital Rule, 50 FR 42961 (*“These percentage deductions, or ‘haircuts’,
take into account elements of market and credit risk that the broker-dealer is exposed to when holding a
particular position.”}; Net Capital Rule, 62 FR 67996 (“Reducing the value of securities owned by broker-
dealers for net capital purposes provides a capital cushion against adverse market movements and other
risks faced by the firms, including liquidity and operational risks.”) (footnote omitted).

¥ See 17 CFR 240.15¢3-1¢; 17 CFR 240.15¢3-11.
14l See 17 CFR 240.15¢3-1(c)(2)(vi).

142 See proposed new Rule 18a-1.

143 Compare 17 CFR 240.15¢3-1{c}2), with paragraph (c)(1) of proposed new Rule 18a-1.
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il. Standardized Haircuts for Security-Based Swaps

As discussed above, Rule 15¢3-1 provides two alternative approaches for taking the
deductions to tentative net capital to compute net capital: standardized haircuts and internal VaR
models.'* ANC broker-dealers and OTC derivatives dealers are permitted to use internal VaR
models to take deductions for types of positions for which they have been approved to use the
models. For all other types of positions, they must use the standardized haircuts. Broker-dealers
that are not ANC broker-dealers or OTC derivatives dealers must use the standardized haircuts
for all positions. The same approach is being proposed for nonbank SBSDs.'** Under this
proposal, 2 nonbank SBSD would be required to apply standardized haircuts to its proprietary
positions unless the Commission approves the firm to use internal models for those positions.

Nonbank SBSDs would be required to apply the standardized haircuts currently set forth

in Rule 15¢3-1 for securities positions for which they have not been approved to use internal

146

models. ™ The standardized haircuts in Rule 15¢3-1 prescribe differing deduction amounts for a

variety of classes of securities, including, for example: securities guaranteed as to principal or
interest by the government of the United States (“U.S. government securities”);'*" certain

municipal securities; *® Canadian debt obligations;'* certain types of mutual funds;"’ certain

a4 See 17 CFR 240.15¢3-1(a)(5), (a)(7), and (c)(2)(vi). See also 17 CFR 240.15¢3-1e; 17 CFR 240.15¢3-1f

See section [1.A.1. of this release.

145
146 See 17 CFR 240.15¢3-1(c)(2)(vi}; paragraph (c)(1)(vi) of proposed new Rule 18a-1. As proposed,
paragraph (c)(1){vi) of proposed new Rule 18a-1 would incorporate by reference the standardized haircuts
in paragraph (c}(2)(vi) of Rule 15¢3-1 rather than repeat them in the rule text.

See 17 CFR 240.15¢3-1(c)(2)(vi)(A).

147
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See 17 CFR 240.15¢3-1(c2)(vi)(B). To qualify for the deductions under this paragraph, the municipal
security cannot be traded flat or in default as to principal or interest (a bond is traded flat if it is sold or
traded without accrued interest). 1d. A municipal security that does not meet this condition would be
subject to the deductions prescribed in the catchall provisions discussed below in the paragraph
accompanying this footnote or the 100% deduction to net worth for securities that do not have a ready

market discussed above in section ITA.2.b.i. of this release. See 17 CFR 240.15¢3-1 (S 2)(Iv), ()(2)(viX(]),
and (c)2)(vi)(K).

See 17 CFR 240.15¢3-1{c)(2)(vi}(C).




types of commercial paper, bankers acceptances, and certificates of deposit;'*' certain
nonconvertible debt securities;'*? certain convertible debt securities;'** certain cumulative,
nonconvertible preferred stock;>* and certain options.'> The rule also contains catchall
provisions to account for securities that are not included in these specific classes of securities.'*®
Generally, the catchall provisions impose higher deductions than the deductions in the

specifically identified classes of securities.””’ Further, as discussed above in section IL.A.2.b.i. of

this release, 1f a security does not have a “ready market,” it is subject to the 100% deduction

150 See 17 CFR 240.15¢3-1{c)(2)(vi}(D).

1l See 17 CFR 240.15¢3-1(c)(2)(vi){E). To qualify for the deductions under this paragraph, the instrument

must have a fixed rate of interest or be sold at a discount and be rated in one of the three highest categories
by at least two nationally recognized statistical rating organizations (“NRSRQs”). Id, If the instrument
does not meet these conditions, it is subject to the deductions prescribed in the catchall provisions discussed
below in the paragraph accompanying this footnote or the 100% deduction to net worth for securities that
do not have a ready market discussed above in section 11.A.2.b.i. of this release. See 17 CFR 240.15¢3-
1{c)(2)iv), (€)(2)(vi)(I), and (2} viX(K). Pursuant to section 939A of the Dodd-Frank Act, the
Commission has proposed substituting the NRSRO-rating requirement in this provision and other
provisions of Rule 15c3-1 with a different standard of creditworthiness. See Pub. L. 111-203 § 939A and
Removal of Certain References to Credit Ratings Under the Securities Exchange Act of 1934, Exchange
Act Release No. 64352 (Apr. 27, 2011), 76 FR 26550 (May 6, 2011} (“Reference Removal Release™).

152 See 17 CFR 240.15¢3-1(c){2)(viKF). To qualify for the deductions under this paragraph, a nonconvertible
debt security must have a fixed interest rate and a fixed maturity date, not be traded flat or in default as to
principal or interest, and be rated in one of the four highest rating categories by at least two NRSROs. Id.
If the nonconvertible debt security does not meet these conditions it is subject to the deductions prescribed
in the catchall provisions discussed below in the paragraph accompanying this footnote or the 100%
deduction to net worth for securities that do not have a ready market discussed above in section ILA.2.b.i.
of this release. See 17 CFR 240.15¢3-1{c)(2)(iv), (c)(2}vi}(]}, and (c}{2Hvi}K). Pursuant to section 939A
of the Dodd-Frank Act, the Commission has proposed substituting the NRSRO-rating requirement in this
provision with a different standard of creditworthiness. See Pub. L. 111-203 § 939A; Reference Removal
Release, 76 FR 26550,

133 See 17 CFR 240.15¢3- 1{c}(2)(vi)(G).
154

See 17 CFR 240.15¢3-1{c}{(2){(vi}{H). To qualify for the deductions under this paragraph, a nonconvertible
preferred stock must rank prior to all other classes of stock of the same issuer, be rated in one of the four
highest rating categories by at least two NRSROs, and not be in arrears as to dividends. Id. If the
nonconvertible preferred stock does not meet these conditions, it is subject to the deductions prescribed in
the catchall provisions discussed below in the paragraph accompanying this footnote or the 100%
deduction to net worth for securities that do not have a ready market discussed above. See 17 CFR
240.15¢3-1{c)(2)(iv), (Y2} vi)(T), and (c)(2)(vi)}(K). Pursuant to section 939A of the Dodd-Frank Act, the
Commission has proposed substituting the NRSRO-rating requirement in this provision with a different
standard of creditworthiness. See Pub. L. 111-203 § 939A; Reference Removal Release, 76 FR 26550.

133 See 17 CFR 240.15¢3-1(c)(2)(vi); 17 CFR 240.15¢3-1a.
136 See 17 CFR 240.15¢3-1{c)(2)(v1)(1)-(K).
157 Compare 17 CFR 240.15¢3-1(c)(2)(vi){(A)-(H), with 17 CFR 240.15¢3-1(c)(2}vi)(D~(K).
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from net worth.'>*
Security-based swaps currently are not an identified class of securities in Rule 15¢3-1.'%
The proposed amendments to Rule 15¢3-1 and proposed new Rule 18a-1 would establish
standardized deductions for security-based swaps that would apply to broker-dealers registered
as nonbank SBSDs and broker-dealers that are not registered as SBSDs (in the case of Rule
15¢3-1), and to stand-alone SBSDs (in the case of Rule 18a-1)."®® Some broker-dealers may
engage in a de minimis amount of security-based swap activity, which would allow them to take
advantage of an exemption from the definition of “security-based swap dealer” and not require

them to register as SBSDs.'®!

Rule 15¢3-1 currently requires broker-dealers to take haircuts on
their proprietary security-based swap positions as they must for all proprietary positions.
Because there are no specific standardized haircuts for security-based swaps, a broker-dealer
currently 1s required to apply a deduction based on the existing provisions (e.g., the catchall
provisions). For certain types of OTC derivatives, the deduction is the notional amount of the
derivative multiplied by the deduction that would apply to the underlying instrument referenced
by the derivative.'®?

The proposals would establish two separate sets of standardized haircuts for security-

based swaps: one applicable to security-based swaps that are credit default swaps and one

158 See 17 CFR 240.15¢3-1(c){(2)(vii).
159 See 17 CFR 240.15¢3-1{c)(2)(vi).

160 See proposed new paragraph (c)(2)(vi)(O) of Rule 15¢3-1; paragraph (c)(1)(vi) of proposed new Rule 18a-

1.

1at See section 3(a)(71) of the Exchange Act (15 U.S.C. 78c(a)(71)) (defining the term security-based swap

dealer); Entity Definitions Adopting Release, 77 FR 30596; Registration of Security-Based Swap Dealers
and Major Security-Based Swap Participants, Exchange Act Release No. 65543 (Oct. 12, 2011), 76 FR
65784 (Oct. 24, 2011) (“SBSD Registration Proposing Release™).

162

See Net Capital Rule, Exchange Act Release No. 32256 (May 6, 1993), 58 FR 27486, 27490 (May 10,
1993).
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applicable to other security-based swaps.'®

Credit Default Swaps

The proposed standardized haircuts for cleared and uncleared security-based swaps that
are credit default swaps (“CDS security-based swaps™) are designed to account for the unique
attributes of these positions.'™ A CDS security-based swap 1s'an instrument in whicﬁ the
“protection buyer” makes a series of payments to the “protection seller” and, in return, the
“protection seller” is obligated to make a payment to the “protection buyer” if a credit event
occurs with respect to one or more entities referenced in the contract or with respect to certain
types of obligations of the entity or entities referenced in the contract.'®’ The credit events that
can trigger a payment obligation of the protection seller on a CDS security-based swap
referencing a corporate entity typically include the bankruptcy of the entity or entities referenced
in the contract and the non-payment of interest and/or principal on one or more of speciﬁed

186 In the case of

type(s) of obligations issued by the entity or entities referenced in the contract.
a CDS secunty-based swap that references an asset-backed security, the credit events may
include a principal write-down, a failure to pay interest, and an interest shortfall.'®’” CDS

security-based swaps referencing both asset-backed securities and corporate entities can include

other standardized and customized credit events.

103 See proposed new paragraph (¢)(2)(vi)(O) of Rule 15¢3-1; paragraph (c)(1)(vi) of proposed new Rule 18a-

1.

o4 See section 3{a)(68) of the Exchange Act (15 U.S.C. 78¢c(a)(68)) (defining the term security-based swap)
and Product Definitions Adopting Release, 77 FR 48207 (Joint Commission and CFTC release adopting
interpretative guidance and rules to, among other things, further define the types of credit default swaps
that would meet the definition of security-based swap).

163 See Product Definitions Adopting Release, 77 FR 48207. See also The Credit Default Swap Market —
Report, IOSCO FR05/12 (June 2012) available at
http://www.iosco.org/library/pubdocs/pdfAIOSCOPD385.pdf.

See Product Definitions Adopting Release, 77 FR at 48267.
167 1d. at 48267, note 682.
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In addition to the entity or asset-backed security to which they reference, CDS security-
based swaps are defined by the amount of protection purchased (the notional amount) and the
tenor of the contract (e.g., 1, 3, 5, 7, or 10 years). For example, a protection bﬁyer can enter into
a credit default swap referencing XYZ Company with a notional amount of $10 million and a.
tenor of five years. If XYZ Company suffers a credit event (as defined in the contract) during
the five-year period before the contract expires, the protection seller must pay the protection
buyer $10 million less the then-current market value of $10 million of obligations issued or
guaranteed by XYZ Company.168 To receive this protection, the protection buyer must pay the
protection seller periodic (typically quarterly) payments over the five-year term of the contract
and possibly an additional upfront amount. The cumulative amount of annual payments can be
expressed as a “spread” in basis points.'® The spread at which a CDS security-based swap.
trades is based on the market’s estimation of the risk that XYZ Company will suffer a credit
event (as defined in the contract) that triggers the credit seller’s payment obligation as well as the
market’s assessment of the size of that payment. The greater the estimated risk that a credit
event will occur (or the greater the expected payment contingent upon a credit event occurring),

the higher the spread (i.e., the cost of buying the protection).

168 While most CDS security-based swaps currently use a standardized “Auction Settlement” mechanism to

determine the amount of payment due from a protection seller to the protection buyer after the occurrence

_ of a credit event, in some contracts the protection buyer is required to deliver obligations issued or
guaranteed by the entity referenced in the contract to the protection seller. The protection seller can use the
value of those obligations to offset the payment to the protection buyer.

169

Most CDS sccurity-based swaps currently trade with contractually standardized fixed rates (100 basis
points or 500 basis points for standard North American corporate CDS security-based swaps). Buyers and
sellers of protection agree on upfront payments to adjust the value of the contract from the contractual fixed
rate to the rate which reflects the credit risks perceived by the market. For example, if the market spread
for a one-year CDS security-based swap on XYZ Company is 200 basis points per annurn and the notional
amount 1s $10 million, a CDS security-based swap with a standardized 100-basis points fixed rate would
have quarterly payments of $25,000 (for $100,000 in annual payments) and an upfront payment of
approximately $100,000. See http://www.cdsmodel.com/cdsmodel/ for documentation on the standard
model to convert an upfront payment on a CDS security-based swap to a spread (or vice-versa) and
https://www.theice.com/cds/Calculator.shtml for an implementation of the standard model.
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The proposed standardized haircuts for CDS security-based swaps would be based on a .

“maturity grid” approach.!” Rule 15¢3-1 currently uses maturity grids to prescribe standardized
haircuts for various classes of debt instruments.'”' The grids impose a sliding scale of haircuts
with the largest deductions applying to bonds with the longest period of time-to-maturity.'™ The
grids also permit broker-dealers to completely or partially net long and short positions in these

classes of debt instruments when the maturities of long and short positions are in the same

170 See proposed new paragraph (c)}2)(vi)(O)(1) of Rule 15¢3-1; paragraph (c)(1){(vi)(A) of proposed new

Rule 18a-1.

i See 17 CFR 240.15¢3-1{c}2)(vi)(A), (B), {C), (E), and (G). See also FINRA Rule 4240 (which prescribes
margin requirements for CDS security-based swaps and includes a maturity-grid approach), available in the
FINRA Manual at http://www.finra.org; Notice of Filing and Order Granting Accelerated Approval of
Proposed Rule Change, as Modified by Amendment No. 1, to Implement an Interim Pilot Program with
Respect to Margin Requirements for Certain Transactions in Credit Default Swaps, Exchange Act Release
No. 59955 (May 22, 2009), 74 FR 25586 (May 28, 2009) (File No. SR-FINRA 2009-012); Notice of Filing
and Order Granting Accelerated Approval of Proposed Rule Change to Extend the Implementation of
FINRA Rule 4240 (Margin Requirements for Credit Default Swaps), Exchange Act Release No. 66528
(Mar. 7, 2012) (File No. SR-FINRA-2012-014} (extending interim pilot program until July 17, 2012);
Notice of Filing and Immediate Effectiveness of Proposed Rule Change to Extend the Implementation of
FINRA Rule 4240 (Margin Requirements for Credit Default Swaps), Exchange Act Release No. 67449
(July 17, 2012) (extending interim pilot program until July 17, 2013).

172 1d. For example, the grid for certain nonconvertible debt securities has nine maturity categories (this class

of debt instrument includes corporate debt and asset-backed securities). See 17 CFR 240.15¢3-
L) 2)(vi)(F)(1). Each category prescribes a different deduction and the amounts of the deductions
increase as the maturity increases. Id. The following table shows the maturity categories and
comresponding deductions for these securities:

Less tﬁé& l year n 20%
1 year but less than 2 years 3.0%
2 years but less than 3 years 5.0%
3 years but less than 5 years 6.0%
5 years but less than 10 years 7.0%
10 years but less than 15 years 1.5%
15 years but less than 20 years 8.0%
20 years but less than 25 years 8.5%
25 years or more 9%
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' The permitted

category, subcategory, or, in some cases, between certain adjacent categories.
netting allows the broker-dealer to reduce its required deductions.'™

The proposed grid for CDS security-based swaps would prescribe the applicable
deduction based on two variables: the length of time to maturity of the CDS security-based swap
contract and the amount of the current offered basis point spread on the CDS security-based
swap.'” As discussed abox;e, the maturity grids for debt instruments in Rule 15¢3-1 require
increased capital charges as maturity increases. Similarly, the vertical axis of the proposed gnd
for CDS security-based swaps (presented in the first column of the grid) would contain nine
maturity categories ranging from 12 months or less (the smallest deduction) to 121 months and

1% The horizontal axis in the proposed maturity grid (presented in

longer (the largest deduction).
the top row of the grid) would contain six spread categories tanging from 100 basis points or less
(the smallest deduction) to 700 basis pdints and above (the largest deduction).!”” Similar to the
current “haircut” grids under Rule 15¢3-1, the proposed grid for CDS security-based swaps is
designed to be risk sensitive by specifying a range of maturity and spread buckets.

The number of maturity and spread categories in the proposed grid for CDS security-

based swaps is based on Commission staff experience with the maturity grids for other securities

173 See 17 CER 240.15¢3-1(c)}2)(vi)(A), (B), (C), (E), and (G).

1 Netting would be permitted under the proposed rule for cleared and non-cleared CDS because the CDS will

have the same underlying reference obligation and similar time to maturity and spread factors.

17 See proposed new paragraph (¢)(2)(vi)(Q)(1)(i) of Rule 15¢3-1; paragraph (c)(1)(vi)}{(A)(1) of proposed
new Rule 18a-1. The current offered spread would be the spread on the CDS security-based swap offered
by the market at the time of the net capital computation and not the spread specified under the terms of the
contract.

176 See proposed new paragraph (c)(2{(vi{O)(L)() of Rule 15¢3-1; paragraph (c)(1)(vi)(A)} 1) of proposed
new Rule 18a-1.

177 1d.
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in Rule 15¢3-1 and, in part, on FINRA Rule 4240."” While FINRA Rule 4240 is one reference
point, the maturity grid it specifies does not appear to have been widely used by market
participants, in part because a significant amount of business in the current CDS security-based
swap market is conducted by entities that are not members of FINRA.'™ Accordingly, the
proposed grid draws largely on Commission staff experience and reasoned judgments about the
appropriate specifications, and, as detailed below, the Commission requests comment and
empirical data as to whether these specifications or others appropriately reflect the unique
attributes of CDS security-based swaps.

The horizontal “spread” axis is designed to address the specific credit risk associated with
the obligor or obligation referénced in the contract. As noted above, the spread increases as the
protection seller’s estimation of the likelihood of a credit event occurring increases. Therefore,
the net capital deduction — which is designed to address the risk inherent in the instrument —
should increase as the spread increases. Combining the two components (maturity and spread) in
the grid results in the smallest deduction (1% of notional) required for a short CDS security-
based swap with a maturity of 12 months or less and a spread of 100 basis points or below and
the largest deduction (50% of notional) required for a short CDS security-based swap with a
maturity of 121 months or longer and a spread of 700 basis points or more. The deduction for an

un-hedged short position in a CDS security-based swap (i.e., when the nonbank SBSD is the

178 See Notice of Filing and Order Granting Accelerated Approval of Proposed Rule Change to Amend FINRA

Rule 4240 (Margin Requirements for Credit Default Swaps), Exchange Act Release No. 66527 (Mar. 7,
2012) (File No. SR-FINRA-2012-015) (in which FINRA amended the maturity grid in Rule 4240 in the
interest of regulatory clarity and efficiency, and based upon FINRA’s experience in the administration of
the rule).

17 Broker-dealers historically have not participated in a significant way in security-based swap trading, in

part, because the Exchange Act has not previously defined security-based swaps as “securities” and,
therefore, they have not been required to be traded through registered broker-dealers. Existing broker-
dealer capital requirements, however, make it relatively costly to conduct these activities in broker-dealers,
as discussed in section ILA.2. of this release, As a result, security-based swap activities, including CDS
transactions, currently are generally concentrated in entities that are affiliated with the parent companies of
broker-dealers, but not in broker-dealers themselves.
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sel]gr of protection) would be the applicable percentage specified in the grid. The deduction for
an un-hedged long position in a CDS security-based swap (i.e., when the nonbank SBSD is the
buyer of protection) would be 50% of the applicable deduction in the grid.180

The proposed deduction requirements for CDS security-based swaps would permit a
nonbank SBSD to net long and short positions where the credit default swaps reference the same
entity (in the case of CDS securities-based swaps referencing a corporate entity) or obligation (in
the case of CDS securities-based swaps referencing an asset-backed security), reference the same
credit events that would trigger payment by the seller of protection, reference the same basket of
obligations that would determine the amount of payment by the seller of protection upon the
occurrence of a credit event, and are in the same or adjacent maturity and spread categories (as
long as the long and short positions each have maturities within three months of the other
maturity category).'”' In this case, the nonbank SBSD would need to take the specified
percentage deduction only on the notional amount of the excess long or short position.182
A reduced deduction also could be taken for long and short CDS security-based swap

positions in the same maturity and spread categories and that reference corporate entities in the

same industry sector.'®® In this case, the market risk of the offsetting positions is mitigated to the

180 See proposed new paragraph (c)(2){(vi}(O)}1){ii) of Rule 15¢3-1; paragraph {c){1)(vi)(A}2) of proposed
new Rule 18a-1. The approach of taking 100% of the applicable deduction for short positions in CDS
security-based swaps and 50% for Jong positions in CDS security-based swaps is consistent with FINRA
Rule 4240 and is designed to account for the greater risk inherent in short CDS security-based swaps.

181 See propoéed new paragraph (¢}(2)(vi)(O)(1)(iii)(A) of Rule 15¢3-1; paragraph (VA3 of
proposed new Rule 18a-1.

182 Id. For example, assume the nonbank SBSD is short protection on $10 million in notional CDS security-

based swaps on XYZ Company with a 4.25-year (51-month) maturity that trades at a 290 basis point spread
and long protection on $8 million in notional CDS security-based swaps on XYZ Company with a 5.25-
year (63-month) maturity that trades at a 310 basis point spread. Rather than take the deductions on the
short protection $10 million position and the long protection $8 million position individually, the nonbank
SBSD would take a deduction on the excess short position of $2 millton ($10 million short protection
position minus the $8 million long protection position) of 5-year maturity CDS security-based swaps
trading at a 290 basis point spread.

183 &
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extent that macroeconomic factors similarly impact companies in a particular industry sector, .

because corporate entities in the same industry sector would likely be similarly impacted by
market events affecting that specific industry. The proposed rule would not identify a specific
| source for determining industry sector classifications in order to provide firms flexibility and to
avoid requiring firms to rely on a specific commercial entity to comply with the rule. Instead, a
nonbank SBSD would need to use an industry sector classiﬁcatibn system that is reasonable in
terms of grouping types of companies with similar business activities and risk characteristics,
and document the industry sector classification system used for the pu-rposes of the rule.'** A
nonbank SBSD could use a third-party’s classification system or develop its own classification
system, subject to these limitations. The nonbank SBSD would need to be able to demonstrate
the reasonableness of the system it uses.

Reduced deductions also would apply for strategies where the firm is long (short) a bond
or asset-backed security and long (short) protection through a CDS security-based swap .
referencing the same underlying bond or asset-backed sec;urity. In the case where the nonbaﬁk
SBSD is long a bond or an asset-backed security and long protection through a credit default
swap, the nonbank SBSD would be required to take 50% of the deduction required on the bond
((i.e., no deduction would be required with respect to the CDS security-based swap and a lesser

deduction would apply to the bond than would be the case if it were not paired with a CDS

184 See proposed new paragraph (c)(2)(vi)(O)(1)(iii}(A) of Rule 15¢3-1; paragraph (c)(1)(vi)(A)3)() of
proposed new Rule 18a-1. An example of an industry sector classification system is: consumer
discretionary, consumer staples, energy, financials, health care, industrials, information technology,
materials, telecommunication services, and utilities. See the Global Industry Classification Standard
developed by MSCI and Standard & Poor’s, available at hitp;//www.msci.com/resources/pdfs/MK-GICS-
DIR-3-02.pdf. Another example of an industry sector classification system is: basic materials, cyclical
consumer, energy, financials, healthcare, industrials, non-cyclical consumer, technology,
telecommunications, and utilities. See Thompson Reuters’ business classifications, available at .

http://thomsonreuters.com/products services/financial/thomson reuters indices/trbe/sectors/.
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security-based swap).'® In other words, the deduction the nonbank SBSD would take if it held
the bond in isolation would be reduced by one-half to account for the protection provided by the
CDS security-based swap referencing the bond. This reduced deduction for the long bond
position reflects the risk-reducing effects of the protection provided by the long CDS security-
based swap position. If the nonbank SBSD is short a bond or asset-backed security and short
protection through a credif default swap, the nonbank SBSD would be required to take the
deduction required on the bond or asset-backed security (i.e., no deduction would be required
with respect to the CDS security-based swap).'*

Non-Credit Default Swaps

Security-based swaps that are not credit default swaps (each, a “non-CDS security-based
swap”) can be divided into two broad categories: those that reference equity securities and those
that reference debt instruments.'’ Total return swaps are an example of a non-CDS security-
based swap. A total return swap is an instrument that requires one of the counterparties (the
seller) to make a payment to the other counterparty (the buyer) that is based on the price
appreciation of, and income from, the underlying security referenced by the security-based
swap.188 The buyer in return makes a payment that is based on a variable interest rate plus any

deprgciation of the underlying security referenced by the security-based swap.'89 The “total

return” consists of the price appreciation or depreciation plus any interest or income.'*

183 See proposed new paragraph (¢)(2)(vi{O)(1)(iii)}(B) of Rule 15¢3-1; paragraph (c)(1)(vi)(A)(3)(ii) of
proposed new Rule 18a-1.
186 See proposed new paragraph (c)(2}(vi)(O)(1)(iii}{C) of Rule 15¢3-1; paragraph (c}{1)(vi){(A)(3)(iii) of
proposed new Rule 18a-1.

187 See Product Definitions Adopting Release, 77 FR at 48207.

188

See id. at 48264.

189 Id,
190

1d. The total return swap is designed to put the buyer in the position of having exposure to the reference
security without actually owning it. Thus, the seller pays the buyer appreciation (i.e., gains) and any
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The proposed standardized haircut for a non-CDS security-based swap would be the
deduction currently prescribed in Rule 15¢3-1 applicable to the instrument referenced by the

191

security-based swap multiplied by the contract’s notional amount.””" For example, the

standardized haircut for an exchange traded equity security typically is 15%.'%?

Consequently,
under the proposal, the standardized haircut for a non-CDS security-based swap referencing an
exchange traded equity security would be a deduction equal to the notional amount of the

security-based swap multiplied by 15%.'”

The same approach would apply to a non-CDS
security-based swap referencing a debt instrument. For example, Rule 15¢3-1 prescribes a 7%
standardized haircut for a corporate bond that has a maturity of five years and is not traded flat or
in default as to principal or interest and is rated in one of the four highest rating categories by at
least two NRSROs.'”* Under the proposal, a non-CDS security-based swap referencing such a
bond would require a deduction equal to the contract’s notional amount multiplied by 7%.195
Linking the standardized deduction for the non-CDS securitf—based swap to the
standardized deduction that would apply to the instrument referenced by the security-based swap

is based on the rationale that changes in the market value of the instrument underlying the

security-based swap will result in corresponding changes to the market value of the security-

interest or income on the security and the buyer pays the seller any depreciation (i.e., 10ss) on the reference
security plus a variable interest rate.

191 See proposed new paragraph (c){(2)(vi)(O)2) of Rule 15¢3-1; paragraph (¢){1){(vi}{(B) of proposed new Rule

18a-1. ‘
192 See 17 CFR 240.15¢3-1(c)(2)(viX(D).

193 If the notional amount was $5 millicn, the standardized haircut would be $750,000 ($5 million x 0.15 =

$750,000). The approach of multiplying the notional amount by the percentage deduction applicable to the
reference security is consistent with the CFTC’s proposed capital charges of equity swaps for nonbank
swap dealers that are not using models and are FCMs. See CFTC Capital Proposing Release, 76 FR at
27812-27813.

194 See 17 CFR 240.15¢3-1(e)}2)(vi)(F)(1){(v).

195

[f the notional amount was $5 million, the standardized haircut would be $350,000 (85 million x 0.07 =
$350,000).
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based swap. The proposal also is consistent with the treatment of equity security-based swaps
under Rule 15¢3-1."® Moreover, the potential volatility of the changes in the non-CDS security-
based swap is expected to be similar to the potential volatility in the instrument underlying the
security-based swap. For example, as discussed above, the standardized haircut for an exchange
traded equity security is 15%,'”” Whereaé the standardized haircut is 7% for a corporate bond that
has a maturity of five years and is not traded flat or in default as to principal or interest and is
rated in one of the four highest rating categories by at least two NRSROs.'”® The equity security
has a higher deduction amount because it is expected to have a greater amount of market risk.'”?
The examples above reflect the proposed standardized haircuts for a single non-CDS
security-based swap treated in isolation. It is expected that nonbank SBSDs will maintain
portfolios of multiple non-CDS security-based swaps with offsetting long and short positions to
hedge their risk. Under the proposed standardized haircuts for non-CDS security-based swaps,
nonbank SBSDs would be able to recognize the offsets currently permitted under Rule 15¢3-1 200
In particular, as discussed below, nonbank SBSDs would be permitted to treat a non-CDS
security-based swap that references an equity security (“equity security-based swap™) under the

provisions of Appendix A to Rule 15¢3-1, which produces a single haircut for portfolios of

196 See Net Capital Rule, 58 FR at 27490,

See 17 CFR 240.15¢3-1(c)(2)(vi)(J).
See 17 CFR 240.15¢3-1(c)(2)(vi}(E)(1).

197
198
199 See. e.g., Net Capital Rule, Exchange Act Release No. 39456 (Dec. 17, 1997), 62 FR 68011 (Dec. 30,
1997) (“[A] broker-dealer’s haircut for equity securities is equal to 15 percent of the market value of the
greater of the long or short equity position plus 15 percent of the market value of the lesser position, but
only to the extent this position exceeds 25 percent of the greater position. In contrast to the uniform haircut

for equity securities, the haircuts for several types of interest rate sensitive securities, such as government
securities, are directly related to the time remaining until the particular security matures.”).

200

See proposed new paragraph (¢)(2)(vi)}(O)(2) of Rule 15¢3-1; paragraph (c)(1 Wvi)B) of proposed new Rule
18a-1.
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equity options and related positions.*”’

Similarly, nonbank SBSDs would be permjttéd to treat a
non-CDS security-based swap that references a debt instrument (“debt security-based swap™) in
the same manner as debt instruments are treated in the Rule 15¢3-1 grids in terms of allowing
offsets between lbng and short positions where the instruments are in the same maturity
categories, subcategories, and in some cases, adjacent categories for the purposes of computing
haircuts for debt security-based swaps.””

Appendix A to Rule 15¢3-1 prescribes a standardized theoretical pricing model to
determine a potential loss for a portfolio of equity positions involving the same equity security to

establish a single haircut for the group of positions (“Appendix A methodology™).?”

Proposed
amendments to Appendix A to Rule 15¢3-1 would permit equity security-based swaps to be
included in portfolios of equity positions for which the Appendix A methodology is used to

compute a portfolio haircut.*® Under these proposed amendments, broker-dealer SBSDs and

201 See 17 CFR 240.15¢3-1a; Appendix A to proposed new Rule 18a-1.
202 See 17 CFR 240.15¢3-1(c)(2)(vi).
203 See 17 CFR 240.15¢3-1a; Appendix A to proposed new Rule 18a-1.

0 Spectifically, Appendix A to Rule 15¢3-1 would be amended to include equity security-based swaps within

the definition of the term “underlying instrument” in paragraph (a}(4} of Appendix A. This would allow
these positions to be included in portfolios of equity positions involving the same equity security for
purposes of the Appendix A methodology. In addition, the proposals would include security futures on
single stocks within the definition of the term “underlying instrument,” which would permit these positions
to be included in portfolios of positions involving the same underlying security for purposes of the
Appendix A methodology, subject to a minimum charge. This proposal is made in response to legislative
and regulatory developments that have occurred since the Appendix A methodology was adopted in 1997.
See Net Capital Rule, Exchange Act Release No. 38248 (Feb. 6, 1997), 62 FR 6474 (Feb. 12, 1997). When
the Appendix A methodology was adopted, security futures trading was prohibited in the U.S. This
prohibition was repealed by the Commodity Futures Modemization Act of 2000, which established a
framework for the joint regulation of security futures products by the Commission and the CFTC. Pub. L.
No. 106-554, 114 Stat. 2763 (2000). Because security futures contracts on individual stocks generally track
the price of the underlying stock, and, at expiration, the price of the security futures contract equals the
price of the underlying stock, the proposed amendments would treat a security future on an underlying
stock as if it were the underlying stock. Appendix A to Rule 18a-1 similarly would include equity security-
based swaps and security futures products in the definition of “underlying instrument.” See paragraph
(a)(4) of proposed new Rule 18a-1a. See also letter from Michael A. Macchiaroli, Associate Director,
Division of Trading and Markets, Commission, to Timothy H. Thompson, Senior Vice President and Chief
Regulatory Officer, Chicago Board Options Exchange, Incorporated (“CBOE”), and Grace B. Vogel,
Executive Vice President, Member Regulation, Risk Oversight and Operational Regulation, FINRA (May
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broker-dealers that are not registered as SBSDs would be able to include equity security-based
swaps in portfolios of equity positions for purposes of the Appendix A methodology. In
addition, proposed new Rule 18a-1 would permit stand-alone SBSDs to use the Appendix A
methodology as well.2* By permifting equity security-based swaps to be included in portfolios
of related equity positions, broker-dealer SBSDs and broker-dealers that are not registered as
SBSDs would be able to employ a more sensitive measure of the risk when computing net capital
than would be the case if the positions ﬁere treated in isolation.

Under the Appendix A methodology (as proposed to be amended), a nonbank SBSD
could group equity security-based swaps, options, security futures, long securities positions, and
short securities positions involving the same underlying security (e.g., XYZ Company common
stock) and stress the current market price for each position at ten equidistant points along a range
of positive and negative potential future market movements, using an approved theoretical option
pricing model that satisfies certain conditions specified in the rule.®® For equity security-based
swap.s, the ten stress points for a portfolio of related positions would span a range from -15% to
+15% (i.e., -15%, -12%, -9%, -6%, -3%, +3%, +6%, +9%, +12%, +15%).*"" The gains and
losses of each position (e.g., a sgcurity-based swap, option, and a security future referencing

XYZ Company and a long position and short position in XYZ Company stock) in the portfolio

4, 2012) (no-action letter permitting broker-dealers when calculating net capital using a theoretical pricing
model pursuant to Appendix A to Rule 15¢3-1 to group U.S.-listed security futures contracts on individual
stocks with equity options on, and positions in, the sane underlying instrument under paragraph
{b)(1){ii)(A) of Appendix A).

205 See proposed new Rule 18a-1a.

206 See 17 CFR 240.15¢3-1a(b)(1); paragraph (b}(1) of proposed new Rulel8a-1a. Presently, there is only one
thecretical options pricing model that has been approved for this purpose.

20 This range of price movements (+/-) 15% is consistent with the prescribed 15% haircut for most equity
securities. See 17 CFR 240.15¢3-1(c}(2)(v1)(J).
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would be allowed to offset each other to yield a net gain or loss at each stress point.”® The stress
point that yields the largest potential net loss for the portfolio would be used to calculate the
aggregate haircut f_or all the positions in the portfolio.?” This method would permit a nonbank
SBSD to compute deductions for a portfolio of equity security-based swaps in a more risk
sensitive manner by accounting for the risk of the entire portfolio, rather than the risk of each
position within the portfolio.

With respect to portfolios of debt security-based swaps, a nonbank SBSD could use the
offsets permitted in the debt-maturity grids in Rule 15¢3-1.2'% The debt-maturity grids permit the
broker-dealer to reduce the amount of the deductions when long debt security positions are offset
by short debt security positions. For example, as discussed above, the maturity grid for
nonconvertible debt securities has nine maturity categories.”!! In each category, the broker-
dealer is required to take the specitied deduction on the greater of the long or.short positions in
the category.*'? Consequently, the broker-dealer need not take a deduction on the gross amount

of these positions (i.e., the broker-dealer need not take a deduction for the long and short

208 For example, at the -6% stress point, X'YZ Company stock long positions would experience a 6% loss,

short positions would experience a 6% gain, and XYZ Company options would experience gains or losses
depending on the features of the options. These gains and losses are added up resulting in a net gain or loss
at that point.

209 Because options are part of the portfolio, the greatest portfolio loss (or gain) would not necessarily occur at

the largest potential market move stress points (+/-) 15%. This is because a portfolio that holds derivative
positions that are far out of the money would potentially realize large gains at the greatest market move
points as these positions come into the money. Thus, the greatest net loss for a portfolio conceivably could
be at any market move stress point. In addition, the Appendix A methodology imposes a minimum charge
based on the number of options contracts in a portfolio that applies if the minimum charge is greater than
the largest stress point charge. See 17 CFR 240.15¢3-1a(b)(1Xv)(C)(2); paragraph (b)(1)(iv)}{(C)(2) of
proposed new Rule 18a-1a. This minimum charge is designed to address issues such as leverage and
liquidity risk that may exist even if the market risk of the portfolio is very low as a result of closely-
correlated hedging,

2o See propesed new paragraph (¢)(2)(vi)(O}2) of Rule 15¢3-1; paragraph (c){1){(vi}(B) of proposed new Rule
18a-1 {incorporating by reference the standardized haircuts in Rule _1503-1).

2t See 17 CFR 240.15¢3-1(c)(2)}vi)(F)(1). .

212 Id.
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positions). In addition, the rule permits the broker-dealer to exclude nonconvertible debt
securities from the maturity categories if they are hedged by other similar nonconvertible debt
securities or government securities or futures on government securities.”’> The excluded

214

positions are subject to a separate maturity grid that imposes lower deductions.”™ The proposed
amendments to Rule 15¢3-1 and proposed new Rule 18a-1 would permit broker-dealer SBSDs
and stand-alone SBSDs, respectively, to treat debt security-based swaps in the same manner as
the debt instruments they reference are treated for the purposes of determining haircuts.
Consequently, nonbank SBSDs could recognize the offsets and hedges that those provisions

permit to reduce the deductions on portfolios of debt security-based swaps.

Request for Comment

The Commission generally requests comment on the proposed standardized haircuts for
calculating deductions for security-based swaps: In addition, the Commission requests comment,
mncluding empirical data in support of comments, in response to the following questions:

1. Is the proposed maturity/spread grid approach for CDS security-based swaps appropriate -
in terms of addressing the risk of these positions? If not, explain why not. How could
the proposed maturity/spread grid approach be modified to better address the risk of these
positions?

2. Do broker-dealers currently use the spread/maturity grid in FINRA Rule 4240 to
determine capital charges for credit default swaps? If so, what has been the experience of
broker-dealers in using the grid? If not, what potential practical issues does the
maturity/spread grid raise? Are there ways these practical issues could be addressed

through modifications to the proposed maturity/spread grid?

e 17 CFR 240.15c3-1(c)(2)}{(vi)(F)}(2).

See
. 4 See 17 CFR 240.15¢3-1(c)(2)(vi)(F)(3).
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3. Is th.ere an alternative maturity/spread grid approach that would be a preferable model for .

| the standardized haircuts? If so, identify the model and explain why it would be

¢ preferable. For example, should the standardized haircut for a CDS security-based swap
that references an obligation be based on the standardized haircut that would apply to the
obligation under paragraph (c}2)(vi) of Rule 15¢3-17? If so, explain why. If not, explain

- why not. How could a CDS security-based swap that references an obligor as an entity

be addressed under such a standardized haircut approach? For example, could the
standardized haircut that would apply to obligations (e.g., bonds) issued by the obligor be
used as a proxy for the standardized haircut that would apply to the CDS security-based
swap referencing the obligor? If so, éxplain why.

4. Are the proposed spread categories for the CDS security-based swap grid appropriate? If

not, explain why not. For example, should there be more spread categories? Tf so,

specify the total number of recommended spread categories and the basis point ranges
that should be in each category, and explain why the recommended modifications would
be preferable. Should there be fewer spread categories? If so, specify the total number of

- recommended spread categories and the basis point ranges that should be in each
category, and explain why the recommended modifications would be preferéble.

5. Would there always be an observable current offered basis point spread for purpéses of
determining the applicable spread category for a CDS security-based swap? Ifit could be
the case that a CDS security-based swap does not have an observable current offered
spread, how should the spread category be determined and how should the rule be
modified to require the use of the determined spread category? For example, should the

rule require that the nonbank SBSD apply the greatest percentage deduction applicable to
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the CDS security-based swap based on its maturity (i.e., the deduction prescribed in “700
or more” basis points spread category) or another deduction amount?

Are the proposed maturity categories for the CDS security-based swap grid appropriate?
If not, explain why not. For example, should there be more maturity categories? If so,
specify the total number of recommended maturity categories and the time ranges that
should be in each category, and explain why the recommended modifications would be
'preferable. Should there be fewer maturity categories? If so, specify the total number of
recommended maturity categories and the time ranges that should be in each category,
and explain why the recommended modifications would be preferable.

Are the proposéd percentage deductions in the CDS security-based swap grid
appropriate? If not, explain why not. For example, should the percentage deductions be
greater? If so, specify the greater deductions and explain why they would be preferable.
Should the percentage deductions be lesser? If so, specify the lesser deductions and
explain why it would be preferable.

Is the proposed 50% reduced deduction for long CDS security-based swaps appropriate?
If not, explain why-not. For example, should the amount of the reduced deduction be
greater? If so, specify the amount and explain why it would be preferable. Should the
amount of the reduced deduction be lesser? If so, specify the lesser amount and explain
why it would be preferable.

Is the proposed offset and corresponding reduced deduction for net long and short
positions where the CDS security-based swaps reference the same obligor or obligation

and are in the same maturity and spread categories appropriate? If not, explain why not.
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10. Is the proposed offset and corresponding reduced deduction for net long and short
positions where the CDS security-based swaps reference the same obligor or obligation,
are in the same spread category, and are in an adjacent maturity category and have
maturities within three months of the other maturity category appropriate? If not, explain
why not.

11. Is the proposed offset and corresponding reduced deduction for long and short CDS
security-based swap positions in the same maturity and spread categories and that
reference obligors or obligations of obligors in the same industry sector appropriate? If
not, explain why not.

12. Should the rule specify an industry sector classification system? If so, specity the
recommended industry sector classification system and explain why it would be useful

for the purposes of the standardized haircuts for CDS security-based swaps.

13. If a nonbank SBSD uses its own industry secto.r classification system, what factors would
be relevant in evaluating whether the system is reasonable?

14. Should there be a concentration charge that would apply when the notional amount of the
long and short CDS security-based swap positions in the same maturity and spread
categories and that reference obligors or obligations of obligors in the same mdustry
sector exceed a certain threshold to account for the potential that long and short positions
may not directly offset each other? If so, explain why. If not, explain why not.

15. Is the proposed deduction for a position where a nonbank SBDS is long a bond and long
a CDS security-based swap on the same underlying obligor appropriate? If not, explain
why not. For example, is the proposed provision that the reduced deduction would apply

only if the CDS security-based swap allowed the nonbank SBSD to deliver the bond to
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16.

17.

18.

19.

20.

satisfy the firm’s obligation on the swap appropriate? If not, explain why not.
Additionally, is reducing the deduction applicable to the bond by 50% an appropriate
reduction level? Should the reduction be less than 50% (e.g., 25%) or greater than 50%
(e.g., 75%)?

Is the proposed reduced deduction for a position where a nonbank SBDS is short a bond
and short a CDS security-based swap on the same underlying bond appropriate? If not,
explain why not.

Should the Commission propose separate grids for CDS security-based swaps that
reference a single obligor or obligation and CDS security-based swaps that reference a
narrow based index? If so, how should the two grids ditfer?

Are the proposed standardized haircuts for non-CDS security-based swaps appropriate?
If not, explain why not. For example, would the risk characteristics of non-CDS security-
based swaps (e.g., price volatility) be similar to the instruments they reference?l If not,
explain why not.

Are there practical issues with treating equity security-based swaps under the Appendix
A methodology? If so, describe them. Are there modifications that could be made to the
Appendix A methodology to address any practical issues identified? If so, describe the
modifications.

Are there provisions in Appendix A to Rule 15¢3-1 not included in Appendix A to Rule
18a-1 that should be incorporated into the latter rule? If so, identify the provisions and
explain why they should be incorporated into Appendix A to Rule 18a-1. For example,
should the strategy-based methodology in Appendix A to Rule 15¢3-1 be applied to

equity security-based swaps? If so, explain why.
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21. Are there practical issues with treating debt security-based swaps under the debt maturity .
grids in Rule 15¢3-1? If so, describe them. Are there modifications that could be made
to address any practical issues identified? If so, describe the modifications.
iil. VaR Models
The proposed capital requirements for nonbank SBSDs would permit the use of internal
VaR models to compute deductions for proprietary securities positions, mcluding security-based
swap positions, in lieu of the standardized haircuts. VaR models are used by financial

. . - . . 15
institutions for internal risk management purposes.2

In addition, VaR models are used to
compute market risk charges in international bank capital standards?'® and are permitted by the
Commission’s rules for ANC broker-dealers and OTC derivatives dealers.”” Furthermore, the

prudential regulators and the CFTC have proposed permitting the use of VaR models in their

capital requirements for bank SBSDs, bank swap dealers, and swap dealers.”'® The use of VaR .

models to calculate market risk charges for security-based swap positions would be subject to the
conditions described below.

Broker-dealer SBSDs that are not already ANC broker-dealers would need to obtain
ai)proval to operate as ANC broker-dealers to use internal VaR models to compute net capital.

Stand-alone SBSDs also would need to obtain Commission approval to use VaR models for this

25 See Alternative Net Capital Requirements Adopting Release, 69 TR 34428 {The option to use VaR models

is “intended to reduce regulatory costs for broker-dealers by allowing very highly capitalized firms that
have developed robust internal risk management practices to use those risk management practices, such as
mathematical risk measurement models, for regulatory purposes”); Net Capital Rule, Exchange Act
Release No. 39456 (Dec. 17, 1997), 62 FR 68011 (Dec. 30, 1997) (“Given the increased use and
acceptance of VAR as a risk management tool, the Commission believes that it warrants consideration as a
method of computing net capital requirements for broker-dealers.”).

216 See, e.g., Amendment to the capital accord to incorporate market risks, Basel Committee on Banking

Supervision {Jan. 1996); 12 CFR part 3; 12 CFR parts 208 and 225; 12 CFR part 325.

217 See 17 CFR 240.15¢3-1e; 17 CFR 240.15¢3-1f. See also Alternative Net Capital Requirements Adopting
Release, 69 FR 34428; OTC Derivatives Dealers, 63 FR 59362.

28 See Prudential Regulator Margin and Capital Proposing Release, 76 FR 27564: CFTC Capital Proposing .

Release, 76 FR 27802.
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. purpose. The requirements for a broker-dealer to apply for approval to operate as an ANC
broker-dealer are contained in Appendix E to Rule 15¢3-1 219 pyrsuant to these requirements,
the applicant must provide the Commission with various types of information about the
applicant.220 A stand-alone SBSD applying for approval to use internal models to compute net
capital would be required to provide similar information (though a stand-alone SBSD would not
be required to provide certain information relating to its holding company or affiliates that is
required of ANC brdker-dealer a-lpplicrcmts).221
A broker-dealer applying to become an ANC broker-dealer is required to provide the
Commission with, among other things, the following information:
¢ An executive summary of the information provided to the Commission with its

application and an identification of the ultimate holding company of the ANC broker-
dealer;222

29 See 17 CFR 240.15¢3-1e. The application covers both the use of internal VaR models to compute
deductions for proprietary positions and internal credit risk models to compute charges for unsecured
receivables relating to OTC derivatives. 1d. Specifically, the broker-dealer may apply to the Commission
for authorization to compute deductions pursuant to Appendix E to Rule 15¢3-1 in lieu of computing
deductions pursuant to paragraph (¢)(2)(vi) {the standardized haircuts) and paragraph (c)(2)(vii) (the 100%
deduction for securities with no ready market) of Rule 15¢3-1 and to compute deductions for credit risk
pursuant to Appendix E for unsecured receivables arising from transactions in OTC derivatives in lieu of
computing deductions pursuant to paragraph (c)(2)(iv) of Rule 15¢3-1 (the deductions for unsecured
receivables). See 17 CFR 240.15¢3-1e(a). The use of internal credit risk models is discussed below in
section IT.A.2.b.iv. of this release.

220 See Aliernative Net Capital Requirements Adopting Release, 69 FR at 34433,

2 See paragraph (d)(1) of proposed new Rule 18a-1. Appendix E to Rule 15¢3-1 requires a broker-dealer

applying to become an ANC broker-dealer to provide information about the broker-dealer’s ultimate
holding company and affiliates. See 17 CFR 240.15¢3-1e(a)(1)(viii)-(ix) and (a}(2). Consistent with the
requirements for OTC derivatives dealers, the proposed application requirements for stand-alone SBSDs
seeking approval to use internal models would not require the submission of the information about the
firm’s ultimate holding company and affiliates required in paragraphs (a)(1){viii)-(ix) and (a}(2)(i)-(xi) of
Appendix E to Rule 15¢3-1. Compare 17 CFR 240.15¢3-1e(a)(1) and (a}(2), with paragraph (d)(1) of
proposed new Rule 18a-1 and 17 CFR 240.15¢3-1£(a). This additional information may be more
appropriate for a broker-dealer applying to operate as an ANC broker-dealer because of its ability to engage
in wider ranges of activities than a stand-alone nonbank SBSD, such as engaging in a general securities
business. The information about the ultimate holding company and affiliates is designed to help ensure the
Commission can monitor activities of the holding company and affiliates that could negatively impact the
financial weli-being of the broker-dealer. See Alternative Net Capital Requirements Adopting Release, 69
FR at 34430,

. 22 See 17 CFR 240.15¢3-1e(a)(1)(i). A stand-alone SBSD also would be required to provide this information

in an application to use internal models. See paragraph (d)(1)(i)(A) of proposed new Rule 18a-1.
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A comprehensive description of the internal risk management control system of the
broker-dealer and how that system satisfies the requirements set forth in Rule 15¢3 -4,

A list of the categories of positions that the ANC broker-dealer holds in its proprietary
accounts and a brief description of the methods that the ANC broker-dealer will use to
calculate deductions for market and credit risk on those categories of positions:?2*

A description of the mathematical models to be used to price positions and to compute
deductions for market risk, including those portions of the deductions attributable to
specific risk, if applicable, and deductions for credit risk; a description of the creation,
use, and maintenance of the mathematical models; a description of the ANC broker-
dealer’s internal risk management controls over those models, including a description of
each category of persons who may input data into the models; if a mathematical model
incorporates empirical correlations across risk categories, a description of the process for
measuring correlations; a description of the backtesting procedures the ANC broker-
dealer will use to backtest the mathematical model used to calculate maximum potential
exposure; a description of how each mathematical model satisfies the applicable
qualitative and quantitative requirements set forth in paragraph (d) of Appendix E to Rule
15¢3-1; and a statement describing the extent to which each mathematical model used to
compute deductions for market and credit risk will be used as part of the risk analyses
and reports presented to senior management; >

I the ANC broker-dealer is applying to the Commission for approval to use scenario
analysis to calculate deductions for market risk for certain positions, a list of those types
of positions, a description of how those deductions will be calculated using scenario
analysis, and an explanation of why each scenario analysis is appropriate to calculate
deductions for market risk on those types of positions;”*¢

223

224

25

226

See 17 CFR 240.15¢3-1e(a)(1)(ii). A stand-alone SBSD also would be required to provide this information
m an application to use internal models. See paragraph (d)(1)(i)(B) of proposed new Rule 18a-1. As
discussed below in section 11.A.2.¢. of this release, ANC broker-dealers are required to comply with Rule
15¢3-4, and to provide this information in an application to use internal models. See 17 CFR 240.15¢3-
le(a)(1)(ii), 17 CFR 240.15¢3-1(a)(7)(iii) and 17 CFR 240.15¢3-4. A nonbank SBSD that does not use
internal models also would be required to comply with Rule 15¢3-4, but would not have to provide
information to the Commission unless it determined to apply to the Commission to use internal models.
See paragraph (g} of proposed new Rule 18a-1 and section IL.A.2.¢. of this release discussing this
requirement.

See 17 CFR 240.15¢3-1e{a)(1)(ii1). A stand-alone SBSD also would be required to provide this
information in an application to use internal models. See paragraph (d)(1}(1)(C) of proposed new Rule 18a-
1.

See 17 CFR 240.15¢3-Te(a)(1)(iv). A stand-alone SBSD also would be required to provide this
information in an application to use internal models. See paragraph (d)(1)(1)}(D)} of proposed new Rule 18a-
1.

See 17 CFR 240.15¢3-1e(a)(1)(v). A stand-alone SBSD also would be required to provide this information
in an application to use internal models. See paragraph (d)(1)(i)(E) of proposed new Rule 18a-1. As
discussed below, ANC broker-dealers can use scenario analysis in certain cases to determine deductions for
some positions. -
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A description of how the ANC broker-dealer will calculate current exposure;””’

A description of how the ANC broker-dealer will determine internal credit ratings of
counterparties and internal credit risk weights of counterparties, if applicable;*?*

For each instance in which a mathematical model used by the ANC broker-dealer to
calculate a deduction for market risk or to calculate maximum potential exposure for a
particular product or counterparty differs from the mathematical model used by the
ultimate holding company of the ANC broker-dealer to calculate an allowance for market
risk or to calculate maximum potential exposure for that same product or counterparty, a

description of the difference(s) between the mathematical models;**’ and

Sample risk reports that are provided to the persons at the ultimate holding company who
are responsible for managing group-wide risk and that will be provided to the

Commission pursuant to Rule 15¢3-1g. 2%

The Commission may request that a broker-dealer applying to operate as an ANC broker-

dealer supplement its application (“ANC application”) with other information relating to the
internal risk management control system, mathematical models, and financial position of the

. broker-dealer.”>' A broker-dealer’'s ANC application and all submissions in connection with the

27

228

229

230

. 23

See 17 CFR 240.15¢3-1e(a)(1)(vi). A stand-alone SBSD also would be required to provide this

information in an application to use internal models. See paragraph (d)(1)(i)(F) of proposed new Rule 18a-
1. :

See 17 CFR 240.15¢3-1e{a)(1){vii). A stand-alone SBSD also would be required to provide this
information in an application to use internal models. See paragraph (d){1)(i)(G) of proposed new Rule 18a-

1. As discussed below in section ILA.2.b.iv. of this release, internal credit ratings are used to compute the
credit risk charge.

See 17 CFR 240.15¢3-1e(a)(2)(xi). A stand-alone SBSD also would be required to provide this

information in an application to use internal models. See paragraph {(d)(1)(i}(H) of proposed new Rule 18a-
1.

See 17 CFR 240.15¢3-1e{a)(2)(xiii). A stand-alone SBSD would be required to provide similar
information in an application to use internal models, See paragraph (d)(1)(i}(1) of proposed new Rule 18a-
1. The proposed requirement for stand-alone SBSDs to provide this information refers to sample risk
reports that are provided to “management” as opposed to the “ultimate holding company.” Id. Asa
practical matter, the two provisions would achieve the same result; namely, the submission of sample
reports that are provided to senior levels of the firm. However, because the stand-alone SBSD application

provisions do not require information about holding companies and affiliates, the proposed text of the rule
refers to “management.”

See 17 CFR 240.15¢3-1e(a)(4). A similar provision would apply to stand-alone SBSDs applying to use
internal models. See paragraph (d){2) of proposed new Rule 18a-1.
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ANC application are accorded confidential treatment, to the extent permitted by law.>? If any
information in an ANC application is found to be or becomes inaccurate before the Commission

approves the application, the broker-dealer must notify the Commission promptly and provide

the Commission with a description of the circumstances in which the information was inaccurate”

along with updated, accurate information.***

The Commission may approve, in whole or in part,
an ANC application or an amendment to the application, subject to any conditions or limitations
the Commission may require if the Commission finds the approval to be necessary or appropriate

in the public interest or for the protection of investors.**

As part of the ANC application approval process, the Commission staff reviews the
operation of the broker-dealer’s VaR model, including a review of associated risk management
controls and the use of stress tests, scenario analyses, and back-testing.é3 > As part of this process
and on an ongoing basis, the broker-dealer applicant is required to demonstrate to the
Commission that the VaR model reliably accounts for the risks that are specific to the types of
positions the broker-dealer intends to include in the model computations. During the review, the
Commission assesses the quality, rigor, and adequacy of the technical components of the VaR
model and of related model governance processes. Stand-alone SBSDs applying for approval to

use internal models to compute net capital would be subject to similar reviews of their VaR

models as part of the application process.

2 See 17 CFR 240.15¢3-1e(a)(5). See also 5 U.S.C. 552; Alternative Net Capital Requirements Adopting
Release, 69 FR at 34433 (discussing confidential treatment of ANC applications). A similar provision
would apply to information submitted by stand-alone SBSDs applying to use internal models. See
paragraph (d)(3) of proposed new Rule 18a-1.

3 See 17 CFR 240.15¢3-1e(a)(6). A similar provision would apply to stand-alone SBSDs applying to use

internal models. See paragraph (d}(4) of proposed new Rule 18a-1.

See 17 CFR 240.15¢3-1e(a}(7). A similar provision would apply to applications of stand-alone SBSDs
applying to use internal models. See paragraph (d}(5) of proposed new Rule 18a-1.

s The Commission also reviews the broker-dealer’s credit risk model.
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After an ANC application is approved, an ANC broker-dealer is required to amend and
submit to the Commission for approval its ANC application before matertally changing its VaR
model or its internal risk management control system.”® Further, an ANC broker-dealer is
required to notify the Commission 45 days before it ceases using a VaR model to compute net
capital.23 7 Finally, the Commission, by order, can revoke an ANC broker-dealer’s ability to use
a VaR model to compute net capital if the Commission finds that the ANC broker-dealer’s use of
the model is no longer necessary or appropriate in the public interest or for the protection of
investors.2*® Tn this case, the broker-dealer would need to revert to using the standardized
haircuts for all positions.

An ANC broker-dealer must comply with certain qualitative and quantitative
requirements set forth in Appendix E to Rule 15¢3-1 .2‘7; % A stand-alone SBSD approved to use a
~VaR model would be subject to the same qualitative and quantitative requirements.240 In this
regard, VaR models estimate the maximum potential loss a portfolio of securities and other
instruments would be expected to incur over a fixed time period at a certain probability level.

The model utilizes historical market data to generate potential values of a portfolio of positions

taking into consideration the observed correlations between different types of assets.

=6 See 17 CFR 240.15¢3-1e(a)(8). This requirement also applies to material changes to the ANC broker-

dealer’s internal credit risk model. Id. A similar provision would apply to stand-alone SBSDs approved to
use internal models. See paragraph (d)(6) of proposed new Rule 18a-1.

7 See 17 CFR 240.15¢3-1(a)(10). This requirement also applies to the ANC broker-dealer’s internal credit
risk model. Id. A similar provision would apply to stand-alone SBSDs approved to use internal models.
See paragraph (d)(7) of proposed new Rule 18a-1.

238 See 17 CFR 240.15¢3-1e(a)(11). This requirement also applies to the ANC broker-dealer’s internal credit

risk model. Id. A similar provision would apply to stand-alone SBSDs approved to use internal models.
See paragraph (d}(8) of proposed new Rule 18a-1.
= See 17 CFR 15c3-1e(d).

240 Compare 17 CFR 15c3-1e(d), with paragraph (d)}(9) Qf proposed new Rule 18a-1.
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The qualitative requirements in Appendix E to Rule 15¢3-1 specify, among other things, .

that: (1) each VaR model must be integrated into the ANC broker-dealer’s daily internal risk
management system;>*' (2) each VaR model must be reviewed penodically by the firm’s internal
audit staff, and annually by a registered public accounting firm, as that term is defined in section
2(a)(12) of the Sarbanes-Oxley Act of 2002 (15 U.S.C. 7201 et seq.);”* and (3) the VaR mecasure
computed by the model mus't be multiplied -by a factor of at least three but potentially a greater
amount based on the number of exceptions to the measure resulting from quarterly back-testing
exercises. 2

The quantitative requirements specify that the VaR model of the ANC broker-dealer

must, among other things: (1) use a 99%, one-tailed confidence level with price changes

equivalent to a ten-business-day movement in rates and prices:*** (2) use an effective historical

e Seg 17 CFR 240.15¢3-1e(d)(1)(3). A similar provision would apply to stand-alone SBSDs approved to use

internal models. See paragraph (d)(9)(i}(A) of proposed new Rule 18a-1.

w2 See 17 CFR 240.15¢3-1e(d)(1)(i1). The annual review must be conducted in accordance with procedures

agreed upon by the broker-dealer and the registered public accounting firm conducting the review. A
similar provision would apply to stand-alone SBSDs approved to use internal models. See paragraph
(D N()(B) of proposed new Rule 18a-1.

See 17 CFR 240.15¢3-1e(d)(1)(iii). A back-testing exception occurs when the ANC broker-dealer’s actual
one-day loss exceeds the amount estimated by its VaR model. See, e.g., Supervisory framework for the use
of “backtesting” in conjunction with the internal models approach to market risk capital requirements,
Basel Committes on Banking Supervision (Jan. 1996) (“The essence of all backtesting efforts is the
comparison of actual trading resuits with model-generated risk measures, If this comparison is close
enough, the backtest raises no issues regarding the quality of the risk measurement model. In some cases,
however, the comparison uncovers sufficient differences that problems almost certainly must exist, either
with the model or with the assumptions of the backtest. In between these two cases is a grey area where the
test results are, on their own, inconclusive.”). Depending on the number of back-testing exceptions, the
ANC broker-dealer may need to increase the market risk multiplier to 3.40, 3.50, 3.65, 3.75, 3.85, or 4.00.
Id. Increasing the multiplier increases the deduction amount, which in turn is designed to account for a
model that is producing less accurate measures. The same multiplier provision would apply to stand-alone
SBSDs approved to use internal models. See paragraph (d)(9)(i)(C) of proposed new Rule 18a-1.
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W See 17 CFR 240.15c3-1e(d}(2)(i). This means the potential loss measure produced by the model is a loss

that the portfolio could experience if it were held for ten trading days and that this potential loss amount
would be exceeded only once every 100 trading days. A similar provision would apply to stand-alone
SBSDs approved to use internal models. See paragraph (d)(9)(ii)(A) of proposed new Rule 18a-1.
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observation period of at least one year;”"” (3) use historical data sets that are updated at least
monthly and are reassessed whenever market prices or volatilities change signiﬁcantly;246 and (4)
také into account and incorporate all significant, identifiable market risk factors applicable to
positions of the ANC broker-dealer, including risks arising from non-linear price characteristics,
empirical correlations within and across risk factors, spread risk, and specific risk for individual
positions.247

The deduction an ANC broker-dealer must take to tentative net capital in lieu of the

28 The first is a portfolio

standardized haircuts is an amount equal to the sum of four charges.
market risk charge for all positions that are included in the ANC broker-dealer’s VaR models
(i.e., the amount measured by each VaR model multiplied by a factor of at least three).?* The

second charge is a specific risk charge for positions where specific risk was not captured in the

VaR model.”®® The third charge is for positions not included in the VaR model where the ANC

43 See 17 CFR 240.15¢3-1e(d)}(2)(iii). A similar provision would apply to stand-alone SBSDs approved to
use internal models. See paragraph (d)(9)(i1)(C) of proposed new Rule 18a-1.

26 See 17 CFR 240.15¢3-1e(d)(2)(iii). A similar provision would apply to stand-alone SBSDs approved to
use internal models. See paragraph (d)(9)(11)(C) of proposed new Rule 13a-1.

21 See 17 CFR 240.15c¢3-1e(d)(2)(iv). A similar provision would apply to stand-alone SBSDs approved to use

internal models. See paragraph (d)(9)(it)(D) of proposed new Rule 18a-1.

3 See 17 CFR 240.15¢3-1e(b). A similar provision would apply to stand-alone SBSDs approved to use

internal models. See paragraph (e)(1) of proposed new Rule 18a-1.

e See 17 CFR 240.15¢3-1e(b)(1). A similar charge would apply to stand-alone SBSDs in determining their

deduction amount. See paragraph (e}(1)(i) of proposed new Rule 18a-1.

250 See 17 CFR 240.15¢3-1e(b)(2). Specific risk is the risk that a security price will change for reasons

unrelated to broader market moves. The market risk charge is designed to address the risk that the value of
a portfolio of trading book assets will decline as a result of a broad move in market prices or interest rates.
For example, the potential that the S&P 500 index will increase or decrease on the next trading day creates
market risk for a portfolio of equity securities positions {longs, shorts, options, and OTC derivatives) and
the potential that interest rates will increase or decrease on the next trading day creates market risk for a
portfolio of fixed-income positions (longs, shorts, options, and OTC derivatives). The specific risk charge
is designed to address the risk that the value of an individual position would decline for reasons unrelated
to a broad movement of market prices or interest rates. For example, specific risk includes the risk that the
value of an equity security will decrease because the issuer announces poor earnings for the previous
guarter or the value of a debt security will decrease because the issuer’s credit rating is lowered. The
‘Commission is proposing a similar charge that would apply to stand-alone SBSDs in determining their
deduction amount. See paragraph {e){1)(ii) of proposed new Rule 18a-1.
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broker-dealer is approved to determine a charge using scenario analysis.”>' The fourth charge is
determined by applyir-lg the standardized haircuts for all other positions.**

Finally, ANC broker—deéllers are subject to on-going supervision with respect to their
internal risk management, including their use of VaR models.”” In this regard, the Commission
staft meets regularly with senior risk managers at each ANC broker-dealer to review the risk
analytics prepared for the firm’s senior management. These reviews focus on the performance of
the risk measurement inﬁastmcture, including statistical models, risk governance issues such as
modifications to and breaches of risk limits, and the management of outsized risk exposures. In
addition, Commission staff and personnel from an ANC broker-dealer hold regular meetings
focused on financial results, the management of the firm’s balance sheet, and, in particular, the
liquidity of the balance sheet. The Commission staff also monitors the performance of the ANC
broker-dealer’s internal models through regular reports generated by the firms for their internal
risk management purposes (backtesting, stress test, and other monthly risk reports) and
discussions with firm personnel (scheduled and ad hoc).*' Material changes to the internal
models are also subject to review and approval.”>> Stand-alone SBSDs approved to use internal

models to compute net capital would be subject to similar monitoring and reviews.

1 See 17 CFR 240.15¢3-1e(b)(3). A similar charge would apply to stand-alone SBSDs in determining their
deduction amount. See paragraph (e)(1)(iii) of proposed new Rule 18a-1. .

52 See 17 CFR 240.15¢3-1e(b)(4). A similar charge would apply to stand-alone SBSDs in determining their

deduction amount. Sece paragraph {e}(1)(iv) of proposed new Rule 18a-1.

3 More detailed descriptions of the Commission’s ANC broker-dealer program are available on the

Commission’s website at http://www sec.gov/divisions/marketrep/bdriskoffice. htm and
http://www.sec.gov/divisions/marketreg/bdaltnetcap.htm. The ultimate holding companies of the ANC
broker-dealers also are subject to monitoring by Commission staff.

24 In addition to regularly scheduled meetings, communications with ANC broker-dealers may increase in

frequency, dependent on existing market conditions, and at times, may involve daily, weekly or other ad
hoc calls or meetings.

255 See 17 CFR 240.15¢3-1e(a)(8).
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Request for Comment

The Commission generally requests comment on the proposed requirements for using

VaR models to compute net capital. In addition, the Commission requests comment, including

empirical data in support of comments, in response to the following questions:

1.

Would VaR models appropriately account for the risks of security-based swaps? If not,
explain why not. For example, do the characteristics of security-based swaps make it
more difficult to measure their market risk using VaR models than it is to measure the
market risk of other types of securities using VaR models? If so, explain why.

Are the application requirements in Appendix E to Rule 15¢3-1 an appropriate model for
the application requirements in proposed new Rule 18a-1? If not, explain why not.

Are there provisions in the application requireinents in Appendix E to Rule 15¢3-1 not
incorporated into proposed new Rule 18a-1 that should be included in the proposed rule,
such as information regarding the ultimate holding company of the nonbank SBSD? If
so, identify the provisions and explain why they should be incorporated into the proposed
rule.

Is the review process for ANC applications an appropriate model for the review process
for stand-alone SBSDs seeking approval to use internal modéls to compute net capital? If

not, explain why not.

. Are there ways to facilitate the timely review of applications from nonbank SBSDs to use

internal models if a large number of applications are filed at the same time? For
example, could a more limited review process be used if a banking affiliate of a nonbank

SBSD has been approved by a prudential regulator to use the same model the nonbank
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10.

I1.

SBSD intends to use? If so, what conditions should attach to such approval? Are there .

other indicia of the reliability of such models that could be relied on?

Are the qualitative requirements in Appendix E to Rule 15¢3-1 an appropriate model for
the qualitative requirements in proposed new Rule 18a-1?

More generally, are the qualitative requirements in Appendix E to Rule 15¢3-1
appropriate for VaR models that will include security-based swaps? If not, explain why
not. For example, are there additional or alternative qualitative requirements that should
be required to address the unique risk characteristics of security-based swaps? If so,
describe them and explain why they would be appropriate qualitative requirements.

Are the quantitative requirements in Appendix E to Rule 15¢3-1 an appfopriate model for
the quantitative requirements in proposed new Rule 18a-1? I not, explain why not.

More generally, are the quantitative requirements in Appendix E to Rule 15¢3-1

appropriate for VaR models that will include security-based swaps? If not, explain why
not. For example, are there additional or alternative quant.itative requirements that should
be required to address the unique risk characteristics of security-based swaps? If so,
describe them and explain why they would be preferable.

Are the components of the deduction an ANC broker-dealer must take from tentative net
capital under Appendix E to Rule 15¢3-1 an appropriate model for the components of the
deduction a stand-alone SBSD approved to use internal models would be required to take
from tentative net capital under proposed new Rule 18a-1? If not, explain why not.
Should the Commission employ the same type of on-going monitoring process used for
ANC broker-dealers to monitor stand-alone SBSDs using internal models? If not,

explain why not.
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. ' iv. Credit Risk Charges

Obtaining collateral is one of the ways dealers in OTC derivatives manage their credit
risk exposure to OTC derivatives counterparties,25 6 Collateral may be provided to cover the
amount of the current exposure of the dealer to the caunterparty.257 In this case, the collateral is
designed to protect the dealer from losing the positive market value of the OTC contract if the
counterparty defaults.2®® Collateral also may be provided to cover an amount in excess of the
current exposure (sometimes referred to as “residual exposure™) of the dealer to the
counterparty.” In this case, the collateral is designed to protect the dealer from potential future
credit risk exposure to the counterparty (“potential future e:xposure”).260 This risk, among other
things, is that the current exposure may increase in the future and the counterparty will default on
the obligation to provide additional collateral to cover the increase or an increase in the amount

. of current exposure will occur after the counterparty defaults and is no longer providing

36 See, e.g., International Swaps and Derivatives Association, Inc. (“ISDA”)}, Market Review of OTC

Derivative Bilateral Collateralization Practices, Release 2.0 (Mar. 1, 2010), available at
http//www.isda.org/c_and_a/pdf/Collateral-Market-Review.pdf (“Market Review of OTC Derivative
Bilateral Collateralization Practices”); Committee on Payment and Settlement Systems and the Euro-
currency Standing Committee of the Central Banks of the Group of Ten countries, OTC Denivatives;
Settlement Procedures And Counterparty Risk Management, (Sept. 1998), available at
htto://www.bis.ore/publ/ecsc08.pdf (“OTC Derivatives: Settlement Procedures And Counterparty Risk

Management”).

7 - See, e.g., ISDA, Independent Amounts, Release 2.0 (Mar. 1, 2010) (“Independent Amounts™). The current
exposure is the amount that the counterparty would be obligated to pay the nonbank SBSD if all the OTC
derivatives contracts with the counterparty were terminated (i.e., the net positive value of the OTC
contracts to the nonbank SBSD and the net negative value of the OTC contracts to the counterparty). The
amount payable on the OTC derivatives contracts (the positive value) is determined by marking-to-market
the OTC derivatives contracts and netting contracts with a positive value against contracts with a negative
value. The market value of an OTC derivatives contract also is referred to as the replacement value of the
contract as that is the amount the nonbank SBSD would need to pay to enter into an identical contract with
a different counterparty.

258 Id. at 2 (“The commercial reason for basing the collateral requirement around the Exposure is that this

represents an approximation of the amount of credit default loss that would occur between the parties if one
were to defaunlt.”).

e Id. at 4.
260 Id. at 6 (“The underlying commercial reason behind Independent Amounts is the desire to create a
“cushion” of additional collateral to protect against certain risk....”).
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collaterat.”®!

As discussed below in section ILB. of this release, the margin rule for non-cleared
secunty-based swaps — proposed new Rule 18a-3 — would require a nonbank SBSD to collect
collateral from a counterparty to cover current and potential future exposure to the

262

counterparty.”™ However, under the rule, a nonbank SBSD would not be required to collect

collateral from a commercial end user to cover current and potential future exposure to the

commercial end user.”®® This proposed exception to collecting collateral from commercial end

users is intended to address concerns that have been expressed by these entities and others that
the imposition of margin requirements on commercial companies that use derivatives to mitigate
business risks could disrupt their ability to enter into hedging transactions by making it

264

prohibitively expensive.”” At the same time, because collecting collateral is an important means

of mitigating risk, nonbank SBSDs would be required to take a 100% deduction from net worth

if collateral is not collected from a commercial end user to cover the amount of the nonbank

261 I_d.
' See proposed new Rule 18a-3.

See paragraph (c)(1)(iii)(A) of proposed new Rule 18a-3. As discussed in section I1.B. of this release,
proposed new Rule 18a-3 would contain three other exceptions to the requirements in the rule to collect and
hold collateral. See paragraphs (c)(1)(iii)(B), (C), and (D) of proposed new Rule 18a-3. The proposed
alternative credit risk charge discussed in this section of the release would not apply to these other
‘exceptions.

264 See. e.g., letter from the Honorable Debbie Stabenow, Chairman, Committee on Agriculture, Nutrition and

Forestry, U.S. Senate, the Honorable Frank D. Lucas, Chairman, Committee on Agriculture, U.S. House of
Representatives, the Honorable Tim Johnson, Chairman, Committee on Banking, Housing, and Urban
Affairs, U.S. Senate, and the Honorable Spencer Bachus, Chairman, Committee on Financial Services, U.S.
House of Representatives to Secretary Timothy Geithner, Department of Treasury, Chairman Gary Gensler,
CFTC, Chairman Ben Bernanke, Federal Reserve Board, and Chairman Mary Schapiro, Commission (Apr.
6, 2011); letter from the Honorable Christopher Dodd, Chairman, Committee on Banking, Housing, and
Urban Affairs, U.S. Senate, and the Honorable Blanche Lincoin, Chairman, Committee on Agricultre,
Nutrition, and Forestry, U.S. Senate, to the Honorable Barney Frank, Chairman, Financial Services
Committee, U.S. House of Representatives, and the Honorable Collin Peterson, Chairman, Committee on
Agriculture, U.S. House of Representatives (June 30, 2010); 156 CONG. REC. $5904 (daily ed. July 15,
2010) (statement of Sen. Lincoln). See also letter from Coalition for Derivatives End-Users to David A.
Stawick, Secretary, CFTC (July 11, 2011); letter from Paul Cicio, President, Industrial Energy Users of
America, to David A. Stawick, Secretary, CFTC (July 11, 2011); letter from Coalition for Derivatives End-
Users to Elizabeth Murphy, Secretary, Commission and David A. Stawick, Secretary, CFTC (Sept. 10, .
2010).
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SBSD’s uncollateralized current exposure.”®® In addition, as discussed below in section

I11.A.2.b.v. of this release, nonbank SBSDs would be required to take a capital charge equal to the

amount that the potential future exposure to the commercial end user — as measured under
proposed new Rule 18a-3 —is uncollateralized.?*® As an alternative to taking these 100% capital

charges for uncollateralized current and potential future exposure to a commercial end user, an

ANC broker-dealer and a stand-alone SBSD using internal models could take a credit risk charge
using a methodology in Appendix E to Rule 15¢3-1 %7 This charge would be designed to

balance the concern of commercial end users that delivering collateral to nonbank SBSDs could

disrupt their ability to enter into hedging transactions with the need for nonbank SBSDs to

account for their credit risk to commercial end users.

ANC broker-dealers currently are permitted to add back to net worth uncollateralized
receivables from counterparties arising from OTC derivatives transactions (i.e., they can add

268

back the amount of the uncollateralized current exposure).”” Instead of the 100% deduction that

applies to most unsecured receivables under Rule 15¢3-1, ANC broker-dealers are permitted to
take a credit risk charge based on the uncollateralized credit exposure to the counterparty.”®® In
most cases, the credit risk charge is significantly less than a 100% deduction, since itis a

percentage of the amount of the recetvable that otherwise would be deducted in full. ANC

broker-dealers are permitted to use this approach because they are required to implement

203 See 17 CFR 240.15¢3-1(cX2)(iv)(B) (which requires a broker-dealer — and would require a broker-dealer
SBSD — to deduct unsecured and partly secured receivables); paragraph {c)(1)(iii)(B) of proposed new Rule
18a-1 (which would contain an analogous provision for stand-alone SBSDs).

266 See proposed new paragraph (c)(2){xiv) of Rule 15¢3-1; paragraph (c){1)(viii)(B}(1) of proposed Rule 18a-

1.

47 See proposed amendments to paragraph (a}(7) of Rule 15¢3-1; péragraph (a)(2) of proposed new Rule 18a-

1.

See 17 CFR 240.15¢3-1e(c). OTC derivatives dealers are permitted to treat such uncollateralized
receivables in a similar manner. See 17 CFR 240.15¢3-1f.

269 See 17 CFR 240.15¢3-1e(c); 17 CFR 240.15¢3-1(a)(7).

268

95




processes for analyzing credit risk to OTC derivative counterparties and to develop mathematical .

models for estimating credit exposures arising from OTC derivatives transactions and
determining risk-based capital charges for those exposures.’”® Under the current requirements,-
this approach is used for uncollateralized OTC derivatives receivables from all types of

™ For the reasons discussed below, this treatment would be narrowed under the

counterparties.
proposed capital requirements for ANC broker-dealers and stand-alone SBSDs using internal

models so that it would apply only to uncollateralized receivables from commercial end users

arising from security-based swaps (i.e., uncollateralized receivables from other types of
counterparties would be subject to the 100% deduction from net worth).?"

The current requirements for determining risk-based capital charges for credit exposures
are prescribed in Appendix E to Rule 15¢3-1. These requirements are based on a method of

computing capital charges for credit risk exposures in the international capital standards for

banking institutions. In general terms, credit risk is the risk of loss arising from a borrower or
counterparty’s failure to meet its obligations in accordance with agreed terms, including, for
example, by failing to make a payment of cash or delivery of securities. The considerations that
inform an entity’s assessment of a counterparty’s credit risk therefore are broadly similar across
the various relationships that may arise between the dealer and the counterparty. Accordingly,
the methodology in Appendix E to Rule 15¢3-1 should be a reasonable model for determining
risk-based capital charges for credit exposures whether the entity in question is an ANC broker-

dealer or a stand-alone SBSD using models. Similarly, because credit risk arises regardless of

270 Id.

o Id. While the requirements permit this treatment for unsecured receivables from all types of counterparties,

the amount of the credit risk charge — as discussed below — depends on the creditworthiness of the
counterparty. Id.

RS See proposed amendments to paragraphs (a) and (c) of Rule 15¢3-1e.
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the number or size of transactions, the methodology should apply in a consistent manner whether
an entity deals exclusively in OTC derivatives, mai_ntains a significant book of such derivatives,
or only engages in one from time to time.

As discussed above in section 11.A.2.b.i. of this release, the capital standard in Rule 15¢3-
1 is a net liquid assets test. The rule imposes this test by requiring a broker-dealer to deduct all

" The goal is to require the broker-dealer

illiquid assets, including most unsecured receivables.
to hold more than one dollar of highly liquid assets for each dollar of unsubordinated 1iabili.ties.-
The rule requires a 100% deduction for most types of unsecured receivables because these assets
cannot be readily converted into cash to provide immediate liquidity to the broker-dealer.?”
FOCUS Report data and Commission staff experience with supervising the ANC broker-dealers
indicates that ANC broker-dealers have not engaged in a large volume of OTC derivatives
transactions since these rules were adopted in 2004. Therefore, they have not had significant
amounts of unsecured receivables that could be subjeét to the credit risk charge provisions in
Appendix E to Rule 15¢3-1. However, when the Dodd-Frank Act’s OTC derivatives reforms are
implemented and become effective, ANC broker-dealers could significantly increase the amount
of the receivables these firms have relating to OTC derivatives. This development could
adversely impact the liquidity of the ANC broker-dealers to the extent exposures to OTC
derivatives are not collateralized.

For these reasons, ANC broker-dealers (including broker-dealer SBSDs that are approved
to use internal models) would be required to treat uncollateralized receivables from

counterparties arising from security-based swaps like most other types of unsecured recetvables

(i.e., subjecting them to a 100% deduction from net worth) except when the counterparty is a

B See 17 CFR 240.15¢3-1(c){(2)(iv).

m See Interpretation Guide to Net Capital Computation for Brokers and Dealers, 32 FR at 858.
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commercial end user. In the case of a commercial end user, the ANC broker-dealer woﬁld be .
permitted to continue to take a credit risk charge in licu of the 100% deduction.?” Stand-alone

SBSDs that are approved to use internal models also would be permitted to take a credit risk

charge for uncollateralized receivables arising from security-based swaps with (and only with)

commercial end users in lieu of the 100% deduction.2’®

Under the proposed capital requirements for nonbank SBSDs, this credit risk charge for a

commercial end user could serve as an alternative to the proposed capital charge in lieu of

collecting collateral to cover potential future exposure.””’ The proposed capital charge in lieu of
margin is designed to addréss situations where a nonbank SBSD does not collect sufficient (or
any) collateral to cover potential future exposure relating to cleared and non-cleared security-
based swaps.””® This situation may arise with respect to counterparties to non-cleared sec;urity-

based swaps that are commercial end users because proposed new Rule 18a-3 would not require

nonbank SBSDs to collect collateral from them to cover either current or potential future

exposure.””

The proposed method for calculating the credit risk charge for commercial end users

would be the same method ANC broker-dealers currently are permitted to use for all OTC

derivatives counterparties.”® A stand-alone SBSD approved to use internal models would use

See proposed amendments to paragraphs (a) and (c) of Rule 15¢3-1e.

276 See paragraph (e}(2) of proposed new Rule 18a-1.

an See proposed new paragraph (c)(2)(xiv) of Rule 15¢3-1; paragraph (c)(1)(viii}B){(1) of proposed Rule 18a-
1.
278 &

279_ See paragraph (c)(1)(iii){A) of propesed new Rule 18a-3.

780 See 17 CFR 240.15c3-1e(c); paragraph (e)(2) of proposed new Rule 18a-1.
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the same method.2! Under this method, the credit risk charge is the sum of three calculated
amounts: (1) a counterparty exposure charge; (2) a concentration charge if the current exposure
to a single counterparty exceeds certain thresholds; and (3) a portfolio concentration charge if
aggregate current exposure to all counterparties exceeds certain thresholds.”®

The first component of the credit risk charge is the counterparty exposure charge.283 An
ANC broker-dealer must determine an exposure charge for each OTC derivatives counterparty.
The first component of the credit risk charge is the aggregate of the exposure charges across all
counterparties. The exposure charge for a counterparty that is insolvent, in a bankruptcy
proceeding, or in default of an obligation on its senior debt, is the net replacement value of the
OTC derivatives contracts with the counterparty (i.e., the net amount of the uncollateralized

current exposure to the ccnmter];)arty).284 The counterparty exposure charge for all other

counterparties is the credit equivalent amount of the ANC broker-dealer’s exposure to the

counterparty multiplied by an applicable credit risk weight factor and then multiplied by 89%.2%

The credit equivalent amount is the sum of the ANC broker-dealer’s: (1) maximum potential

exposure (“MPE”) to the counterparty multiplied by a back-testing determined factor; and (2)

8 See paragraph {e)(2) of proposed new Rule 18a-1. While this discussion focuses on the application of the

method in the context of ANC broker-dealers, the same method would be used by stand-alone SBSDs for
the reasons described above, in particular the fact that credit risk exposure should not vary materially
depending on whether an entity is a broker-dealer SBSD or a stand-alone SBSD.

w2 17 CFR 240.15¢3-1e(c).

28 17 CFR 240.15¢3-1e(c)(1). A stand-alone SBSD approved to use internal models would be required to
take an identical credit risk charge for this type of counterparty. See paragraph (e)}(2)(1) of proposed new
Rule 18a-1.

24 See 17 CFR 240.15¢3-1e(c)(1)(i). In other words, the uncollateralized receivable is deducted in full. A

stand-alone SBSD approved to use internal models would take an identical credit risk charge for this type
of counterparty. See paragraph (€)}(2)(i)(A) of proposed new Rule 18a-1.

s See 17 CFR 240.15¢3-1e(c)(1)(ii). A stand-alone SBSD approved to use internal models would take an
identical credit risk charge for this type of counterparty. See paragraph (e}(2)(i)(B) of proposed new Rule
18a-1. The 8% multiplier is consistent with the calculation of credit risk in the OTC derivatives dealers
rules and with the Basel Standard, and is designed to dampen leverage to help ensure that the firm
maintains a safe level of capital. See Alternative Net Capital Requirements Adopting Release, 69 FR at
34436, note 42.
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current exposure to the counterparty.”®® The MPE amount is a charge to address potential future .
exposure and is calculated using the ANC broker-dealer’s VaR model as applied to the
counterparty’s positions after giving effect to a netting agreement with the counterparty, taking
into account collateral received from the counterparty, and taking into account the current
replacement value of the counterparty’s positions.”®’ The current exposure amount is the current
replacement value of the coﬁnterparty’s positions after giving effect to a netting agreement with
the counterparty and taking into account collateral received from the counterpar‘[).r.288

A collateral agreement gives the dealer the right of recourse to an asset or assets that can
be sold or the value of which can be applied in the event the counterparty defaults on an
obligation arising from an OTC derivatives contract between the dealer and the counterparty.**
Collateral “ideally” is “an asset of stable and predictable value, an asset that is not linked to the

value of the transaction in any way and an asset that can be sold quickly and easily if the need

32290

arises. Appendix E to Rule 15¢3-1 sets forth requirements for taking account of collateral in

determining the MPE and current exposure amounts.””’ These requirements are designed to

require collateral that meets the characteristics noted above. The requirements, among other

things, include that the collateral is: (1) marked-to-market each day; (2) subject to a daily margin

86 See 17 CFR 240.15¢3-1e(c){4)(i). The amount of the factor is based on backtestihg exceptions. A stand-

alone SBSD approved to use internal models would determine the credit equivalent amount in the same
manner. Sec paragraph (e}(2)(iv}(A) of proposed new Rule 18a-1.

w7 See 17 CFR 240.15¢3-1e(c)(4)(ii). A stand-alone SBSD approved to use internal models would compute

MPE in the same manner. See paragraph (e)(2)(iv}(B) of proposed new Rule 18a-1.

288 See 17 CFR 240.15¢3-1e(c)(4)(iii). A stand-alone SBSD approved to use internal models would compute

current exposure in the same manner. See paragraph (e)}(2)(iv)(C) of proposed new Rule 18a-1.

w9 See Market Review of OTC Derivative Bilateral Collateralization Practices at 5.

290 ‘14,

= See 17 CFR 240.15¢3-1e(c)(4)(v). A stand-alone SBSD approved to use internal models would be subject
to the same requirements in order to be permitted to take into account collateral when determining the MPE
and current exposure amounts, See paragraph (e)(2)(iv}{(E) of proposed new Rule 18a-1.
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maintenance requirement;292 (3) in the ANC broker-dealer’s possession and control; (4) liquid
and transferable; (5) capable of being liquidated promptly withbut intervention of any other
party; (6) subject to a legally enforceable collateral agreement; (7) not comprised of securities
issued by the counterparty or a party related to the ANC broker-dealer or the counterparty; (8)
comprised of instruments that can be included in the ANC broker-dealer’s VaR model; and (9)
not used in determining the credit rating of the counterparty.293

Appendix E to Rule 15¢3-1 sets forth certain minimum requirements for giving effec;c to
netting agreements294 when determining the MPE and current exposure amounts.?”> Specifically,
an ANC broker-dealer may include the effect of a netting agreement that allows the netting of
gross receivables from and gross payables to a counterparty upon default of the counterparty if:

¢ The netting agreement is legally enforceable in each relevant jurisdiction, including in
insolvency proceedings,

o The gross receivables and gross payables that are subject to the netting agreement with a
counterparty can be determined at any time; and

¢ For internal risk management purposes, the ANC broker-dealer monitors and controls its

2 This refers to an internal maintenance margin requirement (L.e., not one imposed by regulation).

» See 17 CFR 240.15c3-1e(c) @) V) A)-(H). A stand-alone SBSD approved to use internal models would be
subject to the same requirements. See paragraph ()(2)(iv}{(E)(1)-(8) of proposed new Rule 13a-1.

4 Netting agreements are bilateral contracts between two counterparties that enter into OTC derivatives

contracts with each other. In neiting agreements, the two parties agree that if one counterparty defaults, the
pending OTC derivatives contracts between the parties will be closed out and a single net payment
obligation will be determined (as opposed to payment obligations for each separate OTC derivatives
contract between the parties). The amount of the single net payment obligation is determined by offsetting
OTC derivatives contracts that have a positive value to a counterparty with OTC derivatives contracts that
have a negative value to the counterparty. After the offsets, one counterparty has an amount of positive
value, which to the other counterparty is a negative value. This is the amount of the single net payment
obligation. If the non-defauiting counterparty is owed the single net payment amount, it can liquidate
collateral held to secure the obligations of the defaulting counterparty. However, if the non-defaulting
party does not hold collateral, it becomes a general creditor of the defaulting counterparty with respect to
the amount of the single net payment obligation.

3 See 17 CFR 240.1563-1e(c)(4)(iv). A stand-alone SBSD approved to use internal models would be subject
to the same requirements in order to be permitted to take into account netting agreements when determining
MPE and current exposure amounts. See paragraph (eX2)(iv)(D) of proposed new Rule 18a-1.
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exposure to the counterparty on a net basis.>* .

These requirements are designed to ensure that the ﬁetting agreement between the ANC broker-
dealer and the counterparty permits the ANC broker-dealer to reduce the receivables and
payables between the two entities to a single net payment obligation.

The counterparty exposure charge is the sum of the MPE and current exposure amounts
multiplied by an applicable credit risk wei ght factor and then multiplied by 8%.%%’ Appendix E
to Rule 15¢3-1 prescribes three standardized credit risk weight factors (20%, 50%, and 150%))
and, as an alternative, permits an ANC broker-dealer with Commission approval to use internal
methodologies to determine appropriate credit risk weights to apply to counterparties.””® A
higher percentage credit risk weight factor results in a larger counterparty exposure charge
amount, Moréover, because the counterparty exposure charge is desi gned to require the ANC

broker-dealer to hold capital to address the firm’s credit risk exposure to the counterparty, the

selection of the appropriate risk weight factor to use for a given counterparty is based on an
assessment of the creditworthiness of the counterparty. ANC broker-dealers are permitted to use

internally derived credit ratings to select the appropriate risk weight factor.??’

296 See 17 CFR 240.15¢3-1e(c)(4)(iv)(A)-(C). A stand-alone SBSD approved to use internal models would be
subject to the same requirements, See paragraphs (e}(2)(iv)(D)(1)-(3) of proposed new Rule 18a-1.

27 See 17 CFR 240.15¢3-1e(c)(1)(ii). As noted above, an 8% multiplier is consistent with the international

bank capital standards and is designed to dampen leverage to help ensure that the ANC broker-dealer
maintains a safe level of capital. See Alternative Net Capital Requirements Adopting Release, 69 FR at
34436,

2% See 17 CFR 240.15¢3-1e(c)(4)(vi). A stand-alone SBSD approved to use internal models would be subject
to the same requirements. See paragraph (e)(2)(iv)(F} of proposed new Rule 18a-1. The credit risk weights
in Appendix E to Rule 15¢3-1 were based on the international bank capital standards. See Alternative Net
Capital Requirements Adopting Release, 69 FR at 34436 (“These proposed credit risk weights were based
on the formulas provided in the Foundation Internal Ratings-Based approach to credit risk proposed by the
Basel Committee and were derived using a loss given default (the percent of the amount owed by the
counterparty the firm expects to lose if the counterparty defaults) of 75%.”) (citations omitted).

99 See 17 CFR 240.15¢3-1e(c)(4)(vi)(D). There is a basic method for ANC broker-dealers to determine the
- applicable risk weight factor using external credit ratings of NRSRQs. See 17 CFR 240.15¢3-
Te(c)(4)(vi}(A)-(C). Currently, all six ANC broker-dealers are approved to use internally derived credit
ratings. See Reference Removal Release, 76 FR at 26555. Pursuant to section 939A of the Dodd-Frank
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The second component of an ANC broker-dealer’s credit risk charge is a counterparty
concentration charge.3 % This ch'c}rge accounts for the additional risk resulting from a relatively
large exposure to a single c:ounterparty‘g'01 This charge is triggered if the current exposure of the
ANC broker-dealer to a counterparty exceeds 5% of the tentative net capital of the ANC broker-
dealer.’® In this case, the ANC broker-dealer must take a counterparty concentration charge
equal to: (1) 5% of the amount by which the current exposure exceeds 5% of tentative net capital
for a counterparty with a risk weight factor of 20% or less; (2) 20% of the amount by which the
current exposure exceeds 5% of tentative net capital for a counterparty with a risk weight factor
of greater than 20% and less than 50%; and (3) 50% of the amount by which the current
exposure exceeds 5% of tentative net capital for a counterparty with a risk weight factor of 50%

303

or morc.

The third — and final — component of the credit risk charge is a portfolio concentration

Act, the Commission has proposed eliminating the basic method of using NRSRO credit ratings and,
consequently, if the proposals are adopted, an ANC broker-dealer would be required to use internally
derived credit ratings. See Pub, 1. 111-203 § 939A and Reference Removal Release, 76 FR at 26555-
26556. Consistent with section 939A of the Dodd-Frank Act, there would not be a basic method for stand-
alone SBSDs approved to use internal models. See paragraph (e}(2)(iv)(F) of proposed new Rule 18a-1.
Consequently, these nonbank SBSDs would be required to use internally derived credit ratings to determine
the appropriate risk weight factor to apply to a counterparty. This does not mean that an ANC broker-
dealer or stand-alone SBSI) could not include external credit ratings as part of its internal credit rating
methodology. See Reference Removal Release, 76 FR at 26552-26553 (identifying external credit ratings
as one of several factors a broker-dealer could consider when assessing credit risk under the Commission’s
proposals to substitute NRSRO credit ratings in the broker-dealer rules with a different standard of
creditworthiness).

300 See 17 CFR 240.15¢3-1e(c)(2). A stand-alone SBSD approved to use internal models would be subject to
the same counterparty concentration charge. See paragraph (e)}(2)(ii) of proposed new Rule 18a-1.

301 Concentration charges are intended to provide a liquidity cushion if a lack of diversification of positions

- exposes the firm to additional risk.

302 See 17 CFR 240.15¢3-1e(c)(2)(i)-(iii). A stand-alone SBSD approved to use internal models would be
subject to the same threshold in determining the counterparty concentration charge. See paragraphs
(e)(2)(ii}{A)-(C) of proposed new Rule 18a-1.

B See 17 CFR 240.15¢3-1e{c)(1)(i)-(iii). A stand-alone SBSD approved to use internal models would be
subject to the same charges. See paragraphs (e}{2)(ii)(A)-(C) of proposed new Rule 18a-1.
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charge.?

" The portfolio concentration charge is designed to address the risk of having a

relatively large amount of unsecured receivables relative to the size of the firm. This charge is

triggered when the aggregate current exposure of the ANC broker-dealer to all counterparties

exceeds 50% of the firm’s tentative net capital.*®® In this case, the portfolio concentration charge

is equal to 100% of the amount by which the aggregate current exposure exceeds 50% of the

ANC broker-dealer’s tentative net capital.’*®

Request for Comment

The Commission generally requests comment on the proposed credit risk charges. In

addition, the Commission requests comment, including empirical data in support of comments,

in response to the following questions:

1. Should ANC broker-dealers and stand-alone SBSDs using internal models be required to

deduct in full unsecured receivables from commercial end users, rather than being

permitted to use the proposed credit risk charge? If so, explain why. If not, explain why
not. For example, would ANC broker-dealers and stand-alone SBSDs using internal

models have substantial amounts of receivables from commercial end users that, if not

collateralized, could adversely impact the liquidity of these firms? If so, what measures

in addition to the proposed credit risk charge could be implemented to address the risk of

uncollateralized credit risk exposure to commercial end users in the absence of a required
100% deduction? Commenters should provide data to support their responses to these

questions.

304

s

306

See 17 CFR 240.15¢3-1e(c}(3). A stand-alone SBSD approved to use internal models would be subject to

the same portfolio concentration charge. See paragraph (e}(2)(iii) of proposed new Rule 18a-1.
17 CFR 240.15¢3-1e(c)(3).

See 17 CFR 240.15¢3-te(c)(3). A stand-alone SBSD approved to use internal models would be subject to
the same charge. See paragraph (e)(2)(iii) of proposed new Rule 18a-1.
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. 2. Should ANC broker-dealers and stand-alone SBSDs using internal models be required to
take a capital charge in lieu of margin for non-cleared security-based swaps with

commercial end users? If so, explain why. If not, explain why not. For example, would

ANC broker-dealers and stand-alone SBSDs using internal models enter into substantial

amounts of non-cleared security-based swaps with commercial end users that could
adversely impact the risk profiles of these firms, if collateral was not collected to cover
potential future exposure? If so, what measures in addition to the proposed credit risk
charge could be implemented to address this ﬁsk in the absence of a required 100%
deduction? Commenters should provide data to support their responses to these
questions.

3. Is the credit risk charge an appropriate measure to address the risk to nonbank SBSDs of

having uncollateralized current and potential future exposure to commercial end users? If

. so, explain why. If not, explain why not. Are there other measures that could be
implemented as an alternative or in addition to the credit risk charge to address the risk of
this uncollateralized exposure? If so, identify the measures and explain why they would
be appropriate alternatives or supplements to the credit risk charge.

4. What will be the economic impact of the credit risk charge? For example, will the |
additional capital that a nonbank SBSD would be required to maintain because of the
credit risk charge result in costs that will be passed through to end users? Please éxplain.

5. Should the application of the credit risk charge be expanded to unsecured recetvables
from other types of counterparties? 1f so, explain why. If not, explain why not. How
would such an expansion impact the liquidity of nonbank SBSDs?

6. Should the application of the credit risk charge be expanded to the other exceptions to the
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10.

margin collateral requirements in proposed new Rule 18a-3? If so, explain why. If not, .

explain why not. How would such an expansion impact the risk profile of nonbank
SBSDs?
The ability to take a credit risk charge in lieu of a 100% deduction for an unsecured

receivable would apply only to unsecured receivables from commercial end users arising

from security-based swap transactions. Consequently, an ANC broker-dealer and a
nonbank SBSD would need to take a 100% deduction for unsecured receivables from

commercial end users arising from swap transactions. Should the application of the

credit risk charge be expanded to include unsecured receivables from commercial end

users arising from swap transactions? If so, explain why. If not, explain why not. How
would such an expansion impact the liquidity of nonbank SBSDs?

Is the overall method of computing the credit risk charge appropriate for nonbank

SBSDs? If not, explain why not. For example, are there differences between ANC
broker-dealers and nonbank SBSDs that would make the method of computing the credit
risk charge appropriate for the former but not appropriate for the latter? If so, identify the
differences and explain why they would make the credit risk charge not appropriate for
nonbank SBSDs. What modifications should be made to the method of computing the -
credit risk charge for nonbank SBSDs?

Are the steps required to compute the credit risk charge understandable? If not, identify |
the steps that require further explanation.

Is the method of computing the first component of the credit risk charge - the

counterparty exposure charge — appropriate for nonbank SBSDs? If not, explain why not.

For example, is the calculation of the credit equivalent amount for a counterparty (i.e., the .
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. sum of the MPE and the current exposure to the counterparty) a workable requirement for
nonbank SBSDs? If not, explain why not.
11. Are the conditions for taking collateral into account when calculating the credit

equivalent amount appropriate for nonbank SBSDs? If not, explain why not.

12. Are the conditions for taking netting agreements into account when calculating the credit

equivalent amount appropriate for nonbank SBSDs? If not, explain why not.

13. Are the standardized risk weight factors (20%, 50%, and 150%) proposed for calculating

the credit equivalent amount appropriate for nonbank SBSDs? If not, explain why not.

14. Is the method of computing the second component of the credit risk charge — the
counterparty concentration charge — appropriate for nonbank SBSDs? If not, explain
why not.

15. Is the method of computing the third component of the credit risk charge — portfolio

. concentration charge - appropriate for nonbank SBSDs? If not, explain why not.
v. Capital Charge In Lieu of Margin Collateral
As discussed above in section ILB. of this release, collateral is one of the ways dealers in
OTC derivatives manage their credit risk exposure to OTC derivatives c:ounterpalrties.307
Collateral may be provided to cover the amount of the current exposure of the dealer to the
counterparty.308 Collateral also may be provided to cover the potential future exposure of the

dealer to the counterparty, i.e., margin collateral Clearing agencies will impose margin
Y g g P g

collateral requirements on their clearing members, including nonbank SBSDs, for cleared

307

See Market Review of OTC Derivative Bilateral Collateralization Practices.
308

See Independent Amounts.
. 309 1d. at 4,
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security-based swaps.>'" In addition, as discussed below in section ILB. of this release, proposed .

new Rule 18a-3 would establish margin collateral requirements for nonbank SBSDs with respect
to non-cleared security-based swaps.*!" Furthermore, FINRA also prescribes margin
requirements for security-based swaps.>'?

Rule 15¢3-1 currently requires a broker-dealer to take a deduction from net worth for
under-margined accounts.’"? Specifically, the broker-dealer is required to deduct from net worth
the amount of cash required in each customer’s and noncustomer’s account to meet a
maintenance margin requirement_of the firm’s designated examining authority after application
of calls for margin, marks to the market, or other required deposits which are outstanding five

business days or less.>!*

These deductions serve the same purpose as the deductions a broker-
dealer 1s required to take on proprietary securities positions in that they account for risk of the
positions in the customer’s account, which the broker-dealer may need to liquidate if the .
customer defaults on obligations to the broker-dealer.
In order to prescribe a similar requirement for security-based swap positions, Rule 15¢3-1
would be amended to require broker-dealer SBSDs to take a deduction from net worth for the
amount of cash required in the account of each security-based swap customer to meet the margin
requirements of a clearing agency, self-regulatory organization (“SRO"’), or the Commission,

after application of calls for margin, marks to the market, or other required deposits which are

outstanding one business day or less.’”> An analogous rovision would be included in new Rule
g y gous p

310 See discussion below in section I1.B. of this release.

See proposed new Rule 18a-3.

3z See FINRA Rule 4240.

i See 17 CFR 240.15¢3-1(c)(2)(xii).
114 Id.

35 See proposed new paragraph (c)(2)(xii)(B) of Rule 15¢3-1,
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18a-1, though it would not refer to margin requirements of SROs because stand-alone SBSDs
will not be members of SROs.>'® These provisions would require broker-dealer SBSDs to take
capital charges when their security-based swap customers do not meet margin collateral
requirements of clearing agencies, SROs, or the Commission after one business day from the
date the margin collateral requirement arises. The capital charge would be designed to address
the risk to nonbank SBSDs that arises from not collecting the margin collateral.’’

As discussed below in section 11.B. of this release, proposed new Rule 18a-3 would
require nonbank SBSDs to collect collateral to meet account equity requirements by noon of the
next business day from the day the account ggm requirement arises.’'® Consequently, to be
consistent with the proposed requirement to collect collateral within one day, the under-margined
capital charge for security-based swap accounts would be triggered within one day of the margin
requirement arising, as opposed to the five-day trigger in Rule 15¢3-1.

In addition to the deductions for under-margined security-based swap accounts, the
proposed rules would impose capital charges designed to address situations where the account of
a security-based swap customer is meeting all applicable margin requirements but ‘the margin
collateral requirement results in the collection of an amount of collateral that is insufficient to
address the risk because, for example, the requirement for cleared security-based swaps
established by a clearing agency does not result in sufficient margin collateral to cover the
nonbank SBSD’s exposure or because an exception to collecting margin collateral for non-

319

cleared security-based swaps exists.” ~ These proposed capital charges would not apply in the

316 See paragraph (¢)(1)(ix) of proposed new Rule 18a-1.
i
37 See section 11.B.1. of this release for a discussion of the purpose of margin collateral.
38 See paragraph (c)(1)(i1} of proposed new Rule 18a-3.
312

See proposed new paragraph {c}2)(xiv) of Rule 15¢3-1; paragraph (c)(1)(viii} of proposed new Rule 18a-1.
The exceptions to the proposed margin rule are discussed below.
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circumstance, discussed in the preceding section, involving unsecured receivables from .

commerctal end users, which would be separafely addressed by proposed new Rule 18a-1 and

proposed amendments to Rule 15¢3-1.%%" The proposed capital charges relating to margin
collateral would be required deductions from the nonbank SBSD’s net worth when computing
net capital.*®' The proposals are intended to require a nonbank SBSD to set aside net capital to
address the risks of potential future exposure that are mitigated through the collection of margin
collateral. The set aside net capital would serve as an alternative to obtaining margin collateral
for this purpose.

With respect to cleared security-based swaps, for which margin requirements will not be
established by the Commission, th¢ rules would impose a capital charge that would apply if a
nonbank SBSD collects margin collateral from a counterparty in an amount that is less than the

deduction that would apply to the security-based swap if it was a proprietary position of the .

nonbank SBSD (i.e., less than an amount determined by using the standardized haircuts in
Comrﬂission Rule 15¢3-1, as proposed tr':) be amended, and in proposed new Rule 18a-1 or a VaR
model, as applicable).’* This aspect of the proposal is intended to adequately account for the
risk of the counterparty defaulting by requiring the nonbank SBSD to maintain capital in the

place of margin collateral in an amount that is no less than would be required for a proprietary

320 As discussed above in section I1.A.2.b.v. of this release, nonbank SBSDs would be required to take a 100%

deduction to net worth when calculating net capital equal to their uncollateralized current exposure to a
counterparty arising from a security-based swap except that an ANC broker-dealer and a stand-alone SBSD
approved to use internal models could take a credit risk charge as an alternative to the 100% deduction if
the counterparty was a commercial end user. See 17 CFR 240.15¢3-1(c)(2)(iv)}(B) (which requires a
broker-dealer — and would require a broker-dealer SBSD — to deduct unsecured and partly secured
receivables); paragraph (c)(1)(1ii)(B) of proposed new Rule 18a-1 {which would contain an analogous
‘provision for stand-alone SBSDs).

321 1
322 See proposed paragraph (c)(2)(xiv)(A) of Rule 15¢3-1; paragraph (c){1)(viii}{A) of proposed Rule 18a-1. .
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position.323 This requirement also 1s intended to ensure that there is a standard minimum
coverage f(;r exposure to cleared security-based swap counterparties apart from the individual
clearing agency margin requirements, which could vary among clearing agencies and over time.
If the counterparty defaults, the nonbank SBSD would need to liquidate the counterparty’s
cleared security-based swaps and other positions in the account to cover the counterparty’s
obligation to the nonbank SBSD. Thus, the nonbank SBSD will become subject to the market
risk of these positions in the event of the counterparty’s default. If the positions decreése n
value, the nonbank SBSD may not be able to cover the defaulted counterparty’s obligations to
the nonbank SBSD through the liquidation of the positions because the cash proceeds from the
liquidation may yield less than the obligation.

Margin collateral is designed to mitigate this risk by serving as a buffer to account for a
decrease in the market value of the counterparty’s positions between the time of the default and
the liquidation. If the amount of the margin collateral is insufficient to make up the difference,
the nonbank SBSD will incur losses. This proposed capital charge is designed to require the
nonbank SBSD to hold sufficient net capital, as an alternative to margin, to enable it to withstand
such losses.

I

With respect to non-cleared security-based swaps, the rules would impose capital charges

to address three exceptions in proposed new Rule 18a-3 (the nonbank SBSD margin rule).’**

As discussed in section J1.B.2. of this release, the margin requirements for non-cleared security-based
swaps would be the same as the deductions to net capital that a nonbank SBSD would take on the positions
under Rule 15¢3-1, as proposed to be amended, and proposed new Rule 18a-1.

4 See paragraphs (¢)(1)(iii)(A), (C), and (D) of proposed new Rule 18a-3. There is a fourth exception in

proposed new Rule 18a-3 under which a nonbank SBSD would not be required to collect margin collateral
to cover potential future exposure to another SBSD. See paragraph (¢)(1)(iii)(B)-Alternative A of proposed
new Rule 18a-3. There would not be a capital charge in lieu of collecting margin collateral from another
SBSD because capital charges could impact the firm’s liquidity, and each SBSD would be subject to
regulatory capital requirements. A second alternative (Alternative B) being proposed in new Rule 18a-3
would require a nonbank SBSD to have margin collateral posted to an account at a third-party custodian in
an amount sufficient to cover the nonbank SBSD’s potential future exposure to the other SBSD. See
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Under these three exceptions, a nonbank SBSD would not be required to collect (or, in oﬁe case,
hold) margin collateral. As discussed below in section ILB.2.b. of this release, proposed Rule
18a-3 would require a nonbank SBSD to perform a daily calculation of a margin amount for the
account of each counterparty to a non-cleared security-based swap transaction.’?’ Proposed new
Rule 18a-3 also would require a nonbank SBSD to collect and hold margin collateral (in the form
of cash, securities, and/or money market instruments) from each counterparty in an amount at
least equal to the calculated margin amount to the extent that amount is greater than the amount
of positive equity in the account.*’® The rule would, however, provide exceptions in certain
cases.>?’ Consequently, the three proposed capital charges discussed below are desi gned to serve
as an alternative to margin collateral by requiring the nonbank SBSD to hold sufficient net
capital to enable it to withstand losses if the counterparty defaults.

The first proposed capital charge would apply when a nonbank SBSD not approved to

paragraph (c)(1)(iii)(B)-Alternative B — of proposed new Rule 18a-3. These two alternatives are discussed
in more detail in section I1.B.2. of this release.

323 See paragraph (c)(1)(1)(B) of proposed new Rule 18a-3. The term margin in proposed new Rule 18a-3

“would be defined to mean the amount of positive equity in an account of a counterparty. See paragraph
(b)(5) of proposed new Rule 18a-3.

326 See paragraph (¢)(1)(ii) of proposed new Rule 18a-3. See also paragraph (c}(4) of proposed new Rule 18a-

3 (requiring among other things that collateral be in the physical possession or control of the nonbank
SBSD and that the collateral must be capable of being liquidated promptly by the nonbank SBSD). As
discussed in section ILB.2. of this release, the term equity in proposed new Rule 18a-3 would be defined to

‘mean the total current fair market value of securities positions in an account of a counterparty (excluding
the time value of an over-the-counter option), plus any credit balance and less any debit balance in the
account after applying a qualifying netting agreement with respect to gross derivatives payables and
receivables. See paragraph (b)(4) of proposed new Rule 18a-3. The term negative equity in proposed new
Rule 18a-3 would be defined to mean equity of less than $0. See paragraph (b)(6) of proposed new Rule
18a-3. The term positive equity in proposed new Rule 18a-3 would be defined to mean equity of greater
than $0. See paragraph (b)(7) of proposed new Rule 18a-3.

2 See paragraphs (c)(1)(1ii){A), (C), and (D) of proposed new Rule 18a-3. As noted above and discussed in

more detail in section I1.B.2. of this release, one alternative being considered is to establish a fourth
exception in proposed new Rule 18a-3 under which a nonbank SBSD would not be required to collect
margin collateral to cover potential future exposure to another SBSD. See paragraph (c)(1)(iii}{B) of
proposed new Rule 18a-3. Under this alternative, there would not be a capital charge in lieu of collecting
margin collateral from the other SBSD because capital charges could impact the firm’s liquidity, and each
SBSD would be subject to regulatory capital requirements. The other alternative would require nonbank
SBSDs to have margin collateral posted to an account at a third-party custedian in an amount sufficient to

cover the nonbank SBSD’s potenttal future exposure to the other SBSD.
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use internal models does not collect sufficient margin collateral from a counterparty to a non-

cleared security-based swap because the counterparty is a commercial end user. 8 As discussed

below in section I1.B.2.c.i. of this release, a nonbank SBSD would not be required to collect

- . . 2
margin collateral from commercial end users for non-cleared security-based swaps.”” The

nonbank SBSD would be required to take a capital charge equal to the margin amount less any

positive equity in the account of the commercial end user if the nonbank SBSD did not collect

margin collateral from the commercial end user pursuant to this exception.330 As discussed

above in section I1.A.2.b.iv. of this release, as an altemative to this deduction, an ANC broker-
dealer and a stand-alone SBSD approved to use internal models could incur a credit risk charge.
The second proposed capital charge would apply when the nonbank SBSD does not hold
the margin collateral because the counterparty to the non-cleared security-based swap 1s
requiring the margin collateral to be segregated pursuant to section 3E(f) of the Exchange Act.?'_3 :
Section 3E(f) of the Exchange Act, among other things, provides that the segregated account
authorized by that provision must be carried by an independent third-party custodian and be
designated as a segregated account for and on behalf of the counterparty.33  Collateral held in
this manner would not be in the physical possession or control of the nonbank SBSD, nor would

it would be capable of being liquidated promptly by the nonbank SBSD without the intervention

328 See proposed paragraph (c}(2)(xiv)(B)(1) of Rule 15¢3-1; paragraph (c)(1)(viii)(B)(1) of proposed new

Rule 18a-1.

29 See paragraph (c)(1)(iit}(A) of proposed new Rule 18a-3.

330 See proposed new paragraph (cH2)(xiv)(B)(1) of Rule 15¢3-1; paragraph (c}(1){viii)(B)(1) of proposed
new Rule 18a-1. If collateral is not collected from a commercial end user, the nonbank SBSD would be
required to take a 100% deduction for the amount of the uncollateralized current exposure. As discussed
above in section 1LA.2 b.iv. of this release, as alternative to this deduction, an ANC broker-dealer and a
stand-alone SBSD approved to use internal models could take a credit risk charge.

sl See proposed new paragraph (c)(2)(xiv)(B)(2) of Rule 15¢3-1; paragraph (c){1)(viii}B)(2) of proposed
new Rule 18a-1.

32 See 15 U.S.C. 78¢-5(H(3).
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of another party. Consequently, it would not meet collateral requirements in proposed new Rule .
18a-3."* Because collateral segregated under section 3E(f) of the Exchange Act would not be
under the control of the nonbank SBSD, consistent with the existing capital requirements that
apply to broker-dealers, the Commission is proposing to require the nonbank SBSD to take a
capital charge equal to the margin amount less any positive equity in the account of the
<:0ur1terparty.334

The third proposed capital charge would apply when a nonbank SBSD does not collect
sufficient margin collateral from a counterparty to a non-cleared security-based swap because the
transaction was entered into prior to the effective date of proposed new Rule 18a-3 (a “legacy

*3* The nonbank SBSD would not be required to collect

non-cleared security-based swap™).
margin collateral for accounts holding legacy non-cleared security-based swaps.”*® This

proposal 1s designed to avoid the difficulties of requiring a nonbank SBSD to renegotiate

security-based swap contracts in order to come into compliance with new margin collateral

requirements, which would be a complex task.**” In lieu of collecting the margin collateral, the

333 See paragraphs (c)(4)(i) and (iii) of proposed new Rule 18a-3.
See proposed new paragraph {cH2Hxiv)(B)(2) of Rule 15¢3-1; paragraph () {(vii}(B)}2) of proposed
new Rule 18a-1.

335 See proposed new paragraph (c)(2)(xiv)(B)(3) of Rule 15¢3-1; paragraph (c)(1)(viii}(B)(3) of proposed

new Rule 18a-1.

336 See paragraph (c)(1)(iii)(D) of proposed new Rule 18a-3. A nonbank SBSD would need to take a 100%
deduction for the amount of the uncollateralized current exposure arising from a legacy non-cleared
security-based swap because (as discussed above) this amount would be an unsecured receivable from the
counterparty and subject to a 100% deduction in the computation of net capital under Rule 15¢3-1 and
proposed new Rule 18a-1.

37 The CFTC has proposed a similar exception for legacy swap transactions, See CFTC Margin Proposing

Release, 76 FR at 23734 (“The Commission believes that the pricing of existing swaps reflects the credit
arrangements under which they were executed and that it would be unfair to the parties and disruptive to
the markets to require that the new margin rules apply to those positions.”). The prudential regulators
proposed to permit a covered swap entity to exclude pre-effective swaps from initial margin calculations,
while requiring these entities to collect variation margin, consistent with industry practice. Prudential
Regulator Margin and Capital Proposing Release, 76 FR at 27569.
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. nonbank SBSD would be required to take a capital charge equal to the margin amount less any
338

positive equity in the account.

Request for Comment

The Commission generally requests comment on the proposed capital in lieu of margin
requirements. In addition, the Commission requests comment, including empirical data in
support of comments, in response to the following questions:

1. Would the proposed deductions for under-margined accounts be appropriate for cleared
security-based swap margin requirements, which would be established by clearing
agencies and SROs? If not, explain why not. For example, is the requirement to take the
deduction after one business day workable in the context of cleared security-based

swaps? If not, explain why not. In addition, should the margin requirements of clearing

agencies be included in the deduction for under-margined accounts?
. 2. Would the proposed deductions for under-margined accounts be appropriate for non-
cleared security-based swap margin requirements, which would be established by

proposed new Rule 18a-3 and, potentially, by SROs? If not, explain why not. For

338 The prudential regulators and CFTC have not proposed new capital charges for legacy swaps and legacy

security-based swaps; nor have they proposed specific margin collateral requirements for such positions.
See Prudential Regulator Margin and Capital Proposing Release, 76 FR 27564; CFTC Capital Proposing
Release, 76 FR 27802; CFTC Margin Proposing Release, 76 FR 23732. With respect to banks, the credit
risk of holding legacy security-based swap positions is already taken into account by existing capital
requirements for banks. The proposed capital charge in lieu of margin for nonbank SBSDs is based on a
concern that, after SBSD registration requirements take effect, financial institutions may transfer large
volumes of legacy non-cleared security-based swaps from unregulated affiliates to newly registered
nonbank SBSDs, including broker-dealer SBSDs. As noted above, the Commission understands that
registered broker-dealers currently do not engage in a high volume of security-based swap transactions. Al
influx of legacy non-cleared security-based swaps into a newly registered nonbank SBSD could create
substantial risks to the entity. Under the proposed rule, nonbank SBSDs would be required to hold
sufficient collateral to cover the current exposure and potential future exposure that arise from these
transactions or, alternatively, to take appropriate capital charges to address these risks. Entities holding
legacy non-cleared security-based swaps could either obtain additional capital in order to register as
nonbank SBSDs or legacy non-cleared security-based swaps could be held and “wound down” in one entity
. while a separate entity is used to conduct new business.
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example, is the.requirement to take the deduction after one business day workable in the .
context of non-cleared security-based swaps? If not, explain why not.

Should there be a deduction for under-margined swap accounts? If so, explain why. If

not, explain why not.

Would the proposed capital charges in licu of collecting margin collateral appropriaiely

address the potential future exposure risk of nonbank SBSDs arising from security-based

swaps? If not, explain why not. Are there alternative means of addressing this risk? If

so, identify and explain them.

Is the proposed capital charge in licu of margin for cleared security-based swaps

apprOpriate‘?' If not, explain why not. In particular, if the amount of margin collateral

required to be collected for cleared security-based swaps is less than the capital deduction

that would apply to the positions, would the margin collater31 nonetheless be sufficient?

If so, explain why. In addition, should SBSDs approved to use internal models be .
permitted to use their VaR models (as opposed to the standardized haircuts) for purposes

of determining whether this capital charge applies? If so, explain why.

Is the proposed capital charge in lieu of margin. for non-cleared security-based swaps

with counterparties that are commercial end users appropriate? If not, explain why not.

Should there be an exception for broker-dealer SBSDs and stand-alone SBSDs not using
internal models from the requirement to take a capital charge in lieu of collecting margin

collateral from commercial end users? If so, explain why such an exception would not

negatively impact the risk profiles of these nonbank SBSDs and suggest alternative
measures that could be implemented to address the risk of uncollateralized potential

future exposure to commercial end users.
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10.

11.

12.

Should there be a capital charge in lieu of margin for non-cleared swaps with

counterparties that are commercial end users? If so, explain why. If not, explain why

not.

Is it appropriate to apply the proposed capital charge in lieu of margin for non-cleared
security-based swaps with counterparties that require segregation pursuant to section
3E(f) of the Exchange Act? If not, explain why not.

Should there be an exception for counterparties that require segregation pursuant to
section 3E(f) of the Exchange Act from the requirement to take a capital charge in lieu of
margin collateral? If so, explain why such an exception would not negatively impact the
risk profiles of nonbank SBSDs and suggest alternative measures that could be
implemented to address the risk of not helding collateral to cover the potential future
exposure.

Should there be a capital charge in lieu of margin for non-cleared swaps with
counterparties that require margin collateral with respect to the swaps to be segregated
and held by an independent third party custodian? If so, explain why. If not, explain
why not.

Is the proposed capital charge in lieu of margin for non-cleared security-based swaps in
accounts that hold legacy security-based swaps appropriate, or should there be an
exception from the capital charge for legacy security-based swaps? Is there an alternate
measure that could be implemented to address the risk of uncollateralized potential future
exposure resulting from legacy security-based swaps? If the proposed capital charge
applies to legacy security-based swaps, explain how the proposed capital charge in lieu of

margin collateral would change the economics of the transactions previously entered into.
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How would any such change(s) be reflected in the cost of maintaining those, or initiating,

new positions? Would there be any other impacts of the change in treatment of the
legacy positions?

13. If there is an exception from the capital charge for le{,;acy security-based swaps, how
would such an exception impact the risk profiles of nonbank SBSDs?

14. After the SBSD registration requirements take effect, would substantial amounts of
legacy security-based swaps with uncollateralized potential future exposure be
transferred to broker-dealer SBSDs? Would entities with substantial amounts of legacy
security-based swaps with uncollateraliz.ed potential future exposure register as stand-
aloné SBSDs?

15. Would it be practical for financial institutions to wind down legacy security-based swaps

in existing entities rather than transferring them to nonbank SBSDs? What legal and

operational issues would this approach raise?

16. Should there be a capital charge in lien of margin for non-cleared swap accounts that hold
legacy swaps? If so, explain why. If not, explain why not,

17. What should be deemed a legacy security-based swap? For example, if a nonbank SBSD
dealer holds an existing legacy security-based swap that is subsequently modified for risk
mitigation purposes, should this be deemed a new security-based swap transaction or
should it continue to be treated as a legacy security-based swap?

vi. Treatment of Swaps
CFTC Rule 1.17 prescribes minimum capital requirements for FCMs.>* The rule

imposes a net liquid assets test capital standard.**® Broker-dealers that are registered as FCMs

339 See 17 CFR 1.17.
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are subject to Rule 15¢3-1 and CFTC Rule 1.17.**' CFTC Rule 1.17 provides that an FCM
registered as a broker-dealer must maintain a minimum amount of adjusted net capital equal to
the greater of, among other amounts, the minimum amount of net capital required by Rule 15¢3-
1.2 CFTC Rule 1.17 also prescribes standardized haircuts for securities positions by
incorporating by reference the standardized haircuts in Rule 15¢3-1 3% Similarly, Rule 15¢3-1,
through Appendix B, prescn'bes.capita] deductions for commodities positions of a broker-dealer
by incorporating by reference deductions in CFTC Rule 1.17 to the extent Rule 15¢3-1 does not
otherwise prescribe a deduction for the type of commodity position.344

Broker-dealer SBSDs (as broker-dealers) would be subject to Appendix B to Rule 15¢3-
1.** Appendix B to proposed new Rule 18a-1 would prescribe capital deductions for
commodities positions of stand-alone SBSDs and would be modeled on Appendix B to Rule

15¢3-1.>*  Consequently, under the provisions of Rule 15¢3-1 and proposed new Rule 18a-1,

340 1d.

M See 17 CFR 240.15¢3-1; 17 CFR 1.17.
2 See 17 CFR 1.17(a)(1)(i)(D).

3 See 17 CFR 1.17(c)(5)(v)-(vii).

3““ See 17 CFR 240.15¢3-1b(a)(1).

343 17 CFR 240.15¢3.-1b.

346 Compare 17 CFR 240,15¢3-1b, with Appendix B to proposed new Rule 18a-1. As discussed above in

section 1LA.2.b.ii. of this release, a broker-dealer’s minimum net capital requirement is the greater of a
fixed-dollar amount specified in Rule 15¢3-1 and an amount determined by applying one of two financial
ratios: the 15-to-1 aggregate indebtedness to net capital ratio or the 2% of customer debit items ratio. The
minimum net capital requirement for a stand-alone SBSD under proposed Rule 18a-1, however, would not
use either of these financial ratios; rather, its minimum net capital requirement would be determined by
calculating the 8% margin factor. Appendix B to Rule 15¢3-1 contains provisions that factor into a broker-
dealer’s calculation of the aggregate indebtedness financial ratio. See 17 CFR 240.15¢3-1b(a)(1) and
(2)(2). Those provisions are not included in Appendix B to proposed new Rule 18a-1 because stand-alone
SBSDs would not use the aggregate indebtedness financial ratio to determine their minimum net capital
requirement.
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nonbank SBSDs would be required to take deductions for commodity positions when computing
net capital.**’ ..

In addition, nonbank SBSDs and Broker—dealers may have propriétary positions in swaps.
Consequently, Appendix B to Rule 15¢3-1 would be amended to establish standardized haircuts
for proprietary swap positions and analogous provisions would be included in Appendix B to
proposed new Rule 18a-1.>*  This would make the standardized swap haircuts applicable to
nonbank SBSDs and broker-dealers.**® An ANC broker-dealer and a stand-alone SBSD could
apply to include different types of swaps in their VaR models. If approved, the firm would not
need to apply the standardized haircuts for the type of swaps covered by the approved models.

The proposed standardized haircuts for swaps are similar to the proposed standardized
haircuts for security-based swaps. Specifically, swaps that are credit default swaps referencing a

broad based securities index (“Index CDS swaps”) would be subject to a maturity grid similar to

the proposed maturity grid for CDS security-based swaps.**® All other swaps would be subject
to a standardized haircut determined by multiplying the notional amount of the swap by the
percentage deduction that would apply to the type of asset or event referenced by the swap.

Index CDS Swaps

The standardized haircuts proposed for Index CDS swaps would use the maturity grid
approach proposed for CDS security-based swaps discussed above in section IL.A.2.b.ii. of this

release. This would provide for a consistent standardized haircut approach for Index CDS swaps

7 See 17 CFR 240.15c3-1b; Appendix B to proposed new Rule 18a-1.

48 See proposed new paragraph (b) of Rule 15¢3-1b; paragraph (b) of proposed new Rule 18a-1b.

9 A nonbank SBSD that is registered as a swap dealer with the CFTC also would be required to comply with

the CFTC’s capital requirements applicable to swap dealers as would a broker-dealer that is registered as a
swap dealer (just as a broker-dealer registered as an FCM must comply with Rule 15¢3-1 and CFTC Rule
1.17).

350 See proposed new paragraph (b}(1)(i) of Rule 15c3-1b; paragraph (b)}(1}(i) of proposed new Rule 18a-1b.
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and CDS security-based swaps though, as discussed below, the haircuts would be lower for the
Index CDS security-based swaps. As with CDS security-based swaps, the proposed maturity
grid for Index CDS swaps prescribes the applicable deduction based on two variables: the length
of time to maturity of the swap and the amount of the current offered spread on the swap.””! The
vertical axis of the proposed grid would contain nine maturity categories ranging from 12 months
or less (the smallest deduction} to 121 months and longer (the largest deduc:tion).3 52 The
horizontal axis would contain six spread categories ranging from 100 basis points or less (the
smallest deduction) to 700 basis points and above (the largest deduction).”?

The haircut percentages in the proposed maturity grid for Index CDS swaps would be
one-third less than the haircut percentages in the maturity grid for CDS security-based swaps to

34 For example, the proposed haircut for an

account for the diversification benefits of an index.
Index CDS swap with a maturity of 12 months-or less and a spread of 100 basis points or less
would be 0.67% as opposed to a 1% haircut for a CDS security-based swap in the same maturity
and spread categories. This one-third reduction in the haircut percentages is consistent with how
broad-based equity security-indices are treated in the Appendix A methodology as compared
with single name equity securities and narrow-based equity index securities. Specifically, as
discussed above in section I1.A.2.b.ii. of this release, the Appendix A methodology requires
portfolios of single name equity securities and narrow-based equity index securities to be

stressed at 10 equidistant valuation points within a range consisting of a (+/-) 15% market move.

Portfolios of broad-based equity index securities are stressed at 10 equidistant valuation points

351 See proposed new paragraph (b)(1){(1){A) of Rule 15¢3-1b; paragraph (b)(1)Xi)(A) of proposed new Rule
18a-1b.

352 E

383 Id.

354 Id,
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within a range éonsisting of a (+/-) 10% market move, which is two-thirds of the market move
range applicable to single name equity securities and narrow-based equity index securities,

Consistent with the maturity grid approach for CDS security-based swaps, the proposed
deduction for an un-hedged long position in an Index CDS swap would be 50% of the applicable
haircut in the grid.*** The proposed deduction requirements for Index CDS swaps would permit
a nonbank SBSD to net long and short positions where the credit default swapé reference the
same-index, are in the same spread categories, are in the same maturity categories or in adjacent
maturity categories, and have maturities within three ﬁonths of each other.™® In this case, the
nonbank SBSD would need to take the specified haircut only on the notional amount of the
excess long or short position.>’

Reduced deductions also would apply for strategies where the firm is long a basket of
securities consisting of the components of an index and long (buyer of protection on) an Index
CDS swap on the index.**® The reduced deduction for this strategy would apply only if the credit
default swap allowed the nonbank SBSD to deliver a sec:urity in the basket to satisfy the firm’s
obligation on the swap.>* In this case, the nonbank SBSD would be required to take 50% of the
deduction required on tine securities in the basket (i.e., no deduction WOﬁld be required with
respect to the Index CDS swap and a lesser deduction would apply to the Securiti’es).360 I_f the

nonbank SBSD is short (seller of protection) a basket of securities consisting of the components

355

See proposed new paragraph (b)(1)(i)B) of Rule 15¢3-1b; paragraph (b)(1)(i)(B) of proposed new Rule

18a-1b.

336 See proposed new paragraph (b)(1)(i)(C)(i) of Rule 15¢3-1 b; paragraph (b)(1)(i)(C){(i) of proposed new
Rule 18a-1b.

357 Id,

8 See proposed new paragraph (b)(1)(i)(C)(ii) of Rule 15¢3-1b; paragraph (b)(1)(i)(C)(ii) of proposed new
Rule 18a-1b.

359 Id

360 &
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of an index and short a credit default swap that references the index, the nonbank SBSD would
be required only to take the deduction required on the securities in the basket (i.e., no deduction
361

would be required with respect to the Index CDS swap).

Interest Rate Swaps

For interest rate swaps, Appendix B to both Rule 15¢3-1 and proposed new Rule 18a-1
would prescribe a standardized haircut equal to a percentage of the notional amount of the swap
that is generally based on the standardized haircuts in Rule 15¢3-1 for U.S. government
securities.®? An interest rate swap typically involves the exchange of specified or determinable
cash flows at specified times based upon a notional amount.>®®> The notional amount is not
exchanged but is used to calculate the fixed or floating rate interest payments under the swap.

Under the proposed rule, each side of the interest rate swap would be converted into a
synthetic bond position based on the notional amount of the swap and the interest rates agaiﬁst
which payments are calculated. These synthetic bonds would then be placed into the
standardized haircut grid in Rule 15¢3-1 for U.S. government securities. Any obligation to
receive payments under the swap would be categorized as a long position; any obligation to
make payments under the swap would be categorized as a short position. A position receiving or
paying based on a floating interest rate generally would be treated as having a maturity equal to
the period until the next interest reset date; a position receiving or paying based on a fixed rate
would be treated as having a maturity equal to the residual maturity of the swap. Synthetic bond
equivalents derived from interest rate swaps, when offset against one another, would be subject

to a one percent charge based on the swap’s notional amount. Any synthetic bond equivalent

36l See proposed new paragraph (b)(1)(I)Y(C)(iii) of Rule 15¢3-1by; paragraph (b)(1)(i)(C)(iii) of proposed new
Rule 18a-1b. :

362 See 17 CFR 240.15¢3-1{(c)(2)(vi)(A).

363 See Net Capital Rule, Exchange Act Release No. 39455 (Dec. 17, 1997), 62 FR 67996 (Dec. 30, 1997).
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that would be subject to a standardized haircut of less than one percent under the approach .

described above would be subject to a minimum deduction equal to a one percent charge against
the notional value of the swap.’® This minimum haircut of one percent is designed to account
for potential differences between the movement of interest rates on U.S. government securities
and interest rates upon which swap payments are based.

All Other Swaps

In the case of a swap that is not an Index CDS swap or an interest rate swap, the
applicable haircut would be the amount calculated by multiplying the notional value of the swap
and the percentage specified in either Rule 15¢3-1 or CFTC Rule 1.17 for the asset, obligation,
or event referenced by the swap.’®> For example, a swap referencing a commodity that is not
covered by an open futures contract or commodity option would be subject to a capital deduction
applicable to the commodity as if it were a long or short inventory position with a market value
equal to the notional value of the swap. This would typically result in a deduction equal to 20% .
of the notional value of the swap.**® The deduction for un-hedged currency swaps referencing
certain major foreign currencies, including the euro, British pounds, Canadian dollars, Japanese
yen, or Swiss francs, woﬁld be 6%." This deduction could be reduced by an amount equal to
any reduction recognized for a comparable long or short position in the referenced instrument,

obligation, or event under Appendix B to Rule 15¢3-1, as proposed to be amended, and proposed

364 Under Rule 15¢3-1, U.S. government securities with a maturity of less than nine months are subject to net

capital deductions ranging from three-quarters of 1% to 0%, See 17 CFR 240.15e3-1(c)(2HviX AN 1)(i)-
(iid).

See proposed new paragraph (b)(2) of Rule 15¢3-1b; paragraph (b)(2) of proposed new Rule 18a-1b.

366 See 17 CFR 240.15¢3- 1b(a)(3)(ix}(C); paragraph (a)(2)(ix)(C) of proposed new Rule 18a-1b.

367 See CFTC Rule 1.17{c)(5)(i)(E) (imposing a 6% haircut). 17 CFR 1.17(c)(5)(ii)(E). Currency swaps may
involve exchanges of fixed amounts of currencies. If a nonbank SBSD has a currency swap in which it
receives one foreign currency and pays out another foreign currency, the broker-dealer would ireat the
currency swap as a long position in a forward of the one foreign currency and an unrelated short position in
the other foreign currency for capital purposes. See. e.g., Net Capital Rule, Exchange Act Release No.
32256 (May 4, 1993), 58 FR 27486, 27490 (May 10, 1993).

365
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new Rule 18a-1, or CFTC Rule 1.17. For example, a commodity swap referencing an

agricultural product that is covered by an open futures contract or commodity option in that

product would be subject to a 5% deduction from the notional value of the swap, rather than the

20% deduction specified above.’®® Finally, swaps referencing an equity index could be treated

under Appendix A to Rule 15¢3-1 and proposed new Rule 18a-1.

Request for Comment

The Commission generally requests comment on the proposed standardized haircuts

swaps. In addition, the Commission requests comment, including empirical data in support of

comments, in response to the following questions:

1.

Which types of swap activities would nonbank SBSDs engage in? How would nonbank
SBSDs use swaps?

Which types of swap activities would broker-dealers engage in? How would broker-
dealers use swaps?

Do the proposed standardized haircuts for swaps i)rovide a reasonable and workable
solution for determining ca_pital charges? Explain why or why not. Are there preferable
alternatives? If so, describe those alternatives.

Are there additional categories of swaps, other than commodity swaps, currency swaps,
and interest rate swaps, that the Commission shduld address in Rule 15¢3-1 and/or
proposed Rule 18a-1? If so, describe them.

Are the proposed standardized haircuts for swaps too high or too low? If so, pleas—e
explain why and provide data to support the explanation.

Are there capital charges that should be applied to swaps? If so, describe them.

See 17 CFR 240.15¢3-1b(a)}(3)(ix}(B); paragraph (a}(2)(ix)(B) of proposed new Rule 18a-1b.
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7. Do the proposed standardized haircuts for swaps adequately recognize offsets in .
establisiling capttal deductions? If not, what offsets should be recognized, for what type
of swap, and why? Provide data, if applicable, and identify why that offset would be !
appropriate.

8. Do the proposed standardized haircuts for swaps provide any incentives or disincentives
to effect swap transactions in a particular type of legal entity (e.g., in a stand-alone SBSD
versus a broker-dealer SBSD)? Describe the incentives and/or disincentives.

9. Do the proposed standardized haircuts for swaps provide any competitive advantages or
disadvantagesl for a particular type of legal entity? Describe the advantages and/or
disadvantages.

10. How closely do the movements of interest rates on U.S. government securities track the

movements of interest rates upon which interest rate swap payments are based? Is the

proposed 1% minimum percentage deduction for interest rate Swaps appropriate given

that U.S. government securities with a maturity of less than nine months have a haircut

ranging from three-quarters of 1% to 0%?

c. Risk Management

Prudent ﬁnaﬁcial institutions establish and maintain integrated risk management systems
that seek to h-ave in place management policies and procedures desi gned to help ensure an
awareness of, and accountability Ifor, the risks taken throughout the firm and to develop tools to
address those risks.*® A key objective of a risk management system is to ensure that the firm

does not ignore any material source of risk.>”® Elements of an integrated risk management

369 See Trends in Risk Integration and Aggregation, Joint Forum, Bank of Intemational Settlements (Aung.

2003), available at http.//www.bis.org/publ/joint)7.pdf. ) .
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system include a dedicated risk management function, which seeks to promote integrated and
systematic approaches to risk management and to develop and encourage the use of a common

in

set of metrics for risk throughout the firm.>"" This function generally includes establishing

common firm-wide definitions of risk and requiring that different business segments of the firm
372

apply such definitions consistently for risk reporting purposes. The risk management function

in a financial institution also typically prepares background material and data analysis (risk
reports) for senior maﬁagers to review and use to discuss firm-wide risks.’”

Nonbank SBSDs would be required to comply with Rule 15¢3-4, which requires the
establishment of a risk management control system.””® Rule 15¢3-4 was adopted in 1998 as part
of the OTC derivatives dealer oversight program.3 > The rule requires an OTC derivatives dealer
to establish, document, and maintain a system of internal risk management controls to assist in
managing the risks associated with its business activities, including market, credit, leverage,
liquidity, legal, and operational risks.>” Tt also requires OTC derivatiyes dealers to establish,
document, and maintain procedures designed to prevent the firm from engaging in securities
activities that are not permitted of OTC derivatives dealers pursuant to Rule 15a-1 27 Rule

15¢3-4 identifies a number of elements that must be part of an OTC derivatives dealer’s internal

risk management control system.3 " These include, for example, that the system have:

374

372

E R
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M See proposed new paragraph (a)(10)(ii} of Rule 15¢3-1 (17 CFR 240.15¢3-1); paragraph (g) of proposed
new Rule 18a-1. See also 17 CFR 240.15c¢3-4.

3 See 17 CFR 240.15¢3-4; OTC Derivatives Dealers, 63 FR 59362.
316 See 17 CFR 240.15¢3-4.

7 See 17 CFR 240.15¢3-4; 17 CFR 240.15a-1.

378 See 17 CFR 240.15¢3-4(c).
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Rule 15¢3-4 further provides that the elements of the internal risk management control system
must include written guidelines, approved by the OTC derivatives dealer’s governing body, that

cover various topics, including, for example:

A risk control unit that reports directly to senior management and is independent from
business trading units;*”

Separation of duties between personnel responsible for entering into a transaction and
those responsible for recording the transaction in the books and records of the OTC
derivatives dealer:*°

Periodic reviews (which may be performed by internal audit staff) and annual reviews
(which must be conducted by independent certified public accountants) of the OTC

derivatives dealer’s risk management systems;”®! and

Definitions of risk, risk monitoring, and risk management,®?

Quantitative guidelines for managing the OTC derivatives dealer’s overall risk
exposure;

The type, scope, and frequency of reporting by management on risk exposures;***

The procedures for and the timing of the governing body’s periodic review of the risk
monitoring and risk management written guidelines, systems, and processes;**

The process for monitoring risk independent of the business or trading units whose
activities create the risks being monitored;**

The performance of the risk management function by persons independent from or senior
to the business or trading units whose activities create the risks;”®
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See 17 CFR 240.15¢3-4(c)(1).
See 17 CFR 240.15¢3-4(c)(2).

See 17 CFR 240.15¢3-4(c)(3). The annual review must be conducted in accordance with procedures agreed
to by the firm and the independent certified public accountant conducting the review.

See 17 CFR 240.15¢3-4(c)(4).
See 17 CFR 240.15¢3-4(c)(5)(iti).
See 17 CFR 240.15¢3-4(c)(5)(iv).
See 17 CFR 240.15¢3-4(c)(5)(v).
See 17 CFR 240.1563-4(c)(5)(vi).
See 17 CFR 240.15¢3-4(c)(5)(vii).
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e The authority and resources of the groups or persons performing the risk monitoring and
risk management functions;”®

o The appropriate response by management when internal risk management guidelines
have been exceeded;

¢ The procedures to monitor and address the risk that an OTC derivatives transaction
contract will be unenforceable;390

¢ The procedures requiring the documentation of the principal terms of OTC derivatives
transactions and other relevant information regarding such transactions;*”’ and

e The procedures authorizing specified employees to commit the OTC derivatives dealer to
particular types of transactions.

Rule 15¢3-4 also requires management to periodically review, in accordance with the written

procedures, the business activities of the OTC derivatives dealer for consistency with risk

management guidelines.393

In 2004, when adopting the ANC broker-dealer oversight program, the Commission
. included a requirement that an ANC broker-dealer must comply with Rule 15¢3-4.*%* The
Commission explained this requirement:

Participants in the securities markets are exposed to various risks,
including market, credit, funding, legal, and operational risk.
These risks result, in part, from the diverse range of financial
instruments that broker-dealers now trade. Risk management
controls within a broker-dealer promote the stability of the firm
and, consequently, the stability of the marketplace. A firm that
adopts and follows appropriate risk management controls reduces

388

1%}

ee 17 CFR 240.15¢3-4(c)(5)(viii).
ee 17 CFR 240.15¢3-4(c)(5)(ix).
ee 17 CFR 240.15c3-4(c)(S)x).
ee 17 CER 240.15c3-4(c)(5)(xi).
ee 17 CFR 240.15¢3-4(c)(5)(xii).
393 See 17 CFR 240.15¢3-4(d).

34 See 17 CFR 240.15¢3-1(2)(7)(iii); Alternative Net Capital Requirements Adopting Release, 69 FR 34428,
ANC broker-dealers — because they are not subject to Rule 15a-1 — do not need to comply with the
provisions of Rule 15¢3-4 relating to Rule 15a-1. See 17 CFR 240.15¢3-1(a)(7)(iii); 17 CFR 240.15¢3-4;
17 CFR 240.15a-1.

g |

389
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its risk of significant loss, which also reduces the risk of spreading
the losses to other market participants or throughout the financial
markets as a whole.*
The Commission is proposing to require that nonbank SBSDs comply with Rule 15¢3-4
because their activities will involve risk management concerns similar to those faced by other

firms subject to the rule.*”®

In particular, dealing in OTC derivatives, including security-based
swaps, creates various types of risk that need to be carefully managed.>”” These risks are due, in
part, to the characteristics of OTC derivative products and the way OTC derivative markets have
evolved in comparison to the markets for exchange-traded securities.>”® For example,
individually negotiated OTC derivative products, including security-based swaps, generally are
less liquid than exchange-traded instruments and involve a high degree of leverage.
Furtherﬁmre, market participants face risks associated with the financial and legal ability of
counterparties to perform under the terms of specific transactions. Consequently, a firm that is
active in dealing in these types of instruments should have an internal risk management control
system that helps the firm identify and mitigate the risks it is facing. Rule 15¢3-4 is designed to
require an OTC derivatives dealer and ANC broker-dealer to take prudent measures to protect
the firm from losses that can result from failing to account for and control risk. Requiring

nonbank SBSDs to comply with Rule 15¢3-4 is designed to promote the establishment of

effective risk management control systems by these firms.**’ Moreover, based on Commission

393 Alternative Net Capital Requirements Adopting Release, 69 FR at 34449,

3% Like ANC broker-dealers, nonbank SBSDs would not need to comply paragraphs (e)(5)(xiid), (c)(5)(xiv),
(d)(8), and (d)}(9) of Rule 15¢3-4. These are the provisions that specifically reference Rule 15a-1. See 17
CFR 240.15¢3-4.

97 See OTC Derivatives: Settlement Procedures And Counterparty Risk Management at 11-15.

8 See OTC Derivatives Dealers, Exchange Act Release No. 39454 (Dec. 17, 1997), 62 FR 67940 (Dec. 30,
1997).

Sce paragraph (g) of proposed new Rule 18a-1 {which would apply Rule 15¢3-4 to stand-alone SBSDs);
proposed new paragraph (a}(10)(ii} of Rule 15¢3-1 (which would apply Rule 15¢3-4 to broker-dealer
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. staff experience, it is expected that many nonbank SBSDs will be affiliates of firms already
suf)ject to these requirements.

Reguest for Comment

The Commission generally requests comment on the proposed risk management
requirements. In addition, the Commission requests comment, including empirical data in
support of comments, in response to the following questions:

1. Are the types of management controls required by Rule 15¢3-4 appropriate for addressing
the risks associated with engaging in a security-based swap business? If not, explain why
not.

2. Are there types of risk management controls not identified in Rule 15¢3-4 that would be
appropriate to prescribe for nonbank SBSDs? f so, identify the controls and explain why
they would be appropriate for nonbank SBSDs.

. 3. Are the factors listed in paragraph (b) of Rule 15¢3-4 appropriate for nonbank SBSDs? If
| not, explain why not.

4. Are there any additional factors that a nonbank SBSD should consider when adopting its
internal control system guidelines, policies, and procedures, in addition to the factors
listed in paragraph (b) of Rule 15¢3-4? If so, identify the factors and explain why they
should be included.

5. Are the elements prescribed in paragraph (c) of Rule 15¢3-4 appropriate for nonbank

SBSDs? If not, explain why not.

. SBSDs); 17 CFR 240.15¢3-1(a)(7)(iii) (which applies Rule 15¢3-4 to ANC broker-dealers); 17 CFR
240.15¢3-4. '
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6. Are there any additional elements that a nonbank SBSD should include in its internal risk .

management system in addition to the applicable elements prescribed in paragraph (c) of
Rule 15¢3-4? 1f so, identify the elements and explain why they should be included.

7. Are there any elements in paragraph (c) of Rule 15¢3-4 that should not be applicable to
nonbank SBSDs other than elements in paragraphs (c)(xiii) and (xiv)? If so, identify the
elements and explain why they should not be applicable.

8. Are the factors management would need to consider in its periodic review of the nonbank
SBSD’s business activities for consistency with the risk management guidelines
appropriate for nonbank SBSDs? If not, explain why not.

9. Should management consider any additional factors in its periodic reviev\'/ of the nonbank
SBSD’s business activities for consistency with the risk management guidelines other

than those listed in paragraph (d) of Rule 15¢3-4? If so, identify the factors and explain

why they should be included.

10. Are there any factors in paragraph (d) of Rule 15¢3-4 that management should not
consider other than the factors in paragraphs (d}(8) and (9)? If so, identify the factors and
explain why they should not be considered.

d. Funding Liquidity Stress Test Requirement
The Commission 1s proposing that ANC broker-dealers and nonbank SBSDs approved to
use internal models be subject to liquidity risk management requirements. Funding liquidity risk
has been defined as the risk that a firm will not be able to efficiently meet both expected and
unexpected current and future cash flow and collateral needs without adversely impacting either

the daily operations or the financial condition of the firm.*®® The consequences of liquidity

400

See Joint Forum, Bank of International Settlements, The management of liquidity risk in financial groups, .
(May 2006), at 1, note 1 (*The management of liquidity risk in financial groups™). See also Basel
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funding strains for financial institutions active in a securities business include the inability to
continue to issue unsecured long-term debt to finance illiquid assets and requirements to deliver
additional collateral to continue to finance liquid assets on a secured basis."”! The causes of
funding liquidity strain for a financial institution include firm-specific events such as credit
rating downgrédes and other negative news leading to a loss of market confidence in the firm.*"
Funding liquidity also can come under stress such as occurred during the financial CIjSiS.403
Traditionally, financial institutions have used liquidity funding stress tests as a.means to measure
liquidity risk.*® For institutions active in securities trading, liquidity funding stress tests
generally estimate cash and collateral needs over a period of time and assume that sources to
meet those needs (e.g., issuance of long and short unsecured term debt, secured funding lines,
and lines of credit) will become impaired or be unavailable.*®® To manage funding liquidity risk,

these firms maintain pools of liquid unencumbered assets that can be used to raise funds during a

liquidity stress event to meet cash needs.*®® The size of the liquidity pool is based on the firm’s

Committee on Banking Supervision, Principles for Sound Liguidity Risk Management and Supervision
(Sept. 2008), at 1, note 2 (“Funding liquidity risk is the risk that the firm will not be able to meet efficiently
both expected and unexpected current and future cash flow and collateral needs without affecting either
daily operations or the financial condition of the firm. Market liquidity risk is the risk that a firm cannot
casily offset or climinate a position at the market price because of inadequate market depth or market
disruption.”); Amendments to Financial Responsibility Rules for Broker-Dealers, Exchange Act Release
No. 55432 (Mar. 9, 2007), 72 FR 12862, 12870, note 72 (Mar. 19, 2007) (“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.”);
Enhanced Prudential Standards and Early Remediation Requirements for Covered Companies, Federal
Reserve, 77 FR 594 (Jan. 5, 2012) {proposing a rule to require certain large financial institutions to conduct
liquidity stress testing at least monthly).

401 See The management of liquidity risk in financial groups at 10.

402 See id. at 6-8.
403

See Risk Management Lessons from the Global Bank Crisis of 2008, Senior Supervisors Group (SSG)
(Oct. 21, 2009) (“Risk Management Iessons from the Global Bank Crisis of 2008™).

404 The management of liquidity risk in financial groups at 8-12.

405 1d. at 10-11.
406 ]_‘1_

133




estimation of how much funding will be lost from external sources during a stress event and the
duration of the event.*"’” -

The financial crisis demonstrated that the fanding liquidity risk management practjces of
certain individual financial institutions were not sufficient to handle a liquidity stress event of
that magnitude.*®® In particular, it has been observéd that the stress tests utilized by financial
institutions had weaknesses*®” and the amount of contingent liquidity they maintained to replace
external sources of funding was insufficient to cover the institutions’ liquidity needs.*'°

As discﬁssed above in section II.A.2.c. of this release, nonbank SBSDs approved to use
internal models would be subject to Rule 15¢3-4, which currently applies to ANC broker-dealers
and OTC derivatives dealers.*'' Rule 15¢3-4 requires each firm sﬁbject to the rule to “establish,
document, and maintain a system of internal risk maﬁagement controls to assist it in managing
the risks associated with its business activities, mcluding market, credit, leverage, liquidity, legal,

412

and operational risks. The Commission’s supervision of ANC broker-dealers consists of

regular meetings with firm personnel to review each firm’s financial results, the management of

407 Id.

408 See Risk Management Lessons from the Global Bank Crisis of 2008.
409

1d. at 14 (“Market conditions and the deteriorating financial state of firms exposed weaknesses in firms’
approaches to liquidity stress testing, particularly with respect to secured borrowing and contingent funding
needs. These deteriorating conditions underscored the need for greater consideration of the overlap
between systemic and firm-specific events and longer time horizons, and the connection between stress
tests and business-as-usual liquidity management.”).

4o 1d. at 15 (“Interviewed firms typically calculated and maintained a measurable funding cushion, such as

‘months of coverage,” which is conceptually similar to rating agencies’ twelve-month liquidity alternatives
analyses. Some institutions were required to maintain a liquidity cushion that could withstand the loss of
unsecured funding for one year. Many institutions found that this metric did not capture important
elements of stress that the organizations faced, such as the loss of secured funding and demands for
collateral to support clearing and settlement activity and to mitigate the risks of accepting novations.”™)
{emphasis in the original).

Al See 17 CFR 240.15¢3-4.
a2 17 CFR 240.15¢3-4.
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the firm’s balance sheet, and, in particular, the liquidity of the firm’s balance sheet.'® Emphasis
is placed on funding and liquidity risk management plans and liquidity stress scenarios.’'! The
Commission staff also meets regularly with the firm’s financial controllers to review and discuss
price verification results and other financial controls, particularly concerning illiquid or hard-to-
value assets or large asset concentrations.*'?

Given the large size of ANC broker-dealers and the potentially substantial role that stand-
alone SBSDs approved to use interal models may play in the security-based swap markets,
these firms would be required to take steps to manage funding liquidity risk.*'® Specifically,
these firms would be required to perform a liquidity stress test at least monthly and, based on the
results of that test, maintain liquidity reserves to address potential funding needs during a stress
event.*!’

Under the proposal, an ANC broker-dealer and stand-alone SBSD using internal models
would need to perform a liquidity stress test at least monthly that takes into account certain
assumed conditions lasting for 30 consecutive days.*'® The results of the liquidity stress test

would need to be provided within ten business days of the month end to senior management that

has responsibility to oversee risk management at the firm. In addition, the assumptions

4 A more detailed description of the Commission’s ANC broker-dealer program is available on the

Commission’s website at http://www.sec.gov/divisions/marketreg/bdaltnetcap. htm.
414 Id, :
415 1d,

446

See proposed new paragraph (f) to Rule 15¢3-1; paragraph (f) of proposed new Rule 18a-1.

a7 1d. The requirement to conduct the liquidity stress test on at least a monthly basis is designed to ensure that

the test is conducted at sufficiently regular intervals to account for material changes that could impact the
firm’s liquidity profile. In this regard, the ANC broker-dealers are required to prepare and file monthly
financial reports, which are designed to allow securities regulators to monitor their financial condition. See
17 CFR 240.17a-5; compare Enhanced Prudential Standards and Early Remediation Requirements for
Covered Companies, 77 FR 594 (Jan. 5, 2012) (Federal Reserve’s proposed rule to require a “covered
company” to conduct liquidity stress testing at least monthly).

Based on the Commission staff’s experience, ANC broker-dealers currently perform regular liquidity stress
tests.
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underlying the liquidity stress test would need to be reviewed at least quarterly by senior .
management that has responsibility to oversee risk management at the firm and at least annually
by senior management of the firm. These provisions are designed to promote the engagement of
senior level risk managers and managers of the firm in the implementation of the liquidity stress
test and senior level risk managers in monitoring the results of the liquidity stress test.
These required assumed conditions are designed to be consistent with the liquidity stress
tests performed by the ANC broker-dealers (based on Commission staff experience supervising
the firms) and to address the types of liquidity outflows experienced by ANC broker-dealers and
other broker-dealers in times of stress. The required assumed conditions would be:

* A stress event that includes a decline in creditworthiness of the firm severe enough to
trigger contractual credit-related commitment provisions of counterparty agreements;

* Theloss of all existing unsecured funding at the earlier of its maturity or put date and an

inability to acquire a material amount of new unsecured funding, including intercompany

advances and unfunded committed lines of credit; .
» The potential for a material net loss of secured funding;

e The loss of the ability to procure repurchase agreement financing for less liquid assets;

¢ The illiquidity of collateral required by and on deposit at clearing agencies or other
entities which is not deducted from net worth or which is not funded by customer assets;

* A material increase in collateral required to be maintained at registered clearing agencies
of which the firm is a member; and

* The potential for a material loss of liquidity caused by market participants exercising
contractual rights and/or refusing to enter into transactions with respect to the various
businesses, positions, and commitments of the firm, including those related to customer
businesses of the firm.*"

These proposed minimum clements are designed to ensure that ANC broker-dealers and stand-

alone SBSDs using internal models employ a stress test that is severe enough to produce an

9 See proposed new paragraph (£)(1) to Rule 15¢3-1; paragraph (f}(1) of proposed new Rule 18a-1. .

136




estimate of a potential funding loss of a magnitude that might be expected in a severely stressed
market. As discussed below, the results of the stress test would be used by the firm to determine
the amount of contingent liquidity to be maintained. The ﬁroposals would require that the ANC
. broker-dealer and stand-alone SBSD itself must maintain at all times liquidity reserves based on
the results of the liquidity stress test.*® The liquidity reserves would need to be comprised of
unencumbered cash or U.S. government securities.**! This limitation with respect to the assets
that can be used for the liquidity reserves requirement is designed to ensure that only the most
liquid instruments are held in the reserves, given that the market for less liquid instruments is
generally disproportionately volatile during a time of market stress.
The results of stress tests lplay a key role in shaping an entity’s liquidity risk contingency
plarming.422 Thus, stress testing and contingency planning are closely intertwined.*”® Under the
proposals, the ANC broker-dealer and a stand-alone SBSD using internal models would be

424

required to establish a written contingency funding plan.”” The plan would need to clearly set

out the strategies for addressing liquidity shortfalls in emergency situations,*”> and would need to

420 See proposed new paragraph (f)(3) of Rule 15¢3-1; paragraph (£)(3) of proposed new Rule 18a-1.

A See proposed new paragraph (£)(3) of Rule 15¢3-1; paragraph (f)(3) of proposed new Rule 18a-1.

See. e.p., Federal Reserve, FDIC, OCC, OTS, and NCUA, Interagency Policy Statement on Funding and
Liguidity Risk Management 7, SR 10-6 (Mar. 17, 2010).

423 Id
424

Based on staff experience supervising the ANC broker-dealers, all of the ANC broker-dealers that are part
of a holding company generally have a written contingency funding plan, generally at the holding company
level. This proposed rule would require that each ANC broker-dealer and stand-alone SBSD using internal
models maintain a written contingency funding plan at the entity level (in addition to any holding company
plan). See also Enhanced Prudential Standards and Farly Remediation Requirements for Covered
Companies, 77 FR at 604. The Federal Reserve stated that the objectives of the contingency funding plan
are to provide a plan for responding to a liquidity crisis, to identify alternate liquidity sources that a covered
company can access during liquidity stress events, and to describe steps that should be taken to ensure that
the covered company’s sources of liquidity are sufficient to fund its operating costs and meet its

See proposed new paragraph (f){4) of Rule 15¢3-1; paragraph (£)(4) of proposed new Rule 18a-1.

. commitments while minimizing additional costs and disruptions. Id. at 610.
425
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address the policies, roles, and responsibilities for meeting the liquidity needs of the firm and .

communicating with the public and other market participants during a liquidity stress event.*?

Request for Comment

The Commission generally requests comment on the proposed liquidity stress test

requirement. In addition, the Commission requests comment, including empirical data in support

of comments, in response to the following questions:

1.

Are the proposed funding liquidity requirements appropriate for ANC broker-dealers and
nonbank SBSDs that use internal models? If not, explain why not. Are there
modifications that would improve the funding liquidity provisions? If s0, explain them.
Should the proposed funding liquidify requirements apply to a broader group of broker-
dealers (e.g., all broker-dealers that hold customer securities and cash or all broker-dealer

with total assets in excess of minimum threshold)? Explain why or why not.

Should the proposed funding liquidity requirements apply to all nonbank SBSDs? If so,
explain why. If not, explain why not.

Is monthly an appropriate frequency for the liquidity stress test? For example, would it
be préferable to require the liquidity stress test on a more frequent basis such as weekly,
or, alternatively, on a less frequent basis such as quarterly? If so, expiain why.

Is the requirement to provide the results of the liquidity stress test within ten business
days to senior management that has responsibility to oversee risk management at the firm

appropriate? If not, explain why not. Should results be provided in a shorter or longer

426

See proposed new paragraph (f)(4) of Rule 15¢3-1; paragraph (f}(4) of proposed new Rule 18a-1. To
promote the flow of necessary information during a liquidity stress, the Federal Reserve’s proposed rule
would require the event management process to include a mechanism that ensures effective reporting and
communication within the covered company and with outside parties, including the Federal Reserve and
other relevant supervisors, counterparties, and other stakeholders. Enhanced Prudential Standards and
Early Remediation Requirements for Covered Companies, 77 FR at 611.
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10.

11,

12.

timeframe than ten business days? For éxample, is ten business days sufficient time to
run the stress tests, generate the results, and provide them to senior management? If the
time-frame should be longer or shorter, identify the different timeframe and explain why
it would be more appropriate than ten business days.

Is the requirement that the assumptions underlying the liquidity stress test be reviewed at
least quarterly by senior management that has responsibility to oversee risk management
at the firm and at least annually by senior management of firm approprie-llte? If not,
explain why not. Should the reviews be more or less frequent? If so, identify the
frequency and explain why it would be more appropriate than quarterly and annually.
Are the required assumptions of the funding liquidity stress test appropriate? If not,
explain why not.

Are there additional or altemative assumptions that should be required in the funding
liquidity stress test? If so, identify the additional or alternative assumptions and explain
why they should be included.

Are the required assumptions of the funding liquidity stress test understandable? If not,
identify the elements that require further explanation. -

Should other types of securities in addition to U.S. government securities be permitted for
the liquidity pool? If so, identify the types of securities and explain why they should be
permitted. |

Are the requirements for the written contingency funding plan appropriate? If not,
explain why not. |

Should additional or alternative requirements for the written contingency funding plan be

required? If so, identify the additional or alternative requirements and explain why they
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should be required: .

c. Other Rule 15¢3-1 Provisions Incorporated into Rule 18a-1

Rule 15¢3-1 has five other sets of provisions that are proposed to be included in new Rule
18a-1: (1) debt-equity ratio requirements;*’ (2) capital withdrawal notice requirements;** (3)
subsidiary consolidation requirements (Appendix C):** and (4) subordinated loan agreement
requirements. (Appendix D).**°
| I Debt-Equity Ratio Requirements

Rule 15¢3-1 sets limits on the amount of a broker-dealer’s outstanding subordinated
loans.®" The limits are prescribed in terms of debt-to-equity amounts.*> The debt-to-equity
limits are designed to ensure that a broker-dealer has a base of permanent capital in addition to

any subordinated loans, which — as discussed above — are permitted to be added back to net

worth when computing net capital. *** Proposed new Rule 18a-1 would contain the same debt-to-

434

equity limits.”" The objective of this parallel provision in Rule 18a-1 is to require nonbank

SBSDs to maintain a base of permanent capital.

527 See 17 CFR 240.15¢3-1(d).
428 See 17 CFR 240.15¢3-1{e).
429 See 17 CFR 240.15¢3-1c.

430 See 17 CFR 240.15¢3-1d.
3t See 17 CFR 240.15¢3-1(d).
432 Id.

433 See Net Capital Rule, Exchange Act Release No. 9891 (Dec. 5, 1972), 38 FR 56, 59 (Jan. 3, 1973) (“The

Commission has discovered a large number of instances in which broker-dealers were able to comply with

the net capital although the firms [sic] net worth been entirely depleted. Compliance with the rule was

possible only because subordinated debt is a permissible form of capital. Such conditions rendered the firm

technically insolvent since its liabilities exceeded its assets.™). .

See paragraph (h) of proposed new Rule 18a-1.

434
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Request for Comment

The Commission generally requests comment on the proposal to incorporate the debt-
equity ratio provisions of Rule 15¢3-1 into proposed new Rule 18a-1. In addition, the
Commission requests comment, including empirical data in support of comments, in response to
the following question:

1. Are the debt-equity ratio requirements in Rule 15¢3-1 appropriate standards for stand-
alone SBSDs? If not, explain why not and suggest an alternative standard.
ii. Capital Withdrawal Requirements
Rule 15¢3-1 requires that a broker-dealer provide notice when it seeks to withdraw

35 For example, a broker-dealer must give

capital in an amount that exceeds certain thresholds.
the Commission a two-day notice before a withdrawal that would exceed 30% of the firm’s
excess net capital and a notice within two days after a withdrawal that exceeded 20% of that
measure.”*® The notice provisions are designed to alert the Commission and the firm’s |
designated examining authority that capital is being withdrawn to assist in the monitoring of the
financial condition of the broker-dealer. Rule 15¢3-1 also restricts capital withdrawals that could
have certain financial impacts on the firm, including withdrawals that reduce net capital below
certain numerical levels.*>” These restrictions are designed to ensure that the broker-dealer
maintains a buffer of net capital above its minimum required amount. Finally, under the rule, the

Commission may issue an order temporarily restricting a broker-dealer from withdrawing capital

or making loans or advances to stockholders, insiders, and affiliates under certain

43 See 17 CFR 240.15¢3-1(e)(1).
436 See 17 CFR 240.15¢3-1(e)(1).
37 See 17 CFR 240.15¢3-1(e)(2).
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circumstances. +*®

This provision and several of the notice and restriction provisions were put in
placé after the failure of the investment bank Drexel Burnham Lambert, Inc. (“Drexel”).***
Drexel, prior to its bankruptcy, transferred significant funds from its broker-dealer subsidiary to
the holding company without notice to the Commission or Drexel’s designated examining
authority.**

Stand-alone SBSDs would be subject to the same provisions, with one difference.**! In
2007, the Commission proposed amendments to Rule 15¢3-1 to eliminate certain of the
conditions required in an order restricting th§ withdrawals or the making of loans or a-ldvances to
stockholders, insiders, and affiliates.*** More specifically, under Rule 15¢3-1, the Commission
can, by order, restrict a broker-dealer for a period up to 20 business days from making capital
withdrawals, loans, and advances only to the extent the withdrawal, loan, or advance would
exceed 30% of the broker-dealer’s excess net capital when aggregated with other such

transactions over a 30-day period.**® The current requirement raises a concern, based on

Commission staff experience, that to the extent the books and records of a broker-dealer that is in

financial distress are incomplete or inaccurate it can be difficult for regulators to determine the

a8 See 17 CFR 240.15¢3-1(e)(3).
49 Sce Net Capital Rule, Exchange Act Release No. 28927 (Feb, 28, 1991), 56 FR 9124 (Mar. 5, 1991).

440 1d. at 9125,

r See paragraph (i) of proposed new Rule 18a-1.

2 Amendments to Financial Responsibility Rules for Broker-Dealers, 72 FR 12862,

43 See 17 CFR 240.15¢3-1{e}(3)(i}. To issue an order, the Commission must, based on the facts and
information available, conclude that the withdrawal, advance or loan may be detrimental to the financial
integrity of the broker-dealer, or may unduly jeopardize the broker-dealer’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 broker-dealer to loss without taking into account the application of the Securities Investor
Protection Act of 1970 (*SIPA™), See 17 CFR 240.15¢3-1(e)(3)(1)(B). Furthermore, the rule provides that
an order temporarily prohibiting the withdrawal of capital shall be rescinded if the Commission determines
that the restriction on capital withdrawal should not remain in effect and that the hearing will be held within
two business days from the date of the request in writing by the broker-dealer. See 17 CFR 240.15¢3- .

1(e)(3)(i).
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firm’s actual net capital and excess net capital amounts.** An order that limits withdrawals to a
percentage of excess net capital may be difficult to enforce a.s it may not always be clear when
that threshold had been reached.**® Given these concerns and consistent with the proposed
amendment to Rule 15¢3-1, the Commission is proposing that its ability to restrict withdrawals
of capital, loans or advances by stand-alone SBSDs not be limited based on the amount of the
46

withdrawal, loan or advance in relation to the amount of the firms’ excess net capita

Request for Comment

The Commission generally requests comment on the proposal to incorporate the capital
withdrawal provisions of Rule 15¢3-1 into proposed new Rule 18a-1. In addition, the
Commission requests comment, including empirical data in support of comments, in response to
the foilowing questions:

1. Are the capital withdrawal requirements in Rule 15¢3-1 appropriate standards for stand-
alone SBSDs? If not, explain why and suggest an alternative standard.

2. Under Rule 15¢3-1, a broker-dealer must give the Commission notice two days before a
withdrawal that would exceed 30% of the firm’s excess net capital and two days after a
withdrawal that exceeded 20% of that measure. Are these thresholds appropriate for
stand-alone SBSDs? If not, explain why not and suggest alternative thresholds.

3. Rule 15¢3-1 also restricts capital withdrawals that would have certain financial impacts
on a broker-dealer such as lowering net capital below certain levels. Are these same

requirements appropriate standards for stand-alone SBSDs?

444

See Amendments to Financial Responsibility Rules for Broker-Dealers, 72 FR at 12873.
445
Id.

446

See paragraph (i) of proposed new Rule 18a-1; Amendments to Financial Responsibility Rules for Broker-
Dealers, 72 FR at 12873.
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4. Under the proposed amendments, the 30% of excess net capital limitation currently .

contained in Rule 15¢3-1 with respect to Commission orders restricting withdrawais
would be eliminated. However, under the proposed amendments, the Commission in
issuing an order restricting withdrawals could impose such terms and conditions as the
Commission deems necessary or appropriate in the public interest or consistent with the
protéction of investors. Please identify terms and conditions that the Commission should
consider to be included in such orders. For example, under certain circumstances, would
1t be appropriate for the current limitation in Rule 15¢3-1 to be included in the order?
Alternatively, should the 3 0% of excess net capital limitation currently contained in Rule
15¢3-1 be retained in proposed new Rule 18a-1? If so, please explain why.

iii. Appendix C

Appendix C to Rule 15¢3-1 requires a broker-dealer in computing its net capital and

aggregate indebtedness to consolidate in a single computation assets and liabilities of any
subsidiary or affiliate for which it guarantees, endorses or assumes directly or indirectly
obligations or liabilities.**’ The assets and liabilities of a subsidiary or affiliate whose liabilities
and obligations have not been guaranteed, endorsed, or assumed directly or indirectly by the
broker-dealer may also be consolidated.**® By including the assets and liabilities of a subsidiary
in its net capital computation, a firm may receive flow-through net capital benefits because the
consolidation may serve to increase the firm’s net capital and thereby assist it in meeting the
minimum requirements of Rule 15¢3-1. Appendix C sets forth the requirements that must be met

to consolidate in a single net capital computation the assets and liabilities of subsidiaries and

7 See 17 CFR 240.15¢3-1c.
448 &
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affiliates in order to obtain flow-through capital benefits for a parent broker-dealer.**
Specifically, the broker-dealer must possess majority ownership and control over the
consolidated subsidiary or affiliate and obtain an opinion of counsel essentially stating that at
least the portion of the subsidiary’s or affiliate’s net asset value related to the broker-dealer’s
ownership interest therein may be distributed to the broker-dealer (or a trustee in a SIPA
liquidation) within thirty days, at the requést of the distributee.**® In addition, subordinated
obligations of the subsidiary or affiliate may not serve to increase the net worth of the broker-
dealer unless the obligations also are subordinated to the claims of present and future creditors of

451

the broker-dealer. Appendix C also requires that liabilities and obligations of a subsidiary or

affiliate of the broker-dealer that are guaranteed, endorsed, or assumed either directly or
indirectly by the broker-dealer must be reflected in the firm’s net capital computation.45 2

Based on Commission staff experience and information from an SRO, very few broker-
dealers consoiidate subsidiaries or affiliates to obtain the ﬂow—through capital benefits under
Appendix C to Rule 15¢3-1. The review and information from.the SRO indicate that the limited
use results from the difficulty in obtaining the required opinion of counsel. Consequently,
Appendix C to proposed new Rule 18a-1 would contain only the requirement that a stand—élono;

SBSD include in its net capital computation all liabilities or obligations of a subsidiary or

affiliate of the stand-alone SBSD that the SBSD guarantees, endorses, or assumes either directly

49 See 17 CFR 240.15¢3-1c.

s See 17 CFR 240.15¢3-1¢(b). FINRA Rule 4150(a) requires that prior written notice be given to FINRA
whenever a FINRA member guarantees, endorses or assumes, directly or indirectly, the obligations or
liabilities of another person. Paragraph (b) of the rule requires that prior written approval must be obtained
from FINRA whenever any member seeks to receive flow-through capital benefits in accordance with
Appendix C to Rule 15¢3-1. This makes compliance with the rule more stringent because FINRA must
pre-approve the subordinated debt for FINRA member firms who wish to take advantage of the capital
benefits available under Appendix C of Rule 15¢3-1. As of June 1, 2012, of the 4,711 broker-dealers
registered with the Corpmission, 4,437 were FINRA member firms.

ot See 17 CFR 240.15¢3-1c(c)(2).
452 See 17 CFR 240.15¢3-1¢(d).
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or indirectly. Thus, étand-alone SBSDs would not be able to claim flow-through capital benefits
for consolidated subsidiaries or affiliates. The Commission does not expect that this difference
in approach between Rule 15¢3-1 and proposed new Rule 18a-1 would create any competitive
disadvantage for stand-alone SBSDs vis-a-vis broker-dealer SBSDs, given the limited use of the
flow-through benefits provision under the current rule.

Request for Comment

| The Commission generally requests comment on Appendix C of both Rule 15¢3-1 and
proposed Rule 18a-1. In addition, the Commission requests comment, including empirical data
-in support of comments, in response to the following questions:

1. Should the flow-through capital benefit provisions of Appendix C to Rule 15¢3-1 be
eliminated? If so, explain why. Alternatively, should the tlow-through capital benefit
provisions in Appendix C to Rule 15¢3-1 be incorporated into proposed Rule 18a-17 If
s0, explain why.

2. Would stand-alone SBSDs be subject to a competitive disadvantage vis-a-vis broker-
dealer SBSDs as a result of the differences between proposed Appendix C of Rule 18a-1
and Appendix C of Rule 15¢3-1? Would these differences provide an incentive for an
entity to regis‘ger a nonbank SBSD as a broker-dealer SBSD? Please explain.

iv. Appendix D
Appendix D to Rule 15¢3-1 sets forth the minimum and non-exclusive requirements for
satisfactory subordination agreements.** A subordination agreement is a contract between a
broker-dealer and a third party pursuant to which the third party lends money or provides a

collateralized note to the broker-dealer. Generally, broker-dealers use subordination agreements

453 17 CFR 240.15¢3-1d.
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to borrow from third parties (typically affiliates) to increase the broker-dealer’s net capital.45 4

Nonbank SBSDs also are expected to use subordinated debt to obtain financing for their
activities and the proposals discussed below would prescribe when such loans would receive
favorable capital treatment.

In order to receive beneficial regulatory capital treatment under Rule 15¢3-1, the
obligation to the third party must be subordinated to the claims of creditors pursuant to a
satisfactory subordination agreement, as defined under Appendix D.** Among other things, a
satisfactory subordination agreement must prohibit, except under strictly defined limitations,
prepayments or aity payment of an obligation before the expiration of at least one year from the
effective date of the subordination agreement.456 This provision was designed to ensure the
adequacy as well as the permanence of capital in the industry.*’

There are two types of subordination agreements under Appendix D to Rule 15¢3-1: (1) a
subordinated loan agreement, which is used when a third party lends cash to a broker-dealer;**
and (2) a secured demand note agreement, which is a promissory note in which a third party
agrees to give cash to a broker-dealer on demand during the term of the note and provides cash

or securities to the broker-dealer as collateral.” ?

454

See 17 CFR 240.15¢3-1(c)(2)(i).
455 Id.
46 See 17 CFR 240.15¢3-1d(b)(1).

457 See Net Capital Requirements for Broker-Dealers; Amended Rules, Exchange Act Release No. 18417 (Jan.

13, 1982), 47 FR 3512, 3516 (Jan. 25, 1982).
438 See 17 CFR 240.15¢3-1d(a)(2)(i).

459 See 17 CFR 240.15¢3-1d(a)(2)(VHA). Under a secured demand note agreement, the third party cannot sell
or otherwise use the collateral unless the third party substitutes securities of equal value for the deposited
securities. See 17 CFR 240.15¢3-1d(a)(2)(v}(D).
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A broker-dealer SBSD would be subject to the provisions of Appendix D to Rule 15¢3-1 .
through parallel provisions in Appendix D to proposed new Rule 18a;1 160 However, only the
subordinated loan agreement provisions would be included in Appendix D to proposed new Rule
18a-1. Thus, stand-alone SBSDs would not be able to use secured demand note agreements to
obtain beneficial regulatory capital treatment under proposed Appendix D to Rule 18a-1. Based
on Commission staff experience, broker-dealers infrequently utilize secured demand notes as a
source of capital, and the amounts of these notes are relatively small in size. Theféfore, this form
of regulatory capital is not being proposed for stand-alone SBSDs. Accordiﬁgly, Appendix D to
proposed new Rule 18a-1 would refer solely to “subordinated loan agreements” in the provisions
where Appendix D to Rule 15¢3-1 refers more broadly to “subordination agreements.”*’
Subordination agreements under Aﬁpendix D to Rule 15¢3-1 are approved by a broker-

462

dealer’s designated examining authority.*®* A broker-dealer also is required to notify its

designated examining authority upon the occurrence of certain events under Appendix D to Rule
15¢3-1.% Because the term “designated examining authority” applies only to registered broker-

dealers (i.e., stand-alone SBSDs would not have a desi gnated examining authorify), the

460 Appendix D to Rule 15¢3-1d has provisions that apply if an action (e.g., repayment of the subordinated

loan) would cause the broker-dealer’s net capital to fall below certain thresholds (e.g., 120% of the broker-
dealer’s minimum net capital requirement) and a provision that applies if the broker-dealer’s net capital has
fallen below its minimum net capital requirement. See paragraphs (b)(7), (b)(8)(i), (B)0)(ID(B), (c}2),
and (c}(5)(i}B) of 17 CFR 240.15¢3-1d. Proposed new Rule 18a-1 would contain analogous provisions
that would be based on the proposed minimum net capital and tentative net capital requirements for stand-
alone SBSDs. See paragraphs (b)(6), (b)(7), (BY(9)(ii)(A), (c)(2), and (c)(4)(i) of proposed new Rule 18a-
1d. In addition, in order to reflect the minimum net capital requirements that would apply to broker-dealer
SBSDs, conforming amendments are being proposed for Rule 15¢3-1d. See proposed amendments to
paragraphs (b)(7), (b)(8)(1), (b)(10)(ii)(B), (c)(2), and (c){5)(i)}(B) of 17 CFR 240.15¢3-1d.

The term “subordination agreements” as used in Appendix D to Rule 15¢3-1 references both subordinated
loan agreements and secured demand note agreements.

462 See 17 CFR 240.15¢3-1d(c)(6)(i). See also FINRA Rule 4110(e)(1), which provides that subordinated
loans and secured demand notes must be approved by FINRA in order to receive beneficial regulatory
capital treatment.

963 See, e.g., 17 CFR 240.15¢3-1d(b)(6).
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provisions of Appendix D to Rule 18a-1 refer to the “Commission” instead of the “designated
examining authority.” Specifically, under paragraph (c)(5) of Appendix D to proposed Rule 18a-

1, a stand-alone SBSD would be required to file two copies of -any proposed subordinated loan
égreement (including nonconforming subordinated loan agreements) at least 30 days prior to the
proposed execution date of the agreement with the Commission.*®® The rule would also require
an SBSD to file with the Commission a statement setting forth the name and address of the
lender, the business relationship of the lender to the SBSD, and whether the SBSD carried an
account for the lender effecting transactions in security-based swaps at or about the time the
proposed agreement was filed **°

Request for Comment

The Commission generally requests comment on Appendix D to both Rule 15¢3-1 and
proposed new Rule 18a-1. In addition, the Commission requests comment, inclﬁding empirical
data in support of comments, in response to the following questions: |

1. Should the secured demand note provisions of Appendix D to Rule 15¢3-1 be ellmmated‘?

Alternatively, should the secured demand note provisions be incorporated into Appendix

D to proposed new Rule 18a-1? If so, explain why.

2. Would stand-alone SBSDs be disadvantaged vis-a-vis broker-dealér SBSDs as a result of
the differences between proposed Appendix D to proposed new Rule 18a-1 and Appendix

D to Rule 15¢3-17 Would these differences provide an incentive for an entity to register

a nonbank SBSD as a broker-dealer SBSD? Please explain.

4ot See paragraph (c)(5) of proposed new Rule 18a-1d.

465 Id
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3. Proposed Capital Rules for Nonbafnk MSBSPs .

Proposed new Rule 18a-2 would establish capital requirements for nonbank MSBSPs. In
particular, a nonbank MSBSP would be required at all times to have and maintain positive
tangible net worth.**® A tangible net worth standard is being proposed for nonbank MSBSPs,
rather than the net liquid assets test in Rule 15¢3-1, because the entities that may need to register
as nonbank MSBSPs may eﬁgage m a diverse range of business activities d-ifferent from, and
broader than, the securities activities conducted by broker-dealers or SBSDs (otherwise they
would be required to register as an SBSD and/or broker-dealer). For example, the-se ent.ities may
- engage in commercial activities that require them to have substantial fixed assets to support
manufacturing and/or result in them having significant assets comprised of unsecured
reccivables. Requiring them to adhere to a net liquid assets test could result in their having to

obtain significant additional capital or engage in costly restructurings. .

The term tangible net worth would be defined to mean the nonbank MSBSP’s net worth
as determined in accordance with generally accepted accounting principles in the United States,
excluding goodwill and other intangible assets.*®” In determining net worth, all long and short
positions in security-based swaps, swaps, and related positions would need to be marked to their

*%® Further, a nonbank MSBSP would be required to include in its computation of

market value.
tangible net worth all liabilities or obligations of a subsidiary or affiliate that the participant

guarantees, endorses, or assumes, either directly or indircctly.469 The proposed definition of

tangibie net worth would allow nonbank MSBSPs to include as regulatory capital assets that

466 See paragraph (a) of proposed new Rule 18a-2. If a broker-dealer is required to register as a nonbank

MSBSP, it would need to continue to comply with Rule 15¢3-1 in addition to proposed new Rule 18a-2.

467 See paragraph (b) of proposed new Rule 18a-2.

‘% Id. This provision is modeled on paragraph (X2)ViXB)(1) of Rule 15¢3-1. See 17 CFR 240.15¢3-
1{c)2)(viXB)X1). See also paragraph (c)(1)(iB)1) of proposed new Rule 18a-1. .

09 See paragraph (b) of proposed new Rule 18a-2.
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would be deducted from net worth under Rule 15¢3-1, such as property, plant, equipment, and
unsecured receivables. At the same time, it would require the deduction of goodwill and other
intangible assets.*’°

Because nonbank MSBSPs, by definition, will be entities that engage in a substantial
security-based swap business, they would be required to comply with Rule 15¢3 -4 with respect
to their security-based swap and swap activities.’! As discussed above in section 1LA.2.c. of
this release, Rule 15¢3-4 requires OTC derivatives dealers and ANC broker-dealers to establish,
document, and maintain a system of internal risk management controls to assist in managing the
risks associated with their business activities, including market, credit, leverage, liquidity, legal,
and operational risks.*”? The proposal that nonbank MSBSPs be subject to Rule 15¢3-4 1s
designed to promote sound risk management practices with respect to the risks associated with
OTC derivativ@s.

Finally, the risk that the failure of a nonbank MSBSP could have a destabilizing market
impact is being addressed in part by the account equity requirements in proposed new Rule 18a-3
_ as discussed below in section 11.B.2.c.ii. of this release — that would require a nonbank MSBSP
to deliver collateral to counterparties to cover the counterparty’s current exposure to the nonbank
MSBSP. The proposed requirement that nonbank MSBSPs deliver collateral to counterparties is
designed to address a risk that arose during the 2008 credit crisis (i.c., the existence of large

_uncollateralized exposures of market participants to a single entity). The proposed requirements

in proposed new Rule 18a-2 that a nonbank MSBSP maintain positive tangible net worth and

410 The proposed definition of tangible net worth is consistent with the CFTC’s proposed definition of tangible

pet equity. See CFTC Capital Proposing Release, 76 FR at 27828 (defining tangible net equity as “equity
as determined under U.S. generally accepted accounting principles, and excludes goodwill and other
intangible assets.”).

47 See paragraph (¢) of proposed new Rule 18a-2.

12 See 17 CFR 240.15¢3-4.
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establish risk management controls are desi gned to serve as an extra measure of protection but be

flexible enough to account for the potential range of business activities of these entities.

Request for Comment

The Commission generally requests comment on the proposed capital requirements for

nonbank MSBSPs. In addition, the Commission requests comment, including empirical data in

support of comments, in response to the following questions:

I

Is a tangible net worth test an appropriate standard for a nonbank MSBSP? Would a net
liquid assets test capital standard be more appropriate? If so, describe the rationale for
such an approach.

Should nonbank MSBSPs be permitted to calculate their tangible net worth using
generally accepted accounting principles in jurisdictions other than U.S., such as where
the nonbank MSBSP is incorporated, organized, or has its principal office? If so, explain
why.

Can the risks to market stability presented by nonbank MSBSPs be largely addressed

through margin reqﬁirements‘?

| Should proposed new Rule 18a-2 require that a nonbank MSBSP maintain a minimum

fixed-dollar amount-of tangible net equity, for example, equal to $20,000,000 Or some
greater or lesser amount? If so, explain the merits of imposing a fixed-doliar amount and
identify the recommended fixed-dollar amount,

Should proposed new Rule 18a-2 require that a nonbank MSBSP compute capital charges
for market risk and credit risk? For example, should such a requirement be modeled on

the CFTC’s proposed market and credit risk charges for nonbank swap dealers and
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nonbank major swap participants that are not using internal models and are not FCMs?*"
If nonbank SBSDs -should be required to take market and credit risk charges, explain
why. If not, explain why not.

6. Should nonbank MSBSPs be subject to a leverage test and if so, how should it be
designed? Explain the rationale for such a test.

7. Should a nonbank MSBSP be subject to a minimum tangible net worth requirement that
is proportional to the amount of risk incurred by the MSBSP through its outstandihg
security-bas.ed swap transactions? More specifically, should an MSBSP calculate an
“adjusted tangible net worth™ by subtracting market risk deductions for their security-
based swaps (either based on the standardized haircuts or on approved models) from their
tangible net worth and be required to maintain sufficient capital such that this adjusted
tangible net worth figure is positive?

B. MARGIN

1. Introduction

As discussed above in section ILA.2.b.iv. of this release, dealers in OTC derivatives
manage credit risk to their OTC derivatives counterparties through collateral and netting
agrecments.474 The two types of credit exposure arising from OTC derivatives are current
exposure and potential future exposure. The current exposure is the amount that the counterparty
would be obligated to pay the dealer if all the OTC derivatives contracts with the counterparty
were terminated (i.€., it is the amount of the current receivable from the counterparty). This form

of credit risk arises from the potential that the counterparty may default on the obligation to pay

413 See CETC Capital Proposing Release, 76 FR at 27809-27812.

See Market Review of OTC Derivative Bilateral Collateralization Practices; OTC Derivatives: Settlement
Procedures and Counterparty Risk Management.
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the current receivable. The potential future exposure is the amount ‘that the current exposure may
increase in favor of the dealer in the future. This form of credit risk anses from the potential that
the counterparty may default before providing the dealer with additional collateral to cover the
incremental increase in the current exposure or that the current exposure will increase after a
default when the counterparty has ceased to provide additional collateral to cover such increases
and before the dealer can liquidate the position.

Dealers may require counterparties to provide collateral to cover their current and
potential future exposures to the counterparty.*” On the other hand, they -may not require
collateral for these purposes because, for example, the counterparty is deemed to be of low credit
risk.*" Alternatively, agreements between a dealer and its counterparties could require the
counterparties to begin delivering collateral during the pendency of the transaction if certain
“trigger events,” e.g., a downgrade of the counterparty’s credit rating, occur. Prior to the
financial crisis, the ability to enter into OTC derivatives transactions without having to deliver
collateral allowed counterparties to enter inio OTC derivatives transactions without the necessity
of using capital to support the transactions.*”’ So, when “trigger events” occurred during the

tinancial crisis, counterparties faced significant liquidity strains in seeking to meet the

473 In the Dodd-Frank Act, collateral collected to cover current exposure is referred to as variation margin and

. collateral collected to cover potential future exposure is referred to as initial margin. See, e.g., section
15F(e)(2)(B)(i)-(ii) of the Exchange Act (15 U.S.C. 780-10(e)(2)(B)(1)-(ii)) and section 4s(e)( 1)(A)-(B) of
the CEA (7 US.C. 6s(e)(1)(A)-(B)), added by the Dodd-Frank Act. In this release, collateral collected to
cover potential future exposure is referred to as margin collateral.

176 See, e.g., Orice M. Williams, Director, Financial Markets and Community Investment, General

Accountability Office (“GAO™), Systemic Risk: Regulatory Oversight and Recent Initiatives to Address
Risk Posed by Credit Default Swaps, GAO-09-397T {Mar. 2009), available at
http:/fwww.gao.gov/new.items/d09397t pdf (testimony before the U.S. House Financial Services
Subcommittee on Capital Markets, Insurance, and Government Sponsored Enterprises).

an Id. at 13.
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. requirements to deliver collateral.”® As a result, some dealers experienced large uncollateralized

exposures to counterparties experiencing financial difficulty, which, in turn, risked exacerbating

the already severe market dislocation.*™

The Dodd-Frank Act seeks to address the risk of uncollateralized credit risk exposure
arising from OTC derivatives by, among other things, mandating margin requirements for non-
cleared security-based swaps and swaps. In particular, section 764 of the Dodd-Frank Act added
new section 15F to the Exchange Act. 0 Section 15F(e)(2)(B) of the Exchange Act provides that
the Commission shall adopt rules for nonbank SBSDs and nonbank MSBSPs imposing “both
initial and variation margin requirements on all security-based swaps that are not cleared by a
registered clearing agency.”481 Section 15F(e)(2)(A) of the Exchange Act provides that the
prudential regulators shall prescribe initial and variation margin requirements for non-cleared
security-based swap transactions applicable to bank SBSDs and bank MSBSPs.*** Section

. 15F(e)(3)(A) also provides that “[t]o offset the greater risk to the security-based swap dealer or
major security-based swap parficipant and the financial system arising from the use of security-
1 based swaps that are not cleared,” the margin requirements proposed by the Commission and

prudential regutators shall “help ensure the safety and soundness” of the SBSDs and the

478 Id. See also GAO, Financial Crisis; Review of Federal Reserve System Financial Assistance to American

Internationat Group, Inc., GAQ-11-616 (Sept. 2011), available at
hitp://www.gao.gov/assets/S30/5 85560.pdf (“Financial Crisis: Review of Federal Reserve System Financial
Assistance to American International Group, Inc.”).

479 See Financial Crisis: Review of Federal Reserve System Financial Assistance to American International

Group, Inc. at 5-6.
480 See Pub. L. 111-203 § 764.

48 15 U.5.C. 780-10(e)(2)(B).

2 See 15 U.S.C. 780-10(e)(2)1(A). The prudential regulators have proposed margin rules with respect to non-
cleared swaps and security-based swaps that would apply to bank swap dealers, bank major swap
participants, bank SB3Ds; and bank MSBSPs. See Prudential Regulator Margin and Capital Proposing

. Release, 76 FR 27564. The prudential regulators refer (o collateral to cover curTent exposure as variation

margin and collateral to cover potential future exposure as initial margin. 1d.
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MSBSPs, and “be appropriate for the risk associated with non-cleared security-based swaps
held” by an SBSD or MSBSP. 8

Similarly, sections 4sl(e)(1)(A) and (B) of the CEA provide that the prudential regulators
and the CFTC shall prescribe margin requirements for, respectively, bank swap dealers and bank
major swap participants, and nonbank swap dealers and nonbank major swap participants,*®*
Further, section 4s(e)(3)(A) of the CEA provides, among other things, that “[t]o offset the greater
risk to the swap dealer or major swap participant and the financial system arising from the use of
swaps that are not cleared,” the margin requirements adopted by the prudential regulators and the
CFTC shall “help ensure the safet'y and soundness™ of swap dealers and major swap participants,
and “be appropriate for the risk associated with non-cleared swaps held” by these entities. **’

The margin requirements that must be established with respect to non-cleared security-
based swaps and non-cleared swaps will operate in tandem with provisions in the Dodd-Frank

Act requiring that security-based swaps and swaps must be cleared through a registered clearing

agency or registered DCO, respectively, unless an exception to mandatory clearing exists.**

483 15 U.S.C. 780-10(c}3)(A).

45 See 7U.S.C. 6s(e)(1)(A) and (B). The CFTC has proposed margin requirements with respect to non-
cleared swaps that would apply to nonbank swap dealers and nonbank major swap participants. See CFTC
Margin Proposing Release, 76 FR 23732, The CFTC refers to collateral to cover current exposure as
variation margin and collateral to cover potential future exposure as initial margin. Id,

985 7U.8.C. 6s(e)(3)(A).

486 See Pub. L. 111-203 § 763 (adding section 3C(a)(1) of the Exchange Act (15 U.S.C. 78¢-3(a)(1)
{mandatory clearing of security-based swaps)) and Pub. L. 111-203 § 723 (adding section 2(h) of the CEA
(7 U.8.C. 2(h) (mandatory clearing of swaps)). The mandatory clearing provisions in the Exchange Act
and CEA contain exceptions from the mandatory clearing requirement for certain types of entitics, security-
based swaps, and swaps. See Process for Submissions for Review of Security-Based Swaps for Mandatory
Clearing and Notice Filing Requirements for Clearing Agencies; Technical Amendments to Rule 19b-4 and
Form 19b-4 Applicable to All Self-Reguiatory Organizations, Exchange Act Release No. 67286 (June 28,
2012), 77 FR 41602 (July 13, 2012) {explaining exceptions to mandatory clearing for security-based
swaps) (“Process for Submissions of Security-Based Swaps™); Process for a Designated Contract Market or
Swap Execution Facility To Make a Swap Available To Trade, 76 FR 77728 (Dec. 30, 2014) (explaining
exceptions to mandatory clearing for swaps). Security-based swaps and swaps that are not required to be
cleared would be non-cleared security-based swaps and swaps.
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More specifically, section 3C of the Exchange Act,487 as added by section 763(a) of the Dodd-
Frank Act, creates, among other things, a clearing requirement with respect to certain security-
based swaps. Specifically, this section provides that “[i]t shall be unlawful for any person to
engage in a security-based swap unless that person submits such security-based swap for clearing
to a clearing agency that is registered under this Act or a clearing agency that is exempt from
registration under this Act if the security-based swap is required to be cleared.”**®

Clearing agencies and DCOs that operate as central counterparties (“CCPs”) manage
credit and other risks through a range of controls and methods, including prescribed margin rules
for their members.**® Thus, the mandatory clearing requirements established by the Dodd-Frank

Act for security-based swaps and swaps, in effect, will establish margin requirements for cleared

security-based swaps and cleared swaps and, thereby, complement the margin requirements for

@ 15 U.S.C. 78¢-3 et seq.
i 15 U.S.C. 78¢-3(a)(1) (as added by section 763(a) of the Dodd-Frank Act). The requirement that a

security-based swap must be cleared will stem from the determination to be made by the Commission.
Such determination may be made in connection with the review of a clearing agency’s submission
regarding a security-based swap, or any group, category, type or class of security-based swap, the clearing
agency plans to accept for clearing. See 15 U.S.C. 78¢-3(b)(2)(C)(ii) (as added by section 763(a) of the
Dodd-Frank Act) (“[t]he Commission shall . . . review each submission made under subparagraphs (A) and
(B), and determine whether the security-based swap, or group, category, type, or class of security-based
swaps, described in the submission is required to be cleared”.). In addition, section 3C(b)(1) of the
Exchange Act provides that “[tlhe Commission on an ongoing basis shall review each security-based swap,
or any group, category, type, or class of security-based swaps to make a determination that such security-
based swap, or group, category, type, or class of security-based swaps should be required to be cleared.”

w9 See Clearing Agency Standards for Operation and Governance, Exchange Act Release No. 64017 (Mar. 3,
2011), 76 FR 14472 (Mar. 16, 2011) (“Clearing Agency Standards for Operation and Governance™). A
CCP interposes itself between two counterparties to a transaction. See Process for Submissions of
Security-Based Swaps, 77 FR at 41603. For example, when an OTC derivatives contract between two
counterparties that are members of a CCP is executed and submitted for clearing, it is typically replaced by
two new contracts--separate contracts between the CCP and each of the two original counterparties. At that
point, the original counterparties are no longer counterparties to each other. Instead, each acquires the CCP
as its counterparty, and the CCP assumes the counterparty credit risk of each of the original counterparties
that are members of the CCP. To address the credit risk of acting as a CCP, clearing agencies and DCOs
require their clearing members to post collateral for proprietary and customer positions of the member
cleared by the clearing agency or DCO. They also may require their clearing members to collect collateral
from their customers. In addition, as discussed below, the Federal Reserve and the broker-dealer SROs
prescribe margin rules requiring broker-dealers to collect margin collateral from their customers for
financed securities transactions and facilitated short sales of securities. Id.
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non-cleared security-based swaps and non-cleared swaps established by the Commission, the
prudential regulators, and the CFTC.*°

Pursuant to section 15F(e) of the Exchange Act, the Commission is proposing new Rule
18a-3 to establish margin requirements for nonbank SBSDs and nonbank MSBSPs with respect
to non-cleared security-based swaps. The provisions of proposed Rule 18a-3 are based on the
margin rules applicable to broker-dealers (the “broker-dealer margin rules”).*”' The goal of
modeling proposed new Rule 18a-3 on the broker-dealer margin rules is to promote consistency
with existing rules and to facilitate the portfolio margining of security-based swaps with other
types of securities. In the securities markets, margin rules have been set by relevant regulatory
authorities (the Federal Reserve and the SROs) since the 1930s.*2 The requirement that an SRO
file proposed margin rules with the Commission has promoted the establishment of consistent
margin levels across the SROs, which mitigates the risk that SROs (as well as their member

firms) will compete by implementing lower margin levels and also helps ensure that margin

490 Sce Prudential Regulator Margin and Capital Proposing Release, 76 FR at 27567 (“In the derivatives

clearing process, central counterparties (CCPs) manage the credit risk through a range of controls and
methods, including a margining regime that imposes both initial margin and variation margin requirements
on parties to cleared transactions. Thus, the mandatory clearing requirement established by the Dodd-
Frank Act for swaps and security-based swaps will effectively require any party to any transaction subject
to the clearing mandate to post initial and variation margin to the CCP in connection with that
transaction.”) (footnote omitted). See also Clearing Agency Standards for Operation and Governance, 76
FR at 14482 (proposing a requirement that clearing agencies acting as CCPs must establish, implement,
maintain, and enforce written policies and procedures reasonably designed to use targin requirements to
limit credit exposures to members in normal market conditions, use risk-based models and parameters to
set margin requirements, and review the models and parameters at least monthly),

1 Broker-dealers are subject to margin requirements in rules promulgated by the Federal Reserve (12 CFR

220.1, et seq.), SROs (see, e.g., FINRA Rules 4210-4240), and, with respect to security fatures, jointly by
the Commission and the CFTC (17 CFR 242.400-406).

49 The Federal Reserve originally adopted Regulation T pursuant to section 7 of the Exchange Act shortly

after the enactment of the Exchange Act. See 1934 Fed. Res. Bull. 675. The purpeses of the Federal
Reserve’s margin rules include: (1) regulation of the amount of credit directed into securities speculation
and away from other uses; (2) protection of the securities markets from price fluctuations and disruptions
caused by excessive margin credit; (3) protection of investors against losses arising from undue leverage in
securities transactions; and (4) protection of broker-dealers from the financial exposure involved in

excessive margin lending to customers. See Charles F. Rechlin, Securities Credit Reculation §1:3(2ded..

2008).
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levels are set at sufficiently prudent levels to reduce systemic risk.*”® Basing proposed Rule 18a-
3 on the broker-dealer margin rules is intended to achieve these same objectives in the market for
security-based swaps.

Under the broker-dealer margin rules, an accountholder is required to maintain a
specified level of equity in a securities account at a broker-dealer (i.e., the market value of the
assets in the account must exceed the amount of the accountholder’s obligations to the broker-
dealer by a prescribed amount).*”* This equity serves as a buffer in the event the accountholder
fails to meet an obligation to the broker-dealer and the broker-dealer must liquidate the assets in
the account to satisfy the obligation.w5 The equity also provides liquidity to the broker-dealer
with which to fpnd the credit extended to the accountholder. The amount of the equity required
to be maintained in the account depends on the securities transactions being facilitated through
the resources of the broker-dealer because the equity requirement increases as the risk of the
securities purchased with borrowed funds or sold short with borrowed securities increases..

Proposed new Rule 18a-3 is based on these same principles and is intended to form part
of an integrated program of financial responsibility requirements, along with the proposed capital
and segregation standards. For example, proposed new Rule 18a-1 would impose a capital

charge in certain cases for uncollateralized exposures arising from security-based swaps. The

493 Pursuant to section 19(b)(1) of the Exchange Act, each SRO must file with the Commission any proposed

change in, addition to, or deletion from the rules of the exchange electronically on a Form 19b-4 through
the Electronic Form 19b-4 Filing System, which is a secure website operated by the Commission. 15
U.S.C. 78s(b)(1); 17 CFR 240.19b-4.

494 See, e.g., 12 CFR 220.2; FINRA Rule 4210(a)(5); 17 CFR 242.401(a)(8). Accountholder obligations to the
broker-dealer generally arise from the accountholder borrowing funds from the broker-dealer to fimance
securities purchases and the accountholder relying on the broker-dealer to borrow securities or use its own
securities to make delivery on short sales of securities by the accountholder,

95 The account equity requirement, in effect, mandates that the account contain sufficient collateral to cover

the broker-dealer’s current exposure to the accountholder plus a buffer to address potential future exposure.
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segregation requirements are intended to ensure that initial margin collected by SBSDs is
protected from their proprietary business risks.**°

Request for Comment

The Commission generally requests comment on the proposal to model the nonbank
SBSD margin rule for non-cleared security-based swaps on the broker-dealer margin rules. In
addition, the Commission requests comment, incluaing empirical data in support of comments,
in response to the fo-llowing questions:

1. Are tﬁcre other margin standards that would more appropriately address the risks of non-
cleared security-based swaps and/or be more practical margining programs for non-
cleared security-based swaps? If so, identify them and explain how they would be more
appropriate and/or practical.

2. What are the current margining practices of dealers in OTC derivatives with respect to

contracts that likely would be security-based swaps subject to proposed new Rule 18a-3?
How do those margining practices differ from the proposed requirements in proposed
new Rule 18a-37

3. As a practical matter, would the structure of proposed new Rule 18a-3 accommodate
portfolio margining of security-based swaps and swaps? If so, explain why. If not,
explain why not.

2, Proposed Margin Requirements for Nonbank SBSDs and Nonbank
MSBSPs :

a, Scope of Rule 18a-3

Proposed new Rule 18a-3 would apply to nonbank SBSDs and nonbank MSBSPs.*? As

456

497

See propesed new Rules 18a-1, 18a-3, and 18a-4.
See paragraph (a) of propesed new Rule 18a-3. i .
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discussed in more detail below, the proposed rule would require nonbank SBSDs to collect
collateral from their counterparties to non-cleared security-based swaps to cover both current
exposure and potential future exposure to the counterparty (i.e., the rule would require the
account to have prescribed minimum levels of equity); however, there would be exceptions to
these requirements for certain types of counterparties and for certain types of transactions. The
collateral collected to address the potential fﬁture exposure (the margin collateral) would need to
be sufficient to meet the level of account equity required by the proposed rule. The required
level of account equity would be based on the risk of the positions in the account.

Proposed new Rule 18a-3 would require a nonbank MSBSP to collect collateral from
counterparties to which the nonbank MSBSP has current exposure and detiver collateral to
counterparties that have current exposure to the nonbank MSBSP; however, there would be
exceptions to these requirements for certain types of counterparties. These requirements would
apply only to current exposure (i.e., nonbank MSBSPs and their counterparties would not be
required to exchange collateral to cover potential future exposure to each other).

The proposed rule would not identify the types of instruments that must be delivered as
collateral (e.g., U.S. government securities). However, it would place limitations on the
collateral that could be collected by nonbank SBSDs. First, the rule would require the nonbank
SBSD to take haircuts on the collateral equal to the amounts of the deductions required under
Rule 15¢3-1, as proposed to be amended, and proposed new Rule 18a-1, as applicable to the
nonbank SBSD. Second, the rule would prescribe conditions with respect to the collateral
modeled on the conditions in Appendix E to Rule 15¢3-1, discussed above in section ILA 2.b.iv.

of this release, that determine when collateral can be taken into account for purposes of
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determining a potential credit risk charge for exposure to certain counterparties.*® .

Finally, the provisions in proposed new Rule 18a-3 are intended to establish minimum
margin requirements for non-cleared security-based swaps. A nonbank SBSD and a nonbank
MSBSP could establish “house” margin requirements that are more conservative than those
specified in the proposed new rule.*”” For example, a nonbank SBSD could require that a
minimum level of equity must be maintained in the accounts of counterparties that exceed the
level of equity required to be maintained pursuant to the proposed new rule. In addition, a
nonbank SBSD and a nonbank MSBSP could specifically identify and thereby iimit the types of
instruments they will accept as collateral.

b. Daily Calculations
I Nonbank SBSDs

Proposed new Rule 18a-3 would require nonbank SBSDs to collect collateral from their

counterparties to non-cleared security-based swaps to cover both current exposure ﬁnd potential
future exposure, subject to certain exceptions discussed below.**" Consequently, proposed new
Rule 18a-3 would require a nonbank SBSD to perform two calculations as of the close of each
business day with respect to each account carried by the firm for a counterparty to a non-cleared

501

security-based swap transaction.”™" A nonbank SBSD would be required to increase the

frequency of the calculations (i.e., perform intra-day calculations) during periods of extreme

98 See 17 CFR 240.15¢3-1e(c)(4)(v)(A)-(TD).

99 Under broker-dealer margin rules, broker-dealers also can establish “house™ margin requirements as long as

they are at least as restrictive as the Federal Reserve and SRO margin rules, See, e.g., FINRA Rule
4210(d).

500 See paragraphs (c)(1)(ii) and (iii) of proposed new Rule 18a-3.

5ot Sec paragraphs (¢)(1)}i){A) and (B) of proposed new Rule 18a-3. For purposes of proposed new Rule 18a-

3, the term account would mean an account carried by a nonbank SBSD or nonbank MSBSP for a

counterparty that holds non-cleared security-based swaps. See paragraph (b)(1) of proposed new Rule 18a-

3. In addition, the term counterparty would mean a person with whom the nonbank SBSD or nonbank

MSBSP has entered into a non-cleared security-based swap transaction. See paragraph (b)(3) of proposed .

new Rule 18a-3.
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volatility and for accounts with concentrated positions.® These more frequent calculations
would be designed to monitor the nonbank SBSD’s counterparty risk exposure in situations
where a default by a counterparty or multiple counterparties would have a more significant
adverse impact on the financial condition of the_ nonbank SBSD than under more normal
circumstances.’®” One consequence of the more frequent calculations could be that the nonbank
SBSD requests that a counterparty deliver collateral during the day pursuant to a “house” margin
requiremeht to account for changes in the value of the securities and money market instruments
held in the account.

As discussed below in section 11.B.2.c.i. of this release, the daily calculations would form
the basis for the nonbank SBSD to determine the amount of collateral the counterparty would
need to deliver to cover any current exposure and potential future exposure the nonbank SBSD
has to the counterparty. The proposed rule would except certain counterparties from this
requirement. Even if the counterparty is not required to deliver collateral, the calculations — by
measuring the current and potential future exposure to the counterparty — would assist the
nonbank SBSD in managing its credit risk and understanding the extent of its uncollateralized
credit exposure to the counterparty and across all counterparties. In addition, as discussed above
in section IL.A.2.a. of this release, the calculations would be used for determining the risk margin
amount for purposes of calculating the 8% margin factor to determine the nonbank SBSD’s

minimum net capital requirement.”**

302 See paragraph (c)(7) of proposed new Rule 18a-3.

503 Compare FINRA Rule 4210(d) which states that procedures shall be established by members to: “(1)

review limits and types of credit extended to all customers; (2) formulate their own margin requirements;
and (3) review the need for instituting higher margin requirements, mark-to-markets and collateral deposits
than are required by this [margin rule] for individual securities or customer accounts.”

s See proposed new paragraph (c)(16) of Rule 15¢3-1; paragraph (¢)(6) of proposed new Rule 18a-1.
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The first calculation would be to determine the amount of equity in the account.”® For .

purposes of the rule, the term equity would mean the total current fair market value of securities
positions in an account of a counterparty (excluding the time value of an over-the-counter
option), plus any credit balance and less any debit balance in the account after applying a
qualifying netting agreement with respect to gross derivatives payables and receivables.’®
Coﬁsequently, the first step in calculating the equity would be to mark-to-market all of the
securities positions in the account, including non-cleared security-based swap positions. The
second step would be to add to that amount any credit balance in the account or sub‘;ract from
that amount any debit balance in the account. Credit balances would include payables the
nonbank SBSD owed to the counterparty. Payables could relate to cash deposited into the
account, the proceeds of the sales of securities held in the account, and/or interest and dividends

carned from securities held in the account. In addition, payables could relate to derivatives in the .

account, including non—cleafed security-based swaps with a net replacement value in the favor of
. the counterparty. Debit balances would be receivables to the nonbank SBSD owed by the
counterparty, including any net replacement values in favor of the nonbank SBSD arising from
derivatives positions and any other amounts owed to the nonbank SBSD by the counterparty.

As indicated by the proposed definition of equity, the nonbank SBSD could offset
payables and receivables relating to derivatives in the account by applying a qualifying netting
agreement with the counterparty. To qualify for this treatment, a netting agreement would need

to meet the minimum requirements prescribed in Appendix E to Rule 15¢3-1 to qualify for

505 See paragraph (c)(1)(iXA) of proposed new Rule 18a-3.

306 See paragraph (b)}(4) of proposed new Rule 18a-3. The time value of an OTC option is the amount that the

current market value of the option exceeds the in-the-money amount of the option. See also, generally,
FINRA Rule 4210(a){5) (defining equity to mean the customer’s ownership interest in the account,
computed by adding the current market value of all securities “long” and the amount of any credit balance .

and subtracting the current market value of all securities “short” and the amount of any debit balance).

164




. purposes of the credit risk charge discussed above in section IL.A.2.b.iv. of this release.”®’ These
requirements are designed to ensure that the netting agreement between the nonbank SBSD and

the counterparty permits the nonbank SBSD to reduce the receivables and payables relating to

derivatives between the two entities to a single net payment obligation.

The equity is the amount that results after.marking-to-market the securities positions and
adding the credit balance or subtracting the debit balance (including giving effect to qualifying
netting agreements). 1f the value of the securities positions in the account exceeds the amount of
any debit balance, the account would have a positive eguit)g.508 On the other hand, if the amount

of the debit balance is greater, the account would have a negative eguity.509 The negative equity

in an account would be equal to the nonbank SBSD’s current exposure to the counterparty.
The second calculation would be to determine a margin amount for the account to address
. potential future exposure.“0 The proposed rule would prescribe a standardized method and a

model-based method for calculating the margin amount.’!!" The method for determining the

307 Sec paragraph (c)(5) of proposed new Rule 18a-3; 17 CFR 240.15¢3-1e(c)(4)(iv).

508 The proposed rule would define the term positive equity to mean equity of greater than $0. See paragraph

(b)(7) of proposed new Rule 18a-3.

309 The proposed rule would define the term negative equity to mean equity of less than $0. See paragraph

{(b)(6) of proposed new Rule 18a-3.

s10 See paragraph (c)(1)(D(B) of proposed new Rule 18a-3.

See paragraph (d) of proposed new Rule 18a-3. Similarly, the prudential regulators have proposed that
bank SBSDs and bank swap dealers have the option of using internal models to calculate initial margin
requirements for non-cleared security-based swaps. Seg Prudential Regulator Margin and Capital
Proposing Release, 76 FR at 27567-27568 (“With respect to initial margin, the proposed rule permits a
covered swap entity to select from two alternatives to calculate its initial margin requirements. A covered
swap entity may calculate its initial margin requirements using a standardized *lookup’ table that specifies
the minimum initial margin that must be collected, expressed as a percentage of the notional amount of the
swap or security-based swap. These percentages depend on the broad asset class of the swap or security-
based swap. Alternatively, a covered swap entity may calculate its minimum initial margin requirements
using an internal margin model that meets certain criteria and that has been approved by the relevant
prudential regulator.”) {footnotes omitted). On the other hand, the CFTC, because of concerns about the
resources necessary to approve the nse of internal models for margining purposes and the fact that nonbank
. swap dealers may not have internal models, proposed that nonbank swap dealers must use either external

models or a standardized approach to determine initial margin (though the CFTC did propose a provision
under which the CFTC could approve the use of an internal mode! should the CFTC obtain sufficient
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margin amount would be similar to the approach a nonbank SBSD would need to use to
determine haircuts on proprietary security-based swap positions when computing net capital >
This approach would maintain consistency between the proposed margin and capital rules.
Specificaily, paragraph (d) of proposed new Rule 18a-3 would divide security-based swaps into
two.classes: CDS security-based swaps and all other sccurity-based swaps. Paragraph (d) would
define the standardized methodology for determining the margin amount for each class of
security-based swap by reference to the standardized haircuts that would apply to the class in
proposed new Rule 18a-1 (if a stand-alone SBSD) or Rule 15¢3-1, as proposed to be amended (if

a broker-dealer SBSD).”'? Paragraph (d) would provide further that, if the nonbank SBSD was

resources). See CFTC Margin Proposing Release, 76 FR at 23737. The external models proposed by the
CFTC are: (i) a model currently in use for margining cleared swaps at a DCO; (2) a model currently in use
for modeling non-cleared swaps by an entity subject to regular assessment by a prudential regulator; or (3)
a model available for licensing to any market participant by a vendor, Id. The use of external models is not
being proposed for nonbank SBSDs because the basis for permitting firms to use VaR models to compute
net capital is to align their internally developed (i.e., not vender-developed) risk management processes
with the process for computing net capital. See Alternative Net Capital Requirements Adopting Release,
69 FR at 34428 (the option to use VaR models is “intended to reduce regulatory costs for broker-dealers by
allowing very highly capitalized firms that have developed robust internal risk management practices to use
those risk management practices, such as mathematical risk measurement models, for regulatory
purposes”),

See paragraph (d) of proposed new Rule 18a-3; proposed new paragraph (c}(2)(vi)}(O) of Rule 15¢3- 1;
paragraph (c)(1)(vi) of proposed new Rule 18a-1.

512

513 See paragraphs (d)(1)(i) and (ii) of Iﬁroposed new Rule 18a-3. As discussed in section ILA.2.b.ii. of this

release, proposed new Rule 18a-1 and Rule 15¢3-1, as proposed to be amended, would prescribe
standardized haircuts for sccurity-based swaps. Sce proposed new paragraph (eX2)(vi)(O) of Rule 15¢3-1;
paragraph (c)(1)(vi) of proposed new Rule 18a-1. Consequently, for CDS security-based swaps, the
nonbank SBSD would use the proposed maturity/spread grid in proposed new paragraph (©)2XvIHON1Y of
Rule 15¢3-1 and paragraph (eX(D)(vi)(A) of proposed new Rule 18a-1 to determine the margin amount. See
paragraph (d)(1)(i) of proposed new Rule 18a-3. While the required standardized haircuts would be the
same in Rule 15¢3-1, as proposed to be amended, and proposed new Rule 18a-1 , the nonbank SBSD would
refer to Rule 15¢3-1 if it is a broker-dealer SBSD and proposed new Rule 18a-1 if it is a stand-alone SBSD.
For all equity security-based swaps and debt security-based swaps (other than CDS security-based swaps),
the nonbank SBSD would use the method of multiplying the notional amount of the position by the
standardized haircut that would apply to the underlying security as specified in proposed new paragraph
(eHZYviY(O)2) of Rule 15¢3-1 and paragraph (c)(1)(vi)(B) of proposed new Rule 18a-1. See paragraph
(d)(ii) of proposed new Rule 18a-3. For equity security-based swaps, this would include being able to use
the methodology in Appendix A to Rule 15¢3-1, as proposed to be amended, and in Appendix A to
proposed new Rule 18a-1, as applicable to the nonbank SBSD. For debt security-based swaps, this would
include being abie to use the offsets that are permiited in the debt maturity grids in paragraph (c)(2)(vi) of
Rule 15¢3-1. See 17 CFR 240.15¢3-1(c)(2)(vi).
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approved to use internal models to compute net capital, the firm could use its internal VaR model
to determine the margin amount for security-based swaps for which the firm had been approved
to use the model, except that the margin amount for equity security-based swaps would need to
be determined exclusively using the standardized haircuts.”'* Consequently, for debt security-
based swaps, a nonbank SBSD approved to use internal models could calculate the margin
amount using the firm’s VéR model to the extent the firm is approved to include these types of
positions in the model for the purposes of computing net capital. For all other positions, a
nonbank SBSD would need to use the standardized haircut approach. Nonbank SBSDs that are
not approved to use internal models to compute net capital would need to use the standardized
haircuts for all positions to calculate the margin amount.

As noted above, a nonbank SBSD (regardless of whether it is approved to use internal
models to compute net capital) would be required to calculate the margin amount for equity
security-based swaps using the standardized haircuts, which includes the ability to use the
methodology in Appendix A to Rule 15¢3-1. This proposal is designed to establish a margin
requirement for equity. seéurity-based swaps that is consistent with SRO portfolio margin rules

lfor equity securities, which are based on the Appendix A mf:thodeﬁlogy.5 13 This provision would
“allow broker-dealer SBSDs to include equity security-based swaps in the portfelios of equity

securities positions for which they calculate margin requirements using the SRO portfolio margin

M See paragraph (d)(2) of proposed new Rule 18a-3.

3 See FINRA Rule 4210(g); CBOE Rule 12.4. See also FINRA, Portfolio Margin Frequently Asked
Questions, available at www.finra.org, As discussed in section ILA.2.b.ii. of this release, Appendix A to
Rule 15¢3-1 permits a broker-dealer to group options, futures, long securities positions, and short securities
positions involving the same underlying security and stress the current market price for each position at ten
equidistant points along a range of positive and negative potential future market movements, using an
approved theoretical options pricing model that satisfies certain conditions specified in the rule. See 17
CFR 240.15c3-1a. The gains and losses of each position in the portfolio offset each other to yield a net
gain or loss at each stress point. The stress point that yields the largest potential net loss for the portfolio
would be used to calculate the aggregate haircut for all the positions in the portfolio. Id.

167




rules.’’® The proposal also would ensure a consistent portfolio margin approach for equity .
security products across nonbank SBSDs and broker-dealers that are not SBSDs, and thereby
reduce opportunity for regulatory arbitrage.

Request for Comment

The Commission generally requests comment on the proposed daily callculation
requirements for nonbank SBSDs in proposed new Rule 18a-3. In addition, the Commission
requests comment, including empirical data in support of cbmments, in response to the following
questions:

1. Is the proposed definition of equity appropriate? For example, would the proposed
definition be practical in terms of determining the net equity in an account holding non-
cleared security-based swaps? If the proposed definition is not appropriate, explain why

and provide suggested alternative definitions.

2. Should the definition of equity include the time value of an over-the-counter option? If
s0, explain why:.

3. Should the terms current market value, credit balance, and debit balance be defined for

the purpose of proposed new Rule 18a-3? For example, would defining these terms
provide greater clarity to the definition of equity in the proposed rule? If these terms

should be defined, explain why and provide suggested definitions.

4. Are the proposed requirements for netting agreements to qualify for purposes of

determining the amount of equity in an account appropriate? If not, explain why not.

316 See, e.g., FINRA Rule 4210(g)(2)(G) (defining the term “unlisted derivative” for purposes of inclusion in

the Appendix A methodology as used in the rule to calculate a portfolio margin requirement to mean “any
equity-based or equity index-based unlisted option, forward contract, or security-based swap that can be
valued by a theoretical pricing model approved by the [Commission).”) (emphasis added).
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Are there additional or alternative provisions that should be contained in the netting
agreement requirements? If so, identify and explain '.chem.

Is the proposed method for calculating the margin amount appropriate? 1f not, explain
why not. For example, is it appropriaté to use the techniques in Rule 15¢3-1, as proposed
to be amended, and proposed new Rule 18a-1 to determine the margin amount? If not,
explain why not. Are the;e alternative methods for calculating the margin amount that
would be preferable? If so, identify them and explain why they would be preferable.
Should proposed new Rule 18a-3 allow an alternative met.hod of calculating the margin
amount that would permit a nonbank SBSD to determine the margin amount for a non-
cleared security-based swap based on the margin required by a registered clearing agency
for a cleared security-based swap whose terms and conditions closely resemble the terms
an‘d conditions of the non-cleared security-based swap (similar to the CFTC’s proposal)?
Would there be sufficient similarity between certain cleared and non-cleared security-
based swaps to make this approach workable? In addition, if this alternative approach
was permitted, how could the potential diffefences in margin requirements across
clearing agencies be addressed?

In addition to internal models, should eﬁtemal models be permitted such as: (i) a model
currently in use for margining cleared security-based swaps at a clearing agency; (2) a
model cuﬁently in use for modeling non-cleared swaps by an entity subject to regular
assessment by a prudential regulator; or (3) a model available for licensing to any market
participant by a vendor? What would be the advantages and disadvantages of permitting

external models?
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8. How would the proposed standardized approaches to determining the margin amount .

ditfer from the standardized approaches the prudential regulators proposed for
determining the initial margin amount?

9. The provisions for using VaR models to compute net capital require that the model use a

99%, one-tailed confidence level with price changes equivalent to a ten-business-day
movement in rates and prices. This means the VaR model used for the purpose of
determining a counterparty’s margin amount also would need to use a 99%, one-tailed
confidence level with price changes équivalent to a ten-business-day movement in rates
and prices. The ten-business-day requirement is designed to account for market
movements that occur over a period of time as opposed to a single day. This is designed
to ensure that the VaR model uses potential market moves that are large enpugh to
capture multi-day moves in rates and prices. Given this purpose, should the VaR model |
be required to use a longer period of time (e.g., 15, 20, 25, or 30 business days) to .
cstablish a potentially greater margin collateral requirement for customers given that they
may not be subject to capital and other prudential requirements? Would the 3-times
multiplication factor proposed to be required for VaR models used by nonbank SBSDs
(which, under the proposal, would need to be increased in response to back-testing
exceptions) be necessary if the time period were longer than 10 business days? If not,
explain why not. |
il Nonbank MSBSPs
Proposed new Rule 18a-3 would require nonbank MSBSPs to collect collateral from

counterparties to which the nonbank MSBSP has current exposure and provide collateral to
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positions.

counterparties that have current exposure to the nonbank MSBSP.”"" Consequently, a nonbank
MSBSP would be required to calculate as of the close of business each day the amount of equity
in each account of a counterparty.”'® Consistent with the proposal for nonbank SBSDs, a
nonbank MSBSP would be required to increase the frequency of its calculations (i.e., perform

intra-day calculations) during periods of extreme volatility and for accounts with concentrated

519

As would be the case for a nonbank SBSD, the first step for a nonbank MSBSP in

calculating the equity in an account would be to mark-to-market all of the securities positions in
the account, including non-cleared security-based swap positions. The second step would be to
add to that amount any credit balance in the account or subtract from that amount any debit

balance.””® The nonbank MSBSP could offset payables and receivables relating to derivatives in

518
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See paragraph (c}(2){(it} of proposed new Rule 18a-3.

See paragraph (¢)(2)(1) of proposed new Rule 18a-3. A nonbank MSBSP would apply the definitions in
paragraph (b) of proposed new Rule 18a-3 for the purposes of complying with the requirements in the rule.
See paragraph (b) of proposed new Rule 18a-3. The term equity would be defined to mean the total current
fair market value of securities positions in an account of a counterparty (excluding the time value of an
over-the-counter option), plus any credit balance and less any debit balance in the account after applying a
qualifying netting agreement with respect to gross derivatives payables and receivables. See paragraph
{b)(4) of proposed new Rule 18a-3. The time value of an OTC option is the amount that the current market
value of the option exceeds the in-the-money amount of the option. In addition, the term account is
proposed to be defined to mean an account carried by a nonbank SBSD or nonbank MSBSP for a
counterparty that holds non-cleared security-based swaps. See paragraph (b)(1) of proposed new Rule 18a-
3. Furthermore, the term counterparty is proposed to mean a person with whom the nonbank SBSD or
nonbank MSBSP has entered into a non-cleared security-based swap transaction. See paragraph (b)}(3) of
proposed new Rule 18a-3.

See paragraph {c)(7) of proposed new Rule 18a-3. These more fréquent calculations would be designed to
monitor the nonbank MSBSP’s counterparty risk exposure in situations where a default by a counterparty
or multiple counterparties would have a more significant adverse impact on the financial condition of the
nonbank MSBSP than under more normal circumstances. One consequence of the more frequent
calculations could be that the nonbank MSBSP requests that a counterparty deliver collateral during the day
pursuant to a “house” margin requirement to account for changes in the value of the securities and money
market instruments held in the account.

Credit balances would include payables the nonbank MSBSP owed to the counterparty. Payables could
relate to cash deposited into the account, the proceeds of the sales of securities held in the account, and
interest and dividends earned from securities held in the account. In addition, payables could relate to
derivatives in the account such as non-cleared security-based swaps with a net replacement value in the
favor of the counterparty. Debit balances would be receivables to the nonbank MSBSP owed by the
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the account by applying a qualifying netting agreement with the counterparty. To qualify for this

treatment, a netting agreement would need to meet the minimum requirements prescribed in
Appendix E to Rule 15¢3-1 to qualify for purposes of the credit risk charge discussed above in
section I1.A.2.b.iv. of this release.”' These requirements, set forth in paragraph (c)(5) of Rule
18a-3, are designed to ensure that the netting agreement between the nonbank MSBSP and the
counterparty permits the nonbank MSBSP to reduce the receivables and payables between the
two entities to a single net payment obligation.**

If the value of the secunties positions plus the amount of any cash in the account exceeds
the amount of the debit balance, the account would have positive eguit}[.523 This would mean the
counterparty has current exposure to the nonbank MSBSP. On the other hand, if the amount of

524

the debit balance is greater, the account would have negative equity,”" This would mean the

nonbank MSBSP has current exposure to the counterparty.

Nonbank MSBSPs would not be required to deliver or collect margin collateral to
collateralizé potential future exposure.””> For that reason, Rule 18a-3 would not require nonbank
MSBSPs to calculate a margin amount, and the rule would not require counterparties to provide
margin collateral to nonbank MSBSPs to maintain equity levels above the nonbank MSBSP’s
current exposure, When a counterparty provides margin collaieral to collateralize potential

future exposure, the counterparty is exposed to credit risk in the amount that the collateral

counterparty. Receivables could relate to derivatives in the account such as non-cleared security-based
swaps with a net replacement value in the favor of the nonbank MSBSP.

2t See paragraph (c)(5) of proposed new Rule 18a-3; 17 CFR 240.15¢3-1e{c)(4)(iv).

22 See paragraph (c)(5) of proposed new Rule 18a-3.

52 The proposed rule would define the term positive equity to mean equity of greater than $0. See paragraph

(b)(7) of proposed new Rule 18a-3.

s The proposed rule would define the term negative equity to mean equity of less than $0. See paragraph

{b)(6) of proposed new Rule 18a-3.

523 See paragraph (c){2)(i) of proposed new Rule 18a-3 (only requiring calculation of the equity in the account

of each counterparty).
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provided to the dealer exceeds.the dealer’s current exposure to the counterparty. With respect to
nonbank SBSDs, collateralizing potential future exposure is intended to promote the financial
responsibility of the nonbank SBSD, as the margin collateral received from the counterparty
_ protects the nonbank SBSD from the risks arising from fluctuations in the value of the
underlying positions before the collateral can be sold. The counterparty, in turn, would be
protected by the net liquid assets test standard applicable to the nonbank SBSD,* which is
_signiﬁcantly more conservative than the tanéible net worth capital standard proposed for
nonbank MSBSPs.%?7 The counterparties also would be protected by the proposed segregation
requirements with respect to the margin collateral delivered by counterparties.5 28

The propo\sed margin requirements for nonbank MSBSPs are designed to “neutralize”
the credit risk between a nonbank MSBSP and a counterparty. The collection of collateral from
counterparties would strengthen the liquidity of the nonbank MSBSP by collateralizing its
current exposure to counterparties. Nonbank MSBSPs, in contrast to nonbank SBSDs, would be
required to deliver collateral to counterparties to collateralize their current exposure to the
nonbank MSBSP, which would lessen the impact on the counterparties if the nonbank MSBSP
failed, and is intended to account for the fact that nonbank MSBSPs would be subject to less
stringent capital requirements than nonbank SBSDs.

In addition, as discussed in section IL.A.3. of the release, the entities that may need to
register as nonbank MSBSPs could include companies that engage in commercial activities that
are not necessarily financial in nature (e.g2., manufacturing, agriculture, and energy) and for

which a net liquid assets test could be impractical. Finally, because of these differences in

526 See 17 CFR 240.15¢3-1; proposed new Rule 18a-1.

2 See proposed new Rule 18a-2.

528 See proposed new Rule 18a-4.
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business models, nonbank MSBSPs may not have the systems and personnel necessary to .
operate daily margin collateral programs to address potential future exposure.

Request for Comment

The Commission generally requests comment on the proposed daily calculation

requirements for nonbank MSBSPs. Commenters are referred to the questions about the daily
calculation requirements for nonbank SBSDs above in section I1.B.2.b.i. of this release to the
extent those questions address provisions in proposed new Rule 18a-3 that also apply to nonbank
MSBSPs. In addition, the Commission requests comment, including empirical data in support of
comments, in response to the following questions:

1. Which types of counterparties would be expected to transact with nonbank MSBSPs?

Which types of security-based swap transactions would these counterparties enter into

with nonbank MSBSPs? .
2. Should nonbank MSBSPs be required to calculate a daily margin amount for each

counterparty? For example, even if they were not required to collect collateral to cover

potential future exposure, would the calculation of the margin amount better enable them

to measure aqd understand their counterparty risk? |
3. If nonbank MSBSPs should calculate a daily margin amount, how should such amount be

calculated? Sﬁould a nonbank MSBSP be required to calculate a margin amount using

the methods prescribed in paragraph (d) of proposed new Rule 18a-3 or some other

method? For example, should nonbank MSBSPs be permitted to use external models to

determine a margin amount?v

4. Would nonbank MSBSPs have the systems and personnel necessary to operate daily

margin collateral programs to calculate a daily margin amount? .
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c. Account Equitg‘f Requirements
i.  Nonbank SBSDs
A nonbank SBSD would be required to calculate as of the close of each business day: (1)
the amount of equity in the account of each counterparty; and (2) a margin amount for the
account of each cr;)untemar‘[y.529 On the next business day following the calculations, the
nonbank SBSD would be required to collect cash, securities, and/or money market instruments

from the counterparty in an amount at least equal to the negative equity (current exposure) in the

account plus the margin amount (potential future exposure).”0 The collateral collected would be
designed to ensure that the counterparty maintains a minimum level of positive net equity in the
account. The proposed rule would réquire the nonbank SBSD to collect collateral for this
purpose ﬁom each counterparty, except as discussed below.

A nonbank SBSD would need to collect cash, securities, and/or money market
instruments to meet the account equity requirements in proposed new Rule 18a-3. Other types of
assets would not be eligible as collateral. In addition, under proposed new Rule 18a-3, the fair
market value of securities and money market instruments held in the account of a counterparty
would need to be reduced by the amount of the deductions the nonbank SBSD would apply to
the positions pursuant to Rule 15¢3-1, as proposed to be amended, or proposed new Rule 18a-1,
as applicable, for the purpose of determining whether the level of equity in the account meets the
minimum requirement.5 31 Accordingly, securities and money market instruments with no “ready
market” or which canﬁot be publicly offered or sold because of statutory, regulatory, or

contractual arrangements or other restrictions would be subject to a 100% deduction and,

529 See paragraph (c)(1)(i) of proposed new Rule 18a-3. See also paragraph (b)(4) of proposed new Rule 18a-
3 (defining the term equity). :
530 See paragraph (c)(1)(ii) of proposed new Rule 18a-3.
) 31 See paragraph (¢)(3) of proposed new Rule 18a-3.
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therefore, these types of securities and money market instruments would have no value in terms

32 All other securities and money market instruments

of meeting the account equity requirement.
in the account would be reduced in value by the amount of the deductions required in .Rule 15¢3-
1, as proposed to be amended, and proposed new Rule 18a-1, as applicable to the nonbank
SBSD.” The amount of the deductions would increase for securities and money market
instruments with greater market risk and, thereby, account for the risk that the nonbank SBSD
may not be able to liquidate the securities and money market instruments at current market
values to satisfy the obligation of a defaulted counterparty.®*® These deductions would limit the
types of securities and money market instruments a counterparty could provide as collateral and
require a counterparty to increase the amount of collateral delivered to account for the deductions
taken on securities collateral in the account.””

The prudential regulators and the CETC are proposing to specifically identify the asset

classes that would be eligible collateral for purposes of their inargin rules.>* Proposed new Rule

53z See 17 CFR 240.15¢3-1{c)(2)(vii); paragraph {c)(1)(iv} of proposed new Rule 18a-1.
5 See 17 CFR 240.15¢3-1(c)(2)(vi); paragraphs (c)(1)(vi)-(vii) of proposed new Rule 18a-1.

33 See 17 CFR 240.15¢3-1(c)(2)(vi); paragraphs (c)(1){vi)-(vii) of proposed new Rule 18a-1.

535 For example, assume an account holds securities and money market instruments valued at $50, a credit

balance of $10, and a debit balance of $58. The equity in the account would be $2 (850 of securities and
money market instruments’ value + $10 in credits - $58 in debits = $2). Assume that the margin amount
calculated for the account is $10. This would mean that the account needs to have positive equity of at
least $10 (it currently has positive equity of only $2). Assume that the deduction under Rule 1503-1 for the
$50 of securities and money market positions held in the account is $7. This would mean that the
counterparty wouid need to deliver $15 in cash (i.e., not $8) to meet the minimum $10 account equity
requirement ($50 of securities and money market instruments’ value - $7 deduction + $10 in credits - $58
in debits + $15 cash collateral deposit = $10). Moreover, if the counterparty delivered securities and/or
money market instruments to meet the account equity requirement, the fair market value of the securities
and money market instruments would need to be greater than $15 because their value would be reduced by
the amount of the deduction in Rule 15¢3-1 or proposed new Rule 18a-1, as applicable.

336 See Prudential Regulator Marpin and Capital Proposing Release, 76 FR 27564, CFTC Margin Proposing

Release, 76 FR 23732. The proposal of the prudential regulators would limit eligible collateral to cash,
foreign currency to the extent the payment obligation under the security-based swap or swap is
denominated in the currency, obligations guaranteed by the United States as to principal and interest, and,
with respect to initial margin only, a senior debt obligation of the Federal National Mortgage Association,
the Federal Home Loan Mortgage Corporation, the Federal Home Loan Banks, and the Federal
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The reason for not Proposing a definition of eligible collatera] is that Counterparties are

expected to engage in a wide range of trading Strategies that include security-based swaps.
Consequently, the account of 3 counterparty may hold, for ¢xample, the security underlying a

security-based Swap, as well as a short position, option, and single stock fiture on the underlying

account equal to or in excess of the margin amoun to deliver additiona] collateral to the extent

the positions in the account did not meet the definition. The Counterparty’s credit €Xposure to

the nonbank SBSD therefore would be increased in a way that may not he necessary to account

Proposing Release, 76 FR at 27589, The proposal of lh;—CFTC would limig eligible collatera] for initial
margin to cash, foreign currency to the extent the Payment obligation under the security-based Swap or
Swap is denominated in the currency, obligationg Buaranteed by the Unjted States as to Principal and

37 See, e.g., FINRA Rule 42 10(g) (permitting customer portfolio margining); 17 CFRr 240.15¢3-1a; Appendix

A to proposed pew Rule 18a-].

338 A counterparty will have credit exposure to 5 nonbank SBSD to the extent that collatera] helq in the
ki

account of the counterparty has g mark-to-market value in excess of the nonbank SBSI’s current exposure
to the counterparty,
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which are modeled on the existing collateral requirements in Appendix E to Rule 15¢3-1 5 As ) .
discussed above in section II.A.Z"b.iv. of this release, collateral “ideally” is “an asset of stable

and predictable value, an asset that is not linked to the value of the transaction in any way, and

an asset that can be sold quickly and easily if the need arises.” " The requirements in Appendix

E to Rule 15¢3-1 are designed to achieve these cobjectivas.sd'1 The proposed additional

requirements include:

« The collateral must be subject to the physical possession of control of the nonbank
SBSD;

o The collateral must be liquid and transferable;

e The collateral must be capable of being liquidated promptly by the nonbank SBSD
without intervention by any other party;

e The collateral agreement between the nonbank SBSD and the counterparty must be
legally enforceable by the nonbank SBSD against the counterparty and any other parties
to the agreement;

o The collateral must not consist of securities issued by the counterparty or a party related
to the nonbank SBSD, or to the counterparty; and

o If the Commission has approved the nonbank SBSD’s use of a VaR model to compute
net capital, the approval allows the nonbank SBSD to calculate deductions for market risk
for the type of collateral.542
These proposed collateral requirements are designed to ensure that the treatment of
collateral requirements remains consistent between the proposed capital and margin
requirements. As d_iscussed above in section ILA.2b.v. of this release, a nonbank SBSD would
be required to take a capital charge if a counterparty does not deliver cash, securities, and/or

money market instruments to the nonbank SBSD to meet an account equity requirement within

3% See paragraph (c)(4) of proposed new Rule 18a-3.

540 Market Review of OTC Derivative Bilateral Collateralization Practices at 3.
4 See 17 CFR 240.15¢3-1e(C)(ANV)- ‘

42 See paragraphs (C)BD-(HHOD) of proposed new Rule 18a-3.
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one business day of the requirement being triggered. In addition, proposed new Rule 18a-3
would require the nonbank SBSD to take prompt steps to liquidate securities and money market
instruments in the account to the extent necessary to eliminate the account equity deﬁciency.543
Under this provision, which is modeled on a similar requirement in the broker-dealer margin
rules,”** a nonbank SBSD could need to liquidate positions in the account to reduce debits arising
from those transactions. The rule would not require that the liquidations must be completed
within a specific timeframe.”® Instead, the rule is designed to give the nonbank SBSD the
flexibility to conduct an orderly liquidation, taking into account market conditions and the risk
profile of the account.

There would be four exception's to the account equity requirements.5 * The first would

apply to counterparties that are commercial end users.”*’ The second would apply to

counterparties that are SBSDs.**® The third would apply to counterparties that are not

commercial end users and that require their margin collateral to be segregated pursuant to section

3E(f) of the Exchange Act.’* The fourth would apply to accounts of counterparties that are not

commercial end users and that hold legacy non-cleared security-based swaps.’  Under these

i See paragraph (c}(8) of proposed new Rule 18a-3.

44 See 12 CFR 220.4(d) (providing that if a margin call is not met within the required time, the broker-dealer

must liquidate securities sufficient to meet the margin call or to eliminate any margin deficiency existing on
the day such liquidation is required, whichever is less).

3 See paragraph (c)(8) of proposed new Rule 18a-3.

36 See paragraphs (c)(1)(1ii)(A)-(D) of proposed new Rule 18a-3.

47 See paragraph (c)(1)(iii)(A) of proposed new Rule 18a-3.

548 See paragraph (c)(1)(iii)(B)-Alternative A of proposed new Rule 18a-3. An alternative approach is being

proposed that would not be an exception to the account equity requirement under which a nonbank SBSD
would need to collect collateral from another SBSD to cover the negative equity in the account and the
margin amount for the account. In addition, the collateral collected to cover the margin amount would need
to be held by an independent third-party custodian. See paragraph (c)(1)(iii)(B)-Alternative B of proposed
new Rule 18a-3.

49 See paragraph (¢)(1)(iii)(C) of proposed new Rule 18a-3.

550 See paragraph (c)(1)(iii)(D) of proposed new Rule 18a-3.
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exceptions, applicable accounts would not need to meet certain account equity requirements in
proposed new Rule 18a-3 and, therefore, the nonbank SBSD would be exempted from the
requirements to take prompt steps to liquidate securities in the account to the extent necessary to
eliminate the account equity deficiency. However, as discussed above in section I1.A.2.b.v. of
this release, in these cases the nonbank SBSD would need to take capital charges in lieu of
meeting the account equity requirements in certain circumstances.’”!

Exception for commercial end users

Under the first exception to the account equity requirements, a nonbank SBSD would not
be required to collect cash, securities, and/or money market instruments to cover the negative
equity (current exposure) or margin amount (potential future exposure) in the account of a

counterparty that is a commercial end user.”®? As discussed above in section ILA.2.b.v. of this

release, this proposed exception to the requirement to collect collateral is intended to address

concerns that have been expressed by commercial end users and others that the imposition of

margin requirements on commercial companies that use derivatives to mitigate the risk of
business activities that are not financial in nature could unduly disrupt their ability to enter into
hedging transactions. The proposed exception is intended to permit nonbank SBSDs and

commercial end users to negotiate individual agreements that would reflect the credit risk of the

commercial end user and the nature and extent of the non-cleared security-based swap

33l See proposed new paragraph (¢)(2)(xiv) of Rule 15¢3-1; paragraph (c)(1)(viti) of proposed Rule 18a-1.

352 See paragraph (¢){(1)(iii)(A) of proposed Rule 18a-3. The exception would apply to negative equity in the

account and the margin amount calculated for the account. However, a nonbank SBSD would be required
to take a 100% deduction from net worth for the amount of the uncollateralized negative equity and take
the proposed capital charge in licu of margin collateral discussed above in section ILA.2 b.v. of this release.
See 17 CFR 240.15¢3-1(c)(2)(iv)(B) (deductions for unsecured receivables); paragraph {cHD)(iii}B) of
proposed new Rule 18a-1 (deductions for unsecured receivables); proposed new paragraph (c)(2)(xiv) of
Rule 15¢3-1 (proposed capital charge in lieu of margin); paragraph (c)(1)(viii) of proposed Rule 18a-1
{(proposed capital charge in lieu of margin). As an alternative to these capital charges, ANC broker-dealers
and stand-alone SBSDs using internal models could take the credit risk charge discussed in section
IL.A.2.b.iv. of this release. See amendments to paragraph (a)(7) of Rule 15¢3-1; paragraph (a)(2) of
proposed new Rule 18a-1.
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transactions with the end user, without creating an undue impediment to the ability of the

commercial end user to hedge its commercial risks.”™

The proposed exception for commercial end users also is intended to account for the

different risk profiles of commercial end users as compared with financial end users.” When

credit markets are under strain, as in 2008, financial end users, such as hedge funds, can face
liquidity stress, which increases their risk of default. Further, financial end users as a group, due

to the nature of their business, may engage in security-based swap transactions in greater volume

than commercial end users, increasing the risk of substantial concentration of counterparty
exposure to nonbank SBSDs, and potentially creating greater systemic risk from the failure of a

single entity.”

333 The margin rule proposed by the prudential regulators would require the entities subject to the rule to.

establish credit exposure limits for each nonfinancial end user “under appropriate credit processes and
standards,” and to collect collateral to the extent that individual exposures exceed those limits. See
Prudential Regulator Margin and Capital Proposing Release, 76 FR at 27587, The margin rule proposed by
the CFTC would permit entities subject to the rule and nonfinancial end users “to set initial margin and
variation margin requirements in their discretion” but each entity subject to the proposed rile would be
required to calculate daily exposure amounts for nonfinancial end users for risk management purposes. See
CFTC Margin Proposing Release, 76 FR at 27736.

354 See Prudential Regulator Margin and Capital Proposing Release, 76 FR at 27571 (“Among end users,

financial end users are considered more risky than nonfinancial end users because the profitability and
viability of financia! end users is more tightly linked to the health of the financial system than nonfinancial
end users. Because financial counterparties are more likely to default during a period of financial stress,
they pose greater systemic risk and risk to the safety and soundness of the covered swap entity.”). See also
CFTC Margin Proposing Release, 76 FR at 27735 (“The Commission believes that financial entities, which
are generally not using swaps to hedge or mitigate commercial risk, potentially pose greater risk to CSEs
than non-financial entities.”).

553 The margin rules proposed by the prudential regulators and the CFTC would differentiate collateral

requirements based on whether a financial end user is “high risk” or “low risk.” See Prudential Regulator
Margin and Capital Proposing Release, 76 FR at 27571-27572; CFTC Margin Proposing Release, 76 FR at
93736-23737. A “low risk” financial end user is defined in their proposals as an entity that: (1) is subject to
capital requirements established by a prudential regulator or a state insurance regulator; (2) predominantly
uses OTC derivatives for hedging purposes; and (3) does not have significant OTC derivatives exposure.
See Prudential Regulator Margin and Capital Proposing Release, 76 FR at 27572; CFTC Margin Proposing
Release, 76 FR at 23735-23736. A low risk financial end user would not be required to deliver initial or
variation margin if the amounts required are less than certain prescribed thresholds. See id. While not all
financial end users present the same degree of counterparty risk, an exception from the account equity
requirements based on the risk profile of the financial end user is not being proposed. This is because
margin collateral is an important means of managing credit risk and the concerns expressed with respect to
commercial end users being required to deliver margin collateral generally do not apply to financial end
users as they customarily deliver margin collateral. As discussed in sections 11.A.1. and ILA.2.b.1. of this
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For purposes of the rule, the term commercial end user means any person (other than a .

natural person) that: (1) engages primarily in commercial activities that are not financial in

nature and that is not a financial entity as that term is defined in section 3C(g)(3) of the
- Exchange Act;”® and (2) 1s using non-cleared security-based swaps to hedge or mitigate risk

relating to the commercial activities.””’ The proposed definition of commercial end user is

modeled on the exception to the mandatory clearing provisions for security-based swaps in
section 3C of the Exchange Act.>® Among other things, to qualify for the mandatory cleariﬂg
exception, one of the counterparties to the security-based swap transaction must not be a
financial entity and must be using securi.ty—based swaps to hedge or mitigate commercial risk.”>

Under the proposed definition, an individual could not qualify as a commercial end user.

In addition, because the proposed definition provides that a commercial end user must engage

primarily in commercial activities that are not financial in nature and must not be a financial

entity as defined in section 3C(g)(3) of the Exchange Act, entities such as banks, broker-deélers,

release, the proposed capital standard for nonbank SBSDs is based on the net liguid assets test embodied in
Rule 15¢3-1. Under this test, most unsecured receivables are deducted in full when computing net capital
because of their illiquidity. Proposed new Rule 18a-3 is designed to complement this treatment of
unsecured receivables by limiting the exceptions to the requirement to collect collateral from counterparties
to circumstances that provide a compelling reason for the trade-off between the risk-mitigating benefits of
collateral and practical impediments to delivering collateral. With respect to nonbank SBSDs, there does
not appear to be a compelling reason to establish a two-tiered approach for financial end users. First,
financial end users generally pose more risk than commercial end users. Second, the different credit risk
profiles of financial end users may not always be clear, which may make it difficult to differentiate between

_ high and low risk financial end users. Third, market participants have told the Commission staff that
financial end users entering into security-based swap transactions generally already deliver collateral to
dealers to cover current and potential future exposure.

6 See 15 U.5.C. 780-3(g)(3). Section 3C(g) of the Exchange Act defines the term financial entity to mean:

(1) a swap dealer; (2) an SBSD; (3) a major swap participant; (4) an MSBSP: (5) a commodity pool as
defined in section 1a(10) of the CEA; (6) a private fund as defined in section 202(a) of the Investment
Advisors Act of 1940; (7) an employee benefit plan as defined in paragraphs (3) and (32) of section 3 of the
Employee Retirement Income and Security Act of 1974 (29 U.S.C. 1002); or (8) a person predominantly
engaged in activities that are in the business of banking, or in activities that are financial in nature as
defined in section 4(k) of the Bank Holding Company Act of 1956.

551 See paragraph (b)(2) of proposed new Rule 18a-3.

358 Compare 15 U.S.C. 78¢-3(g)(1). with paragraph (b)(2) of proposed new Rule 18a-3.

559 See 15 U.S.C. 78¢-3(g)(1).
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FCMs, SBSDs, swap dealers, MSBSPs, swap participants, mutual funds, private funds,

commodity pools, and employee benefit plans would not qualify as a commercial end user.*®

Furthermore, the proposed definition provides that the commercial end user must be using non-

cleared security-based swaps to hedge or mitigate commercial risk.

The rationale for exempting commercial end users from the requirement to deliver
collateral to meet the account equity requirements is that these end users often do not deliver
collateral by current practice, and requiting them to do so could adversely impact their ability to
mitigate the risk of their commercial activities by entering into hedging transactions. If an end
user is using non-cleared security-based swaps for purposes other than hedging (.g., to take
directional investment positions), the rationale for exempting the end user from the account
equity requirements would not apply. An end user that is using non-cleared secﬁrity—based

swaps for investment purposes is not acting like a commercial end user, and, as such, no

exemption would be available under the rule.
As discussed below in section I1.B.2.e. of this release, a nonbank SBSD would be
required to establish, maintain, and document procedures and guidelines for monitoring the risk

of accounts holding non-cleared security-based swaps.”®' Among other things, a nonbank SBSD

360 See, e.g., 15 U.S.C. 78¢-3(g)(3). The prudential regulators and the CFTC have proposed definitions of
financial end user and financial entity, respectively, in their non-cleared security-based swap margin rules
in addition to their proposed definitions of nonfinancial end user. See Prudential Regulator Margin and
Capital Proposing Release, 76 FR at 27571 (defining financial end user), and CETC Capital Proposing
Release, 76 FR at 23736 (defining financial entity). As discussed above, the CFTC and prudential
regulators are proposing margin requirements that would differentiate collateral requirements based on
whether a financial end user or financial entity is “high risk” or “Jow risk.” 1d. In other words, their
proposals would provide for potentially different treatment for three classes of entities; (1) nonfinancial end
users; (2) financial end users (low risk and high risk); and (3) entities that are neither a nonfinancial end
user nor a financial end user. Therefore, they need to define the terms financial end user and financial
entity, respectively, Because proposed new Rule 18a-3 would treat financial end users no differently than
entities that are neither a commercial end user nor a financial end user, the Commission’s proposed margin
rule does not contain a definition of financial end user. However, as discussed below, the proposed rule
would provide different treatment for counterparties that are SBSDs.

See paragraph (¢) of proposed new Rule 18a-3.
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would be required to have procedures and guidelines for determining, approving, and
periodically reviewing credit limits for each counterparty to a non-cleared security-based

swap.”®? Consequently, if a nonbank SBSD does not collect collateral from a commercial end

- user, it would need to establish a credit limit for the end user and penodically review the credit
limit in accordance with its risk monitoring guidelines.’® The rule would not prohibit a nonbank

SBSD from requiring margin collateral from a commercial end user.

Exception for counterparties that are SBSDs

The second exception to the account equity requirements in proposed new Rule 18a-3
would apply to counterparties that are SBSDs.”** Two altefnatives with respect to SBSD
counterparties are being proposed. Under the first alternative, a .nonbank SBSD would not need
to collécf cash, securities, and/or money instruments to collateralize the margin amount (potential
future exposure) in the account of a counterparty that is another SBSD (“Alternative A”). This
approach is consistent with the broker-dealer margin rules, which generally do not require a
broker-dealer to collect margin collateral from another broker-dealer. Under the second
alternative, a nonbank SBSD would be required to collect cash, securities and/or money market

instruments to collateralize both the negative cquity (current exposure) and the margin amount

(potential future exposure) in the account of a counterparty that is another SBSD (“Alternative

36z See paragraph {€)(2) of proposed new Rule 18a-3. This is also consistent with the broker-dealer margin

rules. See FINRA Rule 4210(d), which requires that FINRA member firms establish procedures to:

(1) review limits and types of credit extended to all customers; (2} formulate their own margin
requirements; and (3) review the need for instituting higher margin requirements, mark-to-markets and
collateral deposits than are required by the Rule for individual securities or customer accounts. See also
FINRA Interpretation 4210(d)/01, available at

http://www.finra.org/web/ groups/industry/@ip/@reg/@rules/documents/industrv/p122203.pdf (noting that
FINRA Rule 4210(d) “requires that members determine the total dollar amount of credit to be extended to
any one customer or on any one security to limit the potential loss or exposure to the member. It is
important that specific limits be established to prevent any one customer or group of custormers from
endangering the member’s capital ™). .

563 Seeﬁ

364 See paragraph (c¢)(1)iii)(B) of proposed new Rule 18a-3.
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. B”).>*° Moreover, the cash, securities, and/or money market instruments would be required to be
segregated in an account at an independent third-party custodian pursuant to the requirements of
section 3E(f) of the Exchange Act. % Alternative B is consistent with the proposals of the
prudential regultators and the CFTC.®’

The two alternatives are being proposed in order to elicit detailed comment on each
approach in terms of comparing how they would meet the goals of the Dodd-Frank Act,*®
address systemic issues relating to non-cleared security-based swaps, raise practical issues, alter
current market practices and conventions, result in benefits and costs, and impact the security-
based swap markets and the participants in those markets.

Under Aitemative A, a nonbank SBSD would be required to collect cash, securities,
and/or money market instrumenfs from another SBSD only to cover the amount of negative

. g_qggy (the current exposure) in the account of the counterparty.5 6 Accordingly, under this
approach, the nonbank SBSD would not be required to collect cash, securities, and/or money

market instruments from another SBSD to collateralize the margin amount (the potential future

363 Alternative B is not an exception to the account equity requirements in proposed new Rule 18a-3 because it

would require collateral to cover the negative equity and margin amount in an account of another SBSD.
However, its requirement for how the collateral must be held — at an independent third-party custodian on
behalf of the counterparty — is different from how the proposed rule requires that collateral from other types
of counterparties be held (other than counterparties that elect segregation under section 3E(f) of the

Exchange Act (15 U.S.C. 78¢-5(f)).

366 See 15 U.S.C. 78¢-5(f).

367 See Prudential Regulator Margin and Capital Proposing Release, 76 FR 27564; CTTC Margin Proposing

Release, 76 FR 23732,

368 See 15 US.C 780-10(e}(3)(A) (“(to offset the greater risk to the security-based swap dealer or major
security-based swap participant and the financial system arising from the use of security-based swaps that
are not cleared,” the margin requirements proposed by the Commission and prudential regulators shall
“help ensure the safety and soundness” of the SBSD and the MSBSP and “he appropriate for the risk
associated with non-cleared security-based swaps held” by an SBSD and MSBSP).

. 569 See paragraph () 1)i)(B) of proposed new Rule 18a-3-Alternative A. To the extent the margin amount

was not collateralized, the nonbank SBSD would be required to take the proposed capital charge in lieu of
margin collateral discussed above in section I1.A.2.b.v. of this release.
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exposure).>” In other words, a counterparty that is another SBSD would not be required to .

maintain a minimum leve] of positive equity in the counterparty’s account,

Requiring a nonbank SBSD to deliver collateral to cover potential future exposure could
iﬁlpact its liquidity. As discussed above in sections ILA.1. and IL.A.2.b.i. of this release, the
proposed capital requirements for nonbank SBSDs are based on a net liquid assets test. The
objective of the test is to require the firm to maintain in excess of a dollar of highly liquid assets

for each dollar of liabilities in order to facilitate the liquidation of the firm if necessary and

without the need for.a formal proceeding. When assets are delivered to another party as margin

collateral, they become unsecured receivables from the party holding the margin collateral.

Consequently, they no longer are readily available to be liquidated by the delivering party. In
' times of market stress, a nonbank SBSD may need to liquidate assets to raise funds and reduce

its leverage. However, if assets are in the control of another nonbank SBSD, they would not be

available for this purpose. For this reason, the assets would need to be deducted from net worth
when the nonbank SBSD computes net capital ﬁnder the proposed capital requirements.’’! Asa
result, the nonbank SBSD would need to mamtain the required minimum amount of net capital
after taking into account tilese deductions.

Promoting the liquidity of nonbank SBSDs is the policy consideration underlying
Alternative A, In addition, the prudential regulators and the CFTC have received comments on
this issue in response to their proposals raising concerns abéut requiring bank SBSDs and swap
dealers to exchange collateral to cover potential future exposure and to have the collateral held

by an independent third-party custodian. For example, some commenters assert that 1mposing

°7 Id. Like all counterparties to non-cleared security-based Swaps, counterparties that are SBSDs would be

subject to the risk monitoring requirements in paragraph (e} of proposed new Rule 18a-3.

o7 See 17 CFR 240.15¢3-1(c)(2)(iv)(B): paragraph (c)(1)(iii)}(B) of proposed Rule 18a-1. Collateral provided
to another party as margin would be subject to this 100% deduction,
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segregated initial margin requirements on trades between swap entities would result in a
tremendous cost to the financial system in the form of a massive liguidity drain, and that swap
dealers will lose the ability to reinvest this collateral to finance other lending or derivatives
transactions, thereby reducing capital formation and increasing costs.”’? One commenter stated
that, in general, with respect to non-cleared swaps, charging more initial margin (as compared to
cleared swaps) could have unintended consequences, including the inefficient use of capital by
sophisticated market participants in highly regulated industries, which could create a drag on the
financial system, slow economic growth, and diminish customer choice.’™

Another commenter stated that a combination of daily variation margin, robust
operational procedures, legally enforceable netting and collateral agreements, and regulatory
capital requirements provide comprehensive risk mitigation for collateralized derivatives, and

that any additional initial margin requirements for swaps between swap entities would be

372 See. e.g., letter from Robert Pickel, Executive Vice Chairman, ISDA, and Kenneth E. Bentsen, Jr.,

Executive Vice President, Public Policy and Advocacy, Securities Industry and Financial Markets
Association (“SIFMA™), to David Stawick, Secretary, CFTC (July 11, 2011), available at
http://comments.cfic.cov/PublicComments/ViewComment.aspx?71d=47802 & SearchText=SIFMA (“SIFMA
/ISDA Comment Letter to the CFTC™); letter from Robert Pickel, Executive Vice Chairman, ISDA, and
Kenneth E. Bentsen, Jr., Executive Vice President, Public Policy and Advocacy, SIFMA, to Jennifer J.
Johnson, Secretary, Federal Reserve, et al. (July 6, 2011}, available at
http://www.fdic.gov/regulations/laws/federal/2011/11¢22ad79.PDF (“SIFMA/ISDA Comment Letter to
the Prudential Regulators™); letter from the Honcrable Darrell Issa, Chairman, Committee on Oversight and
Government Reform, U.S. House of Representatives, to Ben Bernanke, Chairman, Federal Reserve et al.
(July 22, 2011), available at

http://comments.cftc. cov/PublicComments/ViewComment.aspx ?id=47943 & SearchText=issa, and letter
from Mark Scanlan, Vice President, Agriculture and Rural Policy, Independent Community Bankers of
America, to the CFTC et al. (July 11, 2011), available at

http://comments.cfic. gov/PublicComments/ViewComment.aspx7id=47762 &SearchText=scanlan. One
commenter noted that there is no statutory requirement for covered swap entities to hold initial margin of
other covered swap entities at an independent third party custodian. See letter from Christine Cochran,
President, Commodity Markets Council, to the QCC et al. (July 11, 2011), available at
hitp://comments.cfic. gov/PublicComments/ViewComment.aspx?id=47777&SearchText=cochran. Here
and below, this release refers to public comments on the margin proposals by the CFTC and the prudential
regulators to more fully reflect the available views without endorsing those comments or expressing a view
as to the validity of the commens.

s See letter from Mark R. Thresher, Executive Vice President, Chief Financial Officer, Nationwide, to the

OCC (June 24, 2011), available at hup://www.federalreserve.gov/SECRS/2011/June/20110628/R-1415/R-
1415 062311 81363 349039663039 1.pdf
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unnecessary and unwarranted.’” A commenter argued that the proposed initial margin .

requirements are inconsistent with proven market practice, ignore significant differences in credit
quality among swap dealers and financial entities which justify different margining treatment,
and will lead to excessive amounts of collateral being required in comparison to the actual risks
of the underlying swap transactions and portfolios.’” Finally, a commenter argued that initial
margin requirements should differentiate based on credit quality, and that the prudential

| regulators’ margin rulemaking identifies no risk-based justification for layering zero threshold,
bilateral initial margin requirements for all swap dealers above and beyond their existing
variation margin requirements.’’® |

On the other hand, a number of comments submitted in response to the proposals of the

prudential regulators and the CFTC supported bilateral margining and argued that it should be

extended to require SBSDs and swap dealers to exchange margin collateral with all

counterparties.””’ For example, one commenter stated that the financial crisis demonstrated that

3 See SIFMA/ISDA Comment Letter to the CFTC; SIFMA/ISDA Comment Letter to the Prudential
Regulators. This commenter also stated that precedent exists in the broker-dealer margin rules for not
imposing any initial margin requirements on trades between swap entities. Id.

572 See letter from Don Thompson, Managing Director and Associate General Counsel, 1.P. Morgan Chase &

Co., to the OCC et a]. (June 24, 201 1), available at

http://www federalreserve. gov/SECRS/201 §/June/20110627/R-1415/R-

1415 062311 81366 349039350535_1.pdf (“1.P. Morgan Letter”). Another commenter pointed out that
life insurers also typically do not post initial margin and recommended that initial margin requirentents be
appropriately sized to reflect the potential exposure during the close out of a defaulting party. See letter
from Carl B. Wilkerson, Vice President and Chief Counsel, Securities and Litigation, American Council of
Life Insurers, to the OCC et al. (July 11, 2011), available at
http:/fwww.federalreserve.gov/SECRS/2011/Julv/20110728/R-1415/R-

1415 071111 81817 507164831320 1.pdf.

516 See J.P. Morgan Letter. This commenter stated that initial margin is appropriate in some circumstances,

but it must take into account the credit quality of counterparties.

37 See, e.g., letter from Scott C. Goebel, Senior Vice President, General Counsel, FMR Co., to John Walsh,

Acting Comptroller of the Currency, OCC (July 11, 2011); letter from Kevin M. Budd, Associate General

Counsel, and Todd F. Lurie, Assistant General Counsel, MetLife, to OCC et al. (July 11, 2011); letter from

John R. Gidman, on behalf of the Association of Institutional Investors, to Ms. Jennifer Johnson, Secretary,

Federal Reserve, et al. (July 11, 2011); letter from R. Glenn Hubbard, Co-Chair, John L. Thomton, Co-

Chair, and Hal S. Scott, Director, Committee on Capital Markets Regulation, to John Walsh, Acting .
Comptroller, OCC (July 11, 2011), available at
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. the premise of one-way margin is flawed.>™ This commenter stated that two-way margin

requirements would aid safety and soundness by helping a swap dealer and its counterparty

offset their exposures and prevent them from building up exposures they cannot fulfill.>”

The prudential regulators explained the reasoning behind their proposal as follows:

Non-cleared swaps transactions with counterparties that are
themselves swap entities pose risk to the financial system because
swap entities are large players in swap and security-based swap
markets and therefore have the potential to generate systemic risk
through their swap activities. Because of their interconnectedness
and large presence in the market, the failure of a single swap entity
could cause severe stress throughout the financial system.
Accordingly, it is the preliminary view of the Agencies that all
non-cleared swap transactions with swap entities should require
margin.sg0

Alternative B is being proposed in light of the policy considerations underlying the
proposals of the prudential regulators and the CFTC.*®! Under Alternative B, a nonbank SBSD
. would be required to obtain cash, securities, and/or money market instruments from another

SBSD to cover the negative equity (current exposure) and margin amount (potential future

http://www.federalreserve.gov/SECRS/201 1/Tuly/20110719/R-1415/R-

1415 071111 81821 322996697020 1.pdf: letter from Dennis M. Kelleher, President and Chief Executive
Officer, and Wallace C. Turbeville, Derivatives Specialist, Better Markets, Inc., to Jennifer J. Johnson,
Secretary, Federal Reserve (July 11, 2011), available at

http://www.federalreserve. gov/SECRS/2011/July/20110728/R-1415/R-

1415 071111 81861 504963784471 1.pdf; letter from Americans for Financial Reform, to John Walsh,
Acting Comptroller, OCC (July 11, 2011), available at
http://www.federalreserve.gov/SECRS/2011/July/20110728/R-1415/R-

1415 071111 81864 448738394756 1.pdf

578 Letter from Karrie McMillan, General Counsel, Investment Company Institute, to David Stawick,

Secretary, CFTC (July 11, 2011), available at is http://www.ici.org/pdf/25344.pdf (“ICI Letter”).

579 See the ICI Letter.
580

See Prudential Regulator Margin and Capital Proposing Release, 76 FR at 27570-27571 (footnote omitted).
See also CEFTC Margin Proposing Release, 76 FR at 23735 (“It is the nature of the dealer business that
dealers are at the center of the markets in which they participate. Similarly, a major swap participant, by its
terms, is a significant trader. Collectively, [swap dealers and major swap participants]| pose greater risk to
the markets and the financial system than other swap market participants. Accordingly, under the mandate
of Section 4s(e), the Commission believes that they should be required to collect margin from one
another.”). -

581 See Prudential Regulator Margin and Capital Proposing Release, 76 FR 27564; CFTC Margin Proposing
Release, 76 FR 23744,
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exposure) in the other SBSD’s account.™

In addition, the cash, securities, and/or money market . .
instruments delivered to cover the margin amount would need to be carried by an independent

third party custodian pursuant to the requirements of section 3E(f) of the Exchange Act.’®

Therefore, not only would there be no exception to the account equity requirement for

counterparties that are SBSDs, but the treatment of the collateral would be different than for

other types of counterparties in that it would be required to be held by an independent third-party

84

custodian.’

Exception for counterparties that elect segregation under section 3E(f)

Under the third exception to the account equity requirements in proposed new Rule 18a-
3, a nonbank SBSD would not be required to hold the cash, securities, and/or money market

instruments delivered by a counterparty that is not a commercial end user to cover the margin

amount (potential future exposure), if the counterparty elects to have the cash, securities, and/or

money mark_et instruments segregated pursuant to sectlion 3E(f) of the Exchange Act.’® Section
3E(f) sets forth provisions under which a counterparty to a non-cleared security-based swap with
an SBSD can require that collateral to cover potential future exposure must be segregated.”®

Among other things, section 3E(f) provides that the collateral must be segregated in an account

carried by an independent third-party custodian and designated as a segregated account for and

on behalf of the counterparty.®®’

82 See paragraph (c}(1)(1ii}(B) of proposed Rule 18a-3-Alternative B.

583 o

584 Id

385 See paragraph (c)}(1)(iii){C) of proposed new Rule 18a-3. This exception would not apply to negative

equity in the counterparty’s account, which would need to be collateralized by cash, securities, and/er
money market instruments held by the nonbank SBSD. See 15 U.S.C. 78¢c-5(f){2)(B)(1) (providing that the
segregation provisions in section 3E(f) of the Exchange Act do not apply to variation margin payments).

B See 15 U.S.C. 78c-5(H(1)-(3).
# See 15 US.C. T8c-5(D(3). | .
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As discussed below in section 11.C. of this release, proposed new Rule 18a-3 would
establish certain conditions that collateral would need to meet before its value could be included
in the determination of the amount of equity in an account. > Among other conditions, the
collateral would need to be subject to the physical possession or control of the nonbank SBSD
and capable of being liquidated promptly by the nonbank SBSD without intervention by any

38 Margin collateral segregated pursuant to section 3E(f) of the Exchange Act would

other party.
not meet either of these conditions. First, the collateral would be in the physical possession or
control of an independent third-party custodian rather than the nonbank SBSD. Second, the
collateral could not be liquidated by the nonbank SBSD without the intervention of the
independent third-party custodian. For these reasons, the value of the margin collateral held by
the independent third-party custodian could not be included when determining the amount of

equity in the account of the counterparty at the nonbank SBSD.

Exception for accounts holding legacy security-based swaps

Under the fourth exception to the account equity requirements in proposed new Rule 18a-
3, a nonbank SBSD would not be required to collect cash, securities, and/or money market

instruments to cover the negative equity (current exposure) or margin amount (potential future

cxposure) in a security-based swap legacy account.”® Proposed new Rule 18a-3 would define

security-based swap legacy account to mean an account that holds no security-based swaps

388 See paragraph (¢)(4) of proposed new Rule 182-3.

39 See paragraphs (¢)(4)(i)-(iii) of proposed new Rule 18a-3.

290 See paragraph (¢)(1)(iii{D) of proposed new Rule 18a-3. While this exception would apply to negative

equity in the account and the margin amount calculated for the account, a nonbank SBSD would be
required to take a 100% deduction from net worth for the amount of the uncollateralized current exposure
and take the proposed capital charge in lieu of margin collateral discussed above in section I[LA.2.b.v. of
this release. See proposed new paragraph (c}(2)(xiv) of Rule 15¢3-1; paragraph (c}(1}(viii) of proposed
new Rule 18a-1. In addition, like all counterparties to non-cleared security-based swaps, these
counterparties would be subject to the risk monitoring requirements in paragraph (e) of proposed new Rule
18a-3.
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entered into after the effective date of the rule and that is used to hold only security-based swaps

entered into prior to the effective date of the rule, as well as collateral for those security-based
swaps.””! As discussed above in section ILA.2.b.v. of this release, this exception would be
designed to address the impracticality of renegotiating contracts governing security-based swap
transactions that predate the effectiveness of proposed new Rule 18a-3 in order to come into

592

compliance with the account equity requirements in the rule.

Request for Comment

The Commission generally réquests comment on the proposed account equity

" requirements for counterparties of nonbank SBSDs in proposed new Rule 18a-3.>” In addition,
the Commission requests comment, including empirical data in support of comments, In response
to the following questions:

1. Would it be appropriate to limit the assets that could be used to collateralize the negative

equity and margin amounts in an account to cash, securities, and money market

instruments? Are there other types of assets that should be permitied to meet the account
equity requirements in proposed new Rule 18a-37 If so, identify the other asset types and
compare their liquidity to cash, securities, and money market instruments.

2. Is the proposed requiremént to take deductions on securities and money market
instruments in calculating the amount of -M in an account appropriate? If not, explain

why not. Are there other measures that a nonbank SBSD could be required to take to

1 See paragraph (b)(9) of proposed new Rule 18a-3.

39 As noted above in section II.A.2.b.v. of this release, the CFTC has proposed a similar exception for legacy

swaps. See CFTC Margin Proposing Release, 76 FR at 23734. The prudential regulators proposed to
permit a covered swap entity to exclude pre-effective swaps from initial margin calculations, while
requiring these entities to collect variation margin, consistent with industry practice. See Prudential
Repulator Margin and Capital Proposing Release, 76 FR at 27569,

293 As discussed earlier, the Commission is soliciting comment below in section 11.B.3. of this release on
whether to define the term eligible collateral in a manner similar to the prudential regulators and the CFTC.
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address the risk that securities and money market instruments may not be able to be
liquidated at current market values to cover the obligations of a defaulted counterparty?
If so, explain how the other measures would be an adequate substitute to deductions.

Are the proposed conditions (modeled on the Appendix E conditions) for taking into
account collateral in determining the amount of equity in an account appropriate for
proposed new Rule 18a-37 If not, explain why not. Should any individual condition be
eliminated? If so, explain why. Are there additional conditions that should be added? If
s0, identify them and explain how they would promote the goal of ensuring that collateral
can be prompily liquidated to cover the obligation of a defaulted counterparty.

Is the proposed requirement that a nonbank SBSD take prompt steps to liquidate
securities in an account to the extent necessary to eliminate an account equity deficiency
appropriate? For example, should there be a specific time-frame (e.g., 1,2, 3,4, 5, or
some other number of bpsiness days) in which the nonbank SBSD is required to liquidate
securities in the account? If so, explain v\}hy a specific time-frame would be preferable to
requiring the nonbank SBSD to act promptly.

Is the proposed exception to the account equity requirements for commercial end users

appropriate? If not, explain why not. Should commercial end users be required to

collateralize negative equity and the margin amount in their accounts? Explain why or

why not. Should the exception apply only to the margin amount (i.e., should commercial

end users be required to collateralize the negative equity in their accounts)? Explain why

or why not.

Is the proposed definition of commercial end user appropriate? If not, explain why not.

For example, would the proposed definition of commercial end user be too broad, or too




10.

Il

12

narrow, in terms of capturing types of counterparties for which the exception would not
be appropriate? If so, explain why and suggest how the definition could be modified to
address this issue.

Should the rule contain a proposed definition of financial end user? If so, explain why.

For example, would a definition of financial end user similar to the definitions of the

prudential regulators and CFTC provide needed clarity to the definition of commercial

end user (1.€., by specifying certain entities that are not commercial end users)?

Do commercial end users use security-based swaps to hedge commercial risk? If so,

identify the type of commercial risk they hedge with security-based swaps and explain
how security-based swaps are used to hedge this risk,

Should proposed new Rule 18a-3 define the term commercial risk for the purpose of

providing greater clarity as to the meaning of the term commercial end user? If so, how

should the term commercial risk be defined?

Should there be a two-tiered approach with respect to the account equity requirements for
financial end users based on whether they are low risk or high risk, similar to the
proposed approach of the prudential regulators and the CFTC? If so, explain why.

How do non-commercial end users presently use security-based swaps? For example, do
they use them to hedge commercial risk? If so, identify the type of commercial risk they

hedge with security-based swaps.

. With respect to counterparties that are SBSDs, how would Alternatives A and B compare

in terms of promoting the goals of the Dodd-Frank Act, including limiting the risks posed
by non-cleared security-based swaps? How would each address or fail to address

systemic issues relating to non-cleared security-based swaps?

194




13.

14.

15.

16.

17.

18.

19.

20.

What would be the impact of Alternatives A and B on the efficient use of capital?

What would be the practical effects of Alternatives A and B on the capital and liquidity
positions, or the financial health generally, of nonbank SBSDs? How would each alter
current market practices and conventions with respect to collateralizing credit exposures
arising from non-cleared security-based swaps? Are there practical issues with respect to
Alternatives A and B? If so, identify and explain them.

How would the benefits of Alternatives A and B compare? How would the costs
compare?

How would Alternatives A and B impact the market for security-based swaps? How
would they impact participants in those markets?

How would Alternatives A and B promote the clearing of security-based swaps? For
example, would Alternative B — because of the requirement to fund margin collateral
requirements — incentivize nonbank SBSDs to transact in cleared security-based swaps?
If so, explain why.

What would be the potential impact if the Commission adopted Alternative A and the
prudential regulators and the CFTC adopted rules similar to Alternative B? Consider and
explain the impact competitively and practically.

Would the proposed exception to the account equity requirements for counterparties that
elect segregation under section 3E(f) of the Exchange Act be appropriate? If not, explain
why not.

Would the proposed exception to the account equity requirements for accounts that elect

to hold legacy security-based swaps be appropriate? If not, explain why not.
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22.

23.

24,

. regulatory requirements? Please explain.

25.

- Would it be appropriate to permit legacy security-based swaps to be held in an entity that .

is not an SBSD? If so, why, and what conditions should be imposed on such an entity?
Should counterparties be required to post variation margin with respect to legacy swaps?
Is this consistent with current market practice?

Should there be an exception from the account equity requirements for small banks,
savings associations, farm credit system institutions, and credit unions from the account
equity requirements (e.g., for entities with aésets of $10 biltion or less)?°™ Explain why
or why not.

Should there be an exception from the account equity requirements for affiliates of the
nonbank SBSD? For example, do affiliates presént less credit risk than non-affiliates?

If there should be an exception fof affiliates, should it be limited to certain affiliates? For

example, should the exception only apply to affiliates that are subject to capital and other .

Should there be an exception for foreign governmental entities? Explain why or why not.
Should types of foreign governmental entities be distinguished for purposes of an
exception? For example, are there objective benchmarks based on creditworthiness that
could be used to distinguish between foreign governmental entities for which the
exception to the account equity requirements would and would not be appropriate? If so,

identify the benchmarks and explain how they could be incorporated into the rule.

See. e.g., 15 U.S.C. 78¢-3(g)(3)(B) (requiring the Commission to consider whether to exempt small banks,

savings associations, farm credit system institutions and credit unions from the definition of “financial

entity” contained in Exchange Act section 3C(g)(3)(A) for the purposes of mandatory clearing of security-

based swaps). See also End-User Exception to Mandatory Clearing of Security-Based Swaps, Exchange .

Act Release No. 63356 (Dec. 15, 2010), 75 FR 79992, 80000-80002 (Dec. 21, 2010).
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. 26. Do dealers in OTC derivatives currently collect collateral from foreign governmental
entities for their OTC derivatives transactions? 1f so, from which types of foreign
governmental entities?

27. Do national foreign governments typically guarantee the obligations of political

subdivisions and agencies? If so, identify the types of political subdivisions and agencies
that are guaranteed and are not guaranteed.
il Nonbank MSBSPs
A nonbank MSBSP would be required to calculate as of the close of each business day
the amount of equity in the account of each counterparty to a non-cleared security-based swap.’ 9
On the next business day following the calculation, the nonbank MSBSP would be required to
cither collect or deliver cash, securities, and/or money market instruments to the counterparty
. depending on whether there was negative or positive equity in the account of the counterparty.m

Specifically, if the account has nepative equity as calculated on the previous business day, the

nonbank MSBSP would be required to collect cash, securities, and/or money market instruments

in an amount equal to the negative equity.>®’ Conversely, if the account has positive equity as

calculated on the previous business day, the nonbank MSBSP would be required to deliver cash,

securities, and/or money market instruments to the counterparty in an amount equal to the

positive eguit)[.5 o8

Nonbank MSBSPs may not maintain two-sided markets or otherwise engage in activities

395 See paragraph (c}(2)(i) of proposed new Rule 18a-3.

39 See paragraph (¢)(2)(ii) of proposed new Rule 18a-3. As indicated, the nonbank MSBSP would need to
deliver cash, securities, and/or money market instruments and, consequently, other types of assets would
not be eligible as collateral.

See paragraph (¢)(2)(ii}A) of proposed new Rule 18a-3. In this case, the nonbank MSBSP would have
. current exposure to the counterparty in an amount equal to the pegative equity.

598 See paragraph (c)(2)(ii)(B) of proposed new Rule 18a-3.
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that would require them to register as an SBSD.*" They will, however, b definition, maintain
q Y

substantial positions in particular categories of security-based swaps.®® These positions could
create significant risk to counterparties to the extent the counterparties have uncollateralized
current exposure to the nonbank MSBSP. In addition, they could pose significant risk to the

nonbank MSBSP to the extent it has uncollateralized current exposure to its counterparties. The

proposed account equity requirements for nonbank MSBSPS are designed to address these risks
by imposing a requirement that nonbank MSBSPs on a daily basis must “neutralize” the credit
risk between the nonbank MSBSP and the counterparty either by collecting or delivering cash,
secunities, and/or money market instruments in an amount equal {0 the positive or negative
equity in the account.

Unlike nonbank SBSDs, nonbank MSBSPs would not be required to reduce the fair
market value of securities and money market instruments held in the account of a counterparty
(or delivered to a counterparty) for purposes of determining whether the level of equity in the
account meets the minimum requirement. As discussed abové in section ILB.2.c.i. of this
release, the reductions taken by a nonbank SBSD would be based on the deductions that would
apply to the positions pursuant to Rule 15¢3-1, as proposed to be amended, and proposed new
Rule 18a-1, as applicable.®! Nonbank MSBSPs would not be subject to these rules and,
consequently, would not be required to comply with them for purposes of proposed new Rule
18a-3.

Like nonbank SBSDs, nonbank MSBSPs would be subject to the requirements in

paragraph (c)(4) of proposed new Rule 18a-3, which are modeled on the existing collateral

599 See Entity Definitions Adopting Release, 77 FR 30596,
s0a See 15 U.S.C. 78¢(a)(67); Entity Definitions Adopting Release, 77 FR 30596.

See paragraph (c)(3) of proposed new Rule 18a-3.
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requirements in Appendix E to Rule 15¢3-1.° As discussed above in section IL.A.2.b.iv of this
release, these requirements are designed to ensure that the collateral is an asset of stable and
predictable value, an asset that is not linked to the value of the transaction in any way, and an
asset that can be sold quickly and easily if the need arises.

Nonbank MSBSPs would be required to take prompt steps to liquidate securities and
money market instrumlents in the account to the extent necessary to eliminate an account equity
deficiency.*” These steps could include liquidating non-cleared security-based swap positions in
the account to reduce debits arising from those transactions. The rule would not require that the
liquidations must be completed within a specific timeframe in order to provide the nonbank
MSBSP flexibility to conduct an orderly liquidation, taking into account market conditions and
the risk profile of the account.

There would be three exceptions to the account equity requirements for nonbank

MSBSPs.%* The first exception would apply to counterparties that are commercial end users.®®”

Under this exception, the nonbank MSBSP would not be required to collect collateral from a

commercial end user when the account of the end user has negative equity.*® This exception

would be consistent with the proposed exception from the account equity requirements for

accounts of commercial end users at nonbank SBSDs. However, nonbank MSBSPs would not

be required to take a credit risk charge or capital charge relating to the amount of the uncollected

602 See paragraph {c)(4) of proposed new Rule 18a-3; 17 CFR 240.15¢3-1e(c)(4)(v).

603 See paragraph (c)(8) of proposed new Rule 18a-3.

a0k See paragraph (¢)(2)(iii) of proposed new Rule 18a-3. MSBSPs could choose to collect collateral in these

cascs.

605 See paragraph (¢)(2)(iii)(A) of proposed new Rule 18a-3.

606 &
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The reason for this proposed exception is the concern that requiring commercial end .

users to deliver collateral could impair their ability to manage commercial risks through hedging
transactions. A nonbank MSBSP would be required to deliver cash, securities, and/or money

market instruments to a commercial end user as necessary to collateralize the end user’s current

exposure to the nonbank MSBSP.
Under the second exception, a nonbank MSBSP would not be required to collect cash,

securities, and/or money market instruments from an SBSD to collateralize the amount of the

negative equity in the account of the SBSD. Under the account equity requirements in proposed
new Rule 18a-3, a nonbank SBSD would be required to collect collateral from a nonbank

MSBSP to cover the negative equity and margin amount in the account of the nonbank MSBSP

carried by the nonbank SBSD.*® Once a nonbank SBSD collected these amounts, a nonbank

MSBSP would have current exposure to the noilbank SBSD, at a minimum, equal to the amount .
| of the positive equity required to be maintained in the nonbank MSBSP’s account at the nonbank

SBSD. A regulatory requirement that the nonbank MSBSP must collect collateral from the

nonbank SBSD to collateralize the amount of the positive equity in the account at the nonbank

SBSD could defeat the purpose of proposed new Rule 18a-3; namely, that nonbank SBSDs
~ collect cash, securities, and/or money market instruments to collateralize their potential future

exposure to the counterparties, including nonbank MSBSPs.*® In essence, the proposed

-Compare paragraph (c)(1)(iii}(A) of proposed new Rule 18a-3, with paragraph (¢)(2){(iii)( A} of proposed
Rule new 18a-3.

608 See paragraph {c}(1)(ii) of proposed Rule 18a-3. As discussed above, MSBSPs would not be included in

the definition of commercial end user. Consequently, an MSBSP would be required to deliver cash,
securtties, and/or money market instruments to collateralize the negative equity and the margin amount in
its security-based swap account at a nonbank SBSD.

609 For example, assume a nonbank SBSD calculates that the account of a nonbank MSBSP has a negative

equity of $20 (current exposure) and a margin amount of $50 {potential future exposure) pursuant to
paragraph (c){1)(i) of proposed new Rule 18a-3. On the next business day, the nonbank SBSD would need
to collect cash, securities, and/or money market instruments to collateralize these amounts pursuant to
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requirements reflect a general preference in favor of requiring counterparties to nonbank SB3Ds
to fully collateralize their obligations to the nonbank SBSDs.

The third exception would apply to a security-based swap legacy account.”? Under this

exception, consistent with the proposed corresponding exception applying to accounts with
nonbank SBSDs, a nonbank MSBSP would not be required to collect cash, securities, and/or .

money market instruments to collateralize the negative equity in a security-based swap legacy

account. In addition, the MSBSP would not be required to deliver collateral to cover the positive
equity in the account. This exception would be designed to address the impracticality of
renegotiating contracts governing security-based swap transactions that predate the effectiveness
of proposed new Rule 18a-3 in order to come into compliance with the account equity
requirements in the rule.

Request for Comment

The Commission generally requests comment on the proposed aécount equity
requirements for counterparties of nonbank MSBSPs in proposed Rule 18a-3. Commenters arc
referred to the questions about the account equity requirements for nonbank SBSDs above in
section 11.B.2.c.i. of this release to the extent those questions address provisions in proposed new
Rule 18a-3 that also apply to nonbank MSBSPs. In addition, the Commission requests comment,

including empirical data in support of comments, in response 10 the following questions:

paragraph (c)(1)(ii) of proposed new Rule 18a-3. Assume the nonbank MSBSP delivers cash as collateral.
Tt would need to deliver $70 in cash, of which $50 (as collateral for the margin amount} would be a
receivable from the nonbank SBSD to the nonbank MSBSP. In other words, the $50 (as a receivable from
the nonbank SBSD) would be the nonbank MSBSP’s current exposure to the nonbank SBSD. If the
nonbank MSBSP was required to collect collateral from the nonbank SBSD to cover this amount, the
account of the nonbank MSBSP at the nonbank SBSD would not meet the minimum equity requirement of
$50.

See paragraph (¢)(2)(iii)(C) of proposed new Rule 18a-3. The term security-based swap legacy account
would be defined to mean an account that holds no security-based swaps entered into after the effective
date of the rule and that is used only to hold security-based swaps entered into prior to the effective date of
the rule and collateral for those security-based swaps. See paragraph (b)(9) of proposed new Rule 18a-3.

614
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Are the proposed account equity requirements for nonbank MSBSPs appropriate? If not,
explain why not.

Should nonbank MSBSPs be required to reduce the fair market value of securities and
money market instruments for purposes of determining whether the level of equity in the
account meets the minimum requirement? What would be the impact of not requiring
nonbank MSBSPs to feduce the fair market valug of securities and money market
instruments for purposes of determining whether the level of equity in the account meets
the minimum requirement?

Should nonbank MSBSPs be required to collect or deliver cash, securities, and/or money

market instruments to collateralize a margin amount (potential future exposure) in

addition to the negative equity amount (current exposure)? Should they be required to

deliver cash, securities, and/or money market instruments to a commercial end user to

collateralize a margin amount? Please explain.
Is the proposed exception to the account equity requirements for credit exposures to

commercial end users appropriate? If not, explain why not. For example, because

nonbank MSBSPs would not be required to take a credit risk chargé or capital charge
relating to the amount of uncollected margin collateral, would nonbank MSBSPs be
subject to additional risks not applicable to nonbank SBSDs? If so, explain why. If not;
explain why not.

Is the proposed exception to the account equity requirements for credit exposures to
SBSDs appropriate? If not, explain wh& not.

Is the proposed exception to the account equity requirements for credit exposures in

security-based swap legacy accounts appropriate? If not, explain why not.
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d. $100,000 Minimum Transfer Amount

Proposed new Rule 18a-3 would establish a minjimum transfer amount of $100,000 with
respect to a particular counterparty.ﬁ” Under this provision, a nonbank SBSD and a nonbank
MSBSP would not be required to collect or deliver collateral to meet an account equity
requirement if the amount required to be collected or delivered is equal to or less than $100,000.
If the minimum transfer amount is exceeded, the entire account equity requirement would need
to be collateralized, not just the amount of the requirement that exceeds $100,000.

The proposed minimum transfer provision is designed to establish a threshold so that the
degree of risk reduction achieved by requiring account equity requirements to be collateralized is
sufficiently small that the costs of delivering collateral may not be justified. The proposed
612

$100,000 threshold is based on the proposals of the prudential regulators and the CFTC.

Request for Comment

The Commission generally requests comment on the minimum transfer amount in
proposed new Rule 18a-3. In addition, the Commission requests comment, including empirical

data in support of comments, in response to the following questions:

oit See paragraph {c)(6) of proposed Rule 18a-3.

612 See Prudential Regulator Margin and Capital Proposing Release, 76 FR at 27575; CFTC Margin Proposing

Release, 76 FR at 23735 (“In order to reduce transaction costs, proposed § 23.150 would establish a
‘minimum transfer amount’ of $100,000. Initial and variation margin payments would not be required to be
made if below that amount. This amount was selected in consultation with the prudential regulators. It
represents an amount sufficiently small that the level of risk reduction might not be worth the transaction
costs of moving the money. It only affects the timing of collection; it does not change the amount of
margin that must be collected once the $100,000 level is exceeded.”). Some commenters to the CFTC and
Prudential Regulators proposed margin rules, while generally supporting the use of minimum transfer
amounts, stated that they should have the flexibility to set higher minimum transfer amounts and that
minimum transfer amounts up to $250,000 were more consistent with prevailing industry practice. See
letter from the Coalition for Derivatives End-Users, to David A. Stawick, Secretary, CFTC (July 11, 2011},
available at http://comments.cfic.gov/PublicComments/ViewComment.aspx?id=47804; letter from Carl B.
Wilkerson, Vice President & Chief Counsel, Securities & Litigation, American Council of Life Insurers, to
the Prudential Regulators and David A. Stawick, Secretary, CFTC (July 11, 2011), available at
http://comments.cfic. eov/PublicComments/ViewComment.aspx7id=47742; letter from Lisa M. Ledbetter,
Vice President and Deputy General Counsel, Legislative and Regulatory Affairs, Freddie Mac, to David A.
Stawick, Secretary, CFTC {July 11, 2011}, available at
http://comments.cfic.gov/PublicComments/ViewComment.aspx?id=47771.
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1. Is it appropriate to have a minimum transfer amount? If not, explain why not. For .
example, should an account equity requirement be collateralized regardless of the amount
of cash, securities, and/or money market instruments that would need to be transferred to
meet the requirement?

2. Is $100,000 an appropriate minimum transfer amount? Should the amount be greater
than $100,000 (e.g., $150,000, $200,000, $500,000, or some other amount)? If so,
identify the amount and explain why it would be a better threshold. Should the amount
be less than $100,000 (e.g., $75,000, $50,000, $25,000, or some other amount)? 1f so,
identify the amount and explain why it would be a better threshold.

e. Risk Monitoring and Procedures
A nonbank SBSD would be required to monitor the risk of each account of a counterparty

to a non-cleared security-based swap and establish, maintain, and document procedures and

guidelines for monitoring the risk of such accounts.®’® The nonbank SBSD also would be
required to review, in accordance with written procedures, and at reasonable periodic intervals,
its non-cleared security-based swap activities for consistency with the risk monitoring
procedures and guidelines.®'* The risk monitoring procedureé and guidelines would need to
include, at a minimum, procedures and guidelines for: |

 Obtaining and reviewing the account documentation and financial information necessary

for assessing the amount of current and potential future exposure to a given counterparty
permitted by the nonbank SBSD;

613 See paragraph (e) of proposed new Rule 18a-3. Paragraph (e) of proposed new Rule 18a-3 would not apply

to nonbank MSBSPs. As discussed below, the proposed risk monitoring procedures are designed to
address the risk that results from dealing in non-cleared security-based swaps (i.e., the type of activity that
would require a nonbank MSBSP to register as an SBSD). See 15 U.8.C. 780-10(a)(1); Entity Definitions
Proposing Release, 75 FR at 80174, As discussed above in section I1.A.3 of this release, a nonbank
MSBSP would be required to comply with Rule 15¢3-4, which requires an entity subject to its provisions to

establish a risk management control system.
614 See paragraph (e) of proposed new Rule 18a-3.
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' o Determining, approving, and periodically reviewing credit limits for each counterparty,
and across all counterparties;

s Monitoring credit risk exposure to the security-based swap dealer from non-cleared
security-based swaps, including the type, scope, and frequency of reporting to senior
management;

e Using stress tests to monitor potential future exposure to a single counterparty and across
all counterparties over a specified range of possible market movements over a specified

time period;

e Managing the impact of credit exposure related to non-cleared security-based swaps on
the nonbank SBSD’s overall risk exposure;

¢ Determining the need to collect collateral from a particular counterparty, including
whether that determination was based upon the creditworthiness of the counterparty
and/or the risk of the specific non-cleared security-based swap contracts with the
counterparty;

e Monitoring the credit exposure resulting from concentrated positions with a single
counterparty and across all counterparties, and during periods of extreme volatility; and

. e Maintaining sufficient equity in the account of each counterparty to protect against the
largest individual potential future exposure of a non-cleared security-based swap carried
in the account of the counterparty as measured by computing the largest maximum

possible loss that could result from the exposure.

These proposed requirements are modeled on similar requirements in FINRA Rule 4240,
which establishes an interim pilot program imposing margin réquirements for transactions in
credit default swaps executed by a FINRA member.?’® As discussed above in section ILA.2.c. of
this release, nonbank SBSDs would be required to comply with Rule 15¢3-4.5" Rule 15¢3-4

requires an OTC derivatives dealer to establish, document, and maintain a system of internal risk

management controls to assist in managing the risks associated with its business activities,

613 See FINRA Rule 4240. The risk monitoring requirements in FINRA Rule 4240 were, in turn, modeled on
risk monitoring requirement in SRO portfolio margining rules. See FINRA Rule 4210(g); Rules 12.4 and

. 15.8A of the CBOE.
616 17 CFR 240.15¢3-4.
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including market, credit, leverage, liquidity, legal, and operational risks.®’” Risk management
systems are designed to help ensure an awareness of, and accountability for, the risks taken
throughout a firm and to develop tools to address those risks.®'8 A key objective of a risk
management system is to ensure that a firm does not ignore any méterial source of risk."?

The procedures and guidelines that a nonbank SBSD would establish pﬁrsuant to
proposed new Rule 18a-3 would be a part of the broader system of risk management controls the
ﬁonbank SBSD would establish éursuant to Rule 15¢3-4.%° The requirement in proposed new
Rule 18a-3 is designed to require specific risk management procedures and guidelines with
respect to the risks of acting as a dealer in non-cleared security-based swaps, which could resuit
n a nonbank SBSD carrying accounts for si gniﬁcant numbers of counterparties and effecting
numerous transactions for counterparties on a daily basis. For éxample, the nonbank SBSD
would be required to have procedures and guidelines for determining, approving, and
periodically reviewing credit limits for each counterparty, and'across all counterparties.®*! In
addition, the nonbank SBSD would be required to have procedures and guidelines for
determining the need to collect collateral from a particular counterparty, including whether that
determination was based upon the creditworthiness of the counferparty and/or the risk of the
specific non-cleared security-based swap contracts with the counterparty.®*? As discussed above
in section II.B.2.c.i. of this release, nonbank SBSDs would not be required to collect collateral

from a commercial end user to meet the account equity requirements in proposed new Rule 18a-

617 id,

618 See Joint Forum, Bank of International Settlements, Trends in Risk Inteeration and Aggregation, (Aug.

2003), available at http://www bis.org/publ/ioint07 pdf.
619
Id.

%% 17 CFR 240.15¢34.
521

See paragraph {€)}(2) of proposed new Rule 18a-3.

022 See paragraph (e)(6) of proposed new Rule 18a-3,
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. 3.5 Yowever, the firm would be required to determine credit limits for the end user and analyze
the need for collecting collateral from the end user. These risk monitoring i)rocedures and
guidelines are designed to prevent the nonbank SBSD from allowing its credit exposure to the
end user to reach a level that creates a substantial risk that the default of the end user could have
a material adverse impact on the nonbank SBSD.

Request for Comment

The Commission generally requests comment on the requirements in proposed new Rule
18a-3 to monitor risk and to have risk monitoring procedures and guidelines. In addition, the
Commission requests comment, including empirical data in support of comments, in response to
the following questions:

1. Are the required elements of the risk monitoring procedures and guidelines appropriate?

. If not, explain why not. Should there be additional or alternative required elements to
the risk monitoring procedures and guidelines? If so, identify them and explain why they
should be included.

2. Are the descriptions of the required elements of the risk monitoring procedures and
guidelines in paragraphs (e)(1) through (8) of proposed new Rule 18a-3 sufficiently clear
in terms of what is proposed to be required of nonbank SBSDs? If not, explain why not
and suggest changes to make the eléments more clear.

3. lsit appropriate to require that the risk monitoring procedures and guidelines be a part of
the system of risk management control prescribed in Rule 15¢3-4? If not, explain why
not.

4. What are the current practices of dealers in GTC derivatives in terms of monitoring the

. 823 See paragraph (c)(1)(iii)}(A) of proposed new Rule 18a-3.
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risk of counterparties? Are the requirements in proposed new Rule 18a-3 consistent with .
current practices? Are they more limited or are they broader than current practices?
5. Should nonbank MSBSPs be subject to the requirements of paragraph () of proposed
new Rule 18a-3? If so, explain wHy._ If not, explain why not.
3. Specific Request for Comment to Limit the Use of Collateral
Proposed new Rule 18a-3 does not specifically identify classes of assets that could be
used to meet the account equity requirements in the rule. The Commission, however, is
considering whether it would be appropriate to adopt limits on eligible collateral 51m11ar to those
the prudentlal regulators and the CFTC proposed.5** Specifically, comment is sought on whether

proposed new Rule 18a-3 should define the term eligible collateral in order to narrowly prescribe

the classes of assets that would qualify as collateral to meet the account equity requirements. For

cxample, one approach would be to limit eligible collateral to cash and U.S. government ' .
securities. | |

Limiting eligible collateral to cash and U.S. government securities could be a way to

“ensure that a nonbank SBSD will be able to liquidate the collateral promptly and at current

market prices if necessary to cover the obligations of a defaulting counterparty. During a period

of market stress, the value of collateral other than cash pledged as margin also may come under |

stress through rapid market declines and systemic liquidations and deleveraging by financial

institutions. Generally, U.S. government securities are substantially less susceptible to this nsk

than other types of securities and, in fact, may become the investment of choice during a period

of market stress as investors seek the relative safety of these securities.®’

oz See Prudential Regulator Margin and Capital Proposing Release, 76 FR at 27578; CFTC Margin Proposing

Release, 76 FR at 23738-23739.

625 See IMF, Global Financial Stability Report, The Quest for Lasting Stability (Apr. 2012), available at A .
http://www.imf.org/external/pubs/ft/gfsr/2012/01 /pdf/text. pdf.
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Another approach would be to adopt the definition of eligible collateral proposed by the

prudential regulators or to adopt the “forms of margin” proposed by the CFTC. 626 Both of these

proposed approaches would extend eligible collateral beyond cash and U.S. government

securities but would not permit the use of certain securities (e.g., listed equities that would be

permitted by proposed Rule 18a-3).

The Commission also seeks comment in response to the following questions, including

empirical data in support of comments:

1.

Should the types of assets that could be used to meet the nonbank SBSD account equity
requirements in proposed new Rule 18a-3 be more limited? Explain why or why not.
For example, are the proposed provisions that would .require a nonbank SBSD to mark-
to-market the value of the collateral, apply haircuts to the collateral, and adhere to the
collateral requirements incorporated from Appendix E to Rule 15¢3-1 sufficient to ensure
that collateral is able to serve the purpose of protecting the nonbank SBSD from the
credit exposure of a counterparty to a non-cleared security-based swap? If so, explain
why. If not, explain why not.

Explain the risk to nonbank SBSDs if they are permitted to accept a broader range of
securities and money market instruments (as proposed in new Rule 18a-3) to meet the
account equity requirements.

Should the types of assets that could be used to meet the nonbank MSBSP account equity
requirements in proposed new Rule 18a-3 be more limited? Explain why or why not.
Since nonbank MSBSPs would not be required to apply haircuts to the collateral or

adhere to the collateral requirements incorporated from Appendix E to Rule 15¢3-1,

626

See Prudential Regulator Margin and Capital Proposing Release, 76 FR at 27578; CFTC Margin Proposing
Release, 76 FR at 23738-23739 (proposing that only certain types of financial instruments be eligible
collateral}.
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should the types of collateral they are allowed to accept be more limited? Explain why or
why not.

Explain the risk to nonbank MSBSPs if they are permitted to accept a broader range of
securities and money market instruments (as proposed in new Rule 18a-3) to meet the
account equity requirements.

If the term eligible collateral is defined for purposes of proposed new Rule 18a-3, should

the definition include securities of government-sponsored entities? If so, 1dentify the
government-sponsored entities and explain why the securities of the identified entity
would be appropriate collateral. Alternatively, explain why securities of government-
sponsored entities generally or individually should not be included in a potential
definition of eligible collateral.

If the term eligible collateral is defined for purposes of proposed new Rule 18a-3, should

the definition include immediately-available cash funds denominated in a foreign
currency when the currency is the same currency in which payment obligations under the
security-based swap are required to be settled? If so, should eligible collateral be limited
to specific foreign currencies? if s;), identify the currencies and explain why the’
1dentified currencies would be appropriate collateral. Alternatively, explain why foreign

currencies generally or individually should not be included in a potential definition of

cligible collateral.

If the term eligible collateral is defined for purposes of proposed new Rule 18a-3, should

the definition include immediately-available cash funds denominated in foreign currency
even in cases where the currency is not the same currency in which payment obligations

under the security-based swap are required to be settled? If so, should eligible collateral
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10.

be limited to specific foreign currencies? If so, identify the currencies and explain why
the identified currencies would be appropriate collateral in this circumstance.
Alternatively, explain why foreign currencies in this circumstance should not be included

in a potential definition of eligible collateral.

If the term eligible collateral is defined for purposes of proposed new Rule 18a-3, should

the definition include securities of foreign sovereign governments? If so, identify the
foreign sovereign governments and explain why the securities of the identified foreign
sovereign governments would be appropriate collateral. Alternatively, explain why
securities of foreign sovereign governments should not be included in the definition of

eligible collateral.

If the term eligible collateral is defined for purposes of proposed new Rule 18a-3, should

the definition include a fully paid margin equity security, as that term is defined in 12

CFR 220.2,%”7 in the case where a non-cleared equity security-based swap references the
margin equity security? If so, explain why margin equity securities would be appropriate
collateral in this circumstance. Alternatively, explain why margin equity securities in this

circumstance should not be included in the definition of ¢ligible collateral.

Should there be separate eligible collateral requirements for collateralizing negative

eg- uity and the margin amount? For example, should the assets permitted to collateralize

negative equity be limited to cash and U.S. government securities, while the assets

permitted to collateralize the margin amount encompass a broader range of securities?

Regulation T defines margin eguity security as a margin security that is an eguity security (as defined in
section 3(a)(11) of the Exchange Act). See 12 CFR 220.2.
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C. SEGREGATION

1. Background

The U.S. Bankruptcy Code provides special protections for customers of stockbrokers
(the “stockbroker liquidation provisions”).628 Among other protections, customers share ratably

with other customers ahead of all other creditors in the customer property held by the failed

stockbroker.%% Segregation requirements are designed to identify custémer property as distinct
from the proprietary assets of the firm and to protect customer property by, for example,
preventing the firm from using it to make proprietary investments. The go.al of segregation is to
facilitate the prompt return of customer property to customers either before or during a
liquidation proceeding if the firm fails.®*°

| The Dodd-Frank Act contains provisions desi gned to ensure that cash and securities held
by an SBSD relating to security-based swaps will be deemed customer property under the
stockbroker liquidat.ion pI'OViSiO;’IS.ém In particular, section 3E(g) of the Exchange Act provides,
among other things, that a security-based swap shall be considéred to be a security as such term
is “used in section 101(53AXB) and subchapt-er Il of title 11, United States Code”®? and in the

stockbroker liquidation provisions.*** Section 3E(g) also provides that an account that holds a

628 See 11 U.S.C. 741-753, SIPA provides similar protections for “customers” of registered broker-dealers.

See 15 U.8.C. 78aaa ¢t seq. However, SIPA also provides additional protections such as the right for each
customer to receive an advance of up to $500,000 to facilitate the prompt satisfaction of a claim for
securities and cash ($250,000 of the $500,000 may be used to satsfy the cash portion of a claim).

6 See 11 US.C. 752. _
630 See Michael P. Jamroz, The Customer Protection Rule, 57 Bus. Law. 1069 {May 2002).
83 See Pub. L. 111-203 § 763(d) adding section 3E(g) to the Exchange Act (15 U.S.C. 78¢-5(g)).

632 See 15 U.S.C. 78¢-5(g); 11 U.S.C. 101(53A)(B). Section 101{53A)(B) defines a stockbroker to mean a
person—(1) with respect to which there is a customer, as defined in section 741, subchapter II1, title 11,
United States Code (the definition section of the stockbroker liquidation provisions); and (2) that is
engaged in the business of effecting transactions in securities—(i) for the account of others; or (i) with
members of the general public, from or for such person’s own account, 11 U.S.C, 101(53A)(B).

633 See 15 U.S.C. 78¢-5(g); 11 U.S.C. 741-753.

212




security-based swap shall be considered to be a securities account as that term is “defined” in the

stockbroker liquidation provisions.634 In addition, section 3E(g) provides that the terms purchase
and sale as defined in sections 3(a)(13) and (14) of the Exchange Act, respectively, shall be
applied to the terms purchase and sale as used in the stockbroker liquidation provisions.635
Finally, section 3E(g) provides that the term customer as defined in the stockbroker liquidation
provisions excludes any person to the extent the person has a claim based on a non-cleared
security-based swap transaction except to the extent of any margin delivered to or by the
customer with respect to which there 1s a customer protection requirement under section 15(c)(3)
of the Exchange Act or a segregation rrsquirement.636

The provisions of section 3E(g) of the Exchange-Act apply the customer protection
clements of the stockbroker liquidation provisions to cleared security-based swaps, including
related collateral, and, if subject to segregation requirements, to collateral delivered as margin for
non-clearéd security-based swaps.637 The Dodd-Fra-nk Act established segregation requirements
for cleared and non-cleared security-based swaps and provided the Commission with the

authority to adopt rules with respect to segregation. In particular, section 763 of the Dodd-Frank

634 See 15 U.S.C. 78¢-5(g); 11 U.S.C. 741. There is no definition of securities account in 11 U.S.C. 741. The
term securities account is used in 11 U.S.C. 741(2) and (4) in defining the terms customer and customer
property. .

6% See 15 U.S.C. 78¢-5(g); 11 U.S.C. 741-753. Section 3(a)(13) of the Exchange Act, as amended by the

Dodd-Frank Act (Pub. L. 111-203 § 761(a)), defines the term purchase to mean, in the case of security-
based swaps, the execution, termination {prior to its scheduled maturity date), assignment, exchange, or
similar transfer or conveyance of, or extinguishing of rights or obligations under, a security-based swap, as
the context may require. 15 U.5.C. 78c(a)(13). Section 3(a)(14) of the Exchange Act, as amended by the
Dodd-Frank Act (Pub. L. 111-203 § 761 (a)), defines the term sale to meau, in the case of security-based
swaps, the execution, termination (prior to its scheduled maturity date), assignment, exchange, or similar
transfer or conveyance of, or extinguishing of rights or obligations under, a security-based swap, as the
context may require. See 15U.S.C. 78c(a)(14).

636 See 15 U.S.C. 78¢-5(g); 11 US.C. 741(2).
637 See 15 U.S.C. 78¢-5(g); 11 U.S.C. 741-753.
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Act amended the Exchange Act to a(fd new section 3E.°*® Section 3E sets forth requirements .
applicable to SBSDs and MSBSPs with respect to the segregation of cleared and non-cleared
security-based swap collateral and provides the Commission with rulemaking authority in this
area.””” The Commission also has concurrent authority under section 15(c)(3) of the Exchange
Act to prescribe segregation requirements for broker-dealers.®*
Section 3E(b)(1) of the Exchange Act provides that a broker, dealer, or SBSD shall treat
and deal with all money, securities, and property of any security-based swap customer received
to margin, guarantee, or secure a cleared security-based swap transaction as belonging to the
customer.®' Section 3E(b)(2) provides that the money, securities, and property shall be
separately accounted for and shall not be commingled with the funds of the broker, dealer, or

SBSD or used to margin, secure, or guarantee any trades or contracts of any security-based swap

customer or person other than the person for whom the money, securities, or property are held.%? .

Section 3E(c)(1) of the Exchange Act provides that, notwithstanding section 3E(b),
money, securities, and property of cleared security-based swap customers of a broker, dealer, or

SBSD may, for convenience, be commingled and deposited in the same one or more accounts

438 See Pub. L. 111-203 § 763; 15 U.S.C. 78¢-5.

639 See 15 U.S.C. 78¢-5. Unlike the grants of capital and margin rulemaking authority in the Dodd-Frank Act,
section 3E does not divide rulemaking authority for segregation requirements for SBSDs and MSBSPs
between the Commission and the prudential regulators. Compare 15 U.S.C. 780-10(e)(1), with 15 U.8.C.
78c-5. Consequently, the Commission’s rulemaking authority in this area extends to bank SBSDs and bank
MSBSPs. 15 U.S.C. 78¢-5.

640 See 15 U.S.C. 780(c)(3). See also Pub. L. 111-203 § 771 (codified at 15 U.S.C. 780-10(e)(3)(B)). Section
771 of the Dodd-Frank Act states that unless otherwise provided by its terms, its provisions relating to the
regulation of the security-based swap markets do not divest any appropriate Federal banking agency, the
Commission, the CFTC, or any other Federal or State agency, of any authority derived from any other
provision of applicable law. See Pub. 1., 11 1-203 § 771. In addition, section 15F(e)(3)(B) of the Exchange
Act provides that nothing in section 15F “shall limit, or be construed to limit, the authority” of the
Commission “to set financial responsibility rules for a broker or dealer. . in accordance with Section
15(c)(3).” 15U.S.C. 780-8(e)(3X(B).

el See section 3E(b)(1) of the Exchange Act (15 U.S.C. 78c-5(b)(1)). As indicated, the provisions of section
3E(b) do not apply to MSBSPs.
642 See section 3E(b)(2) of the Exchange Act (15 U.S.C. 78c-5(b)(2)). ,
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with any bank, trust company, or clearing agency.643 Section 3E(c)(2) further provides that the
Commission may by rule, regulation, or order prescribe terms and conditions under which
money, securities, and property of a customer with rgspect to cleared security-based swaps may
be commingled and deposited with any other money, securities, and property received by the
broker, dealer, or SBSD and required by the Commission to be separately accounted for and
treated and dealt with as belonging to the security-based swap customer of the broker, dealer, or
SBSD.**

With respect to non-cleared security-baséd swaps, section 3E()(1)(A) of the Exchange
Act provides that an SBSD and an MSBSP shall be required to notify a counterparty of the
SBSD or MSBSP at the beginning of a non-cleared security-based swap transaction that the
counterparty has the right to require the segregation of the funds or other property supplied to
margin, guarantee, or secure the obligations of the counterparty.645 Section 3E(H)(1)(B) provides
that, if requested by the counterparty, the SBSD or MSBSP shall segregate the funds or other
property for the benefit of the counterparty and, in accordance with such rules and regulations as
the Commission may promulgate, maintain the funds or other property in a segregated account
separate from the assets and other interests of the SBSD or MSBSP.*¢ Section 3E(f)(3) provides
that the segregated account shall be carried by an independent third-party custodian and be
designated as a segregated account for and on behalf of the counterparty (“individual

se,gregation”).647 In the case of non-cleared security-based swaps, therefore, each counterparty

643 See section 3E(c)(1) of the Exchange Act (15 U.S.C. 78¢-5(c)(1)).
b4 See section 3E(c)(2) of the Exchange Act (15 U.8.C. 78¢-5(c)(2)).
645 See 15 U.S.C. 78c-5(F(1){A). See also section 3E(f)(2)(A) of the Exchange Act, which provides that the

provisions of section 3E(f)(1) apply only to a security-based swap between a counterparty and SBSD or
MSBSP that is not submitted for clearing to a clearing agency. See 15 U.S.C. T8c-5(D(2HA).

646 See 15 U.S.C. 78¢-5(H(1)(B).
647 See 15 U.S.C. 78c-5(f)(3).
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has the right to require its collateral to be isolated in an account at an independent custodian that
identifies the counterparty by name, rather than commingled with collateral of other
counterparties.

The objective of individual segregation is for the funds and other property of the
counterparty to be carried in a manner that will keep these assets separate from the bankruptcy
estate of the SBSD or MSBSP if it fails financially and becomes subject to a liquidation
proceeding. Having these assets carried in a bankruptcy-remote manner protects the
counterparty from the costs of retrieving assets through a bankruptcy proceeding caused, for
cxample, because another counterparty of the SBSD or MSBSP defaults on its obligations to the
SBSD or MSBSP,

Section 3E(£)(2)(B)(i) of the Exchange Act provides that the segregation requirements for
non-cleared security-based swaps do not apply to variation margin payments, so that the right of
a counterparty to require individual account segregation applies only to initial and not variation
margin.**® Tt also provides that the segregation requirements shall not preclude any commercial
arrangement regarding the investment of segregated funds or other property that may only be
invested in such investments as the Commission may permit by rule or regulation, and the related
allocation of gains and losses resulting from any investment of the segregated funds or other
property.5 Finally, section 3E(f)(4) provides that if the counterparty does not choose to require
segregation of funds or other property, the SBSD or MSBSP shall send a quarterly report to the

counterparty that the firm’s back office procedures relating to margin and collateral requirements

648 See 15 U.S.C. 78c-5(f)(2)(B)().

49 See 15 U.S.C. 78¢-5(f)(2)(B)(ii). No requirements are being proposed at this time pursnant to the authority
in section 3E(f)(1)(B)(ii) of the Exchange Act.
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are in compliance with the agreement of the counterparties.(’5 0

Pursuant, in part, to the grants of rulemaking authority in sections 3E and 15(c)(3) of the
Exchange Act, the Commission is proposing new Rule 18a-4 to establish segregation
requirements for SBSDs with respect to cleared and non-cleared security-based swaps that would
supplement the requirements in section 3E.%°'  Proposed new Rule 18a-4 would apply to all
types of SBSDs (i.e., it would apply to bank SBSDs, stand-alone SBSDs, and broker-dealer
SBSDS).652 As discussed in more detail below, proposed new Rule 18a-4 would prescribe
detailed requirements for how cash, securities, and money market instruments of a customer with
cleared security-based swaps must be segregated when an SBSD commingles those assets with
the cash and securities of other customers (“omnibus segregation”) pursuant to section 3E(e)(1)
of the Exchange Act.553 In addition, the proposed rule would require that cash, securities, and
meoney market instruments of a customer with respect to non-cleared security-based swaps must
be treated in the same manner as cash, securities, and money market instruments of a customer
with respect to cleared security-based swaps in cases where the counterparty does not elect
individual sc.F:grtaggzl'ti011‘5"34 and does not affirmatively waive segregation altogether.655 In other
words, proposed new Rule 18a-4 would establish an alternative omnibus, or “commingled”,

segregation approach for non-cleared security-based swaps. This approach would be the default

requirement under which an SBSD would be required to segregate securities and funds relating

630 See section 3E(f)(4) of the Exchange Act (15 U.S.C. 78¢-5(f)}4)).

621 See 15 U.S.C. 78¢-5; 15 U.S.C. 780(c)(3).

652 Unlike section 15F of the Exchange Act that divides responsibility for capital and margin rules between the
Commission and the prudential regulators, section 3E of the Exchange Act provides authority solely to the

Commission. Compare 15 U.S.C. 780-10, with 15 U.S.C. 78c-5.
653 See 15 U.S.C. 78¢-5(c)(1). '
654 See 15 U.S.C. 78¢-5(D(1)-(3).
See 15 U.S.C. 78¢-5(f)(4).




to non-cleared security-based swaps and, therefore, apply in the absencg of a counterparty
electing individual segregation or affirmatively waiving segregation.®*

- The omnibus segregation requirements in Rule 18a-4 would not apply to MSBSPs.%’
Consequently, if an MSBSP holds collateral from a counterparty with respect to non-cleared
security-based swaps, it would be subject only to the segregation requirements in section 3E of
the Exchange Act with respect to the collateral, and would not be required to segregate the
collateral unless the counterparty required individual segregation under section 3E.5® The
omnibus segregation requir\ements in Rule 18a-4 may not be practical for MSBSPs for the same
reasons discussed in sections 11.A.3. and 1LB.2. of this release with respect to the proposed
capital and margin requirements for MSBSPs (1.e., the potentially wide range of business models
under which nonbank MSBSPs may operate under the proposed rule, and the uncertain impact
that requirements designed for broker-dealers could have on these entities). MSBSPs will
mnstead be subject to the provisions in section 3E(f) of the Exchange Act, which provide certain
baseline segregation requiremen&s for non-cleared security-based swaps.*’ In addition,
counterparties would be able to negotiate customized segregation agreements with MSBSPs,

subject to these provisions.®®

656 As discussed below in section I1.C.2.c. of this release, an SBSD would be required to obtain a

subordination agreement from a counterparty that waives segregation. By entering into the subordination
agreement, the counterparty would affirmatively waive segregation. The absence of a subordination
agreement would mean that the counterparty is presumed not to have waived segregation and the SBSD
would need to treat the counterparty’s cash, securities, and/or money market instruments pursuant to the
omnibus segregation requirements of proposed new Rule 18a-4.

657 As discussed in more detail below, MSBSPs would be subject to a notification requirement. See paragraph

(d)(1) of proposed new Rule 18a-4.

658 The provisions of section 3E of the Exchange Act governing cleared security-based swaps do not apply to

nonbank MSBSPs. See 15 U.S.C. 78¢-5(b) (referring specifically to a “broker, dealer, or security-based
swap dealer” and not to an MSBSP.). .

659 See 15 U.S.C. 78¢-5(f).
460 &
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As discussed in more detail below, the omnibus segregation requirements of Rule 18a-4
are modeled on the provisions of the broker-dealer segregation rule - Rule 15¢3-3.%' Rule 15¢3-
3 1s designed “to give more specific protection to customer funds and securities, in effect
forbidding brokers and dealers from using customer assets to finance any part of their businesses
unrelated to servicing securities customers; ¢.g., a firm is virtually precluded from using
customer funds to buy securities for its own account.”®? To meet this objective, Rule 15¢3-3
requires a broker-dealer that maintains custody of customer securities and cash (a “carrying
broker-dealer”) to take two primary steps to safeguard thesc assets. The steps are designed to
protect customers by segregating their securities and cash from the broker-dealer’s proprietary
business activities. If the broker-dealer fails financially, the securities and cash should be readily
available to be returned to the customers. In addition, if the failed broker-dealer js liquidated in a
formal proceeding under SIPA, the securities and cash should be isolated and readily identifiable
as “customer property” and, consequently, available to be distributed to customers ahead of other
creditors. %’

The first step required by Rule 15¢3-3 is that a carrying broker-dealer must maintain

physical possession or control over customers’ fully paid and excess margin securities, *¢*

661 See 17 CFR 240.15¢3-3.

662

See Net Capital Requirements for Brokers and Dealers, Exchange Act Release No. 21651 (Jan. 11, 1985),
50 FR 2690, 2690 (Jan, 18, 1985). See also Broker-Dealers; Maintenance of Certain Basic Reserves,

Exchange Act Release No. 9856 (Nov. 10, 1972), 37 FR 25224, 25224 (Nov. 29,1972),

663 Sce 15 U.S.C. 78aaa et seq.

664 See 17 CFR 240.15¢3-3(d). The term fully paid securities includes all securities carried for the account of
a customer in a special cash account as defined in Regulation T promulgated by the Board of Governors of

are carried for the account of a customer in a general account or any special account under Regulation T
during any period when section 8 of Regulation T (12 CFR 220.8) specifies that margin equity securities
shall have no loan value in a general account or special convertible debt security account, and all such
margin equity securities in such account if they are fully paid: provided, however, that the term “fully paid
securities” shall not apply to any securities which are purchased in transactions for which the customer has
not made full payment. 17 CFR 240.15¢3-3(a)(3). The term margin securities means those securities
carried for the account of & customer in a general account as defined in Regulation T, as well as securities




Physical possession or control means the broker-dealer must hold these securities in one of .
several locations specified in Rule 15¢3-3 and free of liens or any other interest that could be
exercised by a third-party to secure an obligation of the broker-dealer.®® Permissible locations
include a bank, as defined in section 3(a)(6) of the Exchange Act, and a clearring‘agency.666

The second step is that a carrying broker-dealer must maintain a reserve of funds or
qualified securities in an account at a bank that is at least equal in value to the net cash owed to
customers.®®” The account must be titled “Special Account for the Exclusive Benefit of
| Customers of the Broker-Dealer” (“customer reserve account”).f’(’s The amount of net cash owed
to customers is computed pursuant to a formula set forth in Exhibit A to Rule 15¢3-3 (“Exhibit A
fonnula’?).669 Under the Exhibit A formula, the broker-dealer adds up customer credit itemns
(e.g., cash in customer securities accounts) and then subtracts from that amount customer debit

items (e.g., margin 10::ms).670 If credit items exceed debit items, the net amount must be on

carried in any special account other than the securities referred to in paragraph (a)(3) of Rule 15¢3-3. 17
CFR 240.15c3-3(a){4). The term excess marein securities means those securities referred to in paragraph
(a)(4) of Rule 15¢3-3 carried for the account of a customer having a market value in excess of 140 percent
of the total of the debit balances in the customer’s account or accounts encompassed by paragraph (a)(4) of
Rule 15¢3-3 which the broker-dealer identifies as nol constituting margin securities. 17 CFR 240.15¢3-

3(a)(5).

663 See 17 CFR 240.15¢3-3(c). Customer securities held by the carrying broker-dealer are not assets of the
firm. Rather, the carrying broker-dealer holds them in a custodial capacity and the possession and control
requirement is designed to ensure that the carrying broker-dealer treats them in a manner that allows for
their prompt return.

666 I_d_

67 17 CER 240.15¢3-3(e). The term “qualified security” is defined in Rule 15¢3-3 to mean a security issued
by the United States or a security in respect of which the principal and interest are guaranteed by the United
States (“U.S. government security”’). See 17 CFR 240.15¢3-3(a)(6).

o6 See 17 CFR 240.15¢3-3(e)(1). The purpose of givir{g the account this title is to alert the bank and creditors
of the broker-dealer that this reserve fund is to be used to meet the broker-dealer’s obligations to customsrs
(and not the claims of general creditors) in the event the broker-dealer must be liguidated in a formal

proceeding.
669 17 CFR 240.15¢3-3a.
670 See id.
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decreased.®”? The broker-dealer must make a deposit into the customer reserve account jf the

computation shows an increase in the reserve requirement.
In addition, the Exhibit A formula permits the broker-dealer to offset customer credit

items only with customer debit items.”” This means the broker-dealer can use customer cash to

whose cash was used to facilitate the broker-dealer’s financing of securities purchases and short-

17 CFR 240. 15¢3-3(e). Customer cash js 4 balance sheet jiem of the carrying broker-dealer (i.e., the
amount of cash received from 4 customer increases the amount of the carrying broker-dealer’s assets and
Creates a corresponding liability to the customer). The reserve formula is designed to isolate these broker-

672 See 17 CFR 240.15¢3-3(e).
673 See 17 CFR 240.15¢3.3,.

o7 For example, if broker-dealer holds $100 for Customer A, the broker-dealer can use that $100 to finance a

security purchase of Customer B. The $100 the broker-dealer owes customer A is a credit in the formula
and the $100 customer B owes the broker-dealer is a debit in the formuia, Therefore, under the Exhibit A
formula there would be no requirement to maintain cash and/or U.S. government securities in the customer
Teserve account, However, if the broker-dealer did 1ot use the $100 heid in customer A’s account for this
purpose, there would be no offsetting debit and, consequently, the broker-dealer would need to have on
deposit in the customer reserve account cash and/or U.S. government securities in ap amount at least equal
to $100. :
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sales by customers. For example, if the broker-dealer fails, the customer debits, because they

generally are over-collateralized, should be attractive assets for another broker-dealer to purchase
or, if not purchased by another broker-dealer, they should be able to be liguidated to a net
“positive equi‘ty.675 The proceeds of the debits sale or 1iquidatiori ban be used to repay the
customer cash used to finance the customer obligations. This cash plus the funds and/or U.S.
government securities held in the customer reserve account should equal or exceed the total
amount of customer credit itemns (i.€., the total amount owed by the broker-dealer to its
customers).676
Proposed new Rule 18a-4 would contain certain proviéions that are modeled on

corresponding provisions of Rule 15¢3-3.57" Paragraph (a) of the proposed rule would define
key terms used in the rulet™ Paragraph (b) would require an SBSD to promptly obtain and

excess Securiiies LIS as=mss

thereafter maintain physical possession or control of all excess securities collateral (a tertn

defined in paragraph (a)) and specify certain locations where €Xcess securities collateral could be

excess securilies LIRS

held and would be deemed to be in the SBSD’s control.” Paragraph (c) would require an SBSD
to maintain a special account for the exclusive benefit of gecurity-based swap customers and
have on deposit in that account at all times an amount of cash and/or qualified securities (a term

defined in paragraph (a)) determined through a computatioh using the formula in Exhibit A to

673 The atiractivencss of the over-collateralized debits facilitates the bulk transfer of customer accounts from a

failing or failed broker-dealert t0 another broker-dealer.

676 See Net Capital Regquirements for Broker-Dealers: Amended Rules, Exchange Act Release No. 18417 (Jan.

13,1982),47 FR 3512, 3513 (Jan. 25, 1982) (“The alternative approach is founded on the concept that, if
the debit items in the Reserve Formula can be liquidated at or near their contract value, these assets along
with any cash required to be on deposit under the [customer protection} rule, will be sufficient to satisfy all
liabilities to customers (which are represented as credit items in the Reserve Formula).”™).

67 Compare 17 CFR 240.1 5¢3-3, with proposed new Rule 18a-4.
678 Compare 17 CFR 240.15¢3-3(a), with paragraph {a) of proposed new Rule 18a-4. ‘
679 Compare 17 CFR 240.15¢3-3(b)-(d). with paragraph {b) of proposed new Rule 18a-4.
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proposed new Rule 18a-4.58° A broker-dealer SBSD would need to treat security-based swap
accounts separately from other securities accounts and, consequently, would need to perform
s;eparate possession and control and reserve account computations for security-based swap
accounts and other securities accounts. The former would be subject to the possession and
contro! and reserve account requirements in proposed new Rule 18a-4 and the latter would
continue to be subject to the analogous requirements in Rule 15¢3-3. This would keep separate
the segregated customer property related to security-based swaps from customer property related
to other securities, including property of retail securities customers.

Paragraph (d) of Rule 18a-4 would contain certain additional provisions that do not have
analogues in Rule 15¢3-3. First, it would require an SBSD and an MSBSP to provide the notice
required by section 3E(f)(1)(A) of the Exchange Act prior to the execution of the first non-
cleared security-based swap transaction with the counterparty.®®’ Second, it would require the
SBSD to obtain subordination agreements from counterparties that opt out of the segregation
requirements in proposed new Rule 18a-4 because. they either elect individual segregation
pursuant to the provisions of section 3E(f) of the Exchange Act®™ or agree that the SBSD need
not segregate their assets at all %

As discussed in more detail below, the omnibus segregation requirements in proposed
new Rule 18a-4 are designed to accommodate the operational aspects of an SBSD collecting
cash, securities, and/or money market instruments from security-based swap customers to margin

cleared security-based swaps and delivering cash, securities, and/or money market instruments to

60 Compare 17 CFR 240.15¢3-3(g), with paragraph (c) of proposed new Rule 18a-4.

81 Sec 15 U.S.C. 786-5(A)(1)(A); paragraph (d)(1) of proposed new Rule 18a-4.
62 gee 15 U.S.C. 78¢-5(H(1)-(3).
683 See 15 U.S.C. 78¢-5(f)(4).
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registered clearing agencies to meet margin requirements of the clearing agencies with respect to
the customers’ transactions. Similarly, the omnibus segregation requirements are designed to
accommodate the current practice of dealers in OTC derivatives to collect cash, securities, and/or
money market instruments from a counterparty to cover current and potential future exposure
arising from an OTC derivatives transaction with the counterparty and concurrently deliver cash,
securtties, and/or money market instruments to another dealer as collateral for an OTC
derivatives transaction that hedges (takes the opposite side of) the OTC derivatives transaction
with the counterparty. At the same time, the omnibus segregation requirements are designed to
isolate, identify, and protect cash, securities, and/or money market instruments received by the
SBSD as collateral for cleared and non-cleared security-based swaps, whether the collateral is
held by the SBSD, a registered clearing agency, or another SBSD.

Finally, the Commission is ﬁrnposing a conforming amendment to add new paragraph (p)
to Rule 15¢3-3 to state that a broker-dealer that is registered as an SBSD pursuant to section 15F
of the Exchange Act must also comply with the provisions of Rule 18a-4.5%* This proposed
amendment would clarify that a broker-dealer SBSD must conply with both Rule 15¢3-3 and
Rule 18a-4.

Request for Comment

The Commission generally requests comment on the approach of proposed new Rule
18a-4. In a'ddition, the Commission requests comment, including empirical data in support of
comments, in response to the following questions:

1. Should there be rules under section 3E(MD(1)(B)(D) of the Exchange Act with respect to

how an SBSD and an MSBSP must segregate funds and other property relating to non-

634 See proposed paragraph (p) of Rule 15¢3-3.
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cleared security-based swaps to supplement the individual segregation provisions in
section 3E(f)? If so, describe the types of requirements the rules should impose.

Should there be rules under section 3E(f)(2)(B)(ii)(1) of the Exchange Act with respect to
how an SBSD and an MSBSP may invest funds or other property relating to non-cleared
security-based swaps to supplement the individual segregation provisions in section
3E(f)? If so, describe the types of requirements the rules should impose. For example,
should the rules require that the funds may be invested only in U.S. government securities

or in qualified securities as that term is defined in paragraph (a)(5) of proposed new Rule

18a-4? Explain why or why not.

. Is it appropriate to model the segregatioﬁ provisions for security-based swap customers
on the provisions of Rule 15¢3-3? 1f not, explamn why and identify another segregation
model.

Should MSBSPs be required to comply with all the omnibus segregation requirements of
proposed new Rule 18247 If so, explain why. If not, explain why not.

Should the omnibus segregation requirements accommodate the ability to hold sWaps in
security-based swap customer accounts to facilitate a portfolio margin treatment for
related or offsetting positions in the account? What practical or legal impediments may
exist to doing so? If swaps could be held in the account along with security-based swaps,
how would the existence of differing bankruptcy regimes for securities and commodities
instruments impact the ability to unwind positions or distribute assets to customers in the

event of insolvency of the SBSD?
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2. Proposed Rule 18a-4
a. Possession and Control of Excess Securities Collateral

Paragraph (b)(1) of Rule 18a-4 would require an SBSD to promptly obtain and thereafter
maintain physical possession or control of all excess securities collateral carried for the accounts
of security-based swap customers.®® Physical possession or control as used in Rule 15¢3-3
means a broker-dealer cannot lend or hypothecate secuﬁties subject to the requirement and must
hold them itself or, as is more common, in a satisfactory control location.®®® As discussed below,
physical possession or control is intended to have the same meaning in proposed new Rule 18a-
4.

The term security-based swap customer would be defined to mean any person from

whom or on whose behalf the SBSD has received or acquired or holds funds or other property
for the account of the person with respect to a cleared or non-cleared security-based swap

. 87
transactlon.6

The definition would exclude a person to the extent that person has a claim for
funds or other property which by contract, agreement or understanding, or by operation of law, is

part of the capital of the SBSD or is subordinated to all claims of security-based swap customers

of the SBSD.%® This proposed definition of security-based swap customer is modeled on the

current definition of customer in Rule 15¢3-3.%%° As discussed above, an SBSD would be

683 This paragraph is modeled on paragraph (b)( 1) of Rule 15c3-1. Compare 17 CFR 240.15¢3-1 (b)(1), with

paragraph (b)(1) of proposed new Rule 18a-4.

686 See Amendments to Financial Responsibility Rules for Broker-Dealers, 72 FR 12862

687 See paragraph (a)(6) of proposed new Rule 18a-4. Paragraph (a)(1} of proposed Rule 18a-4 would define

the term cleared security-based swap to mean a security-based swap that is, directly or indirectly, submitted
to and cleared by a clearing agency registered with the Commission pursuant to section 17A of the
Exchange Act (15 U.8.C. 78q-1). Any other security-based swap would be a non-cleared security-based
swap.

688 See paragraph (a)(6} of proposed new Rule 18a-4.

649 Compare 17 CFR 240.15¢3-3(a)(1), with paragraph {a)(6) of proposed new Rule 18a-4. The proposed

definition also is based on the definitions of “customer” in 11 U.S.C. 741(2} and 15 U.S.C. 78111(2), which,
respectively, apply to liquidations of stockbrokers under the stockbroker liquidation provisions and broker-
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required to obtain subordination agreements from counterparties that elect individual segregation
pursuant to the self-executing provisions of section 3E(f) of the Exchange Act® or that waive
segregation.®”’ Because these counterparties would enter into subordination agreements, they

would not meet the definition of security-based swap customer and, consequently, the omnibus

segregation requirements of proposed new Rule 18a-4 would not apply to their funds and other

p1'c>}f)erty.692

Proposed new Rule 18a-4 would define the term excess securities collateral to mean

securities and money market instruments carried for the account of a security-based swap
customer that have a market value in excess of the current exposure of the SBSD to the

customer, excluding: (1) securities and money market instruments held in a qualified clearing

agency account but only to the extent the securities and money market instruments are being

used to meet a margin requirement of the clearing agency resulting from a security-based swap
transaction of the customer; and (2) securities and money market instruments held in a qualified

registered security-based swap dealer account but only to the extent the sccurities and money

market instruments are being used to meet a margin requirement of the other SBSD resulting
from the SBSD entering into a non-cleared security-based swap transaction with the other SBSD
to offset the risk of a non-cleared security-based swap transaction between the SBSD and the

customer. The proposed definition of excess securities collateral is based on the provisions of

dealers under the SIPA. As discussed above in section IL.C.1 of this release, under these liquidation
provisions, customers receive special protections such as priority claims to customer property over general
creditors. See 11 U.8.C. 101 etseq.; 15 U.S.C. 78aaa et seq.

690 See 15 U.S.C. 78¢-5(f)(1)-(3).

o See 15 U.S.C. 78¢-5(f)(4).

692 Counterparties that elect individual segregation would not need the protections of the omnibus segregation

requirements because their funds and other property would be held by an independent third-party custodian
and, therefore, the third-party custodian — rather than the SBSD — would owe the securities and funds to the
counterparty. Counterparties that waive segregation, in effect, have agreed that their funds and other
property can be used by the SBSID for its proprietary business purposes. Therefore, they have agreed to
forego the benefits of segregation.
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Rule 15¢3-3 requiring a broker-dealer to maintain physical possession or control of fully paid .

and excess margin securities (i.e., securities that are not being used to secure the obligations of

the customer to the broker-dealer).693 Under the proposed definition of excess securities

collateral, securities and money market instruments of a security-based swap customer of the
SBSD that are not being used to collateralize the SBSD's current exposure to the customer
would need to be in the physical possession or control of the SBSD unless one of the two
exceptions in the definition applies to the securities and money market instruments.

The first exception in the definition refers to securities and money market instruments

held in a qualified clearing agency account but only to the extent the securities and money

market instruments are being used to meet a margin requirement of the clearing agency resulting
from a security-based swap transaction of the customer. This exception is designed to

accommodate the margin requirements of clearing agencies, which will requiré SBSDs to deliver .

margin collateral to the clearing agency to cover exposures arising from cleared security-based
swaps of the SBSD’s security-based swap customers.” Customer securities and money market
instruments provided to the clearing agency for this purpose would not meet the definition of

excess securities collateral and, therefore, would not be subject to the physical possession or

control requirement.695 This exception would allow the clearing agency to hold the securities as
collateral against obligations of the SBSD’s customers arising from their cleared security-based

swaps.

693 See 17 CFR 240.15¢3-3(d); 17 CFR 240.15¢3-3(a)(3) (defining the term fully paid securities); 17 CFR
240.15¢3-3(a)(4) (defining the term margin securities); 17 CFR 240.15¢3-3(a)(5) (defining the terin excess
argin securities).

694 As discussed above, security-based swap clearing agencies will require SBSDs to deliver margin collateral

for the security-based swap transactions of the SBSD’s customers that are cleared by the clearing agency.

While the Commission is proposing this exemption, these customer securities and money market
instruments would still be required to be included in the SBSD’s reserve formula calculation under
proposed new Rule 18a-4a.
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margin, guarantee, secure, adjust, or sett]e cleared security-based Swaps of the SBSD)’g Security-
based SWap customers that meets the following conditions:

* The account jg designated “Special Clearing Account for the Exclusive Benefit of the
Cleared Security-Based Swap Customers of [name of the SBSD),6%

* The clearing agency hag acknowledged in 4 written notice provided to and retained by the
SBSD that the funds and other property in the account are being held by the clearing
agency for the exclusive benefit of the security-based SWap customers of the SBSD in
accordance with the regulations of the Commission and are being kept separate from any
other accountg Mmaintained by the SBSD with the clearing agency;*” ang

* The account is subject to 3 written contract between the SBSD and the clearing agency
which provides that the funds ang other Property in the account shail be subject to no
right, charge, Security interest, lien, or claim of any kind in favor of the clearing agency

These provisjons are designed to ensure that securitieg and money market instruments of
Security-based SWap customers related to cleared security-based SWaps provided to a clearing
agency are isolated from the proprietary assets of the SBSD and identified as property of the

security-based SWap customers,

The second exception in the definition of €XCess securities collateral is for Securities and
. ' . « .
%6 ph (a)(3)(i) of Proposed new Ruyje 18a-4. This Provision is modeled on paragraph (e)(1) of Rule

See baragra
15¢3-3, which requires a broker-dealer 1o Imaintain a “Special Reserve Bank Account for the Exclusive
Benefit of Customers, » Compare 17 CFR 240.1503-3(6), with Paragraph (a)(3)(i) of Proposed new Ryle
18a-4.

Sge paragraph (a}3)(ii) of Proposed new Ryle 18a-4, This Provision is modeled On paragraph (f) of Ruje
15¢3-3, which requires a broker-dealer 1o obtain a written notification from a bank where jt maintains a
Customer reserve account. Compare 17 CFR 240.15c3-3(f), with paragraph (a)(3)(ii1) of proposed new
Rule 18a-4. :

See paragraph (a)(3)(i1'i) of proposed new Rule 18a-4. This provision js modeled on paragraph (f) of Ryle
15¢3-3, which requires a broker-dealer to obtain a contract from a bank where it maintaing a “Special
Reserve Bank Account for the Exclusive Benefit of Customers.” Compare 17 CFR 240.15¢3 -3(f), with
paragraph (@)(3)(ii) of Proposed new Rule 18a-4,

697

G698
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money market instruments held in a qualified registered security-based swap dealer account but .
only to the extent the securities and money market instruments are being used to meet a margin
requirement of the other SBSD resulting from the qBSD entering nto a non-cleared security-

based swap transaction with the other SBSD to offset the risk of a non-cleared security-bésed

swap transaction between the SBSD and the customer. This exception 18 designed to

accommodate the practice of dealers in OTC derivatives transactions maintaining “matched

books™ of transactions in which an OTC derivatives transaction with a counterparty 18 hedged

with an offsetting transaction with another dealer. SBSDs, as dealers in securjty-based swaps,

are expected tol actively manage the risk of their non-cleared securify-based swap positions by

entering into offsetting transactions with other ’SBSDS.699 These other SBSDs may require

margin collateral from the SBSD.700 Customer securitics and money market instruments

provided to another SBSD for this purposc would be excepted from the definition of excess

securities collateral and, therefore, would not be subject to the physical possession of control ‘
requirement. Thus, this provision would allow an <BSD to finance customer transactions 1n non-

cleared security-based swaps by using customer collateral to secure offsetting transactions with

R For example, assume an SBSD and a counterparty enter into a CDS security-based swap 0D XY Z Company

with a notional amount of $10 million and term of five years and in which the SBSD is the seller of
protection and counterparty is the buyer of protection. The SBSD could enter nto 2 maiching transaction
(aCDS security-based swap o1 XY Z Company with a notional amount of $10 million and term of five
years) with another SBSD which the SBSD is the buyer of protection and the other SBSD is the seller of
protection. This would match the transaction with the counterparty with the transaction with the other
SBSD and hedge the SBSD’s risk resulting from the transaction with the customer.

o As discussed above in section 11.B.2.c.i. of this release, an SBSD would not be required to collect collateral

equal to the margin amount if the counterparty was another SBSD under the Alternative A account equity
requirement in proposed new Rule 18a-3. See paragraph (c)(l)(iii)(B)-Altemative A of proposed new Rule
18a-3. Consequently, an SRSD would not be required to maintain a minimum jevel of positive equity in its
account at another gBSD with respect t0 non-cleared security-based swaps. This would mean that the
SBSD may not need to provide collateral to the other SBSD other than an amount Necessary to cover the
current exposure of the other SBSD, which, in tum could reduce the need to use securities and money
market instruments of security-based swap customers {0 collateralize hedging transactions. However,
under the Alternative B account equity requirement, an SBSD would be required to provide collateral equal
{0 the margin amount 1o the other SBSD. See paragraph (c)(l)(iii)(B)—Altemative B of proposed new Rule
18a-3. This could increase the need to use securities and money market instruments of security-based |
swap customers to collateralize hedging transactions.

230

e



.- another SBSD, provided that the collateral is held in an account with the other SBSD that meets
certain requirements.

The term qualified registered security-based swap dealer account (“qualified SBSD

account”) would be defined to mean an account at another SBSD registered with the

Commission pursuant to section 15F of the Exchange Act that is not an affiliate of the SBSD and
that meets the following conditions:

e The account is designated “Special Account for the Exclusive Benefit of the Security-

Based Swap Customers of [name of the SBSD]”;TO]

e The account is subject to a written acknowledgement by the other SBSD provided to and
retained by the SBSD that the funds and other property held in the account are being held
by the other SBSD for the exclusive benefit of the security-based swap customers of the
SBSD in accordance with the regulations of the Commission and are being kept separate
from any other accounts maintained by the SBSD with the other SBSD;™”

e The account is subject to a written contract between the SBSD and the other SBSD which
. provides that the funds and other property in the account shall be subject to no right,

charge, security interest, lien, or claim of any kind 1n favor of the other SBSD or any
person claiming through the SBSD, except a right, charge, security interest, lien, or claim
resulting from a non-cleared security-based swap transaction effected in the account; >
and

o The account and the assets in the account are not subject to any type of subordination
az;g,reement.7 +

o Sec paragraph (a)(4)(1) of proposed new Rule 18a-4. Similar to the proposed conditions for a qualified

clearing agency account, this provision is modeled on paragraph (e)(1) of Rule 15¢3-3, which requires a
broker-dealer to maintain a “Special Reserve Bank Account for the Exclusive Benefit of Customers.”
Compare 17 CFR 240.15¢3-3(¢), with paragraph (@)(@)(0) of proposed new Rule 13a-4.

ez See paragraph (a}(4)(ii) of proposed new Rule 18a-4. Similar to the proposed conditions for a qualified

clearing agency account, this provision is modeled on paragraph (f) of Rule 15¢3-3, which requires a
broker-dealer to obtain a written notification from a bank where it maintains a “Special Reserve Bank
Account for the Exclusive Benefit of Customers.” Compare 17 CFR 240.15¢3-3(f), with paragraph
(a)(4)(ii) of proposed new Rule 18a-4.

70 See paragraph (a)(4)(iii) of proposed new Rule 18a-4. Similar to the proposed conditions for a qualified

clearing agency account, this provision is modeled on paragraph (f) of Rule 15¢3-3, which requires a
broker-dealer to obtain a contract from a bank where it maintains a “Special Reserve Bank Account for the
Exclusive Benefit of Customers.” Compare 17 CFR 240.15¢3-3(f), with paragraph (a)(4)(iii) of proposed

. new Rule 18a-4.
o8 See paragraph (a)(4)(iv} of proposed new Rule 18a-4.
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These conditions are largely identical to the conditions for a qualified clearing agency account
and are similarly designed to ensure that secunties and money market instruments of security-
based swap customers relating to non-cleared security-based swaps provided to another SBSD
are 1solated from the proprietary assets of the SBSD and are identified as property of the
security-based swap customers. Further, the account and the assets in the account could not be
subject to any type of subordination agreement. This condition is designed to ensure that if the
other SBSD holding the qualified SBSD account fails, the SBSD accountholder will be treated as
a security-based swap customer in a liquidation proceeding and, therefore, could make a pro rata
claim for customer property with other customers ahead of all other creditors.”®

Paragraph (b)(2) of proposed new Rule 18a-4 would identify five satisfactory control

locations for excess securities collateral.7%® Ruie 15¢3-3 identifies the same locations as

satisfactory control locations, "’ Proposed new Rule 18a-4 would provide that an SBSD has

See paragraph (a)(6) of proposed new Rule 18a-4 (excluding persons who subordinate their claims against
the SBSD to all other creditors from the definition of security-based swap customer).

See paragraph (b)(2) of proposed new Rule 18a-4.

Compare 17 CFR 240.1 5¢3-3(c), with paragraph (bX2) of proposed new Rule 18a-4. Rule 15¢3-3
identifies two control locations that the Commission is not proposing be identified in proposed new Rule
I18a-4, First, paragraph (c)(2) of Rule 15¢3-3 identifies as a control location “a special omnibus account in
the name of such broker or dealer with another broker or dealer in compliance with the requirements of
section 4(b) of Regulation T under the Act (12 CFR 220.4(b)), such securities being deemed to be under the

maintain physical possession or control of them free of any charge, lien, or claim of any kind i favor of
such carrying broker or dealer or any persons claiming through such carrying broker or dealer.” See 17
CFR 240.15¢3-3(c)(2). Stand-alone SBSDs are not expected to maintain such accounts. Second, Rule
15¢3-3 identifies as a control location “a foreign depository, foreign clearing agency or foreign custodian
bank which the Commission upon application from a broker or dealer, a registered national securities
exchange or a registered national securities association, or upon its own motion shall designate as a
satisfactory control location for securities.” See 17 CFR 240.15¢3-3(c)(4). See also Interpretative Release:;
Guidelines for Control Locations for Foreign Securities, Exchange Act Release No. 10429 (Oct. 12, 1973),
38 FR 29217, 29217 (Oct. 23,1973). As discussed below, the last control location identified in Rule 15¢3-
3 and proposed to be identified in new Rule 18a-4 is such other location “as the Commission shall upon
application from a broker or dealer find and designate to be adequate for the protection of customer
securities.” See 17 CFR 240.15¢3-3(c)(7) and paragraph (b)(2)(v) of proposed new Rule 18a-4. Under the
Commission’s proposal, SBSDs secking to have a foreign depository, foreign clearing agency, or foreign
custodian bank identified as a satisfactory control location would need to apply to the Commission under
paragraph (b)(2)(v) of proposed new Rule 18a-4.
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. control of excess securities collateral only if the securities and money market instruments:

Are represented by one or more certificates in the custody or control of a clearing
corporation or other subsidiary organization of either national securities exchanges, or of
a custodian bank in accordance with a system for the central handling of securities
complying with the provisions of Exchange Act Rule 8c—1(g) and Exchange Act Rule
15¢2-1(g) the delivery of which certificates to the SBSD does not require the payment of
money or value, and if the books or records of the SBSD identify the security-based swap
customers entitled to receive specified quantities or units of the securities so held for such
security-based swap customers collectively;

Are the subject of bona fide items of transfer; provided that securities and money market
instruments shall be deemed not to be the subject of bona fide items of transfer if, within
49 calendar days after they have been transmitted for transfer by the SBSD to the issuer
ot its transfer agent, new certificates conforming to the instructions of the SBSD have not
been received by the SBSD, the SBSD has not received a written statement by the issuer
or its transfer agent acknowledging the transfer instructions and the possession of the
securities and money market instruments, or the security-based swap dealer has not
obtained a revalidation of a window ticket from a transfer agent with respect to the
certificate delivered for transfer;’®

Are in the custody or control of a bank as defined in section 3(a)(6) of the Act, the
delivery of which securities and money market instruments to the SBSD does not require
the payment of money or value and the bank having acknowledged in writing that the
securities and money market instruments in its custody or control are not subject to any
right, charge, security interest, lien or claim of any kind in favor of a bank or any person
claiming through the bank; "

Are held in or are in transit between offices of the SBSD; or are held by a corporate
subsidiary if the SBSD owns and exercises a majority of the voting rights of all of the
voting securities of such subsidiary, assumes or guarantees all of the subsidiary's
obligations and liabilities, operates the subsidiary as a branch office of the SBSD, and
assumes full responsibility for compliance by the subsidiary and all of its associated
persons with the provisions of the Federal securities laws as well as for all of the other
acts of the subsidiary and such associated persons;711 or

Are held in such other locations as the Commission shall upon application from an SBSD

708
709

no

. b

See paragraph {b)(2)(i) of proposed new Rule 18a-4. This provision is modeled on paragraph {c)(1) of
Rule 15¢3-3. Compare 17 CFR 240.15¢3-3{c)(1), with paragraph (b}(2)(i} of proposed new Rule 18a-4.

See paragraph (b)(2)(ii) of proposed new Rule 18a-4. This provision is modeled on paragraph (¢)(3) of
Rule 15¢3-3. Compare 17 CFR 240.15¢3-3(c)(3), with paragraph (b)(2)(ii) of proposed new Rule 18a-4.

See paragraph (b)(2)(iii) of proposed new Rule 18a-4. This provision is modeled on paragraph (c)(5) of
Rule 15¢3-3. Compare 17 CFR 240.15¢3-3(c)(5), with paragraph (b)(2)(i1i) of proposed new Rule 18a-4.

See paragraph (b)(2)(iv) of proposed new Rule 18a-4. This provision is modeled on paragraph (c)(6) of
Rule 15¢3-3. Compare 17 CFR 240.15¢3-3(c)(6), with paragraph (b)2)(iv) of proposed new Rule 18a-4.
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find and designate to be adequate for the protection of customer securities.”'2
The identification of these locations as satisfactory control locations is designed to limit where

the SBSD can hold excess securities collateral, The identified locations are places from which

the securities and money market instruments can promptly be retrieved and returned to the
security-based swap customers,’
Paragraph (b)(3) of Rule 18a-4 would require that each business day the SBSD must

determine from its books and records the quantity of excess securities collatéral that the firm had

in possession and control as of the close of the previous business day and the quantity of excess

securities collateral the firm did not have in possession or control on that day.”"> The paragraph

would provide further that the SBSD must take Steps to retrieve excess securities collateral from

certain specifically identified non-control locations if securities and money market instruments
of the same issue and class are at these locations.”* Specifically, paragraph (b)(3) would
provide that if securities or money market instruments of the same issue and class are:

* Subject to a lien securing an obli gation of the SBSD, then the SBSD, not later than the
next business day on which the determination is made, must issue instructions for the
release of the securities or money market instruments from the lien and must obtain
physical possession or control of the securities and money market instruments within two
business days following the date of the instructions;’"?

72 See paragraph (b)(2)(v) of proposed new Rule 18a-4. This provision is modeled on paragraph (c)(7) of
Rule 15¢3-3. Compare 17 CFR 240.1 5¢3-3(c)(7), with paragraph (bX(2)(v) of proposed new Rule 18a-4.
See Guidelines for Control Locations for Foreign Securities, Exchange Act Release No. 10420 {Oct. 12,
1973, 38 FR 29217 (Oct. 23, 1973) (prescribing the process under Rule 15¢3-3 for a broker-dealer to apply
to the Commission to utilize a foreign control location). Among other things, certain conditions must be
met for the foreign control location to be deemed satisfactory. A broker-dealer must represent in an
application to the Commission that the conditions are satisfied. An application submitted shall be
considered accepted unless the Commission rejects the application within 90 days of receipt by the
Commission. Id.

3 See paragraph (b)(3) of proposed new Rule 18a-4. The provisions in this paragraph are modeled on the
provisions in paragraph (d) of Rule 15¢3-3. Compare 17 CFR 240.15¢3-3(d), with paragraph (b)(3) of
proposed new Rule 18a-4.

7 See paragraph (b)(3) of proposed new Rule 18a-4:

715

See paragraph (b)(3)(i) of proposed new Rule 18a-4. This provision is modeled on paragraph (d)(1) of
Rule 15¢3-3. Compare 17 CFR 240.15¢3-3(d)(1), with paragraph (b)(3)(i) of proposed new Rule 18a-4.
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. « Held in a qualified clearing agency account, then the SBSD, not Jater than the next
business day on which the determination is made, must issue instructions for the release
of the securities or money market instruments by the clearing agency and must obtain

physical possession of control of the securities or moncy market instruments within two
business days following the date of the instructions;

e Held in a qualified SBSD account maintained by another SBSD, then the S$BSD, not later
than the next business day on which the determination is made, must issue mstructions
for the release of the securities and money market instruments by the other SBSD and
imust obtain physical possession or control of the securities or money market instruments
within two business days following the date of the instructions; "

s Loaned by the SBSD, then the SBSD, not later than the next business day on which the
determination is made, must issue instructions for the return of the loaned securities and
money market instruments and must obtain physical possession or control of the
securities or money market instruments within five business days following the date of
the instructionsf

e Failed to receive more than 30 calendar days, then the SBSD, not later than the next
business day on which the determination is made, must take prompt steps 10 obtain
physical possession or control of the securities or money market instruments through a

. . 71
_ . buy-in procedure of otherwise;

o Receivable by the SBSD as a security dividend, stock split or similar distribution for
more than 45 calendar days, then the SBSD, not later than the next business day on which
the determination is made, must take prompt steps to obtain physical possession or

-

e See paragraph (LY(3)(it) of proposed new Rule 18a-4. As discussed above, securitics held in a qualified

clearing agency account are not excess securities collateral, but only to the extent the securities are being
used to meet a margin requirement of the clearing agency resulting from a security-based swap transaction
of the customer. See paragraph (a)(2)(@) of proposed new Rule 18a-4. Consequently, if securities held ina
qualified clearing agency account are not necessary to meet a margin requirement of the clearing agency,

they would be gxcess securities collateral and the SBSD would need to move them to a satisfactory control

location.

7

See paragraph (LY(3)(ii) of proposed new Rule 18a-4. As discussed above, securities held ina qualified
$BSD account are pot €Xcess securities collateral but only to the extent the securitics are being used to
meet a margin requirement of the other SBSD resulting from the SBSD entering into a non-cleared
security-based swap transaction with the other SBSD to offset the risk of a non-cleared security-based swap
transaction between the SBSD and the customer. See paragraph (a)(2)(ii) of proposed new Rule 18a-4.
Consequently, if securities held in a qualified clearing agency account are not necessary to meet a margin
requirement of the other SBSD and/or are not collateralizing a transaction that offsets the nisk of n non-
cleared security-based swap with the customer, they would be excess securities collateral and the SBSD
would need to move them to a satisfactory control location.

See paragraph (b){(3)(iv) of proposed new Rule 18a-4. This provision is modeled on paragraph (@)(1) of
Rule 15¢3-3. Compare 17 CFR 240.15¢3-3(d)(1), with paragraph (L3)iv) of proposed new Rule 18a-4.

See paragraph ©)(3)v) of proposed new Rule 18a-4. This provision is modeled on paragraph (d)(2) of
Rule 15¢3-3. Compare 17 CFR 240.15¢3-3(d)(2), with paragraph (BY3)v) of proposed new Rule 18a-4.
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control of the securities or money market instruments through a buy-in procedure or

otherwise; "?® or

Request for Comment

The Commission generally requests comment on the proposed physical possession and
control requirements in proposed new Rule 18a-4. In addition, the Commission requests
comment, including empirical data in Support of comments, in response to the following
questions:

L. Are possession and contro] requirements modeled on Rule 15¢3-3 appropriate for
security-based swaps? If not, explain why not.

2. Is the proposed definition of security-based SWap customer appropriate? 1f not, explain
why not and suggest modifications to the definition.

3. Is the proposed definition of excess securities collateral appropriate? 1f not, explain why
not and suggest modifications to the definition.

4. 1s the proposed exception iﬁ the definition of excess securities collateral for securities and
money market in§truments held in a qualified clearing agency account appropriate? If
hot, explain why not. Would this proposed exception raise practical or legal issues? If
S0, explain why.

0 See paragraph (b)(3)(vi) of proposed new Rule 18a-4. This provision is modeled on paragraph (d){3) of

Rule 15¢3-3. Compare 17 CFR 240.15c3-3(d)(3), with paragraph (bY(3)(v1) of proposed new Rule 18a-4,

& See paragraph (bX3)(vii} of proposed new Rule 18a-4. This provision is modeled on a proposed

amendment to Rule 15¢3-3 that is still pending, See Amendments to Financial Responsibilit Rules for
Broker-Dealers, 72 FR at 12895. The provisions of paragraph (b)(3)(vii) of proposed new Rule 18a-4 are
intended to achieve the same objectives of the proposed amendments to Rule 15¢3-3. See id. at 12865-66
(explaining the basis for the proposed amendment to Rule 15¢3-3).
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. 5. Is the proposed definition of qualified clearing agency account appropriate? 1f not,

explain why not and suggest modifications to the definition.

6. ls the proposed exception in the definition of excess securities collateral for securities and

money market instruments held in a qualified registered security-based swap dealer

account appropriate? If not, explain why not. Would this proposed exception raise
practical or legal issues? If so, explain why.

7. 1s the proposed definition of qualified registered security-based swap dealer account

appropriate? For example, is the condition that the qualified registered security-based
swap dealer account not be held by an affiliate of the SBSD appropriate? If the definition
is not appropriate, explain why not and suggest modifications to the definition.

. How do dealers in OTC derivatives that will be security-based swaps use offsetting

. {ransactions to hedge the risk of these positions? Would the proposed possession and
control requirements for non-cleared security-based swaps adversely affect the ability of
SBSDs to enter into hedging transactions? If so, explain why and suggest modifications
to the requirements that céufd address this issue.

9. Are the control locations identified in proposed new Rule 18a-4 appropriate for security-
based swaps? If not, explain why not. Should the two additional control locations in
paragraphs (c)(2) and (¢)(4) of Rule 15¢3-3 that are not being incorporated into proposed
new Rule 18a-4 be included in the rule? If so, explain why.

10. Should the process for applying to the Cominission to have a location designated to be
adequate for the protection of customer securities and money market instruments under
paragraph (b)(2)}(v) of proposed new Rule 18a-4 be similar to the current process fora

. broker-dealer to utilize a foreign control location under Rule 15¢3-3 (i.e., a process in
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which the SBSD must submit an application representing that certain conditions are met .
and in which an application is deemed accepted if not specifically rejected by the

Commission within 90 days)? Alternatively, should the Commission be required to

formally act on each application through the issuance of an order?

11. Are the steps in paragraph (b)(3) of proposed new Rule 18a-4 that an SBSD would be
required to take to move securities and money market instruments from non-contro]
locations to control locations appropriate for security-based swaps? If not, explain why
not.

I2. Are there any possession and control provisions in Rule 15¢3-3 that are not being
incorporated in proposed new Rule 18a-4 that should be included in the rule? If so,
identify them and explain why they should be incorporated into proposed new Rule 18a-
4. .
_ b. Security-Based Swap Customer Reserve Account
Paragraph (c)(1) of Rule 18a-4 would require an SBSD, among other things, to maintain

a special account for the exclusive benefit of security-based swap customers separate from any

other bank account of the SBSD.” The term special account for the exclusive benefit of

security-based swap customers (“Rule 18a-4 Customer Reserve Account”) would be defined to

Incan an account at a bank that is not the SBSD or an affiliate of the SBSD and that meets the
following conditions:

* The account is designated “Special Account for the Exclusive Benefit of the Security-
Based Swap Customers of (name of the SBSD}*;"?

72 See paragraph (c) of proposed new Rule 18a-4. The provisions of paragraph (c} of proposed new Rule 18a-

4 are modeled on paragraph (e) of Rule 15¢3-3. Compare 17 CFR 240, 15¢3-3(e), with paragraph (c) of
proposed new Rule 18a-4,

3 See paragraph (@)} 7)(i) of proposed new Rule 18a-4. Similar to the proposed conditions for a qualified
clearing agency account and a qualified SBSD account, this provision is modeled on paragraph (e){1) of
Rule 15¢3-3, which requires a broker-dealer to maintain a “Special Reserve Bank Account for the
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{
. e The account is subject to a written acknowledgement by the bank provided to and
) retained by the SBSD that the funds and other property held in the account are being held
by the bank for the exclusive benefit of the security-based swap customers of the SBSD
in accordance with the regulations of the Commission and are being kept separate from
any other accounts maintained by the SBSD with the bank;** and

« The account is subject to a written contract between the SBSD and the bank which
provides that the funds and other property in the account shall at no time be used directly
or indirectly as security for a loan or other extension of credit to the SBSD 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.””

These conditions are largely identical to the conditions for a qualified clearing agency account
and qualified SBSD account and are similarly designed to ensure that cash and qualified
securities deposited into the special bank account (as discussed below) are isolated from the
proprietary assets of the SBSD and identified as property of the security-based swap customers.
Paragraph (c)(1) of proposed new Rule 18a-4 would provide that the SBSD must at all
. times maintain in a Rule 18a-4 Customer Reserve Account, through deposits into the account,
cash and/or qualified securities in amounts computed in accordance with the formula set forth in
Exhibit A to Rule 18a-4.”?° The formula in Exhibit A to proposed new Rule 18a-4 is modeled on

the formula in Exhibit A to Rule 15¢3-1, which requires a broker-dealer to add up various credit

Exclusive Benefit of Customers” (the “Rule 15¢3-3 Customer Reserve Account”). Compare 17 CER
240.15¢3-3(e), with paragraph (a)(7)(1) of proposed new Rule 18a-4.

See paragraph {a)}(7)(ii) of proposed new Rule 18a-4. Similar to the proposed conditions for a qualified
clearing agency account and a qualified SBSD account, this provision is modeled on paragraph (f) of Rule
15¢3-3, which requires a broker-dealer to obtain a written notification from a bank where it maintains a
Rule 15¢3-3 Customer Reserve Account. Compare 17 CFR 240.15¢3-3(f), with paragraph (a)(7)(ii) of
proposed new Rule 18a-4.

723 See paragraph {a)}(7)(iii) of proposed new Rule 18a-4. Similar to the proposed conditions for a qualified

clearing agency account and a qualified SBSD account, this provision is modeled on paragraph (f) of Rule

15¢3-3, which requires a broker-dealer to obtain a written contract from a bank where it maintains a

“Special Reserve Bank Account for the Exclusive Benefit of Customers.” Compare 17 CFR 240.15¢3-3(f),
. with paragraph (a}(7)(iii) of proposed new Rule 18a-4.

76 See paragraph (c)(1) of proposed new Rule 18a-4; Exhibit A to proposed new Rule 18a-4.
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items and debit items.”®’ The credit items include credit balances in customer accounts andl
funds obtained through the use of customer securities, 728 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 tra-nsactions.729 If, under the formula, customer credit items exceed customer
debit items, the broker-dealer must maintain cash and/or qualified securities in that net amount in
a Rule 15¢3-3 Customer Reserve Account.

The formula in Exhibit A for determining the amount to be maintained in a Rule 18a-4
Customer Reserve Account similarly would require an SBSD to add up credit items and debit

730

items.”™ If, under the formula, the credit items exceed the debit items, the SBSD would be

required to maintain cash and/or qualified securities in that net amount in a Rule 18a-4 Customer

727 Compare 17 CFR 240. 15¢3-3a, with Exhibit A to proposed new Rule 18a-4.

28 See 17 CFR 240.15¢3-3a, ltems 1-9. Broker-dealers are permitted to use customer margin securities to, for

' example, obtain bank Ioans to finance the funds used to lend to customers to purchase the securities. The
amount of the bank loan is a credit in the formula because this is the amount that the broker-dealer would
need to pay the bank to retrieve the securities. Similarly, broker-dealers Imay use customer margin
securities to make stock loans to other broker-dealers in which the lending broker-dealer typically receives
cash in return, The amount payable to the other broker-dealer on the stock loan is a credit in the formula
because this is the amount the broker-dealer would need to pay the other broker-dealer to retrieve the
securities.

729 See 17 CFR 240.15¢3-3a, Items 10-14. Item 13 identifies as a debit item margin required and on deposit
with the Options Clearing Corporation for all option contracts written or purchased in accounts of securities
customers. See 17 CFR 240.15¢3-3a, Item 13. Similarly, Item 14 identifies as a debit item margin related
to secunty futures products written, purchased, or sold in accounts carried for security-based swap
customers required and on deposit with a clearing agency registered with the Commission under section
17A of the Exchange Act (15 U.S.C. 78q-1) or a DCO registered with the CFTC under section 5b of the
CEA (7 U.S.C. 78¢-1). These debits reflect the fact that customer options and security futures transactions
that are cleared generate margin requirements in which the broker-dealer must deliver collateral to the
Options Clearing Corporation in the case of options or a clearing agency or DCO in the case of security
futures products, Identifying the collateral delivered to the Options Clearing Corporation, a clearing
agency, or a DCO as a debit item permits the broker-dealer to use customer cash or securities to meet
margin requirements generated by customer transactions.

730 See proposed new Rule 18a-4a. Exhibit A to Rule 15¢3-3 has a number of “Notes” that provide further

explanation of the credit and debit items, See 17 CFR 240.15¢3-3a, Notes A-G. Exhibit A to proposed
new Rule 18a-4 would have substantially similar notes. See Notes A-G to Exhibit A to proposed new Rule
18a-4.
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Reserve Account.” The credit and debit items identified in Exhibit A to proposed new Rule
18a-4 are the same as the credit and debit items in Exhibit A to Rule 15¢3-1 , though Exhibit A to
proposed new Rule 18a-4 would identity two additional debit items.”? As discussed above,
SBSDs will be required to deliver collateral to meet margin requirements of clearing agencies
arising from cleared security-based swap transactions of their customers. In addition, SBSDs
may deliver coilateral to other SBSDs to meet margin requirements under proposed new Rule
18a-3 and, possibly, to meet “house” margin requirements of the other SBSD with respect to
non-cleared security-based swaps the SBSD is using to hedge the risk of customer non-cleared
security-based swaps. Consequently, Exhibit A to proposed new Rule 18a-4 would identify the
following debit items that are not identified in Exhibit A to Rule 15¢3-3:

* Margin related to cleared security-based swap transactions in accounts carried for
security-based swap customers required and on deposit at a clearing agency registered
with the Commission pursuant to section 17A of the Exchange Act (15 U.S.C. 78g-1);
and

* Margn related to non-cleared security-based swap transactions in accounts carried for
security-based swap customers held in a qualified registered SBSD account at another
SBSD.

These debit items would serve the same purpose as the debit items in Exhibit A to Rule 15¢3-3
that identify margin required and on deposit at the Options Clearing Corporation, a registered
clearing agency, and a DCO.”

If the total credits exceed the total debits, an SBSD would need to maintain that amount

on deposit in a Rule 18a-4 Customer Reserve Account in the form of funds and/or qualified

l As discussed above, the account would need to be at a bank that is not the SBSD or an affiliate of the

SBSD and that meets certain additional conditions. See paragraph (a)(7) of proposed new Rule 18a-4.

32 Compare 17 CFR 240.15¢3-3a, with Exhibit A to proposed new Rule 18a-4.

33 See 17 CFR 240.15¢3-3a, Items 13-14.
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securities.”* An SBSD would be permitted under the proposed rule to use qualified securities to .
meet this account deposit requirement to implement section 3E(d) of the Exchange Act.”

Section 3E(d) provides that money of security-based swap customers received by an SBSIj to

margin, guarantee, or secure a cleared security-based swap may be invested in obli gations of the

United States, obligations fully guaranteed as to principal and interest by the United States,

general obligations of a State or any subdivision of a State (“municipal securities”), and in any

other investment that the Commission may by rule or regulation prescrilf)e.736 Section 3E(d)

further provides that such investments shall be made in accordance with such rules and

regulations and subject to such conditions as the Commission may prescribe.737

The term qualified security as used in proposed new Rule 18a-4 would be defined to
mean: (1) obligations of the United States; (2) obligations fully guaranteed as to principal and

interest by the United States; and (3) general obligations of any State or subdivision of a State

that are not traded flat or are not in default, were part of an initial offering of $500 million or
greater, and were issued by an issuer that has published audited financial statements within 120
days of its most recent fiscal year-end.738 Rule 15¢3-3 contains a similar definition of qualified
security, except the definition does not include municipal securities.”’

While section 3E(d) of the Exchange Act permits the use of municipal securities, the rule

imposes conditions on their use designed to ensure that only municipal securities with the most

reliable valuations — and therefore greater safety and liquidity —are permitted to meet the Rule

34 See paragraph (¢)(1) of proposed new Rule 18a-4.

s 15 U.S.C. 78¢-5(d).
736 Id. '
737 14

o See paragraph (a)(5) of proposed new Rule 18a-4.

s See 17 CFR 240.15¢3-3(a)(6) (defining the term guallﬁed security to mean a security issued by the United
States or a security in respect of which the principal and interest are guaranteed by the United States).
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. 18a-4 Customer Reserve Account funding requirement in paragraph (c}(1) of proposed new Rule

18a-4 (consistent with the objective of the current definition of “qualified security” in Rule 15¢3-

3).740 Because of the diversity and breadth of the municipal market, the availability of 1ssuer
information and the related ability to value and trade a particular municipal security can vary
considerably.”! The objéctive of segregation requirements s to isolate customer assets from a
firm’s proprietary business and, therefore, enable the firm to quickly return the assets to the
customers if the firm fails. Rule 15¢3-3 limits the definition of qualified securities to U.S.
government securities to ensure that securities deposited in a customer reserve account can be
liquidated quickly at current market values even in stressed market conditions. The proposed
conditions for depositing municipal securities into the SBSD’s Rule 18a-4 Customer Reserve
Account are designed to help ensure that only securities that are likely to have significant issuer

. information available and that can be valued and liquidated quickly at current market values are
permitted to meet the minimum account deposit requirement.?42

The first proposed condition for municipal securities is that they must be general

fad See paragraphs (a)(3)(ii))(A)-(C) of proposed new Rule 18a-4.

l Despite its size and importance, the municipal securities market has not been subject to the same level of

regulation as other sectors of the U.S. capital markets. See Commission, Report on the Municipal
Securities Market (July 31, 2012) (“Municipal Securities Report™), available at
http://www.sec.gov/inews/studies/2012/munireport0731 12.pdf. The Municipal Sccurities Report notes
concerns about access to issuer information; the presentation and comparability of information; and the
existence/adequacy of disclosure controls and procedures. 1d. at iv, 108-09. For example, the Municipal
Securities Report notes that studies have shown that disclosure of audited annual financial statements by
many municipal issuers is particularly slow. 1d. at 76. By the time annual financial statements are filed or
otherwise publicly available, many municipal market analysts and investors believe that the financial
information has diminished usefulness or has lost relevance in assessing the current financial position of a
municipal issuer. Id. Correspondingly, weaker or more distressed entities are more likely to have later
audit completion times, Id. In addition, the Municipal Securities Report notes that although there have
been improvements in the availability of pricing information about completed trades (i.¢., post-trade
information), the secondary market for municipal securities remains opaque. Investors have very limited
access to information regarding which market participants would be interested in buying or selling a
municipal security, and at which prices (i.e., pre-trade information). 1d. at vi, 1 15.

. 2 See Municipal Securities Report at 113-115 (recognizing the municipal securities market’s “relatively low
liquidity” and the “relatively opaque” pre-trade information about municipal securities’ prices).
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obligation bonds. General obligation bonds are backed by the full faith and credit and/or taxing
authority of the issuer.”* They normally are issued to finance non-revenue producing public
works projects (e.g., schoois and roads) and generally are paid off with funds from taxes or fees.
Issuers typically have the ability to raise taxes in order to service the debt obligations of these
municipal securities. In contrast, revenue bonds are issued to fund projects tﬁat will eventually
generate revenue (e.g., a toll road). The anticipated revenue is used to make payments of
principal and interest owing on the bonds. Revenue bonds generally do not permit the
bondholders to compel taxation or legislative appropriation of funds not pledged for the purpose
of servicing the debt obligations of these municipal securities,’*! Consequently, the
creditworthiness of revenue bonds depends on the success of the project being financed, whereas
the creditworthiness of general obli gation bonds uitimately depends on the taxing authority of
the issuer. Therefore, general obligation bonds tend to have lower rates of defauit than other
types of municipal securities.”™ In order to limit the use of municipal securities in the Rule 18a-

4 Customer Reserve Account to the most creditworthy instruments, *° the proposed definition of

™3 See Municipal Securities Report at 7.
d.

744

e

745

See, e.p., Moody’s Investor Services (“Moody’s™), Special Comment: U.S. Municipal Bonds Defaults and
Recoveries, 1970-2011, at 1 (Mar. 7, 2012), available at
http://www.moodys.comfresearchdocumentcontentpage.aspx?docid=PBC 140114. See also Municipal
Securities Report, at 7 (noting reports indicate that a majority of defaults in the municipal securities market
are in conduit revenue bonds issued for nongovernmental purposes, such as multi-family housing,
healthcare (hospitals and nursing homes), and industrial development bonds (for economic development
and manufacturing purposes).

746 See Fitch Ratings (“Fitch™), Default Risk and Recovery Rates on U.S. Municipal Bonds, note 116, at 1

{Jan. 9, 2007), available at
http://www.cdfa.net/cdfafcdfaweb.nsf/ordredirect.html?onen&id=ﬁtchdefaultreport.html Fitch is not aware
of any state or local municipality of size that has experienced a permanent or extended default on its
general obligation bonds since the Great Depression, so that in one of its studies, Fitch assumed a 100%
recovery rate on general obligation bonds). Id. See aiso Moody’s, Special Comment: Moody’s 1JS
Municipal Bond Rating Scale, 11 (Nov. 2002), available at
http://www.moodvs.com/sites/products/Defau1tRescarch/2001700000407258.pdf. Similarly, Moody’s
acknowledged the “anticipated near 100% recovery rate on any defaulted general obligation bond,” because
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qualified security would limit the use of municipal securities to general obligation bonds.

The second proposed condition for the use of municipal securities is that they must be
part of an initial offering of $500 million or greater. The size of the initial offering is an
indication of the size of the market for a particular issuer’s municipal securities. Additionally,
the secondary market for a municipal security is generally smaller than for the initial offering.”’
The $500 million threshold is designed to be large enough to ensure that the market for a
particular issuer’s securities is large enough that the securities cén be liquidated quickly and at
their current market price in order to raise cash to return to an SBSD’s customers.

The Ithird proposed condition for the use of municipal securities is that they must be
issued by an issuer that has published audited financial statements within 120 days of its most
recent fiscal year-end. M8 prices for municipal securities issued by issuers that have published
relatively current information about their financial condition may tend to be more transparent
than prices for municipal securities issued by issuers for which such financial information is not
available, because investors and analysts have more current information to assess the

creditworthiness of the issuer and to inform pricing decisions.””

there have been no defaults among Moody’s-rated issuers of general obligation bonds since at least 1970.
Id.

at While almost all municipal bonds trade in the first month following the initial offering, only 15% trade in

the second month, and even fewer trade in subsequent months. Municipal Securities Report at 113-i4
(citing Richard C. Green, Burton Hollifield and Normal Schiithoff, Financial Intermediation and the Costs
of Trading in an Opaque Market, 20 Rev. Fin. Stud. 275, 282 (2007)). :

748 See. e.g., Notice of Filing of Amendment No. 2 and Order Granting Accelerated Approval of Proposed

Rule Change, as Modified by Amendment Nos. 1 and 2 Thereto, Relating to Additional Voluntary
Submissions by Issuers to the MSRB’s Electronic Municipal Market Access Svystem ( “EMMA*™),
Exchange Act Release No. 62183 (May 26, 2010), 75 FR 30876 (June 2, 2010) (“MSRB Rule Filing”).
The MSRB stated that, “issuers that seek to make their financial information available under the voluntary
annual filing undertaking also would be bringing the timing of their disclosures into closer conformity with
the timeframes that investors in the registered securities market have come to rely upon.” Id. at 30882,

i See MSRB Notice 2010-15 (June 2, 2010), available at http://www.msrb.org/Rules-and-
Interpretations/Regulatory-Notices/2010/2010-1 5.aspx?n=1 (requesting voluntary submissions of audited
financial statements within 120 calendar days of the fiscal year-end, or as a transitional alternative available
through December 31, 2013, within 150 calendar days of the fiscal year-end). Timely financial reporting
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As discussed above, an SBSD would be required to add up credit items and debit items
pursuant to the formula in Exhibit A to proposed new Rule 18a-1. If, under the formula, the
credit items exceed the debit items, the SBSD would be required to maintain cash and/or
qualifted securities in that net amount in the Rule 18a-4 Customer Reserve Account. Paragraph
(c)(1) of proposed new Rule 18a-4 would require an SBSD to take certain deductions for

purposes of this requirement.”® The amount of cash and/or qualified securitics in the Rule 18a-4
Customer Reserve Account would need to equal or exceed the amount required pursuant to the
formula in Exhibit A to proposed new Rule 18a-1 after applying the deductions.

F irst, the SBSD would need to deduct the percentage of tﬁe value of municipal securities
specified in paragraph (c)(2)(vi) of Rule i‘5c3-1 A Paragraph (c)(2)(vi) of Rule 15¢3-1

| prescribes the standafdized haircuts a broker-dealer must apply to municipal securities when
computing net capital. For the purposes of proposed new Rule 18a-4, the SBSD would need to
apply the standardized haircuts to municipal securities held in the Rule 182-4 Customer Reserve
Account even if the firm is approved to use VaR models for purposes of computing its net capital
under Appendix E to Rule 15¢3-1, as proposed to be amended, or proposed new Rule 18a-1. The
purpose of these deductions would be to account for potential market losses that may be incurred
when municipal securities held in a Rule 18a-4 Customer Reserve Account are liquidated to
return funds to securify—based swap customers.

Second, the SBSD would need to deduct the aggregate value of the municipal sccurities

of a single issuer to the extent the value exceeds 2% of the amount required to be maintained in

“is critical to the functioning of an efficient trading market,” especially since bond ratings are only updated
when a significant change is about to occur, and credit reports represent a costly alternative, Municipal
Securities Report at 74 (citing Jeff L. Payne and Kevin L. Jensen, An Examination of Municipal Audit
Delay, J. Acc. & Pub. Pol’y, Vol. 21, Issue 1, 3 (2002)).

750 See paragraph (c)(1) of proposed new Rule 18a-4.

73l See 17 CFR 240.15¢3-1(c)(2)(vi}(B).
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the Rule 18a-4 Customer Reserve Account. The Commission preliminaﬁly believes that this
deduction would serve as a reasonable benchmark designed to avoid the potential that the SBSD
might use customer funds to establish a concentrated position in municipal securities of a single
issuer. A concentrated position could be more difficult to liquidate at current market values.

Third, the SBSD would need to deduct the aggregate value of all municipal securities to
the extent the amount of the securities exceeds 10% of the amount required to be maintained in
the Rule 18a-4 Customer Reserve Account. The Commission preliminarily believes that this
deduction would serve as a reasonable benchmark designed to limit the amount of customer
funds an SBSD could invest in municipal securities.””> As noted above, the segregation
provisions are designed to prevent an SBSD from using customer property for proprictary
business purposes such as paying expenses. The purpose of the deposits into the Rule 18a-4
Customer Reserve Account is to create a reserve to protect the funds of security-based swap
customers. The deposits are not intended as a means for the SBSD to earn investment returns by,
for example, establishing positions in higher yielding municipal securities. The 10% threshold is
designed to limit the ability of the SBSD te use the Rule 18a-4 Customer Reserve Account
deposit requirement to invest in municipal securities, for the purpose of obtaining higher yields
than U.S. government securities.

Fourth, the SBSD would be required to deduct the amount of funds held in a Rule 18a-4
Customer Reserve Account at a single bank to the extent the amount exceeds 10% of the equity

capital of the bank as reported by the bank in its most recent Consolidated Report of Condition

72 Compare to Rule 15¢3-1{c)(2){vi}{M)(1) (imposing undue concentration charges on certain securities in the

proprietary account of a broker-dealer whose market value exceeds more than 10% of the “net capital” of a
broker-dealer before application of haircuts).
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and Income (“Call Report™).”® This provision is consistent with a pending proposed amendment

to Rule 15¢3-3.7°* As the Commission stated when proposing the amendment to Rule 15¢3-3:

Broker-dealers must deposit cash or “‘qualified securities’” into the
customer reserve account maintained at a ““bank’” under Rule 15¢3-3(e).
Rule 15¢3-3(f) further requires the broker-dealer to obtain a written
contract from the bank in which the bank agrees not to re-lend or
hypothecate securities deposited into the reserve account. Consequently,
the securities should be readily available to the broker-dealer. Cash
deposits, however, are fungible with other deposits carried by the bank
and may be freely used in the course of the bank’s commercial 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.”

The deduction in proposed new Rule 18a-4 is designed to address the same risk to SBSDs that
the Commission identified with respect to concentrating in a single bank cash depositsin a

customer reserve account maintained under Rule 15¢3-1.

Paragraph (c)(2) of proposed new Rule 18a-4 would provide that it is unlawful for an
SBSD to accept or use credits identified in the items of the formula set forth in Exhibit A to
proposed new Rule 18a-4 except to establish debits for the specified purposes in the items of the

formula.”® This provision would prohibit the SBSD from using customer cash and cash realized

3 With the passage of the Dodd-Frank Act, the supervision of savings associations was transferred from the

Office of Thrift Supervision to the QCC for federal savings associations and to the FDIC for state savings
associations on the “transfer date,” which is defined as one year after enactment of the Dodd-Frank Act,
subject to an additicnal six month extension. See section Pub. L. No. 111-203 §§ 300-378. See also List of
OTS Regulations to be Enforced by the OCC and the FDIC Pursuant to the Dodd-Frank Act, OCC, FDIC,
76 FR 39246 (July 6, 2011). Supervision of savings and loan holding companies and their subsidiaries
{other than depository institutions) was transferred from the OTS to the Federal Reserve. Therefore, in
February 2011, the OTS, the OCC, and the FDIC proposed to require, “savings associations currently filing
the Thrift Financial Report to convert to filing the Consolidated Reports of Condition and Income or Call
Reports beginning with the reporting period ending on March 31, 2012.” Proposed Agency Informaticn
Collection Activities; Comment Request, 76 FR 7082, 7082 (Feb. §, 2011).

734 Amendments to Financial Responsibility Rules for Broker-Dealers, 72 FR at 12864.

755 1d
756

See paragraph (c)(2) of proposed new Rule 18a-4. This provision is modeled on paragraph (e)(2) of Rule
15¢3-3. Compare 17 CFR 240.15¢3-3{e}(2), with paragraph (¢)(2) of proposed new Rule 18a-4.
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from the use of customer securities for purposes other than those identified in the debit items in
Exhibit A to proposed new Rule 18a-4. Thus, the SBSD would be prohibited from using
customer cash to, for example, pay expenses.

Paragraph (c)(3) of proposed new Rule 18a-4 would provide that the computations
necessary to determine the amount required to be maintained in the Rule 18a-4 Customer
Reserve Account must be made daily as of the close of the previous business day and any deposit
required to be made into the account must be made on the next business day following the
computation no later than one hour after the opening of the bank that maintains the account.”’
Paragraph (c)(3) also would provide that the SBSD may make a withdrawal from the Rule 18a-4
Customer Reserve Account only if the amount remaining in the account after the withdrawal is
equal to or exceeds the amount required to be maintained in the account.”

Proposed new Rule 18a-4 would require a daily computation as opposed to the weekly
computatioﬁ that is required by Rule 15¢3-3. The margin requirements of clearing agencies and
other SBSDs for security-based swaps are expected generally to be determined on a daily basts,
which will require SBSDs to deliver collateral to, and recetve the return of collateral from,
clearing agencies and other SBSDs on a daily basis.””” If the Rule 18a-4 Customer Reserve
Account computation were performed on a weekly basis, the SBSD might need to fund margin
requirements relating to customer security-based swaps using its Own funds for up to a week

because the customer cash necessary to meet the requirement is “locked up” in the Rule 18a-4

i See paragraph (c)(3) of proposed new Rule 18a-4.

758 1d

759 As discussed above in section 11.B.2.b.i. of this release, proposed new Rule 18a-3 would require a nonbank

SBSD to calculate the equity in the account of each counterparty on a daily basis and to collect collateral
needed to collateralize an account equity requirement on the next business day. See paragraphs (c)(1)(i)-
(ii) of proposed new Rule 18a-3.
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Customer Reserve Account and cannot be withdrawn for a number of days, which could cause .

liquidity strains on the SBSD.

Finally, paragraph (c)(4) of proposed new Rule 182-4 would require an SBSD to
promptly deposit funds or qualified securities into a Rule 18a-4 Customer Reserve Account of
the SBSD if the amount of funds and/or qualified securities held in one or more Rule 18a-4
Customer Reserve Accounts falls below the amount required to be maintained pursuanf to the
rule.”®® This proposal is designed to require an SBSD to usc its own resources to fund the
deposit requirement if there is a shortfall in the amount of cash or qualified securities maintained
in its Rule 18a-4 Customer Reserve Account.

Request for Comment

The Commission generally requests comment on the requirements for the Rule 18a-4 .

Customer Reserve Account in proposed new Rule 18a-4. In additioﬁ, the Commission requests .
comment, including empirical data in support of comments, in response to the following
questions:
1. Are Rule 18a-4 Customer Reserve Account requirements modeled on Rule 15¢3-3
appropriate for security-based swaps? If not, explain why not.

2. Is the proposed definition of special account for the exclusive benefit of security-based

Swap customers appropriate? If not, explain why not and suggest modifications to the

definition.
3. Are the proposed credit and debit items in Exhibit A to proposéd new Rule 18a-4
appropriate? If not, explain why not. Are there alternative or additional credit and debit

items that should be included in the formula? If s0, describe them and explain why they

760

See paragraph (¢)(4) of proposed new Rule 18a-4. .
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. should be included in the formula.

4. How would the formula computation for a broker-dealer SBSD differ from the formula
computation for a stand-alone SBSD? For example, the debit items relating to financing
securities transactions would not apply to stand-alone SBSDs as financing securities
transactions would need to be conducted in a broker-dealer. Consequently, should there
be a separate Exhibit A formula for stand-alone SBSDs?

5. Are the two additional debit items in Exhibit A to proposed new Rule 18a-4 relating to
margin collateral required and on deposit at clearing agencies, DCOs, and other SBSDs
appropriate? I not, explain why not.

6. Note G to Exhibit A to proposed new Rule 18a-4 is analogous to Note G to Exhibit A to
Rule 15¢3-3. Note G to Exhibit A to Rule 15¢3-3 prescribes (and Note G to Exhibit A to

. proposed new Rule 18a-1 would prescribe) the conditions for when a clearing agency or
DCO can qualify for purposes of including debits in the reserve formula under Item 14
(margin related to security futures products). Should these conditions a.pp]y to when a
clearing agency would qualify for purposes of including debits in the Rule 18a-4
Customer Reserve Account formula under Item 15? If so, explain why. If not, explain
why not. For example, could the Note G conditions, if applied to Item 15, be used

instead of the proposed definition of gualified clearing agency account in proposed new

Rule 18a-4? Would the Note G conditions be a workable alternative to the proposed

definition? Would the Note G conditions achieve the same customer protection

objectives as the proposed definition?

7. Is the proposed definition of qualified security appropriate? If not, explain why not and

. suggest modifications to the definition. For example, should additional types of
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10.

11.

securities be included in the definition? If so, identify the types of securities and explain

why they should be included in the definition and how their inclusion would meet the
objective of segregation that customer cash is not used to make proprietary investments.

Is the proposed condition to the definition of qualified éecurity that municipal securities
be general obligation bonds in the definition appropriate? [f not, éxplain why not.

Identify other types of municipal securities that should be included and explain how their -
inclusion would be consistent with the objective that only the most highly liqud

securities (i.e., securities capable of being liquidated at market value even during times of
market stress) be permitted to meet the Rule 18a-4 Customer Reserve Account deposit
requirement.

It is expected that the proposed condition that municipal securities be part of an initial

offering of $500 million or greater in the definition of qualified security would limit

qualifying securities to a very small percentage of general obligation municipal security
isspanoes.76] Would the $500 mitlion threshold be appropriate? If not, explain why not.
For example, should this threshold be a greater amount (e.g., $750 million, $1 billion, or
some other amount) or a lesser amount (e.g., $250 million, $100 million, or some other
amount)? If so, indicate the recommended threshold and explain why it would be
preferable.

Is the proposed condition that municipal securities must be issued by an issuer that has
published audited financial statements within 120 days of its most recent fiscal year-end

in the definition of quatified security appropriate? If not, explain why not.

The MSRB Rule Filing contemplates those issuers who are engaged in the voluntary

761

Data source: Mergent’s Municipal Bond Securities Database.
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12.

13.

14.

annual filing undertaking will be able to provide the information to the MSRB’s
Electronic Muni Market Access System within 150 calendar days after the end of the
applicable fiscal year prior to Japuary 1, 2014. The 15.0 calendar day time frame is an
interim measure and would no longer be available after January 1, 2014. Should
municipal securities that otherwise meet the definition of qualified securities be permitted
if the issuer submits financial information within 150 calendar days after the end of the
applicable fiscal year during this transitional period that would end on January 1, 20147
Is the proposed deduction for municipal securities held in a Rule 18a-4 Customer Reserve
Account equal to the percentage specified in paragraph (c)(2)(vi) of Rule 15¢3-1
appropriate? If not, explain why not.
Is the proposed deduction for municipal securities of a single issuer held in a Rule 18a-4
Customer Reserve Account in excess of 2% of the amount required to be maintained in
the account appropriate?. If not, explain why not. For example, should the threshold be
greater (e.g., 3%, 5%, 7%, 10%, or some other amount} or lesser (e.g., 1.5%, 1%, 0.5%,
or some other amount)? If so, identify the recommended threshold and explaiﬁ why it
would be preferable.
Is the proposed deduction for municipal securities held in a Rule 18a-4 Customer Reserve
Account in excess of 10% of the amount required to be maintained in the account
appropriate? 1f not, explain why not. For example, should the threshold be greater (€.g.,
15%, 20%, 25%, 30%, or some other amount) or lesser (e.g., 7%, 5%, 3%, or some other

amount)? If so, identify the recommended threshold and explain why it would be

preferable.

. 15. Is the proposed deduction for the amdunt that funds held in a Rule 18a-4 Customer




Reserve Account at a single bank exceed 10% of the equity capital of the bank as .
reported by the bank in its most recent Call Report appropriate? If not, explain why not.

For example, should the threshold be greater (e.g., 15%, 20%, 25%, 30%, or some other

amount) or lesser (e.g., 7%, 5%, 3%, or some other amount)? If so, identify the
recommended threshold and explain why it would be preferable.

16. Is it appropriate to require that the computations to determine the amount required to be
maintained in the Rule 18a-4 Customer Reserve Account must be made daily as of the
close of the previous business day and any deposit required to be made into the account
must be made on the next business day following the computation? If not, explain why
not. For example, should the computations be requiréd on a weekly basis consistent with
Rule 15¢3-3? If so, explain why. |

17. Are there any customer reserve account provisions in Rule 15¢3-1 that are not being

incorporated in proposed new Rule 18a-4 that should be included in the rule? If so,
identify them and explain why they should be incorporéted into proposed new Rule 18a-
4.

18. More generally, are there any provisions in Rule 15¢3-1 that are not being incorporated in
proposed new Rule 18a-4 that should be included in the rule? If so, identify them and
explain why they should be incorporated into proposed new Rule 18a-4.

c. Special Provisions for Non-cleared Security-Based Swap
Counterparties

Paragraph (d) of proposed new Rule 18a-4 would require an SBSD and an MSBSP to
provide the notice required by section 3E()(1)(A) of the Exchange Act prior to the execution of

the first non-cleared security-based swap with the counterparty.’®? Paragraph (d) also would

62 See 15 U.8.C. 78c-5(A(1XA); parégraph {d)(1) of proposed new Rule 18a-4. .
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. require an SBSD to obtain subordination agreements from counterparties that opt out of the
omnibus segregation requirements in proposed new Ruie 18a-4 because they either elect
individual segregation pursuant to the self-executing provisions of section 3E(f) of the Exchange
Act’® or agree that the SBSD need not segregate their assets at all. ™™

Notice Requirement

The provisions in section 3E(f) of the Exchange Act allow a program by which a
counterparty to non-cleared security-based swaps with an SBSD or an MSBSP can choose
individual segregation.m5 These provisions provide a framework of baseline requirements that
can be supplemented by commercial arrangements between counterparties and SBSDs and
MSBSPs. Proposed new Rule 18a-4 would augment these provisions by prescribing when the
notice specified in section 3E(H)(1)(A) must be provided to the counterparty by the SBSD or

. MSBSP. Section 3E(f)(1}(A) provides that an SBSD and an MSBSP shall be required to notify
the counterparty at the “beginning” of a non-cleared security-based swap transaction about the
right to require segregation of the funds or other property supplied to margin, guarantee, or
secure the obligations of the cou.ntelrparty.766 To provide greater clarity as to the meaning of
“beginning” as used in the statute, paragraph (d)(1) of proposed new Rule 18a-4 would require
an SBSD or MSBSP to provide the notice in writing to a counterparty prior to the execution of
the first non-cleared security-based swap transaction with the counterparty occurring after the
effective date of the rule.” Consequently, the notice would need to be given in writing to the

counterparty prior to the execution of a transaction and, therefore, before the counterparty is

763

See 15 U.S.C. 78¢-5(F(1)-(3)-
76 See 15 U.S.C. 78¢-5(£)(4).
763 See 15 U.S.C. 78¢-5((1)-(3).
766 See 15 U.S.C. 78¢-5(){4).
. 767 See paragraph (c){1) of proposed new Rule 18a-4.
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required to deliver margin collateral to the SBSD or MSBSP. The notice, therefore, would give .
the counterparty an opportunity to determine whether to elect individual segregation, waive

segregation, or, by not electing individual segregation or waiving segregation, to have the

collateral segregated pursuant to the omnibus segregation provisions of proposed new Rule 18a-

4.

Subordination Agreements

Paragraph (d)(2) of proposed new Rule 18a-4 would require an SBSD to obtain
agreements from counterparties that either elect individual segregation or wajve segregation
altogether that such counterparties subordinate ail of their claims against the SBSD to the claims
of security-based swap customers, '¢* By entering into subordination agreements, these

counterparties would not meet the definition of security-based swap customer in proposed new

Rule 18a-4.7%° They also would not be entitled to share ratably with security-based swap

customers 1n the fund of customer property held by the SBSD if it is liquidated. This provision
would be consistent with text in Rule 15¢3-3 concerning the exclusion of persons whose interests
are subordinated from the definition of “customer.”’’"

As discussed in section ILC.1. of this release, segregation requirements are designed to
identify customer property as distinct from the proprietary assets of the firm and to protect the
customér property by, for example, preventing the firm from using it to make proprietary
investments. The goal of segregation i's to facilitate the prompt return of customer property to

customers either before or during a liquidation proceeding if the firm fails. However, if a

768 See paragraph (d)(2) of proposed new Rule 18a-4.

70 See paragraph (a)(6) of proposed new Rule 18a-4.

e See paragraph (a)(1) of Rule 5¢3-3 defining “customer” for purposes of Rule 15¢3-3 to specifically

exclude “any other person to the extent that person has a claim for property or funds which by contract,
agreement or understanding, or by operation of law, is part of the capital of the broker-dealer or is
subordinated to the claims of creditors of the broker-dealer. 17 CFR 240.1 5¢3-3(a)(1).
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counterparty’s property since it is with the third-party custodian in the former case or the
counterparty has agreed that the SBSD can use it for proprietary purposes in the latter case. The
subordination provisions in proposed new Rule 18a-4 are designed to clarify the rights of
counterparties that hav-e their property held by the SBSD and elect segregation and the rights of
counterparties that either elect to have their property held by a third-party custodian or waive
segregation.

An SBSD would need to obtain a conditional subordination agreement from a
counterparty that elects individua] segregation.””! The agreement would be conditional because
the subordination agreement required under the proposed rule would not be effective in a case
where the counterparty’s assets are included in the bankruptcy estate of the SBSD. Specifically,
the proposed rule would provide that the counterparty would need to subordinate claims but only
to the extent that funds or other property provided by the counterparty to the independent third-
party custodian are not treated as customer property under the stockbroker liquidation provisions
ina liqin'dation of the security-based swap dealer.””? Counterparties that choose individual
segregation are opting to have their funds and other property held in a manner that makes the
counterparty’s property bankruptcy remote from the SBSD. Ifthe arrangement is effective, the
counterparties should not have any customer claims to cash, securities, or money market
instruments used to margin their non-cleared security-based swap transactions in a liquidation of
the SBSD, as their property will be held by the independent third party custodian. However,

because there is a possibility that an individual segregation arrangement would not be effective,

771

See paragraph (d)(2)(i) of proposed new Rule 18a-4.
72
Id.
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the subordination agreement of a counterparty that chooses individual segregation would be
conditioned on the funds and other property of the counterparty not being included in the
bankruptcy estate of the SBSD. If a counterparty elects individual segregation but the election is

not effective in keeping the counterparty’s assets bankruptcy remote, then the counterparty

should be treated as a security-based swap customer with a pro rata priority claim to customer
property.

An SBSD also woqld need to obtain an unconditional subordination agreement from a
counterparty that waives segregation altcgeth-er.773 By opting out of segregation, the
counterparty agrees that cash, securities, and money market instruments delivered to the SBSD
can be used by the SBSD for proprietary purposes and need not be isolated from the proprietary
assets of the SBSD. Therefore, these counterparties are foregoing the protections of segregation,
which include the right to share ratably with other customers in customer property held by the

SBSD. If these counterparties were deemed security-based swap customers, they could have a

pro rata priority claim on customer property. This result could disadvantage the security-based
swap customers that did not waive segregation by diminishing the amount of customer property
available to be distributed to customers.

Reqﬁest for Comment

The Commission generally requests comment on the special provisions for non-cleared
security-based swaps in proposed new Rule 18a-4. In addition, the Commission requests
comment, including empirical data in support of comments, in response to the following
questions:

1. Is the requirement to have notice be given in writing prior t0 the execution of the first

m See paragraph (d¥(2)(i1) of proposed new Rule 18a-4.
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non-cleared security-based swap transaction with the counterparty occurring after the
effective date of the rule appropriate? If not, explain why not. Should the notice be
required on a periodic basis such as monthly or annually? If so, explain why. Ifnot,
explain why not. Should the notice be required before every transaction? If so, explain
why. If not, explain why not.

Describe the current practices and arrangements for individual segregation.. For example,
are these arrangements based on tri-party agreements between the SBSD, counterparty,
and independent third-party custodian? If so, describe the terms of the these third-party
agreements. Under these agreements, how would the SBSD perfect its security interest in
the funds and other property held by the third-party custodian? What terms would the
counterparty require that are designed to ensure that funds or property held by the
independent third-party custodian at the time of a liquidation proceeding of the SBSD are
not included in the bankruptcy estate of the SBSD?

Is it appropriate to require counterparties electing individual segregation to subordinate
their claims to security-based swap customers? If not, explain why not and describe
other measures that could be taken to ensure that security-based swap customers whose
cash, securities, and money market instruments are éubject to the omnibus segregation
requirements have a first priority claim to these assets over counterparties whose funds
and other property are individually segregated at a third party custodian.

Is it appropriate to require counterparties who waive all right to segregation to
subordinate their claims to security-based swap customers? If not, explain why not and
describe other measures that could be taken to ensure that security-based swap customers

whose cash, securities, and money market instruments are subject to the omnibus
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segregation requirements have a first priority claim to these assets over counterparties .

who waive all right t‘;) segregation.
III. GENERAL REQUEST FOR COMMENT

In responding to the specific requests for comment above, interested persons are
encouraged to provide supporting data and analysis and, when appropriate, suggest modiﬁcations_
to proposed rule text. Responses that are supported by data and analysis provide great assistance
to the Commission in considering the practicality and effectiveness of proposed new

_ requiremeﬁts as well as weighing the benefits and costs of proposed requirements. In addition,

commenters are encouraged to identify in their responses a specific request for comment by
indicating the section number of the release.

The Commission also seeks comment on the proposals as a whole. In this regard, the

Commission seeks comment, including empirical data in support of comments, on the following:

1. Are there financial responsibility programs other than the broker-dealer financial
responsibility program that could serve as a better model for establishing financial
responsibility requirements for SBSDs and MSBSPs? If so, identify the program and
explain how it would be a better model for impleménting the provisions of the Dodd-
Frank Act mandating capital and margin requirements for nonbank SBSDs and nonbank
MSBSPs.l

2. Should any of the proposed quantitative requirements (e.g., minimﬁm capital thresholds,
margin risk faqtor, standardized haircuts) be modified? If so, how? Are there new
quantitative requirements that should be ﬁsed? What would be the financial or other
consequences for individual firms and the financial markets of such modified or new

quantitative requirements and how would such consequences differ from the proposed .
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. ' requirements? Please provide detailed data regarding such consequences and describé in
detail any econometric or other mathematical models, or economic analyses of data, that
would be relevant for cvaluating or modifying any quantitative requirements.

3. How would the proposals integrate with provisions in other titles and subtitles of the

Dodd-Frank Act and any regulations or proposed regulations under those other titles and

subtitles?

4. How would the proposals integrate with other proposals applicable to SBSDs or MSBSPs
in the Exchange Act and any applicable regulations adopted under authority in the
Exchange Act? |

5. Asdiscussed throughout this release, many of the proposed amendments are based on
dollar amounts that are prescribed in existing requirements. Should any of these

. i)roposed dollar amounts be adjusted to account for inflation?

6. What should the implementation timeframe be for the proposed amendments and new
rules? For example, should the compliance date be 90, 120, 150, 180, or some other
number of days after publication? Should the proposed requirements have different time
frames before their compliance dates are tri ggered? For example, would it take longer to
come into compliance with certain of these propesals than others? If so, rank the
requirements in terms of the length of time it would take to come into compliance with
them and propose a schedule of compliance dates. |

IV.  PAPERWORK REDUCTION ACT
Certain provisions of the proposed rule amendments and proposed new rules would

contain a new “collection of information” within the meaning of the Paperwork Reduction Act of
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1995 (“PRA”).774 The Commission is submitting the proposed rule amendments and proposed

new rules to the Office of Management and Budget (“OMB”) for review in accordance with the
PRA. An agency may not conduct or sponsor, and a person is not required to respond to, a N
collection of information unless it displays a currently valid OMB control number.
The titles for the collections of information are:
(1) Rule 18a-1 and related appendices, Net capital requirements for security-
based swap dealers for which there is not a prudential regulator (a proposed
new collection of information);
(2) Rule 18a-2, Capital requirements for major security-based swap participants
for which there is not a prudential regulator (a proposed new collection of
information);

(3) Rule 18a-3, Non-cleared security-based swap margin requirements for

security-based swap dealers and major security-based swap participants for
which there is not a prudential regulator (a proposed new collection of
information);

(4) Rule 18a-4, Segregation requirements for security-based swap dealeré and
major security-based swap participants (a proposed new collection of
information); and

(5) Rule 15¢3-1 Net capital requirements for brokers or dealers (OMB Control
Number 3235-0200).

The burden estimates contained in this section do not include any other possible costs or

economic effects beyond the burdens required to be calculated for PRA purposes.

74 44US.C. 3501 et seq.; 5 CFR 1320.11.
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A. SUMMARY OF COLLECTIONS OF INFORMATION UNDER THE
PROPOSED RULES AND RULE AMENDMENTS

1. Proposed Rule 18a-1 and Amendments to Rule 15¢3-1

Section 764 of the Dodd-Frank Act added section 15F to the Exchange Act.”® Section
15F(e)(1)(B) of the Exchange Act provides that the Commission shall prescribe capital and
margin requirements for nonbank SBSDs and nonbank MSBSPs. Proposed new Rule 18a-1""
would establish minimum capital requirements for stand-alone SBSDs and the amendments to
Rule 15¢3-17"7 would augment the current capital requirements for broker-dealers to address
broker-dealers that register as SBSDs and to enhance the provisions applicable to ANC broker-
dealers (all of which the Commission ﬁreliminari]y estimates would register as SBSDs). The
proposed new rule and amendments would establish a number of new collection of information
requirements. |

. First, under proposed Rule 18a-1, a stand-alone SBSD would need to apply to the

Commission tc; be authorized to use internal models to compute net capital.778 As part of the
application process, a stand-alone SBSD would be required to provide the Commission staff
with, among other things: (1) a comprehensive description of the firm’s internal risk
management control system; (2) a description of the VaR models the firm will use to price
positions and compute deductions for market risk; (3) a description of the firm’s internal risk
management controls over the VaR models, including a description of each category of person

who may input data into the models; and (4) a description of the back-testing procedures that that

3 See Pub. L. 111-203 § 764; 15 U.S.C. 780-10.

76 See proposed new Rule 18a-1. See also section ILA. of this release.

m See proposed amendments to Rule 15¢3-1. See also section ILA. of this release.

. 78 See paragraphs (a)(2) and (d} of proposed new Rule 18a-1. This collection of information requirement
already exists in Rule 15¢3-1 and applies to broker-dealers seeking to become ANC broker-dealers.
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firm will use to review the accuracy of the VaR models.””” In addition, under proposed Rule
18a-1, a stand-alone SBSD authorized to use internal models would review and updaté the
models it uses to compute market and credit risk, as well as backtest the models.

Second, under proposed Rule 18a-1 and amendments to Rule 15¢3-1, nonbank SBSDs
that are approved to use models to compute deductions for market and credit risk under Rule
18a-1 and ANC broker-dealers would be required to perform a liquidity stress test at least
fnonthly and, based on the results of that test, maintain liquidity reserves to address funding
needs.”™ The result of the test must be provided within 10 business days to senior management
that has the responsibility to oversee risk management of the nonbank SBSD or ANC broker-
dealer. The assumptions underlying the liquidity stress test must be reviewed at least quarterly
by senior management that has responsibility to oversee risk management at the nonbank SBSD
and at least annually by senior management of the nonbank SBSD.”®! In addition, if such a
nonbank SBSD or ANC broker-dealer is part of a consolidated entity using liquidity stress tests,
the nonbank SBSD or ANC broker-dealer would need to justify and document any differences in
the assumptions used in their liquidity stress tests from those used in the liquidity stress tests of
the consolidated entity.”®? Furthermore, the nonbank SBSDs and ANC broker-dealers would be
required to establish a written contingency funding plan.”®® The plan would need to address the

policies and roles and responsibilities of relevant personnel for meeting the liquidity needs of the

See paragraph (d) of proposed new Rule 18a-1.

780 See proposed new paragraph (f) to Rule 15¢3-1; paragraph () of proposed new Rule 18a-1.

s See proposed new paragraph (£)(1) to Rule 15¢3-1; paragraph (f)(1) of proposed new Rule 18a-1.

s See proposed new paragraph (f)(2) of Rule 15¢3-1; paragraph (£}(2} of proposed new Rule 18a-1.

83 See proposed new paragraph (f)(4) of Rule 15¢3-1; paragraph (f)(3) of proposed new Rule 18a-1.
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firm and commumnications with the public and otﬁer market participants during a liquidity stress
event.”™

Third, nonbank SBSDs, including broker-dealer SBSDs, would be required to comply
with certain requirements of Rule 15¢3-4.7% Rule 15¢3-4 requires OTC derivatives dealers and
firms subject to its provisions, to establish, document, and maintain a system of internal risk
management controls to assist the firm in managing the risks associated with business activities,
including market, credit, leverage, liquidity, legal, and operational risks.”®

Fourth, under paragraph (c)(2)(vi)(O)}1)(iii) of Rule 15¢3-1 and paragraph
(e D(vD{AN3)(1) of proposed new Rule 18a-1, broker-dealers, broker-dealers registered as
SBSDs, and stand-alone SBSDs not using models would be required to use an industry sector
classification system that is documented and reasonable in terms of grouping types of companies '
with similar business activities and risk characteristics, used for credit default swap reference
names for purposes of calculating “haircuts” on security-based swaps under the applicable net
capital rules.”®’ These firms could use a classification system of a third-party or develop their
own classification system, subject to these limitations, and would need to be able to demonstrate
the reasonableness of the system they use.”®8
Fifth, under paragraph (i) of proposed Rule 18a-1, stand-alone SBSDs would be required

to provide the Commission with certain written notices with respect to equity withdrawals. ™

784 &
5 See 17 CFR 240.18a-1(g); 15¢3-1(a)(10)(ii). See also 17 CFR 240.15¢3-4.
786

Id.

7 See paragraph {(c)(2)(vi)(O)1)(iii) of Rule 15¢3-1; paragraph (c)}(1)}{(vi)}(A}3)(1) of proposed new Rule 18a-
1. '

w8 See proposed new paragraph (e)(2)(viO)(1)(iii)(A) of Rule 15¢3-1; paragraph (c)(l)(vii)fA)@)(i) of
proposed new Rule 18a-1.

9 See paragraph (i) of proposed new Rule 18a-1.
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Finally, under paragraph (c)(5) of Appendix D to proposed Rule 18a-1, a stand-alone
SBSD would be required to file with the Corﬁmissibn two copies of any proposed subordinated
loan agreement (including nonconforming subordinated loan agreements) at least 30 days prior
to the proposed execution date of the agreement.”” The rule would also require an SBSD to file
with the Commission a statement setting forth the name and address of the lender, the business
relationship of the lender to the SBSD, and whether the SBSD carried an account for the lender
éffecting tranéactions in security-based swaps at or about the time the proposed agreement was
filed.”!

2. Proposed Rule 18a-2
Proposed new Rule 18a-2 would establish capital requirements for nonbank MISBSPSA792

In particular, a nonbank MSBSP would be required at all times to have and maintain positive

tangible net worth.” The proposed definition of tangible net worth would allow nonbank
MSBSPs to include as regulatory capital assets that would be deducted from net worth under
Rule 15¢3-1, such as property, plants, equipment, and unsecured receivables. At the same time,
it would require the deduction of goodwill and other intangible assets.”*

Because MSBSPs, by definition, will be entities that engage in a substantial security-
based swap business, the Commission is proposing that they be required to comply with Rule

15¢3-4,”° which requires OTC derivatives dealers and other firms subject to its provisions to

79 See paragraph (c)(5) of proposed new Rule 18a-1d.

791 Id,

2 See proposed new Rule 18a-2. See also section 11.A.3 of this release.

™3 " See paragraph (a) of proposed new Rule 18a-2.

e The proposed definition of tangible net worth under proposed new Rule 18a-2 is consistent with the

CFTC’s proposed defnition of tangible net equity. See CFTC Capital Proposing Release, 76 FR at 27828
(Defining tangible net equity as “equity as determined under U.S. generally accepted accounting prmcnples
and excludes goodwill and other intangible assets.™).

795 See paragraph (c) of proposed new Rule 18a-2.
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. establish, document, and maintain a system of internal risk management controls to assist the
firm in managing the risks associated with their business activities, including market, credit,
leverage, liquidity, legal, and operational risks.”