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a signed statement of the transferor describing the
circumstances giving rise to the transfer,

{e} Reorgapizations, A creditor may, without
regard to the other provisions of this-part, effect
for a customer the cxchange of any margin or
exempted security in a general account, special
bond account, or special convertible security ac-
count, for the purpose of participating in a reor-
ganization or recapifalization in which the security
18 involved: Provided, That if a non-margin non-
exempted security is acquired in exchange the
creditor shall not, for a period of 60 days following
such acquisition, permit the withdrawal of such
security of the proceeds of its sale from such ac-
count c¢xcept to the extent that such security or
proceeds could be withdrawn if the security were
A margin security.

(f) Time of receipt of funds or secorities. For
the purposes of this part, a creditor may, at his
option (1) ircat the receipt in good faith of any
check or draft drawn on a bank which in the
ordinary coutse of business is payable on presen-
tatiop, or any order on a savings bank with pass-
book attached which is so payable, as receipt of
payment of the amount of such check, draft, or
order; (2) treat the shipment of securities in good
faith with sight draft attached as receipt of payment
of the amount of such sight draft; and {3} in the
case of the receipt in good faith of written or
telegraphic notice in connection with a special
omnibus account of a customer not located in the
same city that a specified security or a check or
draft has been dispatched to the creditor, treat the
receipt of such notice as receipt of such security,
check, or draft: Provided, however, That if the
creditor receives notice that such check, draft,
order, or sight draft described in subparagraphs
(1}, (2), or (3) of this paragraph is not paid on
the day of presentation, or if such security, check,
or draft described im subparagraph (3) of this
paragraph is not received by the creditor within a
reasonable time, the creditor shafl promptly take
such action as he would have been required to take
by the appropriate provisions of this part if the
provisions of this paragraph had not been utilized.

(g) Interest, service charges, ete. (1} Interest
on credit maintained in a general accoumt, special
bond account, or special convertible security ac-
count, communication charges with respect to
transactions in such account, shipping charpges,
premiums on secwrities borrowed in connection
with short sales or to effect delivery, dividends or
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other distributions due on borrowed securities, and
any service charges (other than commissions)
which the creditor may impose, may be debited to
such account in accordance with the usual prac-
tice and without regard to the other provisions of
this part, but such items so debited shall be taken
into comsideration in calculating the net credit or
net debit balance of such account,

(2) A creditor may permit intercst, dividends,
or other distributions received by the creditor with
Tespect to securities in a general account, special
bond account, or special convertible security ac-
count, to be withdrawn from such account only on
condition that the adjusted debit balance of such
account dees not excced the maximum loan value
of the securities in such account after such with-
drawal, or on condition that {i) such withdrawal
is made within 35 days after the day on which, in
accordance with the creditor’s usual practice, such
interest, dividends, or other distributions are en-
tered in such account, {ii) such entry in the ac-
count has not served in the meantime to permit in
the account any transaction which could not other-
wise have been ecffected in accordance with this
part, and (ii} any cash withdrawn does not repre-
sent any arrearage on the security with respect to
which it was distributed, and the current market
value of any securities withdrawn does not exceed
10 per cent of the current market value of the
security with respect to which they were dis-
tributed. Failure by a creditor to obtain in a gen-
eraf account, special bond account, or special con-
vertible security account, any cash or sccurities
that are distribuied with respect to any security in
such account shall, ¢xcept to the extent that with-
drawal would be permitted under the preceding
sentence, be deemed to be a transaction in such
account which occurs on the day on which the
distribution is payable and which requires the
creditor to obtain in accordance with § 220.3¢b) a
deposit of cash or securitics baving a maximum
loan value at least as great as that of the dis-
tribution.

(h) Bomrowing and lendicg securities. Without
regard to the other provisions of this part, a credi-
tor (1} may make a bora fide deposit of cash in
order to borrow securities (whether margin or
non-margin} for the purpose of making delivery of
such sccurities in the case of short sales, fajlure to
receive securities he is required to deliver, or other
similar cases, and (2) may lend securities for such
purpose against such a deposit,
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(i) Credit for clearance of secwrities. The ex-
tension or maintenance of any credit which is
maintatned for only a fraction of a day (that is,
for only part of the time hetween the beginning of
buginess and midnight on the same day) shall be
disregarded for the purposes of this part, if it is
incidental to the clearance of transactions in securi-
ties directly between members of a national securi-
ties exchange or through an agency organized or
employed by such members for the purpose of
effecting such clearance.

{j) Foreign courrency. If foreign currency is
capable of being converted without restriction into
United States currency, a creditor acting in good
faith may treat any such foreign currency in ap
account as a credit to the .account in an amount
determined in accordance with customary practice.

(k) Inmocent mistakes. If any failure to comply
with this part results from a mechanical mistake
made in good faith in -executing a transaction,

recording, determining, or caleulating any loan,

balance, market price or loan value, or other simi-
lar mechanical mistake, the creditor shall not be
deemed guilty of a vielation of this part if promptly
after the discovery of such mistake he takes what-
ever action may be practicable in the circumstances
to remedy such mistake.

SECTION 220.7—MISCELLANEOUS
PROVISIONS

(a) Arranging for loans by others. A creditor
may arrange for the extension of maintenance of
credit to or for any customer of such creditor by
any person upen the same terms and conditions as

those upon which the creditor, under the provisions -

of this part, may himself extend or maintain such
credit to such customer, but only upon such terms
and conditions, except that this limitation shalt not
apply with respect to the arranging by a creditor
for a -bank subject to Patl 221 of this Chapter
(Regulation U) to extend or maintain credit or
margin securities or exempted securities.

{b) Maintenance of credit. Except as otherwise
specifically forbidden by this part, any credit ini-
tially extended without viofation of this part may be
maintained regardless of (1) reductions in the cus-
tomer’s equity resulting from changes in market
prices, (2) the fact that any security in an account
ceases 10 be margin or exempted, and (3) any
change in the maximum loan values or margin re-
quirements prescribed by the Board under this part.
In maintaining any such credit, the creditor may
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accept or retain for his own protection additional
collateral of any description, including non-margin
sccurtiies, - o

(¢) Statement of purpose of loan. Every extcn-
sion of credit on a margin security {other than an
exemnpted security) shall be deemed to be for the
purpose of purchasing or carrying or trading in
securities, unless the creditor has accepted in good
faith a written statement to the confrary in con-
formity with the requirements of Form F.R. T4
executed by the customer and executed and ac-
cepted in good faith by the creditor prior to such
extension. The creditor shall retain such statement
in his records for at least 3 years after such credit
is extinguished. To accept the customer’s statement
in. good faith, the creditor must (1) be alert to the
circumstances surrounding the extension of credit
and (2) if he has any information which would
cause a prudent man not to accept the stalement
without inquiry, have investigated and be saiisfied
that the customer’s statement is truthfol. A creditor
may rely upon such a written statement if accepted
in accordance with this paragraph.

(d) Reports. Every creditor shall make such
reports as the RBoard may require to enable the
Board to perform the functions conferred upon it
by the Act. _

(2} Additional requirements by exchanges and
creditors, Nothing in this part shall (1) prevent
any exchange or national securities association from
adopting and enforcing any rule or regulation fur-
ther restricting the time or manner in which its

members must obtain iaitial or additional margin in.

customer's accounts because of transactions effected
in such accounts, or requiring such members to
secure or muaintain higher margins, or further re-
stricting the amount of credit which may be ex-
tended or maintained by them, or (2) modify or
restrict the right of any creditor to require addi-
tional security for'the maintenance of any credit, to
refuse to extend credit, or to sell any securities or
property held as collateral for any loan or credit
extended by him.

(f) Credit by insurance companies that issue
variable annuity contracts. (1) Except as provided
in subparagraph {2) of this paragraph, Part 207 of
this chapter (Regulation G) rather than this Part
shall apply to any credit extended, maintained, or
arranged for hy a life insurance company which
(i) meets the definition of “insurance company”
set forth in section 2(a)(17) of the Investment
Company Act of 1940 (15 U.S.C. 80a-2(a) (17))
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and (ii) is engaged in issuing or participating in
the tssuance of any variable anmuity contract, or
of any interest in a separate account established
by such insurance company, registered under the
Securities Act of 1933 (15 US.C. 77) or exempt
from such registration by Rule 156 of the Sccuri-
ties and Exchange Commission {17 CFR 230.156).

(2) The provisions of this Part shall apply to
any credit extended to or maintained or arranged
for a customer by a life insurance company de-
scribed in subparagraph (1) of this paragraph that
has registered, or is required to register, as a
broker or dealer pursuant to section 15 of the
Securities Exchange Act of 1934 (15 US.C.
780) in connection with its activities as such a
broker or dealer, including:

(i} the offer or sale of any security or securities
registered under the Sccurities Act of 1933 (15
U.S.C. 77) or exempt from such registration by
Rule 156 of the Sccurities and Exchange Com-
mission {17 CFR 230.156) issued by (a) such
insurance company, or (#) an investment com-
pany registered pursuant to section 8 of the
Investment Company Act of 1940 (15 ¥.S.C.
80a-8) for which the insurance company is an
underwriter, investment advisor or dealer; and

(ii) those activities which are not part of the
conventiona! lending activities of such life insur-
ance companies and which, in accordance with
the ordinary usage of the trade, would be consid-
ered part of the business of a broker or dealer.

[SECTION 220.8—SUPPLEMENT, containing maximum loan values, margin for short sales, retention requirement,
and requirements for inclusion on list of OI'C margin stock, is printed separately.]
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F. R Form T4 SPECIMEN ONLY

6-69
BOARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM

STATEMENT OF PURPOSE OF AN EXTENSION OF CREDIT BY A CREDITOR
(FEDERAL RESERVE FORM T-4)

A FALSE OR DISHONEST STATEMENT BY THE CUSTOMER OR THE CREDITOR ON THIS FORM
MAY BE PUNISHABLE BY FINE OR IMPRISONMENT (U.S. CODE, TITLE 15, SECTION 78fFf AND
TITLE 18, SECTION 1001)

Instructions:
{1} Pleaze print or type (if space is inadequate attach zeparate sheet}).

{2} In Part IT “source of valuation” need be filled in onrly if such source is other than regutarly published information
in journal of general cireulation.

{3} This form need be obtained only if the purpose of the credit is other than te purchase, carry, or trade in securities
{zee § 220.T{e) of Hegulation T).

PART 1 (to be completed by customer(s))
(1) The purpose of thiz credit in the amount of $................, which is unsecured or secured in

whole or in part by the collateral listed in Part II, is not to purchase or carry or trade in securities. It iz

for the purpose of {(describe in detail) ... ...

{2) This ereditor, ... SO O PN i, ... has outstanding, or has

Mome of ereditor
agreed to extend, to the undersigned, the follow(ing other cre}dita, which are not for the purpose of purchasing
or carrying or trading in securities, in addition to the credit described on this form (itemize and deseribe
briefly, including amounts and collateral if any). If none, so state . ... . ... et
(8) Is any of the collateral listed in Part 11 {A)} or (B) to be delivered, or has any such collateral
been delivered, from a bank, broker, dezler, or person other than the undersi,;;ned? Yes [[] Ne [1
If yes, from whom? . .. ... ... O Against payment? Yes ] No [}
(4) Has any of the collateral listed in Pari IL (A) or (B) been owved less than six months?

Yes [ No ] If yes, identify all such collateral so owned .............. PO UUT TS

The undersighed has (have) read this form and hereby certifies and affirms that te the best of my (our)
knowledge and belief the information contained on this form is true, accaraie, and complete.

SIGNED . e SIGNED . ...

(Manual signature) {Datn) {Manus! signatural i (Erate}

(Frint or type oame} {Print or type name}




PART 1I (tv be completed by creditor)

{A} Collateral econsisting of margin stock or margin securities consisting of debt securities con-
vertible inte margin stock. The Joan value of such stock under the current Supplement to Regulation T

is per cent; the loan value of sueh debt securities is ... per cent.
No. of shares ; ) Market price Soureo of Tab\_l ket
ar Itemize separately by issue per share valuation Drice por

other mnit

P — —

asme

(1) Collateral consisting of other securities, e.g., muilval fund shares, registered non-equily securities.

Far valoe & 1 Total market

or other Ttemnize separately by issne Harket price uree o price per

valeation .
denominatisva iszme
(C} Other collateral

— e ——— e e ek e e
! Tteral i::::;t Souren of Good faith
Froize value valuption loan vame

The undersigned, a duly autherized representative of the creditor has read this form, has aceepted the
customer’s statement on Part I in good faith as defined below*, and hereby certifies and affirms that to the
best of his knowledge and belief all the information eontained on this form i= true, accyrate, and compilete.

{Frint or type name and tfile}

* Regulation T requires that the customer’s statement on this form be accepted by the creditor acling in good faith.
Good faith requires that the creditor or his duly authorized representative (1} muat be alert to the circumstances surrounding
the eredit, and (2} if he has any information which would canse a prudent man mot to acrept the statement without inguiry,
has investigated and is satisfied that the statement is truthful. Among the facts which would require such investigation are
receipt of the statement threugh the mail or from a third party.

THIS FORM MUST BE RETAINED BY THE CREDITOR FOR AT LEAST THREE YEARS AFTER THE
' TERMINATION OF THIS CREDIT
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REGULATION U
(12 CFR 221)

As amended effective July 10, 1971

CREDIT BY BANKS FOR THE PURPOSE OF PURCHASING
OR CARRYING MARGIN STOCKS #

SECTION 221.1—GENERAL RULE

(a) Purpose credii secured by stock, (1) Except
ag provided in subparagraph (2} of this paragraph
{a) and in § 221.3{g) no bank shall extcnd any
credit secured directly or indirectly ' by any stock *
for the purpose of purchasing or carrying any mar-
gin stock * in an amount ¢cxceeding the maximum
loan value of the collateral, as prescribed from time
to time for stocks in § 221.4 (the Supplement to
Regulation U) and as determined by the bank in
good faith for credit subject to § 221.3(s)} for any
collateral other than stocks: Provided, That unless
held as collateral for such credit on October 20,
1967, and continuousty thercafter, any collateral
other than stock shall have loan value for the pur-
pose of this part only as collateral for a credit
which is not secured by stock, as described in
§ 221.3(s), and any collateral consisting of con-
vertible debt securities described in § 221.3(t) shalt
have loan value only for the purpose of that section,
and not for other credit subject to this part,

(2) Credit extended prior to July 8, 1969, for

* This text corresponds to the Code of Federal Regula-
tions, Title 12, Chapter I, part 221, cited as 12 CFR 221,
The words “this part,” as used hercin, mean Repulation U

1 As defined in § 221.3(c). :

* As defined in §221.3({).

*Sometimes teferred to as a “purpose credit”. See
§ 221.3(b). The term “margin stock” is defined in § 221.3(v).
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the purpose of purchasing or carrying any OTC
margin stock ¢ or any debt security convertible into
such stock (and no other margin stock} is not
purpose credit, except that with respect to any OTC
margin stock such date shall be August 7, 1969, if
extended to a member of a natiopal securities
exchange or a broker or dealcr registercd under
section 15 of the Securities Exchange Act of 1934
{15 U.8.C. 780). .
(b) Substitutions and withdrawals, Except as
permitted in paragraph {c) of this section, while a
bank maintains any credit subject to this part,
whenever extended, the bapk shall not at any time
permit any withdrawal or substifution of collateral
unless either (1) the credit would not exceed the
maximum loan value of the collateral after such
withdrawal or substitution, or (2) the credit is
reduced by at least the amount by which the maxi-
mum loan value of any collateral deposited is less
than the “retention requirement” of any collateral
withdrawn. The *retention requirement” of col-
lateral other than stock is the same as its maximuem
loan value and the “retention requirement” of col-
lateral consisting of stock is prescribed from time
to timg in § 2214 (the Supplement to Repulaiion
Uy

‘j\s_de}med in § 221.3(d), “OTC stock” hereinafter re-
fers to stock traded “over Lhe counter.”
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(c) Same-day tramsactions, Except as provided
in § 221.3(r) (1), a bank may permit a substitution
of stock whether margin or non-margin, effected by
a purchase and sale on orders executed within the
same day: Provided, That (1) if the proceeds of the
sale exceed the total cost of the purchase, the credit
is reduced by at least an amount eqgual to the “re-
tention requirement” with respect to the sale Iess
the “retention requirement” with respect to the pur-
chase, or (2) if the total cost of the purchase ex-
ceeds the proceeds of the sale, the credit may be in-
creased by an amount ne greater than the maximum
Ioan value of the stock purchased less the maximum
loan value of the stock sold. If the maximum loan
value of the collateral sccuring the credit has be-
come less than the amount of the credit, the amount
of the credit may nonctheless be increased if there
is provided additional collateral having maximum
loan value at least equal to thc amount of the
increase.

(d) Single credit role, For the purpose of this
part, except for credit subject to § 221.3(s) or {t),
the entire amount of the purpose credit extended to
apy customer hy any bank at any time shall be
considered a single credit; and all the collateral
securing such credit shall be considered in deter-
mining whether or not the credit complies with this
part,

SECTION 221.2—EXCEPTIONS TO
GENERAL RULE

Notwithstanding the provisions of §221.1, a
bank may extend and may maintain any credit for
the purpose specified in § 221.1, without regard to
the limitations prescribed therein, or in § 221.3(1),
if the credit comes within any of the following
descriptions.

{a} Any credit extended to a bank or to a
foreign banking institution;

(b) Any credit extended to a “plan-lender” as
defined in § 207.4{a) of Part 207 of this Chapter
(Regulation G) to finance a plan described therein:
Provided, That in no event does the bank have
recourse to any stock purchased pursuant to such
plan;

(c) Any credit extended to a dealer, or to two
or more dealers, to aid in the financing of the dis-
tribution of securities {0 customers not through the
medium of a national securities exchange;

{(d} Any credit extended to a broker or dealer
that is extended in exceptional circumstances in
good faith to meet bis emergency needs;
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(¢) Any credit extended to a member of 2
pational securities exchange or a broker or dealer
registered under section 15 of the Securities Ex-
change Act of 1934 (15 U.S.C. 780) secured by
any securities which, according to written notice
received by the bank from the broker or dealer
pursuant to a rule of the Securities and Exchange
Commission concerning the hypothecation of cus-
tomers' securities (Rule 8¢c-1 (17 CER 240.8¢-1)
or Rule 15c¢2-1 (17 CFR 240.15¢2-1}), are
securities carricd for the account of one or more
CUstomers;

{f} Any credit extended to finance the purchase
or sale of securities for prompt delivery which is to
be repaid in the ordinary course of business upon
completion of the transaction: Provided, That the
advance is not made to a person described in
§ 221.3(q): And provided further, That it is either
(1} extended to a broker or dealer, or {2} extended
for u purpose other than to enable the borrower to
pay for stock purchased in an account subject to
Part 220 of this Chapter (Reguiation T);

(g) Any credit extended against securities in
transit, or surrendered for transfer, which is payable
in the ordinary course of business upon arrival of
the securities or upon completion of the transfer:
Provided, That the credit is not extended to a per-
son described in § 221.3(q): And provided further,
That it is either (1) extended to a broker or dealer,
or (2) extended for a purpose other than to enable
the customer to pay for stock purchased in an ac-
count subject to Part 220 of this Chapter (Regula-
tion T};

(k) Any credit which is to be repaid on the
calendar day on which it is extended: Provided,
That the credit is not extended to a person de-
scribed in § 221.3(q): And provided further, That
it is either {1) extended to a broker or dealer, or
(2) extended for a purpose other than to enable
the customer to pay for stock purchased in an
account subject to Part 220 of this Chapter (Regu-
tation T);

(i) Any credit extended outside the States of the
United States and the District of Columbia;

(i) Any credit extended to a member of a
national . securities exchange for the purpose of
financing his or his customers’ bona fide arbi-
trage transactions in securities. For the purposes
of this paragraph, the term “arbitrage” means
(1) a purchase or sale of a security in one market
together with an offsetting sale or purchase of
the same sccurity in a different market at as
nearly the same time as practicable, for the pur-




§ 221.3

REGULATION U

pose of taking advantage of a difference in prices
in the two markets, or (2} a purchase of a security
which is, without restriction other than the pay-
ment of money, exchangeable or convertible with-
in 90 calendar days following the date of its pur-
chase into a second security together with an
offsetting sale at or about the same time of such
second security, for the purpose of takmng advan-
tage of a disparity in the prices of the two securi-
ties, except that when the sccurity purchased is
solely a due bill for, or other evidence of the right
to receive, only the security that is sold, and the
sccurity that is sold is trading as a when-issued
securify, such period shall be 180 calendar days;

(k) Any credit extended to 2 member of a na-
tional securities exchange for the purpose of financ-
ing such members’ transactions as an odd-lot dealer
in securties with respect to which he is registered
on such national securities exchanges as an odd-lot
dealer; '

(I) Any lcan for the purpose of making a
loan or providing capital to a person who is sub-
ject to Part 220 of this Chapter (Regulation T),
which loan has been exempted by the Board of
Governors of the Federal Rescrve System, by
Order, from the requirements of this Part, either
unconditionally or upon specified terms and con-
ditions or for stated periods, npon a finding that
the granting of such an eXemption is necessary
or appropriate, in the public interest or for the
protection of investors; Provided, That the Securi-
ties Investor Protection Corporation shall have
certified to the Board that such action is appro-
priate under the circumstances, and

{m) Any credit exiended to or maintained for
a customer for the purpose of making a loan or
contribution of capital to a broker or dealer sub-
ject to Part 220 (Regulation T) if the loan or
contribution is in conformity with the require-
ments regarding satisfactory subordination agree-
ments of equities in the accounts of partners of a
rule of the Securities and Exchange Commission
(Rule F5c3-1(c}(2)(A), (c)(4), and (c)(7))
(17 CFR 240.15¢3-1(c) (2)}(A), (c)(4)., and
(c){7)} or the capital rutes of an exchange of
which the broker or dealer is a member if the
members thereof are exempt therefrom by Rule
15¢3-1(b}(2) of the Commission (17 CFR
240.15¢3-1(b)(2)) or to purchase stock in a
broker or dealer which is a corporation when
such stock is purchased directly from the issuer
and not as part of a public distribution: Provided,
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That any such credit extended after April 16,
1971, shall become subject upon renewal to such
additional restrictions as the Board of Governors
may impese by regulation concerning the condi-
tions upon which credit may be extended for the
purpose of making such loan or contribition: And
provided further, That (1) all of the proceeds
of such extension of credit are so loaned or con-
tributed to the capital of the broker or dealer and
(2} that all of the proceeds of any withdrawal of
such loan or contribution of capital from the
broker or dealer by the customer or redemption of
such stock shall be used to reduce or retire said
extension of credit.

SECTION 221, 3—MISCELLANEOUS
PROVISIONS

(a) Required statement as to stock-secured
credit. In connection with an extension of credit
secured directly or indirectly by any stock, the bank
shall obtain and retain in its records for at least 3
years after such credit is extinguished a statement
in conformity with the requirements of Federal
Reserve Form U-1 executed by the recipient of
such extension of credit {sometimes referred to as
the “customer™) and executed and accepted in good
faith by a duly authorized officer of the bank prior
to such exténsion: Provided, That this requirement
shall not apply to any credit described in para-
graphs (0} or (w) of this section or § 221.2 of this
part cxcept for credit desceibed in paragraphs
221.2(f), (g), and (k) extended to persons who
are not brokers or dealers subject to Part 220 of
this Chapter (Regulation T), In deiermining
whether or not an extension of credit is for the
purpose specified in § 221.1 or for any of the pur-
poses specified in § 221.2 the bank may rely on the
statement executed by the customer if accepted in
goed faith. To accept the customer’s stalernent in
good faith, the officer must (1) be alert to the
circumstances surrounding the credit and (2) if he
has any information which would cause a prudent
man not to accept the statement without inquiry,
have investigated and be satisfied that the customer’s
statement is truthful. '

(b) Parpose of a credit. The “purpose of a
credit” iz determined by substance rather than
form. = S

(1) Credit which is for the purpose, whether
immediate, incidental, or ultimate, of purchasing or
carrying a margin stock is “purpose credit”, despite
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any temporary application of funds otherwisec.

(2) Credit to enable the customer to reduce or
retire indebtedness which was originally incurred to
purchase a margin stock is for the purpose of
“carrying” such a security.

(3) An cxtension of credit provided for in a
plan, program, or investment contract offered or
sold or otherwise initiated after August 31, 1969,
which provides for the acquisition both of any
securities described in paragraph (v) of this section
and of poods, services, property interests, other
securities, or investments, is “purpose credit”.

(¢) Imdirectly secored. The term “indirecily
secured” includes any arrangement with the cus-
tomer under which the customer’s right or ability
to sell, pledge, or otherwise dispose of stock owned
by the customer is in any way restricted so long as
the credit remains outstanding, or under which the
exercise of such right, whether by written agree-
ment or otherwise, is or may be cause for accelera-
tion of the maturity of the credit: Provided, That
the forepoing shall not apply (1} if such restriction
arises solely by virtue of an arrangement with the
customer which pertains generally to the customer’s

“assets unless a substantial part of such assets con-
sisis of stock, or (2) if the baok in good faith has
not relied upon such stock as coflateral in the ex-
tension or maintenance of the particular credit:
And provided further, That the foregoing shall not
apply to stock held by the bank only in the capacity
of custodian, depositary, or trustee, or under similar
circumstances, if the bank in good faith has not
relied upon such stock as collateral in the extension
or maintenance of the particular credit.

(d) OTC margin stock. (1) The term “OTC
margin stock” means stock not:traded on a national
securities exchange which the Board of Governors
of the Federal Reserve System:has determined to
have the degree of national investor interest, the
depth and breadth of market, the availability of in-
formation respecting the stock and ifs-issuer, and the
character and permanence of the issuer. to. warrant
subjecting such stock to the requirements- of: this
part.

(2) The Board will from time to time publish
a list of OTC margin stocks as to which the
Board has made the determination described in sub-
paragraph (1) of this paragraph (d). Except as
provided in subparagraph (4) of this paragraph
(d) such stocks shall meet the requirements of
§ 221.4(d) (the Supplement to Regulation U).

{(3) The Board will from time to time remove
from the list described in subparagraph (2) of this
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paragraph (d) stocks that cease to:

(i)} Exist or of which the issuer ceases to exist,
or .

(ii) Meet substantially the provisions of sub-
paragraph (1) of this paragraph {(d) and of
§ 221.4(d) (The Supplement to Regulation U}.

(4) The foregoing notwithstanding, the Board
may, upon its own initiative, or upon application by
any interested party, omit or remove any stock that
is not traded on a national securities exchange from
or add any such stock to such list of OTC margin
stocks, if in the judgment of the Board, such action
is necessary or appropriate in the public interest.

(5) It shall be unlawful for any bank to make,
or cause to be made, any representation to the
effect that the inclusion of a security on such list of
OTC margin stocks is evidence that the Board or
the Securities and Exchange Commission has in any
way passed upon the merits of, or given approval
to, such security or any transaction thercin. Any
statement in an advertisement or other similar com-
munication containing a reference to the Board in
connection with such stocks or such list shall
constitute such an unlawful representation.

(¢) Renewals and extensions of maturity. The
renewal or extension of maturity of a credit need
not be treated as the extension of a credit if the
amount of the credit is not increased except by the
addition of interest or service charges in respect to
the credit or of taxes on transactions in connection
with the credit.

(f) Tramsfers. A bank may, without following
the requirements of this part as io the extension of
a credit,

(1} Permit the transfer of a credit from ome
customer to another, or to others: Provided, That a
statement by the transferor, describing the circum-
stances giving rise to the tramsfer, is accepted in
good faith ® and signed by an officer of the bank as
having been so accepted, and kept with each such
transferce account, or

(2) Accept the transfer of a credit originally
extended in conformity with the requirements of
this part directly from another bank: Provided,
That the statement of purpose, executed by the cus-
tomer in connectiop with the original extension of
credit and accepted in good faith and signed by an
officer of the bank originally extending such credit
in conformity with the requirements of § 221.3(a},
is obtained and kept with each such transferee ac-
count: And provided further, That any transfer
pursuant to this paragraph is made as a bona fide
"% As described in § 221.3(a).

E—
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incident to a transaction not underiaken for the
purpose of avoiding the requirements of this part,
the amount of the credit is not increased, and the
collateral for the credit is not changed; and, after
such transfer, a bank may permit such withdrawals
and substitutions of collateral as are permitied in
Tespect to a credit it extends subject to this part.

(z) Reorganizations and recapitalizations, Noth-
ing in this past shail be construed to prevent a bank
from permitting withdrawals or substitutions of
securities to enable a cnstomer to participate in a
Teorganization or recapitalization.

(h) Mistakes in good faith, No mistake made
in good faith in connection with the extension or
maintenance of a credit shall be deemed to be a
violation of this part.

() Action for bank’s own profection. Nothing
in this part shall be construed as preventing a bank
from taking such action as it shall deem necessary
in good faith for its own protection.

(i} Reports. Every bank, and every petson en-
gaged in the business of extending credit who, in
the ordinary course of business, extends credit for
the purpose of purchasing or carrying margin stock
shall make soch reports as the Board of Governors
of the Federal Rescrve System may require to en-
able it to perform the functions conferred upon it
by the Securities Exchange Act of 1934 (15 US.C.
78).

(k) Definitions, For the purposes of this part,
unless the context otherwise requires, the ferms
herein have the meanings assigned to them in
section 3(a) of the Securilies Exchange Act of
1934 (15 U.S.C. 78¢c(a)), except that the term
“bank” does not include a bank which is a mem-
ber of a national securities exchange.

(1} Stock. The term “stock™ includes any secu-
rity commonly known as 2 stock; any voting trust
certificate or other instrument representing such a
security; and any security convertible, with or with-
out consideration, presently or in the future, into
such security, certificate, or other instrument, or
calTying anmy warrant or right lo subscribe to or
purchase such a security; or any such warrant or
right.

{m)} Credit subject to § 221.1. A ‘‘credit subject
to § 221.1” i3 a credit which is (1) secured direct-
ly or indirectly by any stock {or made 1o a person
described in paragraph {q) of this section), (2) ex-
tended for the purpose of purchasing or carrying
any margin stock, and (3} not excepted by § 221.1
(a)(2) or § 221.2.

(n} Segregation of collateral. (1) The bank
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shall identify all the collateral used to meet the
requirements of § 221.1 (the entire credit being
considered a single credit and collateral being simi-
tarly considered, as required by § 221.1(d}) and
shall not cancel the identification of amy portion
thereof except in circumstances that would permit
the withdrawal of that portion. Such identification
may be tnade by any reasonable method.

{2) Only the collateral required to be so identi-
fied shall have loan value for purposes of § 221.1
or be subject io the restrictions therein specified-
with respect to withdrawals and substitutions; and

(3) For any credit extended 1o the same cus-
tomer that is not sabject to § 221.1 (other than a
credit described in § 221.2(b), (d), (), (g), or
(h)), the bank shall in good faith require as much
collateral not so identified as the bank would re-
quire (if any) if it held neither the indebtedness
subject to § 221.1 por the identified collateral. This
shall not be constived, however, to require the
bank, after it has extended any credit, to abtain
any collateral therefor because of any deficiency
in collateral already existing at the opening of
business on Fune 15, 1959, or any decline in the
value or quality of the collateral or in the credit
rating of the customer.

(4) Nothing in this part shall require a bank
to waive or forego any lien, and nothing in this
part shall apply to a credit extended to enable the
customer o meet emergency expenses not reason-
ably foreseeable, provided the extension of credit
is supported by a statement executed by the cus-
tomer and accepted in good faith and signed by an
officer of the bank as having been so accepted in
conformity with the requirements of § 221.3(a).
For this purpose, such emergency expenses shall
include expeoses arising from circumstances such
as the death or disability of the customer, or some
other change in his circumstances involving ex-
treme hardship, not reasonably foreseeable at the
time the credit was extended. The opportunity to
realize monetary gain i not a “change in his
circumstances” for this purpose.

(o) Specialist. In the case of a credit extended
to a member of a natfonal securities exchange who
is registered and acis as a specialist in securities on
the exchange for the purpose of financing such
member’s transactions as a specialist in such securi-
ties, the maximum Joan value of any stock shall be
as determined by the bank in good faith: Provided,
That the specialist’s exchange, in addition to other
requirements applicable to specialists, is designated
by the Board of Governors of the Federal Reserve
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System as requiring reports suitable for supplying
current information regarding specialists' use of
credit pursuant to this section. '

(p) Subscriptions issmed to stockholders. An
extension of credit nced not comply with the other
requirements of this part if it s to enable the
customer to acquite a stock by exercising a right to
acquire such stock which is evidenced by a warrant
or certificate issued to stockholders and expiring
within 90 days of issuance: Provided, That:

(1) Each such acquisition under this paragraph
shall be treated scparately, and the credit when ex-
tended shall not exceed 75 per cent of the current
market value of the stock so acquired as determined
by any reasonable method;

(2) Afier October 20, 1967, at the time credit
is extended pursuant to this paragraph, the bank
shall compute the amount by which the credit ex-
ceeds the maximum loan value of the collateral
as prescribed by § 221.4 and the customer shall re-
duce the credit by an amount ai least equal to
one-fourth of such sum by the end of each of the 4
succeeding 3-calendar-menth periods or until the
credit does not exceed the current maximum loan
value of the stock, whichever shall occur first, and
if. the bank fails to obtain the required quarterly
reduction or a portion thereof with respect to a
particular acquisition within 5 full business days
after such reduction is due, the bank shall promptly
sell a portion of the collateral so acquired and apply
the proceeds of the sale to reduce the credit in an
amount at lcast equal to twice the required pay-
ment or portion thereof for the first 2 such reduc-
tioms, at least equal to the required payment or por-
tion thereof for the third such reduction, and at least
sufficient so that the remaining credit does not
exceed the current maximum loan value of the re-
maining collateral after the fourth such reduction:
Provided, 'That no such reduction need be in an
amount greater than is necessary so that the re-
maining credit does not exceed the maximum loan
value of the remaining collateral determined as of
the date when the credit was extended;

(3) While the customer has any credit outstand-
ing at the bank under this paragraph no withdrawal
of cash or substitution or withdrawal of stock used
as collateral for such extension of credit shall be
permissible, ¢xcept that when the remaining credit
has become equal to or less than the maximum loan
value of the remaining stock as prescribed for
§ 221.1 or § 221.3(1) in § 221.4 (the Supplement
to Regulation U) whichever is applicable {or with
respect to credit extended after October 20, 1967,
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the requitements of the preceding clause have been
fulfilled) the remaining stock and related credit
shall thereafter be treated as subject to § 221.1 or
§ 221.3{t), whichever is applicable, instead of this
paragraph. In order to facilitate the exercise of a
right nnder this paragraph, a bank may permit the
right to be withdrawn from a credit subject to
§ 221.1 without regard to any other requirement of
this part.

{q)} Credit to certain lenders. Any credit ex-
tended to a customer not subject to this part or to
Part 220 of this Chapter {Regulation T) engaged
principally, or as one of the customer’s important
activities, in the business of extending credit for

the purpose of purchasing or carrying margin stocks -

is a credit for the purpose of purchasing or carry-
ing such stocks unless the credit and its purposes are
cffectively and unmistakably scparated and dis-
assoclated from any financing or refinancing, for
the customer or others, of any purchasing or carry-
ing of such stocks. Any credit extended to any such
customer, unless the credit is so separated and' dis-
associated or is excepted by § 221.2, is a credit
“subject to § 221.1" regardless of whether or not
the credit is securcd by any stock; and po bank
shall extend any such credit subject to § 221.1 to
any such customer, without collateral or without the
credit being secured as would be required by this
part if it were secured by any stock. Any such
credit subject to § 221.1 to any such customer shall
be subject to the other provisions of this part appli-
cable to credit subject to § 221.1, including provi-
sions regarding withdrawal and substitution of
collateral.

{r} Convertible securities. (1) If, after June 15,
1959, and prior to October 21, 1967, credit was
extended for the purpose of purchasing or carrying
a security convertible into a stock registered on a
national securilies exchange and the credit was
secured by such a security, and after October 20,
1967, therc is substituted any stock as direct or in-
direct collateral for such credit, the credit shall
thereupon be treated as subject to § 2211 or
§ 221.3(t), whichever is applicable, Tn any such
case, the amount of the outstanding credit, or such
amount - plus any increase thercin to enable the
customer to acquire a stock so regisicred through
the conversion of the sccurity pursuant to its terms,
shall not be permitied on the date of such sibsti-
tution to exceed the maximum loan value of the
collateral Tor the credit: Provided, That any reduc-
tion in the credit or deposit of colateral required
on that date to meet. this requirement may be
brought about within 30 days of such substitttion.
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(2} Any credit extended after October 20, 1967,
for the purpose of purchasing or carrying a security
convertible into a stock registered on a national
securities exchange, and any credit extended after
Tuly 8, 1969, for the purpose of purchasing or
cacrying a security convertible into margin stock, if
the credit is secured, directly or indirectly, by any
stock, is a credit subject to § 221.1 or § 221.3(t),
whichever is applicable.

(s) Credit secured by collateral ofber than
stocks. A bank may extemnd credit for the purpose
of purchasing or carrying a margin stock secured
by collateral other than stock, and, in the case of
such credit, the maximum lean value of the collat-
eral shall be as determined by the bank in good
faith,

(1) Credit on convertible debt secmrities. (1) A
bank may extend credit for the purpose specified
in § 221.1 on collateral consisting of any debt
security (i) convertible with or without considera-
tion, presently or in the fulure, into a margin stock
or (i) carrying a warrant or right to subscribe to or
purchase such a stock (such a debt security is

sometimes referred to herein as a “convertible secu-’

rity”).

{2) Credit extended under this paragraph shall
be subject fo the same conditions as if it were sub-
ject to § 221.1 except: (i) the entire amount of such
credit shall be considered a single credit treated
separately from the single credit specified in § 221.1
{d) and all the collateral securing such credit shait
be considered in determining whether or not the
credit complies with this part, and (ii) the maxi-
mum loan value of the collateral shall be as pre-
scribed from time to 1ime in § 221.4 (the Supple-
ment {0 Regulation 1J).

{3) Anpy convertible security originally eligible
as collateral for a credit extended under this para-
graph shall be treated as such as long as contiou-
ously held as collateral for such credit even though
it ceases to be convertible or to carry warrants or
rights,

(4) In the event that any stock other than a
convertible secunty is substituted for a convertible
security held as collateral for a credit extended
under this paragraph, the stock and any credit ex-
tended on it in compliance with this part shall
thereupon be treated as subject to § 221.1 and the
credit extended under this paragraph shall be re-
duced by an amount equal to the maximum loan
value of the security withdrawn.

(u} Armanging for credit. No bank shall ar-
range for the extension or maintenance of any
credit for the purpose of purchasing or carrying any

margin stock, except upon the same terms and condi-
tions ont which the bank itself could.extend or main-
tain such credit under the provisions of this part.

(v) The term “margin stock™ means any stock ®
which is {1) a stock registered on a national securi-
ties exchange, (2} an OTC margin stock,” (3) a
debt security (i) convertible with or without con-
sideration, presently or in the future, into a margin
stock or (ii) carrying any warrant or right to sub-
scribe to or purchase, presently or in the future, a
margin stock, (4} any such warrant or right, (5)
any security issued by an investment company other
than a small business investment company licensed
under the Small Business Investment Company Act
of 1958 (15 U.S.C. 661} registered pursuant to sec-
tion 8 of the Investment Company Act of 1940 {15
U.S.C. 80a-8), unless at least 95 per cent of the
assets of such company ar¢ contimrously invested in
cxempted securities.? _

{(w) OTC market maker exemption. (1) In the
case of credit extended to an OTC market maker,
as defined in subparagraph (2) of this paragraph
{w), for the purpose of purchasing or ¢arrying an
OTC margin stock in order to conduct the market
making activity of such a market maker, the maxi-
mum lean value of any OTC margin stock {except
stock that has been identified as a security held
for investment pursuant to a rule of the Commis-
sioner of Internal Revenue {Regs. Section 1-1236-

" 1{d}) shall be determined by the bank in good’
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faith: Provided, That in respect of each such stock
he shall have filed with the Securities and Exchange
Commission a notice of his intent to begin cr con-
tinue such market making activity (Securities and
Exchange Commission Form X-17A-12(1}) and
all other reports required to be filed by market
makers in OTC margin stocks pursuant to o rule of
the Commission (Rule 17a-12 (17 CFR 240.17a-
t2}) and shall not have ccased to engage in such
market makiog activity: And provided further,
That the bank shall obtain and retain in i#s records
for at least 3 years affer such credit is extinguished
a statement in conformity with the reguircments of
Federal Rescrve Form U-2, executed by the OTC
market maker who is the recipient of such credit
and executed and accepted in good faith by a duly
authorized officer of the bank prior to such exten-
sion. In determining whether or not an extension of
credit is for the purpose of conducting such market
making activity, a bank may rely on such a state-

ment if executed .and accepted in accordance with

% As defined in § 221.3{1).
7 As defined in § 221.3(d).
& As defined in 15 US.C. 78c{a){12).




REGULATION U

§221.3

the requirements of this parapraph (w) and
§221.3(a). :

(2} An OTC market maker with respect to an
OTC margin stock is a dealer who has and main-
tains minimum net capital, as defined in a rule of
the Securities and Exchange Commission (Rule
15¢3-1 (17 CFR 240.15c3-1) } or in the capital
rules of an exchange of which he is a member if the
members “thereof are exempt therefrom by Rule
15¢3-1(b){2) of the Commission (17 CFR
240.15¢3-1(b) (2) }, of $25,000 plus $5,000 for
each such stock in excess of 5 in respect of which
he has filed and not withdrawn the notice on
Commission Form X-17A-12(1) (but in no case
does this subparagraph (2) require net capital of
more than $250,000), who is in compliance with
such rule of the Comynission or exchange and who,
except when such activity is unlawful, meets all of
the following conditions with respect to such stock:
(i) he regularly publishes bona fide, competitive
bid and offer quotations in a recognized inter-dealer
quotation system, (ii) he furnishes bong fide, com-
petitive bid and offer quotations to other brokers
and dealers on request, (iii) he is ready, willing, and
able to effect transactions in reasonable amounts,
and at his quoted prices, with other brokers and
dealers, (iv) he has a reasonable average rate of
inventory tirnover.

{3) If all or a portion of the credit extended
pursuant to this paragraph (w) ceases to be for
the purpose specified in subparagraph (1) or the
dealer to whom the credit is extended ceases o .be
an OTC market maker as defincd in subparagraph
{2), the credit or such portion thereof shall there-
upon be treated as “a credit subject to § 221.1."

(x) Combined purchase of mutuval funds and
insurance. (1) An cxtension of purpose credit
provided for in a plan, program, or investment
contract that is registered with the Securitics and
Exchange Commission under the Securities Act
of 1933 (15 US.C. 77) and provides for the
acquisition both of a security issued by an in-
vestment company described in paragraph (v)(5)
of this section and ari insurance policy or contract
shall be subject to all-the provisions of this Part,
except that, where the credit is secured by the
security and does mot exceed the premium on
such policy (plus any applicable interest), the
maximum loan value of such security shall be 40
per cent of its current market value, as deter-
mined by any reasonable method.

(2) Sections 221.1 and 221,3(t) of this Part
shall not apply to any credit extended to a person
registered pursuant to § 207.1(a) of this Chapter
(Regulation G) who extends credit pursuant to
§ 207.4(£) (1) of this Chapter, Provided, That:

(i) the credit extended pursuant to this sub-
paragraph is secured by sccurities that are issued
by an investmeni company described in paragraph
{v)(5) of this section, and are carried for the
account of one or more customers under a plan,
program, or investment contract described in sub-
paragraph {1} of this paragraph (and the bank
receives written notice from the recipient of the
credit to this effect); and

(ii) the provisions of such plan, program, or
investment centract conform to the provisions of
Rule 15¢2-1 of the Securities and Exchange Com-
mission concerning hypothecation of customers’
securities (17 CFR 240.15¢2-1).

[SECTTION 221.4—SUPPLEMENT, containing maximum loanr values, retention requirement, and requirements for in-

clusion on list of OTC margin stock, is printed sepatately.]



¥, R. Form U-1 SPECIMEN ONLY
Rev, 6-69

BOARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM

STATEMENT OF PURPOSE OF A STOCK-3ECURED
EXTENEION OF CREDIT BY A BANK
{(FEDERAL RESERVE FORM U-1}

A FALSE OR DISHONEST STATEMENT BY THE CUSTOMER OR THE OITICER OF THE BANK ON
THIS FORM MAY BE PUNISHABLE BY FINE OR IMPRISONMENT (U.S. CODE, TITLE 15, SECTION
78ff AND TITLE 18, SECTION 1001}

Instructions:

{1} Please print or type {if space is inadequate attach separaie sheet).

{2} The term “stock™ iz defined in § 221.3(1) of Regulation U.

(3) Part T (3) and (4) need be Nilled in only if the purpose of the eredit deseribed in Part I (1) is other than to pur-
chase or carry margin stock.

(4} Tn Part IT "source of valuation™ need he filled in only if such sourve is other than regularly published information
in jeurnal of general eireulation.

(5) Part TT need not be completed in the rase of a credit of $5,000 or less which is not for the purpose of purchasiniy or
carrying margin stock. However, in such caszes, Part | must be completed as if Part I1 were complated.

PART I (to be completed by customer(s))
(1) The purpose of this credit in the amount of $... . ., gecured in whole or in part by

the stock listed in Part IT {A) and (B} is (deseribe in detail) . . ... ... .

(2) This bank, ... .. .. . e . ..., hag ouistanding, cr has
{Nawe of bank)

agreed to extend, lo the undersigned, the following credits in uddition to the credit described on this form

(itemize and describe briefly, including amounts and collateral if any}. If none, so state ... . ...

(3) Is any of the collateral Yisted in Part I (A) or (B) to be delivered, or has any such collateral
been delivered, from a bank, broker, dealer, or persom other than the undersigned? Yes [ No [
I yea, from whom? . ... ... i Apainst payment? Yes 1 No [

(4) Has any of the collateral listed in Part II (A) or (B) been owned less than six months?

Yes [1 No [0 If yes, identify all such collateral so owned. . .. N e,

The undersigned has (have) read this.form and hereby certifies and affirms that to the best of my (our)
knowledge and helief the information centained on this form is true, accurate, and compleie.

SIGNED .. ... SIGNED . ..

{Manual signature) {Date) fMannual signataie) (Tate)

[Frint or tyiwe name) {Print or t¥pe mame}
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PART II {to be completed by bank)

{A) Collateral consisting of stock, other than debt securities convertible into margin stock. The

loan value of such stock under the current Supplement to Regnlation U is . ... per cent.
. . R Market price E Houree of 'l'm.a'l.ljmrlwt
No. of shares Itemize separately by issue per share F valuation priee Der

Issne

(B) Coflateral consisting of debt securities convertible into margin stock. The loan value of such

securities under the current Supplement to Regulation Uds ... . per cent,
‘Totul markel
P alue i i Mprhet pri Souee of Tice por
ar value Ttemize separalely by izsue . [ vrice valnation P 1o o
lsaus
(C} Other cellateral.
- ) - Carsent Source of Gond Laith
Deseribe brielly {itemize where 10 per cent or more} market valaation ]:mn yalue

valme

The endersigned, a duly authorized officer of the bank, is aware that this stock-secured credit may be
subject to Regulation U, has read this form, has accepted the customer’s statement on Part I in good
faith as defined helow®, and hereby certifies and affirms that te the besi of his knowledge and belief all
the information contained on this form is true, accurate, and complele.

Date ... o SIGNED ... ... ... SO RPN UPRROO

* Regulation U requires that the enstomer's statement on this form be zccepted by an officer of the bank acting in good
frith. Good faith requires that such officer (1) must be alert to the eireumstances surrounding the credit, and (2) if he has
any information which would cause a prudent man net te aceept the slatement without inquiry, has investigated and is satis-
fied that the statement is truthful. Among the facts which would Tequire such investigation are receipt of the stalement
through the mail or from a third party.

THIS FORM MUST BE RETAINED BY THE BANK FOR AT LEAST THREE YEARS AFTER THE
TERMINATION OF THIS CREDIT
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STATUTORY APPENDIX
SECURITIES EXCHANGE ACT OF 1934

Act of June 6, 1934 (48 Stat. 881)
(U.S. Caode, Title 15, Sec. 78)

Definitions

Sec. 3. (g} When used in this title, unless the
context otherwise reguires—

(1) The term “exchange” means any organiza-
tion, association, or group of persons, whether
incarporated or unincorporated, which constitutes,
maintains, or provides a market place or facilities
for bringing together purchasers and scllers of
securities or for otherwise petforming with respect
to sccurities the functions commonly performed
by a stock exchange as that term is pencrally
understood, and includes the market place and
the market facilities maintained by such exchange.

* % %

{3) The term “member” when used with re-
spect to an exchange means any person who is
permitted either to effect transactions om the
exchange without the services of another person
acting as hroker, or to make use of the facilities
of an cxchange for transactions thereon without
payment of a commission or fee or with the
payment of a commission or fee which is fess than
that charged the general public, and includes any
firm transacting a business as broker or dealer
of which a member is a partner, and any partner
of any such firm.

{4) The term “broker” means any person en-
gaged in the business of effecting transactions in

“securities for the account of others, but does not

include a baunk.

(5) The term “dealer” means any person en-
gaged in the business of buying and selling secu-
rities for his own account, through a broker or
otherwise, but does not include a bank, or any
person insofar as he buys or sells securities for
his own account, either individually or in some
fiduciary capacity, but not as a part of a regular
busincss.

(6) The term “bank” means (A) a banking
institution organized under the laws of the United
States, (B) a member bank of the Federal Re-

serve System, {C) any other bapking institution,
whether incorporated or not, doing business under
the laws of any State or of the Uniled States, a
substantial portion of the business of which con-
sists of receiving deposits or exercising fiduciary
powers similar to those permitted to national banks
under section 11 (k) of the Federal Reserve Act,
as amended, and which is supervised and ex-
amined by State or Federal authority having
supervision over banks, and which is oot op-
erated for the purposec of cvading the provisions
of this title, and (D) a receiver, conservator, or
other liguidating agent of any institution or firm
included in clauses (A}, (B), or {C) of this
paragraph.
* * ¥

(8) The term “issner” means any person who
issues or proposes to issue any security; except
that with respect to certificates of deposit for
securities, voting-trust certificates, or collateral-
trust certificates, or with respect to certificates of
interest or shares in an unincorporated investiment
trust not having a board of directors or of the
fixed, restricted management, or unit type, the
term “issner” means the person or persons per-
forming the acts and assuming the duties of de-
positor or manager pursuant to the provisions of
the trust or other agrecment or instrument under
which such securities are issued; and except that
with respect to equipment-trust certificates or like
securities, the term “issuwer” means the person by
whom the equipment or property is, or is to be,
used.

{9) The term “person™ means an individoal, a
corporation, a partnership, an association, a joint-
stock company, a business trust, or an unincorpo-
rated organization,

(10) The term “security” means any note,
stock, treasury stock, bond, debenture, certificate
of interest or participation in any profit-sharing
agteement of in amy oil, gas, or other mineral
royalty or lcase, any collateral-trust certificate,
preorganization certificate or subscription, trans-
ferable share, investment contract, voting-trust
certificate, certificate of deposit, for a security,
or in general, any instrument commonly known
as a “security”; or any certificate of interest or
participation in, temporary or interim certificate
for, receipt for, or warrant or right to subscribe
to or purchase, any of the forepoing; but shall
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not inciude currency or any unote, draft, bill of
exchange, or banker's acceptance which has a
maturity at the time of issuance of not exceeding
nine months, exclusive of days of grace, or any
renewal thercof the maturity of which is likewise
Emited.

{11) The term “equmity security” means any
stock or similar security; or any security conver-
tible, with or without consideration, into such a
stcurity; or carrying any warrant or right to sub-
scribe to or purchase such a security; or any such
warrant or right; or any other security which the
Commission* shall deem to be of similar nature
and consider necessary or appropriate, by such
rules and regulations as it may prescribe in the
public interest or for the protection of investors,
to treat as an equity security.

{12) The term “excrmpted security” or “ex-
empted securities” includes securities which are
direct obligations of or cbligations guaranteed as
to principal or interest by the United States; such
securities issued or guaranteed by corporations in
which the United States has a direct or indirect
interest as shall be designated for exemption by the
Secretary of the Treasury as necessary or appro-
priate in the public interest or for the protection
of investors; securities which are direct obligations
of or obligations guaranteed as to principal or
interest by a State or amy political subdivision
thercof, or by any agency or instrumentality of a
State or any political subdivision thereof, or any
municipal corporate instrumentality of one or
more States; or any security which is an industrial
development bond (as defined in section 103{(c)
(2) of Title 26) the interest on which is excludable
from gross income under section 103(a)(1) of
Title 26 if, by reason of the application of para-
graph (4) or {6) of section 103(c) of Title 26
{determived as if paragraphs (4)(A), (5), and
(7) were not included in such section 103(c))},
paragraph (1) of such section 103(c) does not
apply to such security; any interest or participa-
tion in any common trust fund or similar fund
maintained by a bank exclusively for the collective
investment and reinvestment and reinvestment of
assets contributed thereto by such bank in its
capacity as trustec, executor, administrator, or
guardian; any interest or participation in a col-
lective trust fund maintained by a bank or in a
separate account maintained by an insurance com-
pany which interest or participation is issued in
connection with (A) a stock-bonus, pension, or

"% As used here and elsewhere in the 1933 Act, “Com-
mission” means the Securities and Exchange Commission.
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profit-sharing plan which meets the requirements
for qualification under section 401 of Title 26, or
{B) an apnuity plan which meets the requirements
for the deduction of the emplover's contribution
under section 404(a){2) of Title 26, other than
any plan described in clause (A) or (B) of this
paragraph which covers employees some or all of
whom are employees within the meaning of section
401{c) (1) of Title 26; and such other securitics
(which may include, among others, unregistered
securities the market in which is predominanily
intrastate) as the Commission may, by such rules
and repulations as it decms necessary or appro-
priate in the public interest or for the protection
of invesiors, either unconditionally or upon speci-
fied terms and conditions or for stated periods,
exempt from the operation of any one or more
provistons of this chapter which by their terms do
not apply to an “exempted security” or to
“exempted securities.”

(13) The terms “buy” and “purchase™ each
include any contract to buy, purchase, or other-
wise acquire.

(14) The term *“sake” and “sell” each include

any contract to sell or otherwise dispose of.
*x &k &

(16) The term “Siate” means any State of the
United States, the District of Columbia, Puerto
Rico, the Canal Zone, the Virgin Islands, or any
other possession of the United States.

* * *

SeEC. 3. (b) The Commission and the Board
of Governors of the Federal Reserve Systemn, as
to matters within their respective jurisdictions,
shall have power by rules and regulations to define
technical, irade, and accounting terms used in
this title insofar as such definitions are not in-
consistent with the provisions of this title.

* * *

[U.S.C., title 15, sec. 78c.]
Regisiration of national securities exchanges

SEc. 6. (a) Any exchange may be registered
with the Commission as a national securities ex-
change under the terms and coonditions hereinafter
provided in this section, by filing a registration
statement in such form as the Commission may
prescribe, containing the agreements, setting forth
the information, and accompanied by the docu-
ments, below specified:

(1) An agreement (which shall not be con-
strued as a waiver of any constitutional right or
any right to contest the validity of any rule or
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regulation) to comply, and to enforce so far as is
within its powers cowmpliance by its members,
with the provisions of this title, and any amend-
ment thereto and any rule or regulation made or
to be made thereunder; * * *

(b} No registration shall be pgranted or remain
in force unless the riles of the ¢xchange include
provision for the expulsion, suspension, or dis-
ciplining of a member for conduct or proceeding
inconsistent with just and equitable principles of
trade, and declare that the willful violation of any
provisions of this title or any rule or regulation
thereunder shall be considered conduct or pro-
cecding incousistent with just and equitable prin-
ciples of trade.

(¢) Nothing in this title shall be construed to
prevent any exchange from adopting and enforc-
ing any rule not inconsisient with this title and
the rules and regulations thereunder and the ap-
plicable laws of the State in which it s located.

* * F

[US.C., title 15, sec. 78f]

Margin requirements

Sec. 7. (a) For the purpose of preventing the
excessive use of credit for the purchase or carry-
ing ol securities, the Board of Governors of the
Federal Reserve System shall, prior to the effective
date of this section and from time to time there-
after, prescribe rules and regulations with respect
to the amount of credit that may be initially ex-
tended and subsequently maintained on any secu-
rity (other than an exempted sccurity). For the
initial extension of credit, such rules and regula-
tions shall be based upon the following standard:
An amount oot greater than whichever is the
higher of—

{1} 55 per centum of the current market price
of the security, or

(2) 100 per centum of the lowest market price
of the security during the preceding thirty-six
calendar months, but not more than 75 per
centum of the current market price.
Such rules and regulations may make appropri-
ate provision with respect to the carrying of
undermargined accounts for limited periods and
under specificd conditions; the withdrawal of
funds or sccurities; the substitution or additional
purchases of securities; the transfer of accounts
from one lender to another; special or different
margin requirements for delayed deliveries, short
sales, arbitrage transactions, and securities to
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which paragraph (2) of this subsection does not
apply; the bases and the methods to be used in
calculating loans, and margins and market prices;
and similar administrative adjustments and de-
tails. For the purposes of paragraph (2) of this
subsection, until July 1, 1936, the lowest price at
which a security has sold on or after July 1, 1933,
shall be considered as the lowest price at which
such security has sold during the preceding thirty-
six calendar months.

(b) Notwithstanding the provisions of subsec-
tion (a) of this section, the Board of Governors
of the Federal Reserve Systern, may, from time
to time, with respect to all or specified securities
or transactions, or classes of securities, or classes
of transactions, by such rules and regulations (1)
prescribe such lower margin requirements for the
initial extensios or maintenance of credit as it
decms necessary or appropriate for the accommo-
dation of commerce and industry, having due re-
gard to the general credit situation of the country,
and (2) prescribe such higher margin require-
ments for the initial exteasion or maintenance of
credit as it may deem necessary or appropriate
to prevent the excessive use of credit to finance
transactions in securities.

{c) It shall be unlawful for any member of a
national securities exXchange or amy broker or
dealer, directly or indirectly, to extend or maintain
credit or arrange for the extension or mainte-
nance of credit to or for any customer——

(1) On any security (other than an exempted
security}, in contravention of the rules and regu-
lations which the Board of Governors of the
Federal Reserve System shall prescribe under sub-
sections (a) and (b} of this section;

(2) Without collateral or on amy collateral
other than securitics, except in accordance with
such rules and regulations as the Board of Gov-
ernors of the Federal Reserve Systern may pre-
scribe (A) to permit under specified conditions
and for a limited period any such member, broker,
or dealer to maintain a credit initially extended in
conformity with the rules and regulations of the
Board of Governors of the Federal Reserve Sys-
tem, and (B) to permit the extension or mainte-
nance of credit in cases where the extension or
maintenance of credit is not for the purpose of
purchasing or carrying securitics or of evading or
circumventing the provisions of paragraph (1)
of this subsection.




STATUTORY APPENDIX

(d)} It shall be unjawful for any person not sub-
ject to subsection {c) to extend or maintain credit
or to arrange for the extension or maintenance
of credit for the purpose of purchasing or carry-
ing any security, in contravenlion of such ruoles
and regulations as the Board of Governors of the
Federal Reserve System shall prescribe to pre-
vent the excessive use of credit for the purchasing
or carrying of or trading in securities in circum-
vention of the other provisions of this section.
Such rules and regulations may impose upon all
loans made for the purpose of purchasing or
carrying securities limitations similar to those im-
posed upon members, brokers, or dealers by sub-
section {c) of this section and the rules and regu-
Iations thereunder. This subsection and the rules
and regulations thereunder shall not apply (A)
to a loan made by a person not in the ordinary
course of his business, (B) to a Joan on an ex-
empted security, (C} to a loan to a dealer to aid
in the financing of the distribution of securities
to customers not through the medium of a na-
tional securities ¢xchange, (D) to a loan by a
bank on a security other than an equity security,
or {E) to such other loans as the Board of Gov-
ernors of the Federal Reserve System shall, by
such rules and regulations as it may deem neces-
sary or appropriate in the public interest or for
the protection of investors, exempt, either uncon-
ditionally or upon specified terms and conditions
or for stated periods, from the operation of this
subsection and the roles and regulations there-
under.

* & ¥

(3(1) It ix unlawful for any United States
person, or any foreign person controlled by a
United States person or acting on behalf of or in
conjunction with such person, to obtain, receive,
or enjoy the beneficial use of a loan or other ex-
tension of credit from any lender {without regard
to whether the lender’s office or place of business
is in a State or the transaction occurred in whole
or im part within a State) for the purpose of (A}
purchasing or carrying United States securities, or
(B) purchasing or carrying within the United
States of any other securities, if, under this section
or rules and regulations prescribed thereunder, the
loan or other credit transaction is prohibited or
would be prohibited if it had been made or the
transaction had otherwise occurred in a lender’s
office or other place of business in a State.

{2) For the purposes of this subsection—
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(A) The term “United States person” includes
a person which is organized or exists under the
laws of any State o1, in the case of a natural per-
son, a citizen or resident of the United States; a
domestic estate; or a trugt in which one or more
of the foregoing persons has a cumulative direct
or indirect heneficial interest in excess of 50 per
centum of the value of the trust.

(B) The term “United States security” means a
security (other than an exempied security) issued
by a person incorporated under the laws of any
State, or whose principal place of husiness is
within a State.

(C) The term “foreign person controlied by a
United States person™ inclides any noncorporate
entity in which United States persons directly or
indirectly have more thap a 50 per centum bene-
ficial interest, and any corporation in which one
or more United States persons, directly or indi-
rectly, own stock possessing more than 50 per
centum of the total combined voting power of all
classes of stock entitled to vote, or more than 50
per centum of the total value of shares of all
classes of stock. :

(3) The Board of Governors of the Federal Re
serve Systern may, in its discretion and with due
regard for the purposes of this section, by rule or
regulation cxempl any class of United States per-
sons or foreign persons controlled by a United
States person from the application of this sub-
section.

[US.C., title 15, sec. 78g]

Restrictions on borrowing by members, brokers,
and dealers

Sec. 8. It shall be unlawful for any member
of a national securities exchange, or any broker
or dealer who transacts a business in secnrities
through the medium of any such member, directly
or indirectly—

(a) To borrow in the ordinary course of busi-
ness as a broker or dealer on any security (other
than an exempted security) registered on 2 na-
tional securities exchange except (1) from or
through a member bank of the Federal Reserve
System, (2) from any nonmember bank which
shall have filed with the Board of Governors of
the Federal Reserve System an agreement, which
is still in force and which is in the form prescribed
by the Board, undertaking to comply with all pro-
visions of this Act, the Federal Reserve Act, as
amended, and the Bamking Act of 1933, which
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are applicable to member banks and which refate
to the use of credit to finance transactions in
securities, and with such rules and regufations as
may be prescribed pursuant to such provisions of
law or for the purpose of preventing evasions
thereof, or (3) in accordance with such rules and
regulations as the Board of Governors of the Fed-
eral Reserve System may prescribe to permit loans
between such members and/or brokers and/or
dealers, or to permit loans to meet emergency
needs, Any such agreement filed with the Board
of Governors of the Federal Rescrve System shall
be subject to termination at any time by order of
the Board, after appropriate notice and oppor-
tunity for hearing, because of any failure by such
bank to comply with the provisions thereof or
with such provisions of law or rules or reguia-
tions; and, for any willful violation of such agree-
ment, such bank shall be subject to the penalties
provided for violations of rules and regulations
prescribed under this title. The provisions of sce-
tions 21 and 25 of this title shall apply in the case
of any such procecding or order of the Board of
Governors of the Federal Reserve System in the
samc manncr as such provisions apply in the case
of proceedings and orders of the Commission.

(b) To permit in the ordinary course of busi-
ness as a broker his aggregate indebtedness to all
other persons, including customers’ credit balances
{but excluding indebtedness secured by exempted
sceurities), to exceed such percentage of the net
capital (exclusive of fixed assets and value of ex-
change membership) employed in the business,
but not exceeding in any case 2,000 per centum,
as the Commissicn may by rules and regulations
prescribe as necessary or appropriate in the public
interest or for the protection of investors.

(¢} In contravention of such rules und regula-

~tions as the Commission shall prescribe for the

protection of investors to hypothecate or arrange
for the hypothecation of any securities carried for
the account of any customer under circumstances
(1) that will permit the commingling of his securi-
ties without his written consent with the securities
of any other customer, (2) that will permit such
securitics (o be commingled with the securities of
any person other than a kona fide customer, or
{3) that will permit such securities to be hypothe-
cated, or subjected to any lien or claim of the
pledgee, for 2 sum in excess of the aggregate in-
debtedness of such customers in respect to such
securities.
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(d)} To lend or arrange for the lending of any
securities carried for the account of any customer
without the written consent of such customer.

[U.S.C, title 15, sec. 78h.]

£ % %

Segregation and limitation of functions
* & ¥ -

Sec, 11. (d)} It shall be unlawful for a mem-
ber of a naticnal securities exchange who is both
a dealer and a broker, or for any person who both
as a broker and a dealer transacts a business in
sceurities through the medium of a member or
otherwise, to effect through the use of any facility
of a nationsl securities exchange or of the mails
or of any means or instrumentality of interstate
commerce, or otherwise in the case of @ member,
(1) any transaction in connection with which di-
rectly or indirectly, he cxtends or maintains or
arranges for the extension or maintenance of
credit to or for a customer on any security (other
than an exempted security) which was a part of
a new issue in the distribution of which he par-
ticipated as a member of a sclling syndicate or
group within thirty days prior to such transaction:
Provided, That credit shall not be deemed ex-
tended by reason of a bona fide delayed delivery
of any such security against full payment of the
entire purchase price thereof upon such delivery
within thirty-five days after such purchase, * * *

IS.C,, title 15, sec. 78k.]

L

Registration of sccurities

® F &

Sec. 12. (f} * * * Any security for which un-
listed trading privileges are continued or extended
pursuant to this subsection shall be deemed to be
registered on a national securities cxchange within
the meaning of this Title, * * *

[LS.C, title 15, sec. 78L]

* % ¥

Accounts and records, reports, and
examinations

L

Sec. 17. (b} Any broker, dealer, or other per-
son extending credit who is subject to the rules
and repulations prescribed by the Board of Gov-
ernors of the Federal Reserve System pursuant to
this title shall make such reports to the Board as
it may require as necessary OT appropriate te
enable it to perform the functions conferred upon
it by this title. If any such broker, dealer, or other
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person shal fail to make any such report or fail
to furnish full information therein, or, if in the
judgment of the Board it is otherwise necessary,
such breker, dealer, or other person shall permit
such inspections to be made by the Board with
respect to the business operations of such broker,
dealer, or other person as the Board may deem
necessary to enable it to obtain the required in-
formation.
[U.8.C., title 13, sec. 78q.]

* % %

Rules and regulations

Sec. 23. (a) The Commission and the Board
of Governors of the Federal Reserve System shall
each have power to make such rules and regula-
tions as may be necessary for the execution of
the functions vested in them by this title, and may
for such purpose classify issuers, securities, ex-
changes, and other persons or matters within their
respective jurisdictions. No provision of this title
imposing any liability shall apply to any act done
or omiitted in good faith in conformity with any
ruole or regulation of the Commission or the
Board of Governors of the Federal Reserve Sys-
tem, notwithstanding that such rule or regulation
may, after such act or omission, be amended or
rescinded or be determined by judicial or other
authority to be invalid for any reason.

* & *

[U.S.C., title 15, sec. 78w.]

* ¥ ¥

Unlawful representations

Stc. 26, No action or failure to act by the
Commissionr or the Board of Governers of the
Federal Reserve System, in the administration of
this title shall be construed to mean that the par-
ticular authority has in any way passed vpon the
merits of, or given approval to, any security or
any transaction or transactions therein, nor shall
such action or failure to act with regard to any
statement or report filed with or examined by such
authority pursuant to this title or rules and regufa-
tions thercunder, be deemed a findiug by such
authority that such statement or report is true
and accurate on its face or that it is not false or
misleading. It shall be unlawful to make, or cause
to bt made, to any prospective purchaser or seller
of a security any representation that any such
action or failure to act by any such authority is
to be so construed or has such effect.

[US.C, title 15, sec. 78z.]
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Validity of contracts

SEC. 29. (a)} Any condition, stipulation, or pro-
vision binding any persom to waive compliance
with any provision of this title or of any rule or
regulation thercunder, or of any rule of an ex-
change required thereby shall be void.

(b) Ewvery coniract made i violation of any
provision of this title or of any rule or regulation
thereunder, and every contract (including any
contract for listing a security on an exchange)
herctofore or hercafter made the performance of
which involves the violation of, or the continuance
of any relationship or practice in violation of, any
provision of this title or any rule or regulation
thereunder, shall be void (1) as regards the right
of any person who, in violation of any such pro-
vision, rule, or regulation, shall have made or
engaged in the performance of any such contract,
and (2) as regards the rights of any person who,
not being a party to such contract, shall have
acquired any right therennder with actual knowl-
cdge of the facts by reason of which the making
or performance of such contract was in violation
of any such provision, rule or regulation: * * *

(c) Nothing in this title shall be construed (1}
to affect the validity of any loan or extension of
credit (or any extcnsion or remewal thereof)
made or of any lien ¢reated prior or subsequent to
the enactment of this title, unless al the time of the
making of such loan or extension of credit (or
extension or renewal thereof) or the creating of
such lien, the person making such loan or exten-
sion of credit {or extension or renewal thereof)
or acquiring such lien shail have actual knowledge
of facts by reason of which the making of such
loan or extension of credit {or extension or re-
newal thereof) or the acquisition of such lien is
a violation of the provisions of this title or any
rule or regulation thereunder, or (2} to aflord a
defense to the collection of any debt or obligation
or the enforcement of any licn by any person who
shall have acquired such debt, obligation, or lien
in good faith for value and without actual knowl-
edge of the violation of any provision of this title
or any rule or regulation thereunder affecting the
legatity of such debt, obligation, or hien.

[WU.S.C., tille 15, sec. 78cc]

Foreign securities exchanges

Sec. 36. (a) It shall be unlawful for any
broker or dealer, directly or indirectly, to make
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use of the mails or of any means or instrumental-

ity of interstate commerce for the purpose of
effecting on an exchange not within or subject to
the jurisdiction of the United States, any transac-
tion in any security the issuer of which is a resi-
dent of, or is organized under the laws of, or has
its principal place of business in, a place within
or subject to the jurisdiction of the United States,
in contravention of such rules and regulations as
the Commission may prescribe as necessary or
appropriate in the public interest or for the pro-
tection of investors or to prevent the evasion of
this title,

(b) The provisions of this title or of any rule
or regulation thereunder shall not apply to any
person insofar as he transacts a business in securi-
ties without the jurisdiction of the United States,
unless he transacts such business in contravention
of such rules and regulations as the Commission
may prescTibe as necessary or appropriate to pre-
vent the evaston of this title.

[U.B.C., title 15, sec. 78dd .}

* ¥ ¥
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Penalties

Sec. 32. (a) Aoy person who willfully viclates
any provision of this title, or any rule or regula-
tion thereunder the violation of which is made
unlawful or the ohservance of which is required
under the terms of this title, or any person who
willfully and krowingly makes, or causes io he
made, any statement in any application, report,
or document required to be filed under this title
or any rule or regulation thereunder or any undef-
taking contained in a registration statement as
provided in subsection (d)} of section 15 of this
title, which statement was false or misleading with
respect to any material fact, shall upon conviction
be fined not more than $10,000, or imprisoned
not morce than two years, or both, except that
when such person is an exchange, a fine not ex-
ceeding $500,000 may be imposed; but no person
shall be subject to imprisonment under this section
for the violation of any rule or regulation if he
proves that he had ne knowledge of such rule or
regulation.

L ]

[U.S.C., title 15, scc. 78f.]
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SUPPLEMENT TO REGULATION G*
Effective December 6, 1971

SECTION 207.5—SUPPLEMENT

(2} Maximum loun value of margin securities.
For the purpose of § 207.1, the maximum loan
value of amy margin sccurity, cxcept convertible
securities subject to § 207.1(d), shall be 45 per
cent of its current market value, as determined by
any reasonable method.

{b) Maximum loan valwe of convertible debt
securities subject to § 207.1(d). For the purpose of
§ 207.1, the maximum loan value of any security
against which credit is extended pursuant to
§ 207.1{d) shall be 50 per cent of its current mar-
ket value, as determined by any reasonable methed.

{c) Retention requirement, For the purposc of
§ 207.1, in the case of a loan which would exceed
the maximum loan value of the coliateral following
a withdrawal of collateral, the “retention require-
ment” of a margin security and of a security against
which credit is extended pursuant to § 207.1(d)
shall be 70 per cent of its current market value, as
determined by any rcasonable method.

{(d) Requirements for inclusion on list of OTC
margin stock. Except as provided in subparagraph
(4) of § 207.2(f), such stock shall meet the re-
quirements that:

(1) The stock is subject to registrution under
section 12(g) (1) of the Sccuritics Exchange Act
of 1934 (15 U.S.C. 78/(g)(1)), or if issued by an
insurance company subject to section 12(g)(2)
{G) {15 US.C. 781(g)(2){G)) the issuer had at
least $1 million of capital and surplus,

{2) Five or more dealers stand willing to, and
do in fact, make a market in such stock including
making regularly published bonra fide bids and

offers for such stock for their own accounts, or the
stock s registered on a securities exchange that is
exempled by the Securities and Exchange Commis-
ston from registration as a national securities ex-
change pursuant to section 5 of the Securities
Exchange Act of 1934 (15 U.S.C. 78¢),

{3y There are 1,500 or more holders of record
of the stock who are not officers, directors, or benc-
ficial owners of 10 per cent or more of the stock,

{(4) The issucr is organized under the laws of
the United States or a Statc? and it, or a prede-
cessor in interest, has been in existence for at leust
3 vears,

(5} The stock has been publicly traded for at
least 6 months, and

(6) Daily quotations for both bid and asked
prices for the stock are continucusly available to
the general public;
and shall meet 3 of the 4 additional requirements
that:

{7} There are 500,000 or more shares of such
stock outstanding in addition to shares held benc-
ficially by officers, directors, or beneficial owners
of more than 10 per cent of the stock,

(8) The shares described in subparagraph (7) of
this paragraph have a market value i the agpre-
gate of at least $10 million,

{9) The minimum average bid price of such
stock, as determined by the Board in the latest
month, is at least $10 per share, and

(10) The issuer had at least $5 million of capi-
tal, surplus, and undivided profits,

!This Supplement superscdes Supplement effective May 6, 1570,

December 1971



(G) (15 US.C. 781{g) (2)(G)}, the issuer had at
lgast $1 million of capital and surplus,

(2) Five or more deualers stand willing to, and
do in fact, make a market in such stock including
making regularly published bonra fide bids and
offers for such stock for their own accounts, or the
stock is registered on a securities exchange that is
exempted by the Securities and Exchunge Commis-
sion from registration as a national securities ex-
change pursuant to section 5 of the Act (15 U.S.C.
T8¢},

(3} There are 1,500 or more helders of record
of the steck who are not officers, directors, or bene-
ficial owners of 10 per cent or more of the stock,

{4} The issuer is organized under the laws of
the United States or a State® and it, or a prede-
cessor in interest, has been in existence for at least
3 vears,

“As dehined in 15 U.S.C. T8e(a}{16),

(5) The stock has been publicly traded for at
least 6 months, and

{6) Daily quotations for both bid and asked
ptices for the stocks are continuously available to
the general public;
and shall meet 3 of the 4 additional requirements
that:

(7) ‘There are 500,000 or more shares of such
stock outstanding in addition to shares held bene-
ficially by officers, directors, or beneficial owners
of more than 10 per cent of the stock,

{8) The shares described in subparagraph {7) of
this paragraph have a market value in the aggre-
gate of at least 310 miilion, :

(9) The minimum averige bid price of such
stock, as determined by the Board in the latest
month, is at least $10 per share, and

{10) The issuer had at least $35 million of capi-
tal, surplus, and undivided profits.
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SUPPLEMENT TO REGULATION T

Effective December 6, 1971

SECTION 220.8—SUPPLEMENT

{(2) Maximum loan value for general accounts,
The maximum loan value of securities in a general
account subject to § 220.3 shall he:

(1) of a registered non-cquity sccurity held in
the account on March 11, 1968, and continuously
thereafter, and of a margin cquity security (except
as provided in § 220.3(c) and paragraphs (b) and
(c) of this section), 45 per cent of the current mar-
ket value of such securities.

{2) of an exempted sccurity held in the account
on March 11, 1968, and continuously thereafter,
the maximum lean value of the security as deter-
mined by the creditor in good faith.

(b) Maximem loan value for a special bond
aceount. The maximum loan value of an exempted
security and of a registered non-equity security
pursuant to § 220.4(1) shall be the maximum loan
value of the security as determined by the creditor
in good faith.

{c) Maximum loan value for special convertible
debt security account. The maximum loan value of
a margin security cligible for a special convertible
security account pursuant to § 220.4(j) shall be 50
per cent of the current market value of the security.

{d} Margin required for short sales. The anmount
to be included in the adjusted debit balance of a
general account, pursuant to § 220.3(dX3), as mar-
gin required for short sales of securities (other than
exempted securities) shall be 55 per cent of the
current market value of each sccurity.,

(e) Retention requirement. In the case of an
account which would have an excess of the ad-
justed debit balance of the account over the maxi-
mum lean value of the securities in the account
following a withdrawal of cash or securities from
the account, pursuant to § 220.3(b)(2):

(1) The “retention requirement” of an exempted
security held in the general aceount on March 11,
1968, and continuously thereafter, shall be equal to
its maximum loan value as determined by the credi-

tor in good faith, and the “retention requirement”
of a repistered non-equity security held in such
account on March 11, 1968, and continuously
thereafter, and of a margin sccurity, shall be 70 per
cent of the current market value of the security.

(2) In the case of a special bond account sub-
lect to § 220.4(1), the retention requirement of an
exempted security and of a registered non-equity
security shall be equal to the maximum loan value
of the security.

{3) In the casc of a special convertible security
account subject to § 220.4()) which would have an
excess of the adjusted debit balance of the account
over the maximum loan value of the securities In
the account following a withdrawal of cash or
sccurities from the account, the retention require-
ment of a security having loan value in the account
shall be 70 per cent of the current market value of
the security,

{4} For the purpose of effecting a transfer from
a general account to a special convertible security
account subject to § 220.4()), the retention require-
ment of a security described in § 220.4(3), shall be
70 per cent of its current market value.

(f) Security having no loan value in general
acconnt., No securities other than an exempted
security or registered non-cquity security held in
the account on March 11, 1968, and continuously
thereafter, and a margin security, shall have any
loan value in a peneral account except that a mar-
gin security eligible for the special convertible se-
curity account pursuant to § 220.4(j) shall have
loan value only if held in the account on March
11, 1968, and continuously thereafter.

{g) Requirements for inclusion on list of OTC
margin stock. Except as provided in subparagraph
{4) of § 220.2(e), OTC margin stock shall meet the
requirements that:

(1) The stock is subject to registration under
section 12(g) (1) of the Securities Exchange Act
of 1934 (15 U.S.C. 78/{g)(1)). or if issued by an
insurance company subject to section 12{g) (2}

T 'i'his Supplement supersedes Supplement effective May 6, 1970,

December 1971
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(2) Maximum loan valne of stocks. For the pur-
pose of § 221.1, the maximum loan valug of any
stock, whether or not registered on a national se-
curities exchange, shall bc 45 per cent of its current
market value, as determined by any reasonable
method.

{by Maximum loan value of convertible debt
securities subject to § 221.3(t). For the purposc of
§ 221.3(t}, the maximum loan value of any secu-
rity against which credit is extended pursuant to
§ 221.3(t) shall be 50 per cent of its current mar-
ket value, as determined by uny reasonable method.

{c) Retention requirement. For the purpose of
§221.1, in the case of a credit which would exceed
the maximum loan value of the collateral follow-
mg a withdrawal of collateral, the “retention te-
quircmnent” of a stock, whether or not registered
on a national securities exchange, and of a con-
vertible debt sccurity subject to § 221.3(1), shall
be 70 per cent of its current market value, as de-
termined by any reasonable method.

(d) Requirements for inclusion on list of OTC
margin stock., Except as provided in subparagraph
(4) of § 221.3(d), OTC margin stock shall meet
the requirements that:

(I} The stock is subject to registration under
section 12{g} (1} of the Securities Exchange Act
of 1934 (15 U.S.C. 781(g)(1)}, or if issued by an
insurance company subject to section 12(g)(2)
(G) (15 US.C. 78Hg) (2)Y(G)), the issuer had at
least $1 million of capital and surplus,

(2) Five or more dcalers stand willing to, and
do in fact, make a market in such stock including

making regularly published bona fide bids and
offers for such stock for their own accounts, or the
stock is registered on a securities exchange that is
exempted by the Sccurities and Exchange Com-
mission from registration as a national securities
exchange pursuant to section 5 of the Act (15
U.5.C. 78¢),

{(3) There are 1,500 or more holders of record
of the stock who are not officers, dircetors, or bene-
ficial owners of 10 per cent or more of the stock,

{4y The issucr is organized under the laws of
the United States or a State? and it, or a prede-
cessor in interest, has becn in existecnce for at
least 3 vears,

{5) The stock has heen publicly traded for at
least & months, and

(6) Daily quotations for both bid and asked
prices for the stock are continuously available to
the general public;
and shall meet 3 of the 4 additional requirements
that:

{7y There are 500,000 or morc shares of such
stock outstanding in addition to shares held bene-
ficially by officers, directors, or beneficial owners
ot more than 10 per cent of the stock,

{8) The shares described in subparagraph (7) of
this paragraph have a market value 1n the aggre-
gate of at least $10 million,

(9) The minimum average bid price of such
stock, as determined by the Board in the latest
month, is at least $10 per share, and

(10) The issuer bad at least $5 million of capi-
tal, surplus, and undivided profits,

"As defined in 15 U.8.C. T8c{a)(16).

*This Supplement supersedes Supplement effective May 6, 1970,

December 1971



UNITED STATES
SECURITIES AND EXCHANGE COMMISSION

500 NORTH CAFITOL STREET WASHINGTON, D. €. 20549

Information on Registration and Regulation of
BROKER-DEALERS

DIVISION OF TRADING AND MARKETS - SECURITIES AND EXCHANGE COMMISSION

GENERAL REQUIREMENTS

Among the measures in the Securities Exchange Act of 1934, enacted
in the public interest and for public investor protection in the securi-
ties trading markets, are provisions designed to regulate the conduct of
and to establish competency standards for brokers and dealers.

With minor exceptions, the threshold requirement applied to brokers
and dealers is that they become registered with the Securities and Exchange
Commission. The application for registration seeks information concermning
the background of the applicant, its principals, its contrelling persons,
and its employees, and is designed to determine whether the applicant meets
the statutory requirements to engage in a business which, at a minimum,

K involves high professional standards, and quite often, the more rigorous

} responsibilities of a fiduciary. Accordingly, it is a paramount obliga-
tion of a registered broker or dealer to acquaint himself and te comply
with the provisions of the federal securities laws which goverm his busi-
ness.

WHO 1S REQUIRED TO REGISTER

Section 15(2) (1) of the Act makes it unlawful for any broker or dealer
(other than one whose business is exclusively intrastate) to use the mails
or any means or instrumentality of interstate commerce to effect any trans-
action in, or to induce the purchase or sale of, any security (other than
an exempted security or commercial paper, bankers' acceptances, or commer-
cial biils) otherwise than on a national securities exchange umnless such
broker or dealer is registered pursuant to Section 15(b).

DEFINITIONS

"Broker" is defined in Section 3(a)(4) to mean any person engaged in
| the busimess of effecting transactions in securities for the account of
: others, but does not include a bank,

"Dealer” is defined in Section 3(a){5) to mean any person engaged In
the business of buying and selling securities for his own account, through
a broker or otherwise, but it does not include a bank, or any person inso-
far as he buys or sells securities for his own account, either individually
or in some fiduciary capacity, but not as a part of a regular business.

The terms "exempted security™ apnd "interstate commerce' are definad in
Sections 3(a)(12) and (17), respectively.



INTRASTATE EXEMPTION-LIMITATIONS

The exemption from registration contained in Section 15(a) (1) for a
broker or dealer whose business is "exclusively intrastate' is of very
limited application. To be available to a- broker: or dealer all of his
business must be transacted within his state.. Both sides of the trans-
action and all aspects of his business must be considered, and it would
not be available if he effects transactions, or otherwise does business,
for or with persons outside the state, whether such persons are public
investors, other broker-dealers or issuers, More specifically, he cannot
participate in any transaction executed on a securities exchange no matter
where the exchange is located, and cannot, as agent, Tepresent an out-of-
state principal even if the transaction is consummated with a customer in
the broker-dealer's own state., He cannot sell to or buy from a person out-
side his state and cannot advertise in newspapers or other publications
distributed outside his state tunless the advertisement makes it clear that
he is doing an “exclusively intrastate™ business and can act only for or
with a person within his state in a wholly intrastate transaction,

APPLICATION FOR REGISTRATION AND INITIAL FINANCIAL STATEMENT

Application for registration as a broker-dealer may be made by filing
duplicate executed copies of Form BD with the headquarters office of the
Commission in Washington, D, C. The application must be accompanied by a
statement of financial condition as required by Rule 15bl-2 of the rules
and regulations. This statement must be in such detail as will disclose
the nature and amount of assets and liabilities and the net worth of the
applicant as of a date within 30 days of the date on which such statement
is filed, and securities of the broker or dealer, or in which the broker
or dealer has an Interest, must be set forth in a separate schedule and
valued at the market. An application will be returned to the applicant if
all items have not been answered in the manner required, or if it is other-
wise not acceptable for filing,

REQUIRED BOOKS AND RECORDS AND FINANCIAL REPCRTS

Rules 17a-3, 17a-4 and 17a-5 uunder the Exchange Act should also be
noted. Rules 17a-3 and -4 require brokers and dealers to make, keep cur-
rent and preserve certain books and records. Rule 17a-5 requires them to
file with the Commission a report of financial condition as of a date with-
in each calendar year. This report generally must be certified by an inde-
pendent accountant.

NET CAPITAL REQUIREMENTS

Rule 15¢3-1 under the Act sets forth the "net capital" requirements
for certain brokers and dealers. 1Its object is to require a broker or
dealer to have at all times sufficient liquid assets to cover his current
indebtedness. It provides that a subject broker or dealer shall not per-
mit his "aggregate indebtedness" to all other persons to exceed 20 times
his "net caplital' as those terms are defined in the rule. The rule also
provides that they shall have and maintain the minimum "net capital' set
forth in paragraph (a)(2) of the rule. The operation and application of

RTm——

., r



the rule have been explained in Securities Exchange Act Release No. 8024,
a2 copy of which will be made available on request,

SPECIAL REQUIREMENTS FOR NON-ASSOCIATION BROKER-DEALERS

1f a registered broker or dealer is not a member of a securities
association registered with this Commission under Section 13A of the Act
(The National Association of Securities Dealers, Inc.), Rule 15b8-1 estab-
lishes specified qualification requirements for the broker-dealer's asso-

~ciated persons (which includes but is not limited to those commonly known
" as registered representatives) and, in general, principals of the broker-

dealer.

Whether or not.the qualification requirements of Rule 15b8-1 apply in
a given case, other applicable rules establish other requirements, includ-

ing fees and other charges to be paid by registered broker-dealers who are

not members of a registered securities association,

ANTI-FRAUD PROVISIONS

The anti-fraud provisions of the federal securities laws are contained
in Section 17 of the Securities Act of 1933, Sections 10(b) and 15(c) of the
Securities Exchange Act of 1934 and the rules thereunder. These provisions
prohibit misstatements or misleading omissions of material facts, and fraudu-
lent acts and. practices, in connection with the purchase or sale of securi-
ties. In this connection, a broker-dealer engaged in the sale of mutual
fund shares should be familiar with the Commission's Statement of Policy re~
garding the sale of such shares. A copy of this will be made available on
request.

RESPONSIBILITY FOR COMPLIANCE - SEC ASSISTANCE

Although attention has been directed to selected provisions of the Act
and Rules, this is not to be regarded as relieving any broker-dealer from
complying with all regulatory provisions applicable to his conduct at any
given time, The staff of the Securities and Exchange Commission is avail-
able to broker-dealer applicants and registrants to discuss problems with
regard to the registration and other provisions of the Securities Exchange
Act which may pertain to specific proposed activities. Interested persons
may find it convenient to contact the Regional or Branch Office of the Com-
mission in their area. A list of these offices 1s attached.

STATE REQUIREMENTS

Many states have their own requirements with respect to persons con-
ducting business as broker-dealers within that state., TIuformation with
respect to the requirements of any particular state should be addressed
to the appropriate official in that state,
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SECURITIES AND EXCHANGE COMMISSION
Washington, b. C. 20549

SECURITIES EXCHANGE ACT OF 1934
Release No. 8024

ACCOUNTING SERIES
Release No. 107

Net Capital Requirements for Brokers and Dealers --
Interpretation and Guide

The Securities and Exchange Commission today released the following
staff interpretation of, and guide to computations under, its 'net capital"
Rule 15c3-1 under the Securities Exchange Act of 1934 (the "Act™). 1/ This
material, which was prepared jointly by the Commission's Division of Trading
and Markets (the "Division") and Office of Chief Accountant, is intended to
assist brokers and dealers inm complying with Rule 15¢3-1.

This release i8 divided into two parts. Part I explains the operation
of Rule 15¢3-1, including the exemptions therefrom, and digcusges the applica-
tion of the rule with respect to questions freguently presented to the Divieion
for interpretation. Part II of this release consists of an example of the
computation of "net capital" pursuant to Rule 15c3-1 made by a hypothetical
broker-dealer, and includes a detailed trial balance work sheet with explana-
tory notes. The work sheet is merely illustrative of the application of Rule
15¢3-1.

PART I,
A. Introduction
Rule 15c3~1 was adopted to provide safeguards for public investers by
setting standards of financial responsibility to be met by brokers and

dealers. 2/ The basic concept of the rule is liquidity; its object being to
require a broker or dealer to have at all times gufficient liquid assets to

1/ All references to Rule 15¢3-1 are to the rule as currently amended (see
Securities Exchange Act Release No. 7611, dated May 26, 1965). The text
of the amended rule, including an explanation of the effective dates of the
amended provisions thereof, is set out in the Appendix hereto.

2/ The rule was adopted under Section 15(c)(3) which in effect prohibits any
broker or dealer from using the mails or interstate facilities to effect,
induce or attempt to induce any over-the-counter transaction in a non-
exempted security in contravention of rules or regulations prescribed by
the Commiseion as necessary or appropriate in the public interest or for
the protection of investors to provide safeguards with respect to finan-
cial regpongibility of brokers and dealers.
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depend on whether or not a broker or dealer is required to be registered with
the Commission, since the exemptive provisions of Section 15(a)(l) of the Act
provide exemptions only from the registration requirements of that section, and
not from other applicable provisions of the Act or the rules and regulations.

cover his current indebtedness. 3/ The applicability of the rule does not '

Rule 15c¢3-1 is made up of three parts: a statement of the minimum
standards of liquidity to be maintzined by brokers and dealers; _14_/ provisions
for exemptiom from the rule for certain brokers or dealers; 5/ and definitions
of terms for the purpose of determining liquidity under the rule. 6/ Each part
will be discugsed separately.

B. General Requirements as to Net Capital
Ratio and Minimuwm Net Capital

The rule prohibits a broker or dealer from permitting his "aggregate
indebtedness" from exceeding 2,000% of his "net capital," as those terms are
defined in paragraphs (c)(l) and (c)(2) of the rule. 7/ This has often been
referred to as ''the twenty to one rule.”

In addition, every broker or dealer subject to the rule is required to
have and maintain a minimum "net capital" of $5,000. 8/ However, the rule
permits a minimm "net capital” of only $2,500 for a broker or dealer meeting
the following conditions: (i) his dealer transactions (as principal for his
own account) are limited to the purchase, sale and redemption of redeemable
shares of registered investment companies (mutual funds); (ii) his tramsactions
as broker (agent) are limited to the sale and redemption of mutual funds, the
solicitation of share accounts for certain insured savings and loan associations,
and the sale of securities for the zccount of a customer to obtain funds for .
immediate reinvestment in mutual funds; and (iii) he promptly transmits all funds
and delivers all securities received in connection with his activities as a
broker or dealer, and does not otherwise hold funds or securities for, or gwe
woney or securities to, customers, 9/ In this connection, the rule provides _}Q/

3/ The need for such liquidity has long been recognized as vital to the public
interest and for the protection of investors. As early as 1942, the Com-
mission stated, ''Customers do not open accounts with a broker relying on
suit, judgment and execution to collect their claims - they are opened in
the belief that a customer can, on reasonable demand, liquidate his cash or
securities position." Guy D. Marijianette, 11 $.E.C. 967, 970-1,

4/ Paragraph (a) of the rule. (All paragraph references in the footmotes are
to Rule 15c3-1.)

5/ Paragraph (b).

6/ Paragraph (c).

7/ Paragraph (a)(l).

8/ Paragraph (a)(2).

9/ A broker or dealer must comply with both requirements: he must maintain a

minimmm “net capital’ of at least $5,000 (or $2,500, if applicable), and

such "net capital"” may not be less than 1/20th of the amount of his

"aggregate indebtedness." Thus, depending upon the amount of a broker or

dealer's "aggregate indebtedness," his required 'net capital” could be

considerably greater than the specified minimum. .

10/ Paragraph (a)(2)(A).
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that & sole proprietor broker or dealer who otherwise qualifies for the reduced
minimum '"'net capital" requirement of $2,500 may alse effect occasional trans-
actlons in other securities for his ewn personal account with or through another
registered broker-dealer without having to maintain a& minimm ''net capital" of
more than $2,500 (unless, of courae, additional "net capital’ is needed to comply
with the ratio requirement). 11/ '

C. Exemptions from the Rule

An exemption from the rule is avallable for a broker who 1s also licensed
as an insurance agent, whose securities business is limited to selling variable
annuity centracts as agent for the issuer, who promptly transmits 12/ ail funds
and delivers all varieble anmuity contracts, and who does not otherwise hold
funds or securities for, or owe money or securities to, customers; and only
if the issuer files with the Commission & satisfactory undertaking that it
assumes responsibility for all valid claims arising out of the securities
activities of the agent. 13/ The rule also provides that this exemption will
net be lost to a person conducting such limited type of brokerage business as a
scle proprietor simply because he effects occasional transactions in other securi-
ties for his own personal account with or through another registered broker-
dealer.

sn exemption from the rule is also provided for members in good standing
and subject to specific capital requirements of the American, Boston, Midwest,
New York, Pacific Coast, Philadelphia-Baltimore-Washington and Pittsburgh Stock
Exchanges. 14/ The Commission has reviewed the rules, settled practices and
applicable regulatory procedures of those securities exchanges and deems them
to impose requirements more comprehensive than those of Rule 15¢3-i. However,
this exemption is not available to a member of any such exchange if he is not
subject to the capital requirements of the exchange; and & suspended member of
any such +xchange would become subject to Rule 15¢3-1, and would have to be in
compliance therewith, immediately upon such suspension, 15/

The rule further provides that the Commission may, upon writtem applica-
tion, exempt from the rule, elther unconditionally or on specified terms and
conditions, a broker or dealer who satisfies the Commission that because of
(i) the special nature of his business, (ii) his financial positien, and (iii) the
safeguards he has established for the protection of customers' funds and securi-
ties, il is not necessary in the public interest or for the protection of inves-
tors to subject the particular broker or dealer to the provisions of the
rule, 16/ This provision is strictly construed; it is not intended to afford
an exemption to any particular class or category of brokers or dealers. Only
a broker or dealer who hag substantial net worth and who, because of the special
nature of his business, has safeguards for the protection of customers' funds

11/ Such a sole proprietor broker or dealer should be aware, however, that all
such transactions, whether he considers them to be part of his business or
for his personal account, must be reflected {n his books and records in
accordance with Rule 17a-3; and that securities so held are treated for
"net capital’ purposes as provided in Rule i5e¢3-1. (See also the separate
discussion, infra, with respect to sole proprietor-broker-dealers.)

12/ The term "promptly transmits' is interpreted to mean as soon as reasonably
possible, but not later than four business days after receiving the funds.

—
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Paragraph (h){1).
Paragraph (b){2).
See Strand Investment Co., Securities Exchange Act Release No. 6705 (1961).
Yaragraph (b)(3).
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and securities should apply for this exemption. A breoker or dealer should not
apply for this exemption simply because he is having difficulty in raising the
necesgary capital. Any application for this exemption should contain detailed
information demonstrating that the applicant can meet all the conditions men-

tiomed above, so that the matter may ordinarily be considered on the basis of

the informatiom contained in such application.

D. Definitions

1. "Aggregate Indebtedness"

{a) General

As defined in the rule, 17/ "aggregate indebtedness' is the total
money lisbilities (except those gspecifically excluded as indicated below) of
a broker or dealer arising in connection with any transaction whatsoever, in-
cluding, among other things, money borrowed, customers' free credit balances,
credit balances in customers' accounts having short positions in securities,
and equities in customers' commodities futures accounts.

A broker or dealer which is also engaged in some other business in
addition to its business as a broker or dealer must include the money liabili-
ties of such other business in its "aggregate indebtedness.” For example,
where a broker-dealer also sells life insurance and accepts payments of premiums
that are deposited in a special account pending transmission to the insurance
company or return to the applicant, the premium represents a liability of the
broker-dealer during the time the funde are in its possession, and therefore
should be included in "aggregate indebtedness,” 18/ 1In fact, where two partners
have exactly the same interest in two partnerships, one partnership conducting
a securities business and the other conducting amother business, the liabilities
and assets of both partnerships should be taken into consideration in determin-
ing whether the broker or dealer is in compliance with the "net capital' require-
ments.,

However, not all liabilities of a broker or dealer are taken into account
in determining his "aggregate indebtedness"; certain items are specifically
excluded, as discussed below. 19/

17/ Paragraph (c)(1).

18/ The question of whether the assets of such other business may be included in
"net capital" depends on the nature of such assets. (See discussion of "net
capital," infra.)

19/ ‘'Aggregate indebtedness” is not a factor in the computation of "net capital";
it is merely one element in computing 'the twenty to one' ratio. Therefore,
while certain liabilities are specifically excluded from the definition of
“agpregate indebtedness," they are not ordinarily excluded from total liabili-
ties for the purposes of computing 'net capital' under paragraph (c}(2).
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{k) Exclusions from "Agpregate Indebtedness"

(1) Collateralized Indebtedness

The rule specifically excludes from "aggregate indebtedness' any indebt-
edness adequately collateralized 20/ by securities (including exempted securi-
ties 21/) or spot commodities owned by the broker or dealer. 22/ 1In this
connection, since time deposit certificates of a bank are securities within
the meaning of Section 3{a)(10) of the Act, bank loans adequately collateralized
by such certificates owned by the broker or dealer may ordinarily be excluded
from "aggregate indebtedness.” 23/

Fixed liabilities which are adequately secured by real estate or any other
agset which is not included in the computation of "net capital™ under paragraph
(c)(2) of the rule 24/ are also excluded from '"aggregate indebtedness.' 25/

{2) Securities loaned and Securities Failed to Receive

Amounts payable against securities loaned which securities are owned by
the broker or dealer are excluded from “aggregate indebtedness." 26/ Also,
amounts payable against securities "failed to receive' which were purchased for
the account of, and have not been s0ld by, the broker or dealer are excluded
from "aggregate indebtedness.”" 27/ Except for these two exclusions, the amounts
payable against other securities loaned and securities '"failed to receive'" are
specifically included in "aggregate indebtedness."

20/ Paragraph (c)(6) provides that indebtedness shall be deemed to be "ade-
quately collateralized” when the difference between the amount of the
indebtedness and the market value of the collateral is sufficient to make
the loan acceptable as a fully secured loan to banks regularly making
comparable loans to brokers or dealers in the community.

21/ However, as to exempted securities, the exclusion applies only to indebted-
ness arising from loans where exempted securities are given as collateral;
not to indebtedness arising out of the failure to receive exempted securi-
ties. Securities "failed to receive" are discusgsed in the text. The
term "exempted securities' is defined in paragraph {c)(3) to mean those
securities specifically defined as "exempted securitieg’ in Section 3(a){12)
of the Act.

Paragraphs (e¢)(1)(4), (c)(L)(B) and (c}{1L)(E).

23/ The treatment of time deposit certificates for purposes of computing '‘net
capltal" is discussed in footnote 49, infra.

24/ Paragraph (c)(2) excludes from the computation of ‘'net capital' fixed assets
and assets which are not readily convertible into cash, including, among
other things, real estate, furniture and fixtures, etc. (This is discussed
separately in the section dealing with the definition of "net capital.”)

25/ Paragraph (c)(1)(G).
26/ Praragraph (c)(1)(C).
27/ Paragraph (c)(1)(D).

Im
N
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(3) Contractual Commitments 28/

The rule also excludes from "aggregate indebtedness' liabilities on
open contractual commitments. 29/ This exclusion is intended generally to
apply to liabilitfes in connection with firm commitment underwriting con-
tracts, because in computing ''met capital” any securities position contemplated
by a firm commitment underwriting contract would be subject to a deduction from
"net worth" based on the market value of the securities. 30/ Therefore, it is
not considered necessary to require a broker-dealer to maintain additional "net
capital" under the "twenty to one rule" to ecarry that commitment.

In addition, since a traditional "best-efforts" underwriting oxdinarily
imposes no obligation on & broker-dealer to pay for the securities being offered
until certain events occur {e.g., the sale of the security) the broker-dealer
does not ordinarily incur a liability to pay for such securities for purposes
of computing his "aggregate indebtedness™ until such time as he is under a
legally binding obligation to pay funds to the issuer (or to the managing
underwriter). 31/ However, if the broker-dealer receives advances from the
issuer {e.g., for expenses)} in connectjon with a best-efforts underwriting,
any liability of the broker-dealer to return the unexpended portion of such
advances is not excluded from '"aggregate indebtedness."

(4) Satisfactorily Subordinated Debt; Amounts Segregated
under the Commodity Exchange Act

Other items specifically excluded from "aggregate indebtedness' are:
indebtedness subordinated to the claims of general ereditors pursuant to a
"satisfactory subordination agreement" 32/ (however, any interest om such
satisfactorily subordinated debt, whether in arrears or currently due, should
be included in "aggregate indebtedness” unless the debt arising from failure
to pay the interest is also subordinated under the subordination agreement);
and amounts segregated in accordance with the Commodity Exchange Act and the
rules and regulations thereunder. 33/

{5) Other Excludable Items

(1) Funds held as Agent or Trustee; Escrow Accounts

Questions have frequently arisen as to whether funds held
either (1) in a separate account by a broker-dealer as agent or trustee, or

28/ This term is defined in paragraph (e)(5). (See alse footnote 52, infra.)
29/ Paragraph (c)(1)(H).
30/ See discussion under "Haircuts," infra.

31/ See Investment Bankers of America, Inc., Securities Exchange Act Release
Nos. 6886 (August 16, 1962) and 6994 (January 21, 1963). See also discus-
sion under "Other Excludable Items," infra, with respect toc funds held by
a broker-dealer as agent or trustee.

32/ The term "satisfactory subordination agreement," which is defined in
paragravh (¢)(7) of the rule, is discussed separately, infra.

33/ Title 17, Chapter I, Code of Federal Regulations ("CFR").
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(2) in an escrow account by a bank, pursuant to Rule 15c2-4 of the Act, 34/
are part of "apggregate indebtedness." Where funds are held in a separate bank
account by a broker-dealer as agent or trustee, the amount due to the issuer or
the purchasing customers is an obligation of the broker-dealer which must he
considered as part of his "aggregate indebtednmess." 1If, on the other hand, the
funds are promptly transmitted toc an escrow bank under an agreement which con-
tains the provisions contemplated by Rule 15c¢2-4 that the funda will bhe trans-
mitted directly to the persons entitled thereto at the appropriate time, and
the broker-dealer has no control over such funds, the funds held by the escrow
bank are not treated as part of "aggregate indebtedness.'

(ii) Contingent Liabilities

Questions also arise cccasionally with respect to whether
various items of contingent liabilities are to be included in "aggregate
indebtedness." Where a judgment has been rendered against a broker or dealer,
the amount of the judgment would have to be included in "aggregate indebtedness"
even though an appeal from that judgment may be pending. 35/ Whether claims
which have not been reduced to judgment are to be included in "aggregate
indebtedness' would depend on the particular facts. No general rule can be
given that would be applicable to all cases. Accordingly, situations involving
contingent liabilities should be presented to the Division for consideration on
the basis of the facts in the particular case.

2. "Net Capital"

(a) General

The ''net capital" of a broker or dealer is essentially his adjusted
"net worth." As defined in the rule, 36/ it is the excess of his total assets
over his total liabilities, 37/ adjusted by adding unrealized profits (or de-
ducting unrealized losses) in the accounts of the broker or dealer, or if such

34/ Rule 15c2-4 requires, in effect, that where a broker or dealer participates
in the distribution of securities on any basis other than a firm-commitment
undervwriting, any money received for such securities om any basis whereby
payment is not to be made to the perscn on whose behalf the distribution is

being made until some further event or contingency occurs must be (A) promptly
deposited in a separate bank account, as agent or trustee for the persons who
have the beneficial interests therein, and promptly transmitted or returned

to such persons upon the occurrence of the appropriate event or contingency,
or (B) promptly transmitted to a bank which has agreed in writing to held

such funds in escrow for the persons having beneficial interests therein and
to transmit or return such funds to such persons when the appropriate event
or contingency occura.

35/ Any claim for indemmity that such broker or dealer might have would not be
considered to be an asset readily convertible into cash for purposes of
computing ''met capital."

36/ Paragraph (c)(2).

37/ As noted earlier, liabilities which are excluded from the definition of

"aggregate indebtedness" are included in total liszbilities for the purpose
of computing ''met capital.”
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broker or dealer is a partnership, by adding the equities (or deducting the
deficits) in the accounts of partners. 38/

As pointed out in the introductory material, the principal purpese of
the rule is to require that the capital positiom of a broker or dealer will
always be sufficiently liquid to cover his current indebtedness, in order to be
able at all times to promptly meet the demands of customers. Therefore, the
rule provides that certain assets not readily convertible into cash, although
saleable by negotiation, are excluded from "met capital" even though such
assets are & part of "met worth.' Also, certain other assets, although liquid,
are valued at less than their market value in order to provide a cushion for
market fluctuations. (The required percentage deductions from ''net worth" for
those assets are referred to as "haircuts."” These are discussed separately.) 39/

(b) Fixed and Other Assets not Readily Coanvertible into Cash

In computing "net capital,” a broker or dealer must deduct from his "net
worth™ all fixed assets and all other assets vot readily convertible into cash,
to the extent that such assets do not constitute bona fide collateral for actual
bona fide indebtedness. 40/ The rule contains specific examples 41/ of some of
the assets which for purposes of computing "net capital" are considered as not
readily couvertible into cash, including: real estate; furniture and fixtures;
exchange memberships; prepaid rent, insurance and expenses; good will; organiza-
tion expenses; deficits in customers’' gccounts, except im bona fide cash accounts
within the meaning of Section 4(c) of Regulation T of the Board of CGovernors of
the Federal Reserve System; 42/ all unsecured advances and loans; and customers'
unsecured notes and accounts. Thus, unsecured insurance accounts receivable of
a broker-dealer also engaged in the insurance business would be deducted from
"net worth" in computing "net capital."” Similarly, a broker-dealer's earned
commissiong receivable, being generally unsecured, would also be excluded from

38/ TAccounts of partners"” are defined in paragraph (c)(4) as the accounts of
partners who have agreed in writing that the equities in such accounts wmain-
tained with such partnership shall be included as partnership property.

39/ Paragraph (c)(2) also contains provisions excluding 1i{abilities in connec~
tion with "satisfactory subordination agreements" when computing "net capi-
tal,” and relating to the trestment of liabilities of sole proprietor-
broker-dealers where such liabilities were not incurred in the course of
business as a broker or dealer, These will be discussed infra in those
sections dealing separately with '"sole proprietor-broker-dealers" and
"satigfactory subordination agreements."

gg/ Where additional collateral is used to secure the indebtedness, it would be
up to the broker-dealer to prove the extent to which the assets not readily
convertible into cash are collateral for the indebtedness.

41/ Paragraph (c)(2)(B).
42/ 12 C.F.R, 220.4(c).
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"net capital." 43/

Of course, the specific exclusion from "met capital' of unsecured
loans and advances and of customers' unsecured notes and accounts does not
mean that every secured loan, advance, note or account is included as part of
a broker-dealer's ''net capital." A secured receivable may be excluded from
"net capital" if, because of the nature of the collateral or for some other
reason, the broker-dealer cannot demonstrate that the account is readily con-
vertible into cash. 44/ For example, advances made by a broker-dealer to his
sales representatives against their commissions to be earned upon monthly pay-
ments by planholders of contractual plans for the accumulation of shares of a
mutual fund are excluded from “net capital” (on the basis that they are not
adequately secured), even though the sales representatives signed loan agree-
ments providing (1) that the amounts owed by thew are payable on demand, and
(2) that the broker-dealer has liens on all commissions due and to become due
to such sales representatives until the indebtedness is satisfied. In addition,
notes receivable secured by titles on house trailers, by insurance premium
finance contracts, and by second mortgages or second deeds of trust are excluded
from a broker-dealer's ''met capital' unless the brokeredealer is able to furnish
convincing evidence to demonstrate that the notes are readily convertible into
cash (i.e,, that there is a ready market for the securities -- notes). 45/

Securities for which there is no independent market, 46/ and securities
which cannot be publicly offered and sold by the broker or dealer because of
contractual arrangements or other restrictions, also f£all within the category
of assets which are not readily convertible into cash, and are given no value
when computing "net capital." In this connection, the Commission held, in
Whitney-Phoenix Co., Inc., 39 S.E.C, 245 (1959), that securities which can be
publicly offered or sold by the broker or dealer only after registration under
the Securities Act of 1933 or pursuant to some exemption under Section 3(b) of
that Act should be given no value for 'met capital” purposes until such

43/ For example, some dealers sell shares of a mutual fund pursuant to a pro-
gram whereby the customers make their checks payable to a custedian bank
which (1) acts as agent for the various parties in effecting the sale of
such shares, (2) confirms the transactions to the customers, and (3) periodi-
cally forwards to the dealer the commissions due him, Under those circum-
stances, the commissions due the dealer, but not yet forwarded by the bank,
are treated as an unsecured account which should be deducted from the
dealer's "net worth." (However, if a dealer can submit an unequivocal
written statement from a custodian bank that the sums due the dealer are
payeble on demand, such receivables would not be deducted from 'met worth"
when computing that deasler’'s "net capitall’)

44/ See footnote 40, supra,

&2/ If it can be demonstrated that there is such a market for the notes, then
instead of the exclusion under clause (B) of paragraph (c)}(2) for the
amount of the receivable, there would be a "haircut" applied to the
market value of the security (the mote) in accordance with the provisions
of clause (C) of that paragraph. (See discussion of “haircuts,'" infra.)

46/ See S,E,.C, v. C. H. Abrsham & Co., Inc., 186 F. Supp. 19 (5.D. N.Y. 1960);
Pioneer Enterprises, Inc., 36 5,E.C, 199, 207 (1953).
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securities have been effectively registered or there has been compliance with an
appropriate exemption under Section 3(b). 47/

Other examples of assets ordinarily considered to be assets not readily
convertible into cash include a "good faith" deposit by a broker-dealer in con-
nection with a bid for exempted or non-exempted securities; a cash deposit in
lieu of, or as security for, statutory or other required bonds of a broker-
dealer; oil royalties (unless it can be demonstrated that there is a ready
market for such oil royalties); a bank account in which a sole proprietor-
broker-dealer is a joint tenant; and the cash surrender value of a life insurance
policy, unless such cash surrender value and the face amount of such policy are
payable (1) to the estate of a sole proprietor-broker-dealer, or (2) to the
broker-dealer, if a partnership or corporation.

Questions have been raised as to how to treat depesits in savings and
loan associations which are ordinarily considered to be securities in the form
of shares in the association. @enerally, if such deposits are in a solvent,
federally insured savings and loan association and the broker-dealer can furnish
assurances to the Division that the particular federally insured association has
been paying such deposits on demand, such deposits may be treated for 'net
capital” purposes as though they were cash in a bank.

(c) 'Haircuts"

In computing 'net capital,” the rule requires deductions from '"net
worth"” of certain specified percentages of the market values of marketable
securities and future commodity contracts, long and short, in the capital and
proprietary accounts of the broker or dealer, and in the ''accounts of partners.”
(These deductjons are generally referred to in the industry as "haircuts,") It
also requires a deduction with respect to total long or total short futures
contracts in each commodity carried for all customers. 48/ The purpose of these
deductions from '"met worth," is to provide a margin of safety against losses
incurred by a broker or dealer as a result of market fluctuations in the prices
of such securities or future commodity contracts.

(1) "Haircuts' for Marketable Securities

The amount of the "haircut” required with respect to marketable
securities depends on the nature of the particular security, as follows:
(1) in the case of a non-convertible debt security having a fixed interest
rate and a fixed maturity date, and which is not in default, the "haircut"
ranges between 5 and 30 per cent, depending on the percentage by which the

47/ However, as discussed earlier, where any of the securities discussed above
are in fact pledged as bona fide collateral to secure a bona fide indebted-
ness, the amount to be deducted from "net worth" in computing "net capital"
is the difference between the book value of such securities and the amount
of the indebtedness actually secured thereby. See footnote 41, supra.

{In such a situation the borrower would ordinarily be expected to tell
the lender of restrictions en their sale,)

48/ Clauses (C) and (E) of paragraph (c)(2) in the case of securities, and
clauses (D) and (¥) in the case of future commodity contracts.
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market value is less than the face value of such security; (2) in the case of
cumulative, non-convertible, preferred stock not in arrears as to dividends amd
ranking prior to all other classes of stock of the same issuer the "haircut" is
20 per cent of market value; and (3) in the case of all other marketable securi-
ties, the "haircut" is 30 per cent of market value, 49/

The above "haircuts' are also applicable to securities loaned to a broker
or dealer pursuant to a "satisfactory subordination agreement," 50/ and to other
marketable securities owned by a broker or dealer which he has pledged as collateral
to secure his indebtedness to another. However, no "haircut"” need be taken with
respect to securities which belong to a person other than the broker or dealer and
which are in his possession as collateral for an indebtedness to such broker or
dealer. Also, the rule provides 51/ that no "haircut" need be taken with respect
to the following: (i) a security which is convertible into or exchangeable for
other securities within a period of 30 days, subject to no conditions other than
the payment of money, if the other securities into which such security is con-
vertible, or for which it is exchangeable, are short in the accounts of such
broker or dealer or in the “accounts of partners"; or (ii) a security which has
been called for redemption and which is redeemable within 90 days. However, this
latter exemption is not oxrdinarily available for redeemable investment company
shares for two reasons: first, because they are not “called for redemption"; and
second, even though they may be redeemable within 90 days, their redemption value
ig subject to fluctuation with changes in the market value of the portfolio
securities held by the investment companies,

The rule applies the above '"haircut'" provisions to securities positions
contemplated by open contractual commitments, ég/ In this counnection, a firm
commitment underwritimg is a contractual commitment, and the required "haircut”
is applied to the net long position contemplated by the commitment. This
"haircut" is applicable even though there is no public market for the security
until after the offering begins. (If, however, no market has developed for the
security after the offering has begun, and the underwriter has a position in the
security, consideration would then have te be given to whether the securities
should be given no value as assets not readily convertible into cash.) As the

49/ Subclauses (i), (it) and (iii) of paragraph (c)(2)(C). A negotiable time
certificate of deposit issued by a bank is considered to be a debt security,
and if there is a ready, independent market for such security, and if it is
not in default, it is subject to the "hairecut" required by subclause (i).

A nonnegotiable time certificate of deposit would ordinarily be treated as
an asset not readily convertible into cash, but if the broker-dealer can
demonstrate that the bank will pay the certificate on demand before maturity
it may be given substantial value, depending on 21l the surrounding circum-
stances in the particular case.

50/ See footnote 58, infra, and related textual discussion.

e

Paragraph (c)(2)(C).

12
™

Paragraph (c)(2)(E). The term “contractual commitments" is defined in para-
graph (c}(5) to include underwriting, when-issued, when-distributed and
delayed delivery contracts; endorsement of puts and calls; commitments in
foreign currencies; and spot (cash) commodities contracts; but does not
include uncleared regular way purchases and sales of securities and contracts
in commodities futures.
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underwriter sells shares to customers, the mumber of shares which he is obligated
to take down decreases, and the "haircut" is reduced pro tanto. 53/ However, the
rule provides that no "haircut" shall apply to "exempted securities" as defined
in Section 3(a)(12) of the Act. 54/

(2) "Haircuts' for Futures Commodity Contracts

The rule requires that "haircuts'" also be taken with respect to
future commodity contracts, as follows: a "haircut" of 30 per cent with respect
to the market value of all long and all short future commodity contracts {other
than those contracts representing spreads oxr straddles in the game commwdity and
those contracts offsetting or hedging any "spot" commodity positions) carried in
the capital, proprietary or other accounts of the broker or dealer, and if a
partnership, in the "accounts of partners”; and a “"haircut” of 1-1/2 per cent
with respect to the total long or total short futures contracts in each commedity,
whichever is greater, carried for all customers.

3. Subordinated Debt; "Satisfactory Subordination Agreement" 55/

It wag previously pointed out that indebtedness subordinated to the
claims of general creditors pursuant to a "satisfactory subordination agreement"
is excluded from "aggregate indebtedness,” 56/ and from total liabilities in the
computation of "net capital." 37/ The combined effect of these exclusions is to
treat such subordinated loans as if they were part of the broker-dealer's capi-
tal 58/ in computing his "net capital."

53/ 1In a 'rights" offering where the underwriter has a firm commitment to take
down the unsubscribed portion of the underlying securities, if the under-
writer can demonstrate that less than 507% of the underlying securities will
remain unsubscribed he may be permitted to deduct only 50% of the required
"haircut" during the "rights' offering period.

54/ 1t also provides that the "haircut' with respect to any individual commit-
menk shall be reduced by the unrealized profit (or increased by the un-
realized loss) in such commitment; except that the amount of such reduction
shall not exceed the amount of the required "haircut,” and in no event shall
an unrealized profit on any closed transaction operate to increase 'net
capital.” A series of contracts of purchase or sale of the same security
condftioned, if at all, only upon issuance may be treated as an individual
comni tment .

55/ The term "satisfactory subordination agreement" is defined in paragraph

() (7).
56/ ©Paragraph (c)(1)(T).
57/ Paragraph (c)(2)(G).

58/ 1If the loan consists in whole or in part of securities, such securities
would, of course, be subject to the applicable "haircuts' required by
paragraph (c)(2)(C) of the rule,
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In substance, the rule requires that in order to be censidered a “satis-
factory subordination agreement," a binding and enforceable written agreement
must be executed by both the broker-dealer and the lender, whereby a specific
amount of cash or specific securjties are loaned to the broker-dealer for a
peried of not less than one year {(and giving the broker-dealer the right to the
use of puch cash or securities as though they were in fact his owm) under con-
ditions which effectively subordinate any right of the lender to demand or receive
repayment to the claims of all present and future creditors of the broker-dealer.
The agreement must provide that it may not be cancelled by either party, and that
the loan may not be repaid or the agreement in any way be terminated, rescinded
or modified by mutual consent or otherwise if the effect would be to put the
broker-dealer out of compliance with the "net capital" requirements of the rule.
The agreement must also provide that no default of any kind shall have the effect
of accelerating the maturity of the indebtedness; end that any note or aother
written instrument evidencing the indebtedness shall bear on its face an appro-
priate legend stating that it is issued subject to the provisions of a subordi-
nation agreement which shall be adequately referred te and incorporated by
reference,

Thus, the rule contemplates that, if the proceeds of a subordinated loan
are to be considered as part of the capital of a broker-dealer, cash or securi-
ties will be turned over to the broker-dealer for his use as part of his capital
and subject to the risks of his business, and subject further only to an obliga-
tion of repayment at the end of the term of the loan. 59/ Accordingly, the
agreement must contemplate that if repayment cannot be made without reducing
the broker-dealer's "net capital” below the amount required by the rule, the
subordination must continue, even though the indebtedness is not repaid at
maturity. However, the loan may be repaid and the subordination agreement
terminated by mutual consent if, after repayment, the broker-dealer's required
"net capital" is not impaired.

The rule also requires that two copies of the subordination agreement,
and of any notes or written instruments evidencing the indebtedness, must be filed,
within 10 days after the agreement is entered into, with the Regional Office of
the Commission for the region in which the broker-dealer maintains his principal
place of businessa, together with a statement of the name and address of the lender,
the business relationship of the lender to the broker-dealer, and information as
to whether the broker-dealer carried funds or securities for the lender at or about
the time the agreement was entered into. (If each copy of the agreement 1s bound
separately and marked 'Non-Public', such agreements will be maintained in a non-
public file.) A broker-dealer should give notice of any proposed repayment of the
loan, or of termination of or any other change in the agreement, to the Regional
Office with which the agreement is filed so that the information on file with that
Regional Office is always current and accurate. 60/

E. Sole Proprietor-Broker-Dealer

As indicated earlier, there are special considerations under the rule with
respect to determining the 'net capital" position of a sole proprietor-broker-
dealer. For purposes of computing "aggregate indebtedness" and ''net capital," a
broker or dealer who is a sole proprietor must alsc take into account his personal

59/ Where funds or securities are loaned under any conditions which permit the
lender tc retain domination or control over, or otherwise inhibit the broker-
dealer's unrestricted use of, such funds or securities, the agreement would
not be a "satisfactory subordination agreement'' within the meaning of the rulae.

60/ 1f a broker-dealer has any question concerning whether he may properly effect
any such repayment, or termination or other change in the agreement, he
should request interpretive assistance from that Regional Dffice with which
the agreement is filed,
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assets and liabilit{es not related to the business; 61/ and where he conducta
some other businesg in addition to the securities business, the aasets and lia-
bilities of such other business must also be taken {nto account. 62/

A sole proprietor-broker-dealer who 1s alsc engaged in some other busi-
ness activity as a2 sole proprietor may record the assets and liabilities and
transactions of such other businers in the game books of account as he uses for
his broker-dealer business or in a separate set of books. A consistent test of
protection for the customer of such a sole proprietor requires that "aggregate
indebtedness' in this situation must include 2ll of the money liabilities in con-
nection with his business as a broker-dealer and all money liabilities in conneec-
tion with &any other business in which he is engaged as a sole proprietor, less
the specifiec exclusions provided by clauses (A) through (I} of paragraph (C)(1)
of the rule. In computing '"net ecapital,” his "met worth” must be determined from
the combined assets and liabilities of all of his businesses as a sole proprietor;
and, in addition to the adjustments to ''met worth'" required of all brokers or
dealers, whether or not sole proprietors, he is required by clause (H) of para-
graph (c)(2) to make a further deduction from 'met worth"” of any excess of his
personal lisbilities over his persongl essets.

This situation suggests the advisability of the formation of one or more
corporations to carry on the securities business or any other business conducted
by the sole proprietor., The separate incorporation of the other business will
tend to relieve the securities business of the jeopardy from the liabilities of
the other business and eliminate the guestion of whether the assets and liabili-
ties of such other business should be taken into account in determining aggregate
indiebtedness and net capital.

¥. Availability of Intexrpretative Advice

While this release endeavors to answer questions frequently raised, it
is not possible to cover every question which may arise under Rule 15¢3-1,
Moreover, the general opinions expressed herein will not necessarily be applicable
to situations which differ factually from those on which such opinions are based,
Consequently, a breker or dealer who has a question as tce the application of
Rule 15¢3-1 to a specific matter may request interpretative assistance from the
Division of Trading and Marketa. While the Commission provides such interpreta-
tive assistance through its staff wherever possible, the responsibility for
compliance rests with the broker or dealer.

PART II

The following example based on the trial balance of a hypothetical
broker~dealer shows the evaluation of the assets and liabilities reguired to be
made in the determination of aggregate indebtedness and net capital. The exampie
inciudes many situations frequently found in calculations made by small and
medium sized broker-dealers, The trial balance work sheet shows (a) money
balances of ledger accounts, (b) long and short security valuations related to
certain ledger accaunts, (e¢) net losses or gains in commodity contracts, {(d) ledger
balances included in aggregate indebtedness, and {e) and (f) adjusted balances of
assets and liabilities and percentage deductions. Explanatory nctes following
the example are referenced to certain of the captions and details of open com-
modity contracts in both customers' and firm sccounts are shown on a separate
scheduie.

61/ See footnote 11, supra, with respect to recordkeeping requirements.

62/ These assets and liabilities must be taken into account whether or not re-

e flected in the records of his business as a broker or dealer, For example,
where a sola proprietor-broker or dealer alsoc is engaged in the Insurance
business, any insurgnce accounts payable would be included in "aggregate
indebtedness," notwithstanding the fact that the sole proprietor maintains
a separate bank account and separate books and records for each business.
Also, his insurance accounts receivable, being ordinarily unsecured, would
be excluded from 'net capital.'
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]

The "net capital" of $18,385 15 the result of the following adjustments:

Capital $ 50,000
Profit and loss 8,500
Securities contributed as capital 8,000 $ 66,500
Subordinated borrowings:
Loan payable $ 13,000
Securities 4,000 17,000
$ 83,500
Add:
Unrcalized profits:
Partners' accounts $ 3,000
Exempted sccurities - long 260
Non-cxempted securities - long 6,000
Non-exempted securities - short 400
Future commodity contracts 500 10,100
$ 93,600
Deduct:
Land and building ) $ 48,000
Mortgage payable 30,000
' $ 18,000
Furniture and fixtures 6,000 -
Cash - good faith deposit 2,800 ’
Deficits in partly secured customers’
accounts 2,000
Unsecured customers' accounts 200
Securities not readily marketable 2,000
Exchange memberships 10,000
Notes treccivable - unsecured 1,500
Advances - unsecured 900
Dividends receivable 500
Earned commissions receivable 1,400
Prepaid expenses 500
Other assets 1,500
"Haircuts"
Firm securities 11,880
Firm commodities 1,755
Contractual commitments 7,500
Customers' commodities 780 75,215

"Net Capital $_18,385
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(a) The trial balance column includes the ledger balances of all
assct, liability and capital accounts. One account, profit and loss,

ropresents the net balance of all income and expense accounts for the
period.

(b) The market value of security and spot (cash) commodity positions
is entered in these two columns. Generally, long positions indicate owner-
ship or right of possession {customers' securities; firm trading accounts)
and short positions indicate location or responsibility to deliver (pledged
as collateral on bank loans; sold short; in physleal possession - "hox").
In order to show a balanced securities position, in this example values
nave been shown for all accounts in which there 1s a securities position
although not all such values are used in making the evaluations necessary
for determination of "aggregate indebtedness” and "net capital." Valuations
used in making the "net capital" computation should be supported by
schedules showing for ecach security or spot (cash) commodity: title of
issue or other description, market price and total market value,

(¢} Balances in this column represent the net unrealized appreciation
or depreciation (market value compared to cost) of future commodity contracts
and the offset of such amounts to the commodity '"difference” account.

(d) All liabilities are included as "aggregate indebtedness,' except
those specifically excluded by paragraph {(c)(1).

{e) The asset balances extended to column (e) reflect certain of the
adjustments specified in paragraph (c)(2) for determining '"net capital."

(f) Column (f) iancludes alil liabilitles, except those specifically
excluded by provisions of paragraph (c)(2), and the "haircut™ on marketable
securities, future commodity contracts, and contractual commitments.

(g) A good faith deposit made in connection with an underwriting is
considered a balance not readily convertible into cash and is not assigned
any value in the '"net capital' computation. 63/

{h) Customers' cash accounts, fully secured accounts, and spot {cash)
commodities accounts are included in the computation of "net capital" at
the amount of their ledger balances. Although such accounts also contain
securities or commodities which have a market value greater than the balance
due to the broker-dealer, no consideration is given to such excess since
these assets belong to the customers.

(i) Partly sccured customers' accounts are assigned & value no greater
than the market value of the security collateral. In this case, receivables
of $5,000 are taken into account at the liquidating value of the related
securities, $3,000. 63/

(i) Unsecured customers' accounts are not assigned any value, 63/

(k) The eredit balance in customers' future commodity accounts,
properly segregated in accordance with the Commodity Exchange Act and the
rules and regulations thereunder, is excluded from "aggregate indebtedness”
but included in liabilities considered in determining "net capital.™ 64/

63/ Paragraph (c)(2)(B).
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{1 Recognition is given to unrealized profits or losses in the
accounts of partners who have agreed in writing that the equity in their
accounts with the firm shall be included as partmership property, In the
cxanple the ledger balances of these accounts is $5,000, but in determining
"act capital' the accounts are included at the amount of the market value
of the securities, $8,000. If the accounts were not subject to these signed
agrecments they would be considered as customers' accounts and evaluated
only at the amount of the ledger balance, $5,000. 65/

{m) Recogrition is given to unrealized profits or losses in the firm
sccurities and investment accounts. In the example the ledger balances of
firm trading accounts are stated at book value; consequently, in determin-
ing "net capital," security valuations are substltuted. The long position
in exempted securities is increased from $3,000 to market value of §3,200
and that in non-exempted securities from $12,000 to market value of §18,000,
The credit balance in the short position is decreased from $2,000 to $1,600
because the market value of securities necessary to cover the liability is
less than the ledger balance. 66/

{(n) Securities not readily marketable because no independent public
market exists, or which are subject to some restriction as to their sale,
are considered as assets not rcadily convertible into cash and are not
assigned any value in determining ''net capital.™ 67/

{0) The unrcalized gain of $500 on future commodity contracts in
firm trading accounts is taken into consideration in the ™net capital”
computation since this equity applies to partnership property. 68/

(p) Fixed assets such as land and building, and furniture and fixtures,
which in the example are stated net of related reserves for depreciation, are
not assigned any value in determining "netr capltal." The mortgage payable,

a fixed liability adequately secured by the land and building, is excluded
from both "aggregate indebtedness'" and liabilities considered in determining
"net capital.' 69/

(q) Assets which cannot be readily converted into cash are not assigned
any value in determining "net capital." 70/

(r) 1Indebtedness adequately collateralized by securities owmed by the
firm is excluded from "aggregate indebtedness" but is included in liabilities
considered in determining "net capital." 71/

65/ Paragraphs (c) (2) (A) and (c)(4).
66/ Paragraph (c)(2)(A).

67/ Paragraph (c)(2)(B).

68/ Paragraph (c)(2)(4).

69/ Paragraphs (c)(1)(G) and (C)(2)(B).
70/ Paragraph (c)(2)(B). c

71/ Paragraph (c) (1) (A).

!
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(s) Amounts payable against sccurities "failed to receive," which
were purchased for the account of the firm and have not been sold, are
excluded from "aggregate indebtedness” but are included in liabilities
considered in determining "net capital.™ 72/ Similarly, amounts payable
against securities loaned, which are owned by the firm, are excluded from

"aggregate indebtedness" but not from liabilities considered in determining
"net capital.” 73/

(t) The commodity 'differcnce account represents the balance of
daily settlements with clearing houses on open future commodity contracts
which customarily are not allocated to the customers' and firm accounts
until final settlement of the contract. Of the balance of $850 a portion,
$350, represents net gains on contracts in customers?! accounts (see (k)
above), and the remainder, $500, applies to net gains on contracts in firm
accounts (see (o) above). Since sufficient funds have been segregated in
a separate bank account or deposited with clearing houses the amount is
excluded from "aggregate indebtedness." 74/

(0) The amount of $77,600 in column (b} represents the valuation of
securities and spot (cash) commodities in customers' accounts (5$49,000) and
firm and partners' accounts (523,600) held in "pox" or in transfer,

(v) Liabilities on open contractual commitments are usually not
recorded in the ledger accounts and are not included in either "aggregate
indebtedness” or in liabilities considered in determining "net capital.™ 75/
In the example a contractual commitment to purchase for $26,750 common stock
which has a current market value of $27,500 has not been recorded in the
iledger accounts.

(w) A loan payable of $13,000 and non-exempted securities bortvowed
under “satisfactory subordination agreements" are considered as if they were
capital and consequently are excluded from "aggregate indebtedness" and
liabilities considered in determining 'net capital."

(x} 1In determining "net capital,"” securities contributed to capital
are considered as assets of the firm,

(y) 1In the example, as a quick test of compliance, a "haircut" is
taken at the maximum rate of 30 per cent on the aggregate market value of
all non-exempted securities In long and short positions in firm capical
and proprictary accounts, including sccurities in accounts of partners and
securities borrowed pursuant to “satisfactory subordination agreements."

22/ Paragraph (c){1)(D).

13/ Paragraph (c)(1)(C).

24/ Pparagraph {c)(1)(F).
5

15/ Paragraphs (c}{(1)(H) and (c)(5).

———
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The "haircut" is determined in the following manner:

Firm trading accounts:
Non-exempted securities

Long $18,000
. Short ' 1,600
Partners' accounts 8,006

Subordinated borrowings:

Non-exempted securities 4,000
Capital:

Non-exempted securities 8,000

Aggregate market value $39,600

30 per cent 511,880

Since the use of the maximum rate of 30 per cent does not result in a "haircut"
which reduces "net capital" below the amount required, no further computation
is necessary. If schedules of securities are prepared in accordance with the
classifications of paragraph (c){2)(C)} then "haircuts" of lesser amouants may

be applied as appropriate. 76/

{z} A "haircut" is taken on the aggregate market value of all future
commodity contracts in long and short positions in firm accounts. As shown
on Schedule A, short positions amount to $19,250 and long positions are $6,600
for an aggregate of $25,850, and consequently the "haircut" at 30 per cent
equals $7,755. 77/

{(aa) A "haircut" of $7,500 is based on the contractual commitment to
purchase for $26,750, common stock which has a current market value of $27,500
(see {v) above)., The "haircut" represents 30 per cent of market value,
$8,250, reduced by the unrealized profit of §$750. 78/

76/ 1f, for example, the firm trading account included long positions in non-
. convertible debt securities with face and market values of $4,000, and cumu-
lative, non-convertible preferred stocks with market values of $2,000, the
computation could be made in the following manner:

Market

Value Rate "Halrcut"
Non-convertible debt securities § 4,000 52 % 200
Cumulative, non~convertible

preferred stocks . 2,000 20% 400

All other securities 33,600  30% 10,080
Aggregate market value $39,600

"Haircut" _ - 510,680

77/ Paragraph (c){(2)(D)}.

78/ Paragraph (c)(2)(E). . -
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() The "haircut" of 5780 on customers' commodities rapresents
1% per cent of the market values of the greater of the total long or total
short future commodity contracts in cach commodity carried in customers'
accounts, Analysis of the market values of customers' accounts on Schedule A
shows that short contracts in vheat of $14,000 exceed long contracts in that
commodity, and that short contracts in corn of $38,000 exceed long contracts

in that commodity. Thus the "haircut" of $780 is based on the aggregate of
$52,000. 79/

(ce) As developed in the example the application of the adjustments
and "haircuts" converts "net worth," including subordinated borrowings, of
$83,500 into "net capital" of $18,385; "aggregate indebtedness" is $118,250;
and the ratio of "apgregate indebtedness" to "met capital' is 643 per cent.
Since the ratio dees not exceed 2,000 per cent and "net capital" exceeds
the required minimum of $5,000, the firm is in compliance with the rule.

79/ Paragraph (c)(2)(F).



34-8024

068
ous'l1s

IVpIIH

005 75
008’ Z

000" 2%

|

31gaq

joue eg 19dpar

(G0s) 8
Ge1y
G011
{osg)

{outl} %

[(ELSTR)!

§a5507]

0099 5 OSZ 61N
0s6° &
00t'9

009°9 ¢
poo‘t §

00t GES

004702

009 %71%

008 2L 000 24§
006 11

009°TT
00E‘9

00Z €1
QoB‘61

Ueot L §

000 w1s
AL FEGT

ANTuA JINIER

067°9 § 0OY &1S
00179
002'9
Usz'9 §
001°s §
056 Z£5
Q5i 81
00z 714
000" 6§ 0SE 1&%
o6z el
o0t T1
00Z‘9
00s‘21
052°81
0o1° L §
oun 91
UG 3I04g
- A50D

23
jdag
Lnp

3dag

a3
Jdag
3dag
Ang
Alnp

1dag
1dag

yIauoy
Alaatiaq

SLOVHINOD ALIGOWMOD (HSVD) L04S NV HALNA NFJ0 40 TTUAFHOS

JiIcYs - JoEIJUOS §
1I0YSE - JIBAFIUUD |
Juoy - 33EIIUCD )
Wi on
Jicys - JIEIquOD |
FL-ETHY
§3T1TPOWRCY IANING
- s7uncoaoE Juipell mwaig

Juotr - s30®IjUOD
uiod
Fug] - BISEIIULI 2
123N
- sar3irpoummed (Yswd) Judg

3645 - §3IDBIJUAD T
Suoy - s3joeazuod 7
Jacys - IoEIJUOD I
Fuoy - sIDRIFUCD 7

3ICYS - S3IDEIJUCD §

nIo)

duay ~ J0eI3UCD |
JIcys - 53201lucd g
Irayy
- S3[JIpCE > JINnIng
IS IUNgIoE 1 E e 12 Hm_uU



- 24 - 348024

A4PPENDIX .
The fellowing amended text of Rule 15¢3-1 under the Securities Exchange

Act of 1934 became effective, with two exceptions, on July 1, 1965. The

exceptions are that the minimum net capital requirements of paragraph (a)({2)

did not become effective until December 1, 1965, and that the amendment of

the exemptive provisions of parvagraph (b){(l) did not become effective until
September 1, 1965. '

Rule 15¢3-1. HNet Capital Requirements for Brokers and Dealers

{a) Every broker or dealer shall have the met capital necessary to
comply with all the following conditions:

{1) his aggregate indebtedness to all other persons shall not exceed
2,000 per centum of his net capital; and

(2) he shall have and maintain net capital of not less than $5,000;
except that the minimum net capital to be maintained by a broker or dealer
meeting all of the following conditions shall be $2,500:

(A) his dealer transactions {as principal for his own account) are
limited to the purchase, sale and redemption of redeemable shares of regis-
tered investment companies; except that a broker or dealer transacting
business as a sole proprietor may also effect occasional transactions in
other securities for his own account with or through another registered

broker-dealer; .
(B)

his transactions as broker (agent) are limited to: (i) the sale
and redemption of redeemable securities of registered investment companies;
(11} the solicitation of share accounts for savings and loan associations
insured by an instrumentality of the United States; and (iii) the sale of
securities for the account of a customer to obtain funds for immediate rein-
vestment in redeemable securities of registered Investment companies; and

(C} he promptly transmité all funds and delivers all securities
received in connection with his activities as a broker or dealer, and does
not otherwise hold funds or securities for, or owe money or securities to,
customers.

(b) Exemptions,

(1) The provisions of this rule shall not apply to any broker who is
also a licensed insurance agent under the laws of any state or the District
of Columbia, whose securities business is limited to effecting transactiong
in variable annuity contracts as peneral agent for the issuer, who promptly
transmits all funds and delivers all variable annuity contracts received in
connection therewith, and who does not otherwise hold funds or securities
for or owe money or securities to customers, if the issuer files with the
Comnission an undertaking satisfactory to it that the issuer will assume
responsibility for all valid claims arising out of all activities of such
agent in effecting transactions in such variable annuity contracts:
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Provided, howevor, That a broker transacting business as a sole proprietor
who meets all other conditions of this subparagraph (b){1) may also effect
occasional transactions in other securities for his own account with or
through another registered broker-dealer.

(2) The provisions of this rule szhall not apply to any member in good
standing and subject to the capital rules of the American Stock Exchange,
the Boston Stock Exchange, the Midwest Stock Lxchange, the New York Stoek
txchange, the Pacific Coast Stock Exchange, the Philadelphia-Baltimore-
Washington Stock Exchange, or the Pittsburgh Stock Exchange, whose rules,
settled practices and applicable regulatory procedures are deemed by the
Comnission to impose requirements more comprehensive than the requirements
of this rule: Provided, however, That the exemption as to the members of
any exchange may be suspended or withdrawn by the Commission at any time,
by sending ten (10) days written notice to such exchange, if it appears to
the Comnission to be necessary or appropriate in the public interest or for
the protection of investors so to do.

(3) The Commission may, upon written application, exempt from the
provisions of this rule, either unconditionally or on specified terms and
conditions, any broker or dealer who satisfies the Commission that, because !
of the special nature of his business, his financial position, and the safe-
guards he has established for the protection of customers' funds and securi-
ties, it is not necessary in the publie interest or for the protection of
investors to subject the particular broker or dealer to the provisions of
this rule.

(c) Definitions. Foxr the purpose of this rule:

(1} The temm "aggrezate indebtedness™ shall be deemed to mean the total
money liabilities of a broker or dealer arising in connection with any trans-
action whatsoever, including, among other things: money borrowed; money
payable against securities loaned and securities "failed to rececive"; the
market value of securities borrowed {except for delivery against customers'
sales) to the extent to which no équivalent wvalue is paid or credited;
customers' free credit balances; credit balances in customers' accounts
having short positions in securities; and equities in customers' commodities
futures accounts; but excluding

{4) indebtedness adequately collateralized, as hereinafter defined,
by securities or spot commodities owned by the broker or dealer;

(B) indebtedness to other brokers or dealers adequately collateralized,
as hereinafter defined, by securities or spot commodities owned by the broker
or dealer;

(C) amounts payable against securities loaned which securities are
owned by the broker or dealer;

(D) amounts payable against securities failed to receive which secur-
ities were purchased for the account of, and have not been sold by, the
broker or dealer;
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(E} indebtedness adequately collateralized, as hereinafter defined,
by exempted securities;

(F) amournts segregated in accordance with the Commodity Exchange Act
and the rules and regulations thercunder;

(G) fixed liabilities adequately secured by real estate or any other

asset which is not included in the computation of "met capital” under this
Tule;

() 1liabilities on open contractual commitments; and

{I) indebtedness subordinated to the claims of general creditors
sursuant to a satisfactery subordination agreement, as hereinafter defined,

{2) The term 'net capital" shall be deemed to mean the net worth of

a broker or dealer (that is, thc excess of total assets over total liabili-
ties), adjusted by

(A) adding unrealized profits (or deducting unrealized losses) in
the accounts of the broker or dealer and, if such broker or dealer is a

partnersiip, adding equities {or deducting deficits) in accounts of partners,
as hereinafter defined;

{B) deducting fixed assets and assets which cannot be readily con-
verted into cash (less any indebtedness secured thereby) including, among
other thaings, real estate; furniture and fixtures; exchange memberships;
prepaid reat, insurance and expenses; good will; organization expenses; all
unsecured advances and loans; customers' unsecured notes and accounts; and
deficits in customers' accounts, except in bona fide cash accounts within

the meaning of section 4(¢) of Regulation T of the Board of Governors of the
Federal Reserve System;

{€) deducting the percentages specified below of the market value of
all securities, long and short (except exempted securities) in the capital,
proprietary and other accounts of the broker or dealer, including securities
loaned to the broker or dealer pursuant to a satisfactory subordination
agrcenent, as hereinafter defined, and if such broker or dealer is a partner-
ship, in the accounts of partners, as hereinafter defined:

(i) in the case of nonconvertible debt securities having a fixed
interest rate and a fixed maturity date which are not in default, if the
market value 1is not more than 5 percent below the face value, the deduction
shall be 5 percent of such market value; if the market value 1s more than
5 percent but not more than 30 percent below the face value, the deduction
shall be a percentage of market value, equal to the percentage by which the
market value is below the face value; and if the market value is 30 percent
or more below the face value, such deduction shall be 30 percent;

{ii) 1in the case of cumulative, nonconvertible preferred stock rank-
ing prior to all other classes of stock of the same issuerx, which is not in
arrears as to dividends, the deduction shall be 20 percent;
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{iii} on all other seccurities, the deduction shall be 30 percent;

Provided, however, That such deduction need not be made in the case of {1)

a sccurity wihich is convertible into or exchangeable for other securities
within a period of 30 days, subject to ne conditions other than the payment
of money, and the other securities inte which such security is convertible,
or for which it is exchangeable, are short in the accounts of such broker

or dealer or partner, or (2) a sccurity which has been called for redemption
and wiich is redeemable within 90 days;

(D) deducting 30 percent of the market value of all "long" and all
"short" future commodity contracts {(other than those contracts represcnting
spreads or straddles in the samc cosmodity and those contracts offsetting or
hedging any "spot" commodity positions) carried in the capital, proprietary
or other accounts of the broker or dealer and, if such broker or dealer is
a partnership, in the accounts of partners as hereinafter defined;

(E) deducting, in the case of a broker or dealer who has open con-
tractual comnitments, the rvespective percentages specified in subparagraph
{C) above of the value {which shall be the market value whenever there is a
market) of each net lonp and cach net short position contemplated by any
existing contractual comnitment in the capital, proprictary and other accounts
of the broker or dealer and, i{ such broxer or dealer is a partnership, in
accounts of partners, as hereinaflter defined: Provided, however, That this
deduction shall not apply to exempted securities, and that the deduction
with respect to any individual comnitment shall be reduced by the unrealized
profit, in an amount not greater thaa the percentage deduction provided for
in subparagraph (C), {(or increased by the unrealized loss) in such commit-
ment; and that in no event shall an unrealized profit on any closed trans-
actions operate to increase net capital;

(¥} deducting an emount cqual to 1% percent of the market values of
the total long or total short futurecs contracts in cach commodity, whichever
is greater, carried for all customers;

(G} excluding liabilities of the broker or dealer which are subordi-
nated to the claims of general creditors pursuant to a satisfactory subordi-
nation agreement, as hereinaflter defined; and

{H deducting, in the case of a broker or dealer who is a sole pro-
prietor, the excess of (1) liabilities wihich have net been incurred in the
course of business as a broker or dealer over (2) assets not used in the
business.

(3) The term "exempted securities' shall mean those securities
specifically defined as exempted securities in section 3(a) of the Act;

{4) the term "accounts of partners,'" where the broker or dealer is
a partnership, shall mean accounts of partners who have agreed in writing
that the equity in such accounts maintained with such partnership shall be
included as partnership property,;
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{5) the term "contractual commitments" shall include underwriting,
when=issuecd, when-distributed and delayed delivery contracts, endorsement
of puts and calls, commitments in foreign currencies, and spot {cash)
commodities contracts, but shall not include uncleared repgular way purchases
and sales of securities and contracts in commodities futures; a series of
contracts of purchase or sale of the same security conditioned, 1f at all,
only upon issuance may be treated as an individual commitment;

(6) iundebtedness shall be deemed to he "adequately collateralized"
within the meaning of this rule, when the difference hetween the amount of
the indebtedness and the market value of the collateral is sufficient to
make the lean acceptable as a fully secured lean to banks regularly making
comparable loans to brokers or dealers in the community;

(7) the term "satisfactory subordination agreement' shall mean a
written agreement duly executed by the broker or dealer and the lender,
which agreement is binding and enforceable in accordance with 1ts terms
upon the lender, his creditors, heirs, executors, administrators, and assigns,
and which agreement satisfies all of the following conditions:

(A) it effectively subordinates any right of the lender to demand or
receive payment or return of the cash or securities loaned to the claims of
all present and future creditors of the broker or dealer;

(B} the cash or securities are loaned for a term of neot less than
1 year;

(C) it provides that the agreement shall not be subject to cancella-
tion by cither party, and that the loan shall not be repaid and the agree-
ment shall not be terminated, rescinded or modified by mutual consent or
otherwise if the effect thereof would be to make the agreement lnconsistent
with the conditions of this rule or to reduce the net capital .of the broker
or dealer below the amount required by this rule;

(D) it provides that no default in the payment of interest or in the
verformance of any covenant or condition by the broker or dealer shall have
the effect of accelerating the maturity of the indebtedness;

(E) it provides that any notes or other written instruments evidencing
the indcbtedness shall bear on their face an appropriate legend stating that
such notes or instruments are issued subject to the provisions of a subordi-
nation agreement which shall be adequately referred to and incorporated by
reference’

(F) it provides that any securities or other property loaned to the
broker or dealer pursuant to its provisions may be used and dealt with by
the broker or dealer as part of his capital and shall be subject to the risks
of the business; and

(G} two copies of such agreement, aud of any notes or written Instru-
ments evidencing the indebtedness, are filed, within 10 days after such
agreement is entered into, with the Regional Office of the Commission for
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the region in which the broker or dealer maintains his principal place of
business, together with a statement of the full name and address of the
lender, the business relationship of the lender to the broker or dealer,

and whether the broker or dealer carried funds or securities for the lender
at or about the time the agreement was entered into. If each copy of such
agreement is bound separately and clearly marked "Non-Public! such agreements
shall be maintained in a non-public file: Provided, hovever, That they shall
be available, for official use, to any official or employee of the United
States or any state; to any national securities exchange and any registered
national securities association of which the broker or dealer filing such
agreements is a member; and to any other person to whom the Commission
authorizes disclosure in the public interest;

(8) the term "customer" shall mean every person except the braoker
or dealer: Provided, however, That partners who maintain “accounts of
partners"” as herein defined shall not be deemed to be customers insafar as
such accounts are concerned.




FOR RELEASE Monday, November 8, 1971

SECURITIES AND EXCHANGE COMMISSTION
Washington, D, C. 20549

SECURITIES EXCHANGE ACT OF 1934
Release No, 9376

ADOPTION OF RULE 17a-13, AMENDMENT OF
FORM X~17A-5, AND AMENDMENT OF RULE 17a-3
UNDER THE SECURITIES EXCHANGE ACT OF 1934

The Securities and Exchange Commission announced today that it has
adopted Rule 17a-13 under the Securities Exchange Act of 1934 ("the
Act") to require a quarterly "box-count'" and verification of all
securities not in a broker's physical possession, At the same time the
Commission has amended Rule 17a2-3 to require the making and keeping

of records with respect to stock record differences. Finally, the
Commission has adopted a related proposal to amend existing Form X-17A-5
with respect to stock record differences and the scope of the auditors'
review, The adopted rule and smendments to existing Rule 17a-3 and

Form X-17A-5 were published for comment on April 19, 1971, in Securities
Exchange Act Release No. 9140. The Commission has considered the
comments which were submitted in response to that release, Ruyle 17a-13
and amendments to existing Rule 17a-3 snd Form X-17A-5, as adopted
herein, have been modified to reflect certain suggestions contained in
the comments,

Rule 17a-13 applies to all members of national securities exchanges

who do business with or for others than members of national securities
exchanges, and to all brokers and dealers except broker-dealers who

limit their business to the sale and redemption of securities of
registered investment companies and interests or participatious in an
insurance company separate account and those who solicit accounts for
federally insured savings and loan associations, provided that such persons
promptly transmit all funds and securities and hold no customer funds

and securities. However, the Rule does not apply to insurance companies
which are registered broker-dealers, golely by reason of their purchase
and sale of securities on behalf of their general and separate accounts,
provided that they otherwise meet the exemptive conditions of the Rule,
The member, broker or desler subject to Rule 17a-13 must, once every
calendar quarter: (1) physically examine and count all securities

held (this includes firm securities and customer securities); (2) account
for all securities in transfer, in transit, pledged, loaned, borrowed,
deposited, failed to receive, and failed to deliver or otherwise

subject to his control or direction but not in his physical possession,
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by examination and comparison of the supporting detail records with

the approporiate ledger control accounts; (3) verify all securities in
transfer, in transit, pledged, loaned, borrowed, deposited, failed

to receive, and failed to deliver or otherwise subject to his control

or direction but not in his physical possession, where such securities
have been in said status for longer than thirty days; (4) compare the
results of the examination and verification with the firm's record;

and (5) post the unresolved differences to the firm's books and

records within geven business days, The examination, count, verifica-~
tion and comparison conducted by the firm's auditors in connection

with the firm's annual report of financial condition (Form X-17A-5)

may be substituted for the firm's examination, count, verification

and comparison for the guarter in which the audit date falls, The
quarterly examination, count, verification and comparison are to be

made no less than two nor more than four months apart. The Rule
specifically allows cyclical counts, whereby all locations would he
counted for a specific security, and all security positions would be
counted within the prescribed period., The examination, count, verification
and comparison are to be conducted or supervised by persons not normally
responsible for handling securities or making the subject records,

The amendment to Rule 17a-3, adding a new clause (a) (4)(F) creates a
security difference account to which the unresolved long and short
differences have to be posted after each examination, count, verification
and comparison, by date, showing for each security the number of

shares of long or short count differences. ALl subsequent adjustments
to the differences posted also have to be posted to this account,

The other amendment to Rule 17a-3, a change in existing clause

(a) (5), requires that the securities record which reflects all long

and short securities positions also reflect the unresolved differences
remaining from each of the required quarterly examinations, counts,
verifications and compariscons, and all subsequent adjustmeunts

thereto, The securities record, being the main accounting record for
the location and movement of securities, should reflect these unresolved
stock differences and the subsequent adjustments, Retention of the
supporting documentation, required under Rule 17a-4(b)(5), is necessary
so that the auditors will have adequate documentation for their review
under the amendments to the audit requirements of Form X-17A-5,

The final change amends Form X~17A5, This change is applicable to
any form of questionnaire used by a member of a national securities
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exchange in lieu of Form X-17A-5. Question 13 is amended to require
reporting of: the value of unresolved differences (long and short),
classified in accordance with the date of their discovery; the value of
long differences scld and short differences bought-in since the previous
annual audit, classified in accordance with the date of their

discovery; the number of securities in which there were long or short
differences; and the total number of securities in which there were
positions a4s of the audit date. Also, the audit requirements are
amended to require the accountant to review and comment on the practices
and procedures employed in complying with Rule 17a-13 and in the
resolution of differences uncovered by the procedures required by

Rule 17a=13.

Deficiencies in the accounting system, internal control and procedures
for safeguarding securities are reflected by material amounts of
unresolved security differences, suspense balances, unverified transfer
items and differences in dividend accounts which represent potential
losses. The extent of such deficiencies or the absence of appropriate
provisions for estimated losses may require the independent public
accountant to qualify or disclaim an opinion on the financial statements,

Rule 172-13 establishes a minimum standard of control over
securities for all subject members, brokers and dealers. The rule is not
intended to discourage the practice of certain brokers and dealers who
examine, count, verify and compare their securities more frequently than
once a calendar quarter, The Commission encourages all brokers and
dealers to meke such additional examinations, counts, verifications and
comparisons as good business practice would require, and as are
necessary and appropriate to comply with the recuirements from time
to time of the self-regulatory organizations,



-4 - 34-9376

STATUTORY BASIS

The Securities and Exchange Commission, acting pursuant to the provisions of
the Securities Exchange Act of 1934, particularly Sections 17(a) and 23(a)
thereof, and deeming it necessary for the exercise of the fuactions vested
in it, and necessary and appropriate in the public interest and for the
protection of investors, hereby adopts Rule 17a-13, amends the existing

Rule 17a-3 and Form X-17A-5, effective January 1, 1972,

THE TEXT OF RULE 17a-13

QUARTERLY SECURITY COUNTS TQO BE MADE BY CERTAIN
EXCHANGE MEMBERS, BROKERS AND DEALERS

(a) This rule shall apply to every member of a nationa! securities exchange
who transacts a business in securities directly with or for others than
members of a national securities exchange, every broker or dealer (other
than a member) who tramsacts a business in securities through the medium

of any member of a national securities exchange, and every broker or dealer
registered pursuant to Section 15 of the Act; except that a broker or

dealer meeting all of the following conditions shall be exempt from the
provisions of this rule:

(1) His dealer transactions (as principal for his own account)
are limited to the purchase, sale and redemption of redeemab’e
shares of registered investment companies or of interests
or participations in an insurance company separate account,
whether or not registered as an investment company; except
that a broker or dealer transacting business as a sole
proprietor may also effect occasional transactions in other
securities for his own account with or through another registered
broker-dealer;

(2) His transactions as broker (agent) are limited to: (A) the
sale and redemption of redeemable securities of registered
investment companies or of interests or participations in an
insurance company separate account, whether or not registered as
an investment company; (B) the solicitation of share accounts
for savings and loan associations insured by an instrumentality
of the United States; and (C) the sale of securities for the
account of a customer to obtain funds for immediate reinvestment
in redeemable securities of registered investment companies; and

(3) He promptly transmits all funds and delivers all securities
received in connection with his activities as a broker or dealer,
and does not otherwise hold funds or securities for, or owe
money or securities to, customers,
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Notwithstsnding the foregoing, this ru'e shall not apply to »~ny
insurance company which is a registered broker-dealer, and which
otherwise meets all of the conditions in clauses (1), (2) and
(3) of this paragraph, solely by reason of its participation,

in transactions that are a part of the business of insurance,
including the purchasing, selling or holding of securities for
or on behalf of such company's general aund separate accounts.

(b) Any member, broker or dealer who is subject to the provisions of this
rule shall at least once in each calendar quarter-year:

(1) physically examine and count all securities held;

(2) account for all securities in transfer, in transit, pledged,
loaned, borrowed, deposited, failed to receive, and failed to
deliver or otherwise subject to his contro! or direction but not
in his physical possession by examination and comparison of the
supporting detail records with the appropriate ledger control
accounts;

(3) verify all securities in transfer, in transit, pledged, loaned,
borrowed, deposited, failed to receive, and failed to deliver or
otherwise subject to his control or direction but not in his
physical possession, where such securities have been in said status
for longer than thirty days;

(4) compare the results of the count and verification with his records;
and

(5) record on the books and records of the member, broker or dealer
al]l unreso'ved differences setting forth the security involved
and date of comparison in a security count difference account no
later than seven business days after the date of each reauired
quarterly security examination, count, and verification in
accordance with the requirements provided in (c¢) hereof,

provided, however, that such procedures need not be carried out by the member,
broker or dealer for the calendar quarter-year during which the date of his
annual report of financial condition {pursuant to Rule {7a-5) falls; and further
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provided, that no examination, count, verification and comparison for the
purpose of this rule shall be within two months nor more than four months
following a prior examination, count, verificetion and comparison made
hereunder.

(c) The examination, count, verification and comparison may be made either
as of a date certain or on a cyclical basis covering the entire list
of securities. In either case the recordation ghall be effected within
seven businesp days subsequent to the examination, count, verification
and comparison of a particular security.- In the event that an examination,
count, verification and comparison is made on a cyelical basis, it shall
not extend over more than one calendar quarter-year, and no security
shall be examined, counted, verified or compared for the purpose of this
rule less than two months or more than four months after a prior
examination, count, verification and comparison.

(d} The examination, count, verification and comparison shall be made or
supervised by persons whose regular duties do not require them to have direct
responsibility for the proper care and protection of the securities or
the making or preservation of the subject records.

(e) The Commission may, upon written request, exempt from the provisions of
this rule, either unconditionally or on specified terms and conditions,
any member, broker or dealer who satisfies the Commission that it is not
necessary in the public interest and for the protection of investors
to subject the particular member, broker or dealer to certain or all
of the provisions of this rule, because of the special nature of
his business, the safeguards he has established for the protection of
customers' funds and securities, or such other reason as the Commission
deems appropriate.

TEXT OF AMENDMENT TO FORM X-17A-5
Form ¥-17A-5 is amended to read as follows: [additions have been underlined]
Question 13 - Other Accounts, etc.

State details (ledger balances, valuations of securities and spot
(cash) commodities; status of future commodity positions; and any

other relevant information) of any acceunts which have not been
included in one of the answers to the above questions. These shall
include: accounts for exchange memberships; furniture, fixtures,

and other fixed assets; valuation reserves; funds provided or deposited
by the respondent as margin in joint accounts; revenue stamps; dividends
receivable, payable, and unclaimed; floor brokerage receivable and
payable, commissions receivable and payable, advances to salesmen and
other employees; commodity difference account; goodwill; organization
expense; prepaid expenses and deferred charges; liability reserves;
mortgage payable; other liabilities and deferred credits; market value
of securities borrowed (other than for delivery against customers’
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sales) to the extent to which no equivalent value is paid or
credited; long security count difference valuationsj short security

count difference valuations:; and other accounts not specifically
mentioned herein.

Note 1. Any liability reported under this question secured by
collateral in any form shall be identified by reference
to the related collateral. '

Note 2. State in a footnote {(a) long security count difference
valuations and short security count difference valuations
classified in accordance with the date of the physical count

- and verification pursuant to Rule 17a-5 or 17a-13 in which

they were discovered, and (b) the value of lomng security count
differences sold and short security count differences bought-
in to resolve differences since the last report on Form X-17A-3
classified in accordance with the date that the related differences
were discovered.

Note 3., State in a footnote the number of securities in which there
were long security count differences; the number in which there
were short $ecurity count differences; and the total number of
securicies in which there were positions as of the audit date.

AMENDMENT TO AUDIT REQUIREMENTS OF FORM X-17A-5 LAdditions have been underlined]

The audit shall be made in accordance with generally accepted auditing standards
and shall include a review of the accounting system, the internal accounting
control and procedures for safeguarding securities including appropriate tests
thereof for the period since the prior examination date. It shall include

all procedures necessary under the circumstances to substantiate the assets

and liabilities and securities and commodities positions as of the date of

the responses to the financial questionnaire and to permit the expression of

an opinion by the independent public accountant as to the financial condition
of the respondent at that date. Based upon such audit, the accountant shall

comment upon any material inadequacies found to exist in: (a) the accounting
system; (b) the internal accounting control; (¢) procedures for safegnarding
securities; (d) the practices and procedures_employed in complying with

Rule 17a-13 and in the resplution of securities differences; and shall indicate
any corrective action taken or proposed.

* * %

£9) Review the practices and procedures employed for the making of the
securities examinatjons, counts, verifications, comparisons and the recordation

of differences required by Rule 17a-13, and the methods emploved in the
resolution of the differences uncovered.

TEXT OF AMENDMENTS TO RULE 17a-3

A new clause is added to Rule 17a-3 ag follows:

17a-3(a) (4)

Ledgers (or other records) reflecting the following:
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(F) All iong and all short stock record differences arising from
the examination, count, verification and comparison pursuant
to Rule 17a-13 and Rule 17a-5 hereunder (by date of examina-
tion, count, verification and comparison showing for each
security the number of shares of long or short count
differences).

Subparagraph (a)(5) of Rule 17a-3 is amended to read as follows:
[additions have been underlined]

A securities record or ledger reflecting separately for each
security as of tue clearance dates all "long" or "short”

positions (including securities in safekeeping) carried by

such member, broker or dealer for his account or for the account of
his customers or partners and showing the location of all securities
long and the offsetting position te all securities short,
including long security count differences and short security count
differences classified by the date of the physical count and
verification in which they were discovered, and in all cases the
name or designation of the account in which each position

is carried,

By the Commission.

Ronald F. Hunt
Secretary



FOR RELEASE Friday, July 30, 1971

SECURITIES AND EXCHANGE COMMISSION
Washington, D. C. 20549

SECURITIES EXCHANGE ACT OF 1934
Release No. 9268

ADOPTION OF RULE 17a-11 AND FORM X-17A-11
UNDER THE SECURITIES EXCHANGE ACT OF 1934

The Securities and Exchange Commission announced today that it has adopted
Rule 17a-11 and Form X-17A-1]1 under the Securities Exchange Act of 1934

(the "Act") to provide the Commission and the self-regulatory bodies

with an adequate and timely flow of information on the fipmancial and
operational condition of broker-dealers. The rule was published for comment
en April 20,.1971, in Securities Exchange Act Release No. 9128. The
Commission has considered the several comments on the proposed rule which
were submitted in response to that release. The rule, as adopted herein,
has been modified to reflect certain suggestions contained in the comments.

The rule has four major provisions. First, it provides that when the

net capital of a broker-dealer is less than required by any capital rule

to which it is subject (in total or relative to the firm's aggregate
indebtedness), immediate telegraphic notice must be given to the Commission
and the self-regulatory organizations to which it belongs, and a report
setting forth the firm's financial condition wust be filed with them
within 24 hours after such net capital deficiency occurs.

Second, the rule provides that when a broker-dealer's net capital computation,
made and recorded pursuant to Rule 17a-3(a)(11), indicates that its aggregate
indebtedness exceeds 12007 of its net capital or that its total net capital
is less than 1207 of the minimum net capital required of it, measured under
any net capital rule to which the firm is subject, the firm must file a
report on Form X-17A-11, furnishing data as to its fimancial and operational
condition. Such report mus: be filed within 15 days after the end of any
month for which the net capital computation showing a net capital ratio in
excess of 12007 {(or total net capital less thaa 1207 of the minimum required)
was made, and within 15 days after the end of each month thereafter until
three successive months have elapsed during which the net capital computation
does not reflect a net capital ratio in excess of 12007 (or total net

capital less than 120% of the minimum required).

Third, the rule provides that, if any broker-dealer subiect to Rule 17a-3
is not making and keeping current the books and records specified therein,
immediate telegraphic notice of that fact, specifying the books and records
not made or kept current, must be given to the Commission and the self-
regulatory organizations to which it belongs. Within 48 hours thereafter,
the broker-dealer must file a written report stating what steps have been
taken to correct the situation.
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Pourth, the rule provides that any self-regulatory body which learns that o
a member firm has feiled to give a:notice or file a report as required by
the rule must itself give notice of that facr. o

Form X-17A-11, which is designed to furnish the Commission and the self-

regulatory bodies with financial and operational information on firms

experiencing problems, consist of two parts, Part 1 requests the data

called for by the NASD Form Q questionnaire, which all NASD members :

are required to fill in on a routine basis quarterly. Part II requests L
specific data which has proven to be of significance in the past with g
regard to brokerage failures.

To meet comments which pointed out the need to maintain surveillance

of brokers whose net capital was close to the minimum required by the
applicable net capital rule, and not merely of brokers whose net capital
ratio was close to the ceiling permitted, paragraph (b) of the proposed

T rule was modified to require a monthly report from firms whose net capital
' was 1 :8 than 120% of the minimum required. To meet comments suggesting

} the v~ d for clarifying the requirement that brokers file a report of

o "financial condition" within 24 hours of falling into net capital

' violation, paragraph (a)(2) of the proposed rule was modified to specify
the financial information required, which ianformation is substanttially
the same as that required under Rule 17a-5(3j) for the firms which cease. to fig

be a member in good standing of a national securities exchange. ool

The Commission expects that the requirement in paragraph (e) of the rule
that all notices and reports be filed not only with the Commission but
also with the appropriate self-regulatory bodies will materially increase

the interchange of information and the co-ordination of action with
respect to filiog fimms,

The rule will become effective on September 15, 1971. Copies of Form X-17A-11
may be obtained on request, on or after the effective date, from the Publications

5 Division, Securities and Exchange Commission, Washington, D. C. 20549 or from
: Any ol its Regional Offices,




g

STATUTORY BASIS : 34-9268

The Securities and Exchange Commission, acting pursuant to the provisions

of the Securities Exchange Act of 1934, particularly Sections 8(b), 15{(c)(3),
17(a) and 23(a) thereof, and deeming it necessary for the exercise of the
functions vested in it, and necessary and appropriate in the public

interest and for the protection of investors, hereby adopts Rule 17a-11

and its accompanying Form X-17A-11, effective September 15, 197%.

TEXT OF RULE 17a-11

Rule 17a-11, Supplemental Current Financial aund Operational Reports to

be Made by Certain Exchange Members, Brokers, and Dealers

(a) Every broker, dealer or member of a national securities exchange
or of a registered securities association, subject to Rule 15c3-1
or to a net capital rule of a national securities exchange or
registered securities association, whose net capital at any time
is less than the minimum required by any capital rule to which
such person is subject, shall:

(1) give telegraphic notice as set forth in paragraph (e) hereof

: that such person's net capital is less than is required by
any such capital rule, identifying the applicable net capital
rule or rules. The notice shall be given on the same day
that such person's capital becomes less than required by any
of the aforesaid rules to which such person is subject; and

(2) within 24 hours thereafter file a2 report of his financial
condition as of the date which required the giving of the
notice im subparagraph (a){l) hereof. Such report of
financial condition shall consist of:

{A) A proof of money balances of all ledger accounts in the
form of a trial balance;

(B) A computation of aggregate indebtedness and net capital
made in accordance with Rule 15c3-1;

(C) An analysis of the aggregate market value of fully paid
securities in customers' security accounts not segregated
showing the location of such securities;

(D) Ledger net credit balances of money borrowed from banks,
trust companies and other financial institutions and from
others, which are fully or partially secured by securities
carried for the account of any customer, showing, for each
loan, an analysis of the market value of all collateral
for such beorrowings by source of collateral, stating
separately the market value of: (a) securities carried for
the accounts of customers, (b) securities owned by the

B
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brokef or dealer or by any generadl or special partner o
B or any director or official of such broker or dealer ud
' and (c) any other securities

(E) The aggregate amount of customers' ledger debit balances;

(F) The aggregate amount of customers’ credit balances, stating
the amount of free credit balances separately; and

(G) The approximate number of customer accounts and the date business
was suspended, (If business is continuing, state specifically
the nature of the business being conducted.)

(b) If a computation made and recorded by a member, broker or dealer
pursuant to the requirements of Rule 17a-3{a){(11) shows that his
aggregate indebtedness is in excess of 1,200 per centum of his
net capital, or thar his total net capital is less ‘than 120 per
centum of the minimum net capital required of him, such person
shall file a report on Form X-]17A-11 within 15 calendar days
after the end of the month for which such computation was required
| to be made and recorded, and within 15 calendar days after the
) end of each month thereafter until! three successive months shall
have elapsed during which his aggregate indebtedness does not exceed
1,200 per centum of his net capital, and his total net capital B
does not fall below 120 per centum of the minimum net capital required fﬁ}

P L .

of him.

(¢} At any time when a member, broker or dealer subject to Rule 17a-3
fails to make and keep current the books and records specified
therein, he shall immediately give telegraphic notice of such fact,
specifying the books and records which have not been made or which
are not current, and within 48 hours of the telegraphic notice
tile a report statlng what steps have been and are being taken
to correct the situation.

i (d) Whenever any national securities exchange or national securities
association learns that a member, broker or dealer has failed to
file a notice or file a report as required by paragraphs (a), (b)

or {c) of this rule, such organization shall immediately report such
failure as provided in paragraph (e) of this rule.

(e} Every notice and report required te be given or filed by this rule
shall be given to or filed with the principal office of the Commission
in Washington, D. €., with the Regional Oifice of the Commission for
the region in which the member, broker or dealer has his or its

; principal place of business, and with each national securities

j exchange and registered securities association of which such person is

¥ 4 member.

By the Commission.

| Theodore L. Humes
1 Associate Secretary




For RELEASE February 20, 1970

SECURITIES AND EXCHANGE COMMISSION
Washington, D, C. 20549

SECURITIES EXCHANGE ACT OF 1934
Release No, 8825

ADOPTION OF AMENDMENT OF BROKER-DEALER FORM X-17A-5
UNDER THE SECURITIES EXCHANGE ACT OF 1934

On May 8, 1969, in Securities Exchange Act Release No. 8601, the Commission
published a proposal to amend Note 2 to Guestion 4 of Form X-174-5 to re-
quire that the separate list of securitles transactions in the "Securities
failed to deliver' account outstanding 30 days or longer be classified in
accordance with the period such transactions have been outstanding. In
order to conform the reporting requirements of the note to a recent amend-
ment of Rule 15¢3-1 */ (the net capital rule) providing for certain speci-
fied deductions on outstanding items in the failed to deliver account, it
was proposed that the transactions be classified according to the length
of time that they have been outstanding: 30 to 39 calendar days; 40 to 49
calendar days; 50 to 39 calendar days; and 60 or more calendar days. Form
X-174-5 specifies certain financial information required to be filed as

of a date within each calendar year by members of national securities ex-
changes and certain other brokers and dealers.

Comments which have been received did not object to the proposal but

raised a question as to the need for the detailed listings of money balance
and security valuation of each security transaction outstanding 30 days or
longer included in the total reported as securities failed to deliver and
securitieg failed to receive under Questions 4.B. and 4.D., respectively,
of Form X-17A-5. The comments stated that the requirement for detailed
listings imposed a substantial burden of preparation and that the infor-
mation was of minimal wvalue,

After consideration of the comments received, the Commission has decided
to eliminate the requirement for detailed listing of failed transactions
outstanding 30 days or longer and to adopt the proposed amendment of

Note 2 in a modified form. Note 2 as revised requires that the total
money balance and security valuation of security transactions outstanding
30 days or longer included in Question 4.B., Securities falled to deliver,
and Question 4.D., Securities failed to receive, be reported separately

or in a note and that the amounts reported as securities falled to deliver
be classified in accordance with the periods that they have been out-
standing.

*/ Securities Exchange Act Release No. 8508, January 30, 1969,



Statutory Basis

The Securities and Exchange Commission, acting pursuant to the provisions
of the Securities Exchange &ct of 1934, particularly Sections 17(a) and
23(a) thereof, and deeming it necessary for the exercise of the functions
vested in it, and necessary and appropriate in the public interest and
for the protection of investors, hereby amends Note 2 to Question 4 of
Form X-17A-5 as set forth below, effective February 20, 1970.

Text of the Amendment

Note 2 to Cuestion 4 of Form X-17A-5 is hereby amended to read as follows:

2. State separately or in a footnote the totals of ledger
debit balances; ledger credit balances; long security wvalua-
tions; short security valuations, for transactions outstanding
30 calendar days or longer included in the answers to Question
4,B. (Securities Failed to Deliver) and Question 4.D. (Securi-
ties Falled to Receive)., The amounts reported for Question 4.B.
shall be classified in accordance with the period that the
transactions have been outstanding: 30 to 39 calendar days;

40 to 49 calendar days; 50 to 59 calendar days; and 60 or more
calendar days.

By the Commission,

Orval L. DuBois
Secretary



FOR RELEASE Thursday, Janudry 27, 1972

SECURITIES AND EXCHANGE COMMISSION
Washington, D. C. 20548

Securities Exchange Act of 1934
Release No. 4464

RESPONSIBILITIES OF REGISTERED
BROKER-DEALERS WITH RESPECT TO
THEIR TINANCIAL AND OPERATIONAL
CONDITION,

The Commission on December 28, 1971 submitted to the Congress its
"STUDY OF UNSAFE AND UNSOUND PRACTICES OF BROKERS AND DEALERS"
pursuant to Section 11l(h) of the Securities Investor Protection
Act of 1970 ("Study'"). This Study documents the severe financial
and operational problems experienced by the securities industry
generally in the period 1968-1970 and certain broker-dealers in
particular. The Study noted that a contributing factor to these
problems may have been the inability or reluctance of management
of troubled firms to identify and promptly resolve finamcial and
operational problems.

The Commission has recommended certain legislative changes to
strengthen its ability to oversee compliance with and enforcement
of the Federal securities laws by broker-dealers., The Commission
also has received a special supplemental appropriation from
Congress to undertake a rapid and significant expansion of
personnel in its Washington and Regional Offices. The new
personnel will be responsible primarily for carrying out more
extensive and more frequent inspections of broker-dealers in
accordance with the inspection program for overseeing compliance
by broker-dealers with the Securities Exchange Act of 1934
outlined by the Commission in the Study.

Consequently, the Commission is hereby advising registered broker-
dealers of its expanded and intensified inspection and review
program and reminding them of their ongoing responsibility to
comply with the financial, recordkeeping and reporting require-
ments specified in Sections 8, 15 and 17 of the Securities
Exchange Act of 1934, and the rules and regulations promulgated
thereunder, in particular Rules 8c-1, 15c¢2-1, 15¢3-1, 17a-3 and
17a~5, and alsoc 17a-5(j) and 17a-11. Meticulous adherence to
these requirements is essential for the protection of investors,
as well as for the proper functioning of the securities industry.

The Commission will take prompt action to insure compliance with
these rules and regulations, and the failure of broker-dealers
to comply may result in revocation of their broker-dealer
registrations.



UNITED STATES
SECURITIES AND EXCHANGE COMMISSION

500 NORTH CAFPITOL STREET WASHINGTON, D. C. 20%54%

Information on Registration and Regulation of
INVESTMENT-ADVISERS

DIVISION OF TRADING AND MARKETS - SECURITIES AND EXCHANGE COMMISSION

GENERAL REQUIREMENTS - REGISTRATION

The Investment Advisers Act of 1940 was enacted by Congress upon a
finding that the activities of persons in the business of furnishing
investment advice or investment advisory materials through the use of
the mails or any means or instrumentality of interstate commerce were of
national concern because 0f their effect on the securities markets, inter-
state commerce, the national banking system, and the national economy,
and that it was accordingly necessary to regulate such activities. Ome
of the central elements of the regulatory program is the requirement that,
unless exempt, such persons should become registered with the Securities
and Exchange Commission as investment advisers.

WHO IS AN INVESTMENT ADYISER

With certain exceptions, the term "investment adviser” is defined in.
Section 202(a) (11} of the Act to include, *. . . [Alny person who, for
compensation, engages in the business of advising others, either directly.
or through publications or writings, as to the value of securities or as
to the advisability of investing In, purchasing, or selling securitles, or
who, for compensation and as part of a regular business, issues or promul-
pates analyses or reports concerning securities." This is a very broad
definition and applies not only to persons who make recommendations con-
cerning securities, but alsoc to person whose analyses, reports or other
materials are to be used by others in making decisions as to what securi-
ties to buy or sell or when to buy or sell them.

REGISTRATION REQUIREMENTS

Section 203(a) prohibits any investment adviser, unless exempt, from
using the mails or any means or instrumentality of interstate commerce in
connection with his Investment advisory business, unless registered with
the Commission, Section 203(d) sets out the bases on which registration
may be denied or revoked.

APPLICATION FOR REGISTRATION

Application for registration is made by filing twe executed copies of
Form ADV with the headquarters office of the Commisgion in Washington, D.C.
The application for registration as an investment adviser seeks information
concerning the nature of the investment adviser's business; the background,
education and experience of the principals, controlling persons amd em-
ployees of the investment adviser firm; and whether the applicant and per-
sons assgclated with him meet statutory requirements.




EXEMPTIONS FROM REGISTRATION . §

Section 203(b) provides certain limited exemptions from registration,
0f particular interest is the exemption contained in paragraph (3) of Sec-
tion 203(b) for those investment advisers who during the course of the
preceding 12 months have had fewer than 15 clients (i.e., 14 clients or
iess) and who do not hold themselves out generally to the pu*lic as ir-
vestment advisers., This provision is of very limited application and
would not be avellable unlegss both conditions centained therein are met.
Thus, even If an investment adviser has fewer than 15 clients, this ex-
emption would not be available if he holds himself out to the public as
i an investment adviser in any mauner, The maintenance of a listing as an
: investment adviser in a telephone, business, bullding or other directory,
or the expression of willingness to existing clients or others to accept
new clients, or the use of a letterhead indicating any activity as an
investment adviser, would be Included among the acts that would consti- .
tute a holding out to the public as an investment adviser and make the
exemption contained in Section 203({b) (3) unavailable,

BOOKS AND RECORDS - INSPECTIONS

_ Section 204 and Rule 204-2 thereunder provide for the making, preser-
i vation, and inspection of certain specified books and records.

PROHIBITED CONTRACTUAL AND FEE PROVISIONS

'; Section 205 requires comtracts to contain certaln provisions, and pro- iug
! hibits a fee arrangement based on capital appreciation of a client's funds.

RESTRICTION ON USE OF TERM “INVESTMENT COUNSEL"

Section 208{(c) prohibits a registered investment adviser from using
the term "investment counsel,’ unless his principal business consists of
acting as an invegtment adviser and a substantial part of his business
conslsts of rendering "investment supervisory services" as that term is
defined in Section 202(a) (13} of the Act.

ANTI-FRAUD PROVISIONS

Section 206 prohibits fraudulent activities by investment advisers.
This section applies to all investment advisers whether or not required
to be registered. Rules 206(4)-1 and 206(4)-2 thereunder are concerned
regspectively with advertisements of investment advisers and their custody
or possession of clients' funds or securities.

Section 206 and the other applicable anti-{fraud provisiens of the .
federal securities laws (namely, Section 17 of the Securities Act of 1933
and Section 10(b) of the Securities Exchange Act of 1934 and Rule 10b-5
thereunder} prohibit misstatements or misleading omissions of material
facts and fraudulent acts and practices in connection with the purchase
or sale of securities or the conduct of an investment advisory business.
An investment adviser is a fiduciary who owes his clients undivided loy-
alty, and is prohibited from engaging in activity in conflict with the
interest of any client, Every investment adviser should familiarize him-

i
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self with the opinion of the Supreme Court in S.E.C. v. Capital Gains
Research Bureau, Imc., 375 U.5, 180 (1963). 1In this case the Supreme
Court held that "scalping' by an investment adviser involves a violationm
of Sections 206(1) and (2) of the Investment Advisers Act. Generally
speaking, "scalping" refers to the practice whereby an investment adviser
effects transactions for his own account in a security shortly before rec-
ommending the purchase or sale of that security to his clients and then
shortly thereafter effects further transactions for himself to profit from
the market activity in the security resulting from his recommendation.

RESPONSIBILITY FOR COMPLIANCE - SEC ASSISTANCE

Although attention has been directed to selected provisions of the Act
and Rules, this is not to be regarded as relieving any iovestment adviser
from complying with all regulatory provisions applicable to his conduct at
any given time. The staff of the Securities and Exchange Commission is
available to investment adviser applicants and registrants to discuss prob-
lems with regard to the registration and other provisions of the Investment
Advisers Act which may pertain to specific proposed activities. You may
find it convenient to contact the Regional or Branch (Office of the Commis-

sion in your area. A list of these offices is attached for your conven-
ience, '

STATE REQUIREMENTS

Many states have their own requirements with respect to persons con-
ducting business as investment advisers within that state. Information
with respect to the requirements of zny particular state should be ad-
dressed to the appropriate official in that state.




ZOWE 1-

ZONE 2-

ZONE 3-

ZONE 4.

REGIONAL. AND BRANCH OFFICES

New York and New Jersoy
26 Federal Plaza
New York, New York 10007

Maine, New Hampshire, Vermont, Massa-
chusetts, Rbode Island, wand Connecticut:
Suite 2203, John F. Kennedy Federl Bldg.,
Government Center, .
Boston, Mussochusetts (2203

Tennessee, Virgin Islands, Puerto Rico, North
Carolina, Alabama, South Carolina, Ueorgla,
Florida, Mississippi, and that part of loui
siana lying easi of the Atchalalayan River:
Suite 138, 1371 Peachtree Street, N. E.,
Atlanta, Geergin 30309

BRANCH:

Room 1504, Federal Oifice Buildiﬁg, 51 S.W.
Fitsl Ave.,
Miami, Floride 33730

Michigan, (dhin, Kentucky, Indiana, linois,
Wisconsin, Minnesota, lowa, Missouri, and
Kansas City (Kensas)  Room 1708,
Everett McKinley Dirksen Building, 219
South Dearborn St.,

Chicago, llinois 0604

BRANCHES:

Federal Office Building, Room #8949, 1240 East
gth at Lakeside,

Clevelond, Ohic 44199

1044 Federal Ruilding
Detroit, Michigan 48224

Rouvm 145%, 210 North Twelfth Street
St. Lovis, Missouri 63101

SEC 002 {71t

ZOME 5-

ZONE &-

ZONE7-

ZONE 8-

ZONE 9-

Oklahoma, Arkunzas, Fexas, that part of Loui-
ziana lying west of the Atchafulaya River,
znd Kansas (except Kanszas City): 503 1. 8.
Court Howse, 1(th & Lamar Sts.,

Fort Worth, Texas 76102

BRANCH:

Room 2606, Foderal Otfice & Couwrts Bldg.,
515 Rusk Avenue,
Hous!on, Texas 77002

North Dakota, Soeth Dakata, Utah, Wyoming,
Nebruska, Colorado, and New Mexico: 7224
Federal Building, 1961 Stout Street,
Denver, Colorado 80202

BRANCH:

Federal Reserve Bank Builling
Third Floor, 120 Suvuth State Street
Salt Lake City, Utch 84111

Nevada, Anzona, California, Hawaii and Guam:

450 Golden Gate Avepue, Box 30042,
San Franscisco, Colifornin 94102

BRANCH:

Room 1043 11, 5, Court Housge
312 North Spring Street

1oz Angeles, Caolifarnie #0012

WMuntana, i{dahn, Washington, Oregon,  oend
Alaska: 900 Hoge Building,
Seattle, Washingten %8104

Peonsylvania, Delaware, Maryland, Virginia,
West Virginia, and District of Colembia:
Ballston Ceptre Tower No, 13

4015 Wilson Boulevard

Arlington, Virginia 22203

i




STUDY OUTLINE
FOR THE

| -y SECURITIES AND

EXCHANGE
COMMISSION
GENERAL SECURITIES
EXAMINATION

~ SECURITIES AND EXCHANGE COMMISSION
o WASHINGTON, D.C. 20549



L

STUDY OUTLINE FOR THE
SECURITIES AND EXCHANGE COMMISSION
GENERAL SECURITIES EXAMINATION

Section 15(b)(8) of the Securitics Exchange Act of 1934 gives the
Commission authority by which it may “‘appropriately classify
brokers and dealers and persons associated with brokers and dealers
(taking into account relevant matters, including types of business

“#a, done and nature of securitics sold)"’ and *“require persons in any sach
‘)class 10 pass examinations.’

The Special Study of Securities Markets, transmitted to Congress
by the Commission in 1963, recognized the qualifications exami-
nation as a ""basic regulatory control in respect to competence.”
The prevailing practice of the majority of State and self-regulatory
bodics in requiring the completion of a general securities examination
as a prerequisite for entry into the securities business by salesmen
and others gave added impetus to the adoption by the Commission
of Ruile 15b8-1.

Rule 15b8-1 prohibits any nonmember broker or dealer, as defined
by the rule, from effecting any transactions over-the-counter unless
every associated person within certain defined categories has success-
fully completed a gencral securities examination covering a ““core
of basic subjects.” '

The General Securities Examination which is administered to
associated persons of nonmember brokers and dealers is designed to
determine the extent of the applicant’s knowledge of subjects
considered essential to his work. This Study Outline has been
prepared with 2 view toward aiding associated persons in their
preparation for the General Sccurities Examination by highlighting
those subject areas which form the basis for the examination
questions. It should be used in conjunction with the Training
Guide and the bibliographic materials suggested.




STUDY OUTLINE FOR QUALIFICATION EXAMINATION

I. Fundamentals of Sccarities

A. Elements of Finance—Basic concepts and definitions of
terms in the fields of corporation finance and accounting,
taxation, money and banking, and public finance.

1. Corporation Finance and Accounting

. Bonds, general

Serial bonds

Premium Revenue bonds
Discount Retirement of bonds
Debenture bonds Coupons
Convertible bonds income bonds
Mortgage bonds

. Guaranteed stocks and

Voting -

Collateral trust certificates

bonds Voting trust certificates
Sinking fund
. Capitalization Amortization
Asset value Depletion
Gross capital Depreciation
Funded debe Retained catnings
Net tangible asset Good will
value Book value
Stated valuc Diversification
Fiscal year Current assets
. Rights of stockholders  Proxies
Liability of stock- Precmprive rights
holders

a. Common Stock— Righes
authorized, out- Warrants
standing, unissued Splits
Treasury stock When issued
Preferred stock Dividends
Par value Stock dividends
Equity Bearer and registered
Equity security certificates
Market value
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f. Stock registrar
Street name

Transfer agent

2. Analysis and Interpretation of Financial Starements

The income statement

Managerial performance

Evaluation of reported
earnings

laoventory

Contingencies

Earnings

Margin of profit

Pricc-carnings ratio

Operating profit

The balance sheet

Capiral structure

Capital gains
Dividend tax credit and
exclusion

Short and long-term gains

Realization of gains
Five-year carryover
Establishing a sccurities
tax loss or gain
Tax-xempt securities

4, Money and Banking

Role of the U.S. Treasury
and the Federal Reserve
in the monetary system

Changes in interest rates

The Analysis of Sccurities

Risk

Working capital

Current ratio and standard
minimum

Acid test

Cash holdings

Total sales to merchandise
inventory

Operating deficit

- Taxation—Definitions and Basic Concepts

Double taxation of
dividends

Gifts in anticipation of
death

Passing of securities at
death to estate at
current market value

Transfer tax rates

Referring legal
questions to counsel

Definition of bills, notes,
commercial paper, call
loans to brokers, prime
rate

1. Sources of Financial Information

2. Industry Analyses




3. Factors in Stock Analysis

Growth stock - Leverage analysis
Blue chip Mergers
Special situation Consolidations
Income stock and defensive Refinancing

issue concepts and Recapitalization

standards Receivership or :
Investment vs. speculation  reorganizacion Y
Stock valuation "“Watered stock” }

4. Corporate Senior Securitics

Anpalysis and standards for corporate bonds, preferred
stock, income bonds, and guaranceed stocks

Effect of premium and Appraisal of conversion
discount on yield privilege
Bond ratings Callable provisions
Convertible bond price -
correlation to stock or
bond market

5. Governments

Analysis and standards for Federal, state, municipal and
statutory authority bonds _
Comparative yiclds Definition of Treasury
Investment appeal of bills and notes
Treasury notes and Series E bonds
certificates
Tax status [p

6. Market Analysis %

Popular short and long- Popular stock indexes
term forecasting
systems

11. Securities Markets

A. Comparative Markets

1. Kind of businesses whose securities are traded on the
principal national securities exchanges and over-the-
counter markets i




2. Naturc of cach securities market (auction, negotiated,
ete.)

B. Investinent Banking

Functions of the investment  Stabilization

banker Competitive bidding
Underwriting procedures Best efforts
Primary and sccondary Private vs. public
distributions offerings
“Red herring’’ or preliminary .
prospectus

lndication of interest
Buying syndicates

C. Over-the-Counter Trading

How over-the-counter market 'The National Daily

operates Quotation Service
Types of securities traded ("'Pink Sheets,”” etc.)
Agency and dealer relation- “'Boiler Room™

ship with customers
Quotarions spread

D. Foreigo Securities
E. Arbitrage

Ifl. Investment Companies

} A. Applicable Law

1. Securities Act of 1933 provisions covering registration,
prospectus and sharcholder report

2. Securities Exchange Act of 1934—provisions covering
proxies and periodic reports of portfolio changes

3. Investment Company Act of 1940

Definitions and provisions
=Y “Regulated investment company”’
) } Maintaining the public offering price




4. SEC Statement of Policy—and published interpretations
of Statement of Policy

Rates of return Cost averaging and
Capital gains vs. income coptractual plans
Explanation of risks Sales commissions

Government regulation
Custodial services
Redemption
Comparisons
Management claims
Continuous investment

programs

5. Internal Revenue Code

a. Passing through of taxation of dividends paid to and
capital gains realized by mutual funds

b. Required dividend and interest payout
¢. Capital gains distribution

d. Individual reporting of income and gains from mucual
funds

Sources of information
1. Prospectns
2. Annual Reports

3. Newspaper Price Tables

Fundamentals of Investment Companies

1. Understanding of Terms such as:

Capitalization Custodians

Fund appreciation Dividend and capital
Unrealized appreciation gains distribution
Leverage Custodian charges
Minagement Custodian or trustce fee -




Management fees Sponsor .
Operating costs Net investment income A T SN

Expense ratio

2. Types and Characteristics

a. Diversified common stock

b. Balanced

c. Income

4. Bond and Preferred stock
3. Purchases and Sales—Open-End Investment Companics

a. Selling charges
Purchase by dollar 2mounts
Quaantity discounts
Dollar cost averaging

b. Changing number o Methods of issue and
shares ' redemption
Basis for offering and ~ Marketabilicy
redemption price

¢. Automatic dividend reinvestment

d. Accumulation plans

(1) Level charge-open account (voluntary plan)
Life insurance features
Liquidation provisions

(2) Prepaid charges-—contractual
Penalty of front-cnd load
Fixed period
Specified payment or investment
Life insurance feature
Liquidation provisions

(3) Regular withdrawal plans

§
E




IV. Federal Laws

A. Sccuritics Act of 1933
~ Prospectus
False statements
Secret profits
Improper sales of securities
Sales of unregistered securities

B. Securities Exchange Act of 1934

Section 3(a)(12) exempt securities

Section 15(b)Y(1)~(3)--registration of brokers and dealers

Section 10—rcgulation of the use of manipulative and de-
ceptive devices ' '

Section 9-—manipulation, wash sales, inducing purchases
or sales, false and misleading statements, unlawful use
of puts, calls, and other options

Section 15A~-{Maloney amendment)

Section 15c(1)— manipulation, deceptive or fraudulent
devices or contrivances

Scction 26--unlawful representation

C. Regulation T; Regulation U
V. State Laws
A. Blue Sky

B. Prudent Man Rule




REFERENCES FOR
GENERAL SECURITIES EXAMINATION

Unless otherwisc noted, copies of the following books and
reference material should be obtained directly from the pub-
lisher indicated below or from a book store.

. A standard text on Corporatton Finance may be used in reviewing
definitions of basic terms, e.g., Barnes and Noble College Qutlinc
Serics, Corporation Finance, New York: Barnes and Noble, Inc.,
$1.75. Order from Barnes and Noble, Inc., 105 Fifth Avenne,
New York, N.Y., 10003.

. Loll, L. M, Jr., & Buckley, J. G. The Qver-the-Counter Sceurities
Markets: A Review Guide. Englewood Cliffs, N.J.: Prentice-Hall,
Inc., 1967. $8.95. Quantity pricc and discount available for
training purposes. Order from Prentice-Hall, Inc., Englewood
Cliffs, N J., 07631.

. Leffler, G. L. Revised by L. C. Farwell. The Stock Marker (3d
ed.) New York: Ronald Press, 1963. $8.50. Order from Ronald
Press Co., 15 East 26th Street, New York, N.Y ., 10010.

. Jordan, D. F. & Dougall, H. E. Investments (7th ed.) Englewood
Cliffs, N.J.: Prentice-Hall, Inc., 1960. $9.75. Quantity price
and discount available for training purposes. Order from
Prentice-Hall, Inc., Englewood Cliffs, N.J., 07631.

. Loeser, J. C. The Quver-the-Counter Securities Marker. New York:
National Quotation Bureau, Inc., 1940. $2. Order from
National Quotation Bureau, Inc., 46 Front Strect, New York,
N.Y.

. Graham, B. & McGolrick, C. The Interpretation of Fimancial
Statements. (Rev. ed.) New York: Harper & Bros., 1964.
$2.95. Order from Harper & Bros., 49 East 33d Street, New
York, N.Y. o




SUPPLEMENTAL READINGS

7. Wiesenberger, A. Imvesrment Companies. New York: Arthar
Wiesenberger & Co., $40, includes quarterly supplements on
performance. Order from Arthur Wiesenberger Services, Divi-
sion of Nuveen Corporation, 61 Broadway, New York, N.Y.,
10006.

8. Loss, L. Secwritier Regulation (2d ed.) Boston: Little, Brown L
& Co., 1961, 3 vols. $60. Order from Little, Brown & Co., i

34 Beacon Street, Boston, Mass,, 02106,

9. Investment Bankers Association of America. Fandamentals of
Manicipal Bondr, Washington, D.C.: $3. Order from Invest-
ment Bankers Association of America, 425 13th Street NW.,
Washington, D.C., 20004.

PP Y

L5 GOVERNMENT PRINTING OFFICE: 1967 O—281-664
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SUITABILITY QUTLINE

1

Distinction Between Fraud Concept and the Unethical
Practice Cancept

There are innumerable fact situations in which an investor could
be sold a security which is unsuited to his financial status and needs.
In many situations, the anti-fraud provisiaons of the Federal Securities
Laws would be violated, and some of these may give rise to a common law
cause of action. Where a fraud has been committed it may also involve
a violation of the applicable rules on suitability. However, the

i/ 2/
suitability rules of the NASD and the SEC were intended to cover

situations even where fraud is not involved. 1In short, the rules go

beyond fraud concepts.

11

Application of the Anti-Fraud Provisions
of the Federal Securities Laws

"(Trhe obligation imposed by the anti-fraud provisions of the

securities acts are not limited to those recognized in conventional

1/ Art. III, Sec. 2, NASD Rules of Fair Practice.

2/ Rules 15bl0-3 and 15bl0-6 under the Securities Exchange Act of 1934.



37
common- law fraud doctrines." Cohen and Rabin, Broker-Dealer Selling

Fractice Standards, 29 Law and Contemporary Problems 691 702 (1964).

The Supreme Court has noted that '"the doctrines of fraud and deceit
which developed around transactions involving land and other tangible
items of wealth are ill-suited Lo the sale of such intangibles as advice
and securities and that accordingly, the doctrines must be adapted to the

merchandise in issue". §8.E.C., v Capital Gains Research Bureau, Inc.,

375 L. 5. 180 (1963},

In the development of fraud law under the federal securities laws,
two general theorics have evolved to rationalize the duties of broker-
dealers to rtheir customers -- the “shingle' theory and the "trust and
confidence' theory.

1. Shingle Theory. When a dealer who acts as a principal for his

own account rather than an agent (broker) '"hangs out his shingle" he
impliedliy represents that he wili deal fairly with the public and the

disclosure obligation and other duties he assumes arc in many respects

3/ CLommon Law Bases. (a) Under the common law of torts, where a seller,
possessed of expertise or special knowledge which the purchaser lacks
expressly represents that his recommendations are suitable and Yeither
knew or intended it to be falsc, or made the representation with
reckless disregard of the facts," the seller is liable for the damages
resulting from the sale. Anderson v. Knox, 297 F. 2d 702, 721 (9Yth
Cir. 1961), cert. denied, 370 U. 8. 915 (1962); guoting Restat ement
of the Law of Torts y542(a) and Harper and James, The Law of Torts,
§78. (b)) Under the commen law of agency, an agent has a duty to give
his principal timely notice of all material facts coming to his
knowledge and "teo conduct himself with the utmost loyalty and fidelity
to the interests of his principal, and not to place himself or
voluntarily permit himself to be placed in a pesition where his cwn
interests or those of any other person whom he has undertaken to
represent. may conflict with the interests of his principal®. Mechem,
Outlines of the Law of Apencyv, 44345, 372 (4th ed. 1952). See Opper
v. Hancock Securities Corp., 250 F. Supp. 668 (S. D. N. Y. 1966).




similar to those he would have if he were gcting as an agent (broker).

Duker & Duker & S.E.C, 386, 38B-89 (1939). See also, Charles Hughes &

Co., Ine. v. S,E.C.,, 139 F. 2d 434 (2d Cir. 1943), cert. denied 321 U. 5.

786; E. M. Roliins & Sons, Inc. 18 S,E.C. 347, 362 (1945); Carl J.

Bliedung, 38 S.E.C. 518, 521 (1958); Mac Robbins & Co., 41 S.E.C. 116

(1962); J. Logan & Co., Sec. Ex. Act Rel. No. 6848 (July 9, 1962).

2. Trust and Confidence Theory. When a dealer permits a refationship

of trust and confidence to develop between himself and his customer, he is
bound by fiduciary principles and must act in his customer's best interests
anc disclose all information adverse to his customer. Looper & Co.,

38 5.E.C. 294, 300 (1958); Mascon, Moran and Company, 335 $.E.C. B4 (1953});

Ramey Kelly Corporation, 39 S.E.C. 756 (1960}.

3. On the basis of the shingle theory and the trust and confidence
theoryv the Commission has held that the anti-fraud provisions were violated
in several situations where an unsuitable security was offered or sold.
This has occurred in "churning," "boiler-room," excessive mark-up, and

fraudulent misrepresentation cases.

FRAUDULENT MISREPRESENTATIONS:

Shearson, Hammill and Co., Securities Exchange Act Release No. 7743

(November 15, 1965}, p. 22.

The Ramey Kelly Corporation, 39 S.E.C. 756; 759-60 (1960).




BOILER-ROOM CASES:

J. A. Winston & Co., Tnc., Securities Exchange Act Release No.

7337 (June 8, 1964), p. 4.

Ross Securities, Inc., Securities Exchange Act Release No. 7069

CApril 30, 1963), p. 7.

Alexander Reid & Co., lnc., Securities Exchange Act Release No.

7016 (February 7, 1963), pp. 3-5.

B. Fennekohl & Co., Securities Exchange Act Relcase No. 698

( September 18, 1962), p. 6.

MacRobbins & Co., Inc., Securities Exchange Act Release No. 6846

Culy L1, 1962), p. 4.

N. Pinkser & Co., Inc., Securities Exchange Act Release No. 6401

(October 21, 1960), pp. 7-8.

Barnett & Co., Inc., 40 S.E.C. 1, 4 (1960).

Best Securities, Inc., 39 S.E.C. 831, 933-34 (1960).

CHL RNING:

Revpolds & Co,, et al., 39 S,E.C. 902 (1960).

Looper and Company, 38 S.E.C. 294 (1938).

R. H. Johnson and Company, et al., 36 S.E.C. 467 {19535).

EXCESSIVE MARK-UPS:

William Harrison Keller, Jr., 38 S.E.C. 900, 905 (1959},

Carl J. Biiedung, 38 S.E.C. 518 521 (1958).
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SULITABILITY RULES

A NASD Suitability Rule

"In recommending to a customer the purchase, sale or exchange of
any security, & member shall have reasonable grounds for believing that

the recommendation is suitable for such customer upon the basis of the

facts, if any, disclosed by such customer as to his other security hold-

ings and as to his financial situation and needs.'" Art, II11, Sec. 2, NASD
Rules of Fair Practice.
NASD proceedings under its suitability rule involve fact situations

which for the most part fit the typical "boiler-room," “churning," or

excessive mark-up pattern, See NASD District Business Conduct Committee

for District No. 12 v. Robert Martin & Co., Inc. et al {November B, 1962)

(boiler-room); First Securities Corporaticn, 40 S.E.C. 389 (1961} (churning);

Beren & Co., 40 S.E.C. 217 (1960) (mark-up).
The leading case involving the NASD suitability rule is Gerald M.
Greenberp 40 S.E.C. 133 (1960). The release is entitled Greenberg and

Lecpold, Securities Exchange Act Release No. 6320 (July 21, 1960).

B. S.E.C. Suitability Rule

Rule 15bl0-3 provides:
Every nonmember broker or dealer and every associated persen who
recommends to a customer the purchase, sale or exchange of any security
shall have reasonable grounds to belicve that the recommendation is not

unsuitable for such custemer on the basis of information furnished k-



stich customer after reasonable inguiry concerning the customers investment

objectives, financial situaticn and needs, and any other information known
by such breker or dealer or associated person.
Rule 15bl0-6 provides:
1f the broker or dealer, or any associated person, has made any
recommendation to the customer to purchase sell or exchange any security,
the record for such customer shall also state the customer's occupation,
marital status, investment objectives, other information concerning the

customer's financial situaticn and needs which the broker or dealer or

the associated person considered in making the recommencdation, and the

sipnature of the broker or dealer or associated pevson who made the
recommendation te the customer.

In the rrleasc announcing the adoption of the above -cles, the
Commission stated that the rules were not adopted under the anti-fraud

provisions.

Branch of Non-NASD Regulation
Division of Trading and Markets
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