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RELEASE NO. 107
January 18, 1967

SECURITIES EXCHANGE ACT OF 1934
Release No, 8024

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. 15¢3-1 under the Securities Exchange Act
of 1934 (the “Act”).! 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 in complying with Rule 15e3-1.

This release is divided into two parts. Part I ex-
plains the operation of Rule 156¢3-1, including the
exemptions therefrom, and discusses the applica~
tion of the rule with respeet to questions fre-
quently presented to the Division for interpre-
tation. Part IT of this release consists of an ex-
ample of the computation of ‘“‘net capital” pur-
suant to Rule 15¢3-1 made by.a hypothetical
broker-dealer, and includes a detailed trial bal-
ance work sheet with explantory notes. The work

sheet is merely illustrative of the application of
Rule 15¢3-1. . :

PART 1.
"A. INTrODUCTION

Rule 15¢3-1 was adopted to provide safeguards
for public investors by setting standards of finan-
cial responsibility to be met by brokers and
dealers.? The basic concept of the rule is liquidity;
its object being to require a broker or dealer to
have at all times sufficient [iquid assets to cover

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, ineluding
an explanstion of the effective dates of the amended provi-
sions thereof, ig set out.in the Appendix hereto. -

2The rule was adopted under Seection 15c¢(3) which in
effect prohibits any broker or dealer from using the mails or
interstate facilities to effeet, induce or attempt to induce any
over-the-counter transsction in a nonexempted security in
contravention of rules or regulations prescribed by the Com-
misgion as necessary or appropriate in the public interst or
for the protection of investors to provide safeguards with re-
spect to financial responsibility of brokets and dealers,

his current indebtness.? The applicability of
the rule does not depend on whether or not a bro-
ker or dealer is required to be registered with the
Commission, since the exemptive provisions of
Section 15(a)(1) 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,

Rule 15c8-1 is made up of three parts: a state-
ment of the minmum standards of liquidity to be
maintained by brokers and dealers;¢ provisions
for exemption from the rule for certain brokers or
dealers; 5 and definitions of terms for the purpose
of determining liquidity under the rule.f Each
part will be discussed separately.

B. GeneralL RequirMENTS as To NET CAPITAL
RaTio axp Minmmum Ner Carirar

The rule prohibits a broker or dealer from per-
mitting his “aggregate indebtedness” from ex-
ceeding 2,000 percent of his “niet capital,” as those
terms are defined in paragraphs (¢)(1) and (¢)(2)
of the rule,” This has often been referred to as
“the twenty to one rule.” 7

In addition, every broker or dealer subject to

the rule is required to have and maintain a

minimum “net capital” of $5,000.* However, the
rule permits a minimum “net capital” of only $2,-
500 for a broker or dealer meeting the following
conditions: (i) his dealer transactions (as princi-

*The need for such lquidity has long been recognized as
vital to the public interest and for the protection of investors.
As early a8 1042, the Commission stated, ““‘Customers do not
open sccounts with a broker relying on suit, judgment and
execttion to collect their claims-~they are opened in the
belief that a customer can, on reasonable :demand, liquidate
his cash or gecurities position.” Guy D. Marianelte, 11 8.E.C.
967, 970-1.

4 Para. (a) of the rule. (All paragraph references in the foot-
notes are to Rule 1503-1.)

5 Para. (B).

¢ Para. (¢).

T Para. (a)(1).

! Para. (a)(2).
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pal for his own account) are limited to the pur-
chase, sale and redemption of redeemable shares
of registered investment companies (mutual
funds); (ii) his transactions as broker (agent) are
limited to the sale and redemption of mutual funds
the solicitation of share accounts for certain in-
sured savings and loan associations, and the sale of
securities for the account 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 owe

money or securities to, customers.® In this con-
nection, the rule provides *° that a sole proprietor
broker or dealer who otherwise qualifies for the re-
duced minimum “net capital” requirement of
$2,500 may also effect occasional transactions in
other securities for his own personal account with
or through another registered broker-dealer with-
out having to maintain a minimum “net capital”
of more than $2,500.(unless, of course, additional
“net capital” is needed to comply with: the ratio
requirement), :

C. ExEMPTIONS FROM THE RULE

An exemption from the rule is available for a
broker who is also licensed as an insurance agent,
whose securities business is limited to selling vari-
able annuity contracts as agent for the issuer, who
promptly transmits 1* all funds and delivers all
variable annuity contracts, and who does not
otherwise hold funds or securities for, or owe
money or securities to, customers; and only if the

? A broker or dealer must comply with both requirements:
he must maintain & minimum “net capital” of at least $5,000
(or 82,500, if applicable}, and such “net capital” may not
be less than 1/20th of the amount of his “aggregate indebted-
ness.” 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 Para. (a)(2)(A). ‘

# 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 in 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 1503-1. (See also the separate
discusaion, infra, with respect to sole proprietor-broker-
dealers.) .

1 The term “promptly transmits” is interpreted tc mesn
&8 go0n a3 reasonably possible, but not latter than 4 business
days after receiving the funds,

issuer files with the Commission a satisfactory
undertaking that it assumes responsibility for all
valid claims arising out of the securities activities
of the agent.! The rule also provides that this ex-
emption will not be lost to a person conducting
such a limited type of brokerage business as a sole
proprietor simply because he effects ocecasional
transactions in other securities for his own per-
sonal account with or through another registered
broker-dealer.

An 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 Ex-.
changes. The Commission has reviewed the rules,
settled practices and applicable regulatory pro-
cedures of those securities exchanges and deems
them to impose requirements more comprehen-
sive than those of Rule 15¢3~1, However, this ex-
emption is not available to a member of any such
exchange if he is not subject to the capital require-
ments of the exchange; and a suspended member
of any such exchange would become subject to
Rule 15¢3-1, and would have to be in compliance
therewith, immediately upon such suspension.!®

The rule further provides that the Commission
may, upon written application, exempt from the
rule, either 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 position, and
(if1) the safeguards he has established for the pro-
tection of customers' funds and securities, it is not
necessary in the public interest or for the pro-
tection of investors to subject the particular bro-
ker or dealer to the provisions of the rule, * Thig
provision is strictly construed; it is not intended to
afford an exemption to any partieular class or
category of brokers or dealers. Only a broker or
dealer who has substantial net worth and who, be-
cause of the special nature of his business, has
safeguards for the protection of customers’ funds
and securities should apply for this exemption. A
broker or dealer should not apply for this exemption
stmply because he is having difficulty in raising the
» Para, (b)(1).

M Para. (3)(2).

# 8ce Strand Investment Co., Securities Exchange Act Ra-

lease No. 6705 (1961).
¥ Para, (8)(3).
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necessary capital., Any application for this exemp-
tion should contain detailed information demon-
strating that the applicant can meet all the con-
ditions mentioned above; so that the matter may
ordinarily be considered on the basis of the mfor-
mation contained in such application.

D. DzriNiTion

1. “Aggregate Indebtedness”
{a) General

As defined in the rule,?” “aggregate indebted-
ness'” is the lotal money labilities (except those
specifically excluded as indicated below) of a bro-
ker or dealer arising in connection with any trans-
action whatsoever, including, among other things
money borrowed, customers’ free credit balances,
credit balances in customers’ accounts having
short positions in securities, and equities in cus-
tomers’ commodities futures accounts,

A broker or dealer which is also engaged in some
other business in addition to its business as a bro-
ker or dealer must include the money liabilities of
such other business in its “aggregate indebtedness,”
For example, where a broker—dealer also selis life
insurance and aceepts payments of premiums that
are deposited in a special account pending trans-
mission to the insurance company or return to the
applicant, the premium represents a liability of the
broker-dealer during the time the funds are in its
possession, and therefore should be inciuded in
“aggregate indebtedness.”'® In fact, where two
partners have exactly the same interest in two
partnerships, one partnership conducting a securi-
ties business and the other conducting another
business, the liabilities and assets of both partner-
ships should be taken into consideration in deter-
mining whether the broker or dealer is in com-
pliance with the “net capital” requirements.

However, not all liabilities of a broker or dealer
are taken into account in determing his “aggre-
gate indebtness’; certain items are specifically ex-
cluded, as discussed below.1?

17 Para, (¢)(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 diseussion cf “net capital,” infra.)

13 “Aporepate indebtedness” is not a factor in the ecomputa~
tion 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 “‘aggregate

{b) Exclusions from “Aggrogate Indebtedsss”
(1) Collateralized Indebtedness

The rule specifically excludes from “aggregate
indebtedness” any indebtedness adequately col-
lateralized ?° by securities (ineluding exempted se-
curities ) or spot commodities owned by the bro-
ker or dealer.? In this connection, since time.de-
posit 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.” ®

Fixed liabilities which are adequately secured by
real estate or any other asset which is not in-
cluded in the computation of “‘net capital’” under
paragraph (c){2) of the rule * are also excluded
from “aggregate indebtedness.” 2¢

(2) Becurities 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.” 2 Al-
80, amounts payable against securities ‘‘failed to
receive” which were purchased for the account of,
and have not been sold by, the broker or dealer are

indebtedness,” they are not ordinarily excluded from total
liabilities for the purposes of computing ‘net capital” under
para. (£)(2).

0 Para, (£){6) provides that indebtedness ghall be deemed
to be “adequately collateralized” when the difference between
the amount of the indebtedness and the market value of the col-
lateral is sufficient to make the loan acceptable as a fully
secured Ioan to banks regularly making comparable loans to
brokers or dealers in the community.

31 However, as to exempted securities, the exclusion applies
ouly to indebtedness arising from loans where exempted
securities are given as collateral; not to indebtedness arising
out of the failure to receive exempted securities. Securities
“fuiled to receive” are discussed in the text. The term ‘‘ex-
empted securities” is defined in para. (c}(3) to mesn those
securities specifically defined as “exempted securities” in
Section 3(a){12} of the Act.

# Para. (c)(1)(A), ()(1)(B) and ()} (1)(E).

# The treatment of time deposit certificates for purposes of
computing “net capital” is discussed in n. 49, infre.

¥ Pars, (6){2) excludes from the computation of “net capi-
tal” fixed aesets and assets which are not readily convertible
into cash, including, among other things, real estate, furniture
and fixtures, ete. (This is discussed separately in the section
dealing with the definition of “net capital.”’)

% Para. {¢){(1)(G).

% Para. {c}(1)(C).
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exeluded from “‘aggregate indebtedness.”?’ Ex-
cept for these two exclusions, the amounts payable
against other securities loaned and securities
“failed to receive” are specifically included in
“‘aggregate indebtedness.”

(3) Contractual Commitments #

The rule also excludes from “‘aggregate indebted-
ness” liabilities on open contractual commit-
ments.?® This exclusion is intended generally to
apply to liabilities in connection with firm com-
mitment underwriting contracts, because in com-
puting ‘“net capital” any securities position con-
templated by a firm commitment underwriting
contract would be subject to a deduction from
“net worth” based on the market value of the se-
curities. *" Therefore, it is not considered neces-
sary to require a broker-dealer to maintain ad-
ditional ““net capital” under the “twenty to one
rule” to carry that eommitment.

In addition, since a traditional “best-efforts”
underwriting ordinarily imposes no obligationona
broker-dealer to pay for the scurities being offered
until certain events occur (e.g., the sale of the se-
curity) 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 obliga-
tion to pay funds to the issuer (or to the managing
underwriter). #* However, if the broker-dealer re-
ceives advances from the issuer (e.g., for ex-
penses) in connection with a best-efforts under-
writing, any liability of the broker-dealer to re-
turn the unexpended portion of such advances is
not excluded from “aggregate indebtedness.”

(4) Batisfactorily Subordinated Debt; Amounts Seg-
regated under the Commodity Exchange Act

Other items specifically excluded from “‘aggre-
gate indebtedness’ are: indebtedness subordinated
to the claims of general creditors pursuant to a
“satisfactory subordination agreement”® (how-

R Para. (¢)(1)(D}.

2% This term is defined in para. (c)(5). (See slso n. 52, infra.)

 Para. (¢)(1)(H).

0 Bee discussion under “Haircuts,” infra.

¥ See Investment Bankers of American, Inc., Becurities
Exchange Act Release Nos. 6886 (August 16, 1962) and 6994
(January 21, 1963). See also discussion under “QOther Ex-
cludable Items,’" énfra, with respect to funds held by a broker-
dealer as agent or trustee.

* The term “‘satisfactory subordination agreement,” which

ever, any interest on such satisfactorily subordi-
nated debt, whether in arrears or currently due,
should be included in “aggregate indebtedness’
unless the debt arising from failure to pay the in-
terest is also subordinated under the subordina-
tion agreement); and amounts segregated in ac-
cordance with the Commodity Exchange Act and
the rules and regulations thereunder,

{5) Other Iixcludable [tems
(2) Funds held as Apgent or Trustee; Escroww 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 (2) in an es-
erow account by a bank, pursuant to Rule 15¢2-4
of the Act,™ are part of “‘aggregate 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 be con-
sidered as part of his “aggregate indebtedness.”
If, on the other hand, the funds are promptly
transmitied to an esecrow bunk under an agree-
ment which contains the provisions contemplated
by Rule 15¢2-4 that the funds will be transmitted
directly to the persons entitled thereto at the ap-
propriate time, and the broker-dealer has no con-
trol over such funds, the funds held by the escrow
bank are not treated as part of “aggregate in-
debtedness.”

{12) Coniingeni Iiabilities

Questions also arise occasionally with respect to
whether various items of contingent liabilities are
to be included in ‘“aggregate indebtedness.”
Where a judgment hag been rendered against a

iz defined ip para. (¢)(7) of the rule,.is discussed separately,
infra.

» Title 17, Ch. I, Code of Federal Regulations (“CFR").

# Rule 15c2-4 requires, in effect, that where & broker or
dealer participates in the distribution of securities on any
basis other than a firm-commitment underwriting, any money
received for such securities on any basis whereby payment is
not to he made to the person on whose behalf the distribution
is being made until some further event or contingency ocours
must be (A) promptly deposited in a separate bank aceount, as
agent or trustee for the persons who have the beneficial in-
terests therein, and promptly transmitted or returned to such
persons upon the occurrence of the appropriate event or con-
tingency, or (B) promptly transmitted to & bank which has
agreed in writing to hold 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 oceurs.



ACCOUNTING SERIES RELEASES

broker or dealer, the amount of the judgment
would have to be included in “aggregate indebted-
ness” even though an appeal from that judgment
may be pending.®* Whether claims which have not
been reduced to judgment are to be ineluded in
“aggregate indebtedness” would depend on the
particular facts. No general rule can be given that
would bhe applicable to all ¢ases. 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 es-
sentially his adjusted ‘‘net worth.” As defined in
the rule,* it is the excess of his tofal assets over his
total liabilities,3” adjusted by adding unrealized
profits {or deducting unrealized losses) in the ac-
counts of the broker or dealer, or if such broker or
dealer is a partnership, by adding the equities (or
deducting the deficits) in the accounts of part-
ners, %8

As pointed out in the introductory material,
the principal purpose of the rule is to require that
the capital position of a broker or dealer will al-
ways be sufficiently liquid toe cover his current in-
debtedness, in order to be able at all times to
promptly meet the demands of customers. There-
fore, the rule provides that certain assets not read-
ily convertible into cash, although saleable by
negotiation, are excluded from “net capital” even
though such assets are part of “net 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
agsets are referred to as “haircuts.” These are
discussed separately.) 3

# Auny elaim for indemnity that such broker or dealer might
have would not be considered to be an asset readily convertible
into cash for purposes of compubing “‘net capital.”

® Para. (¢}(2).

¥ As noted earlier, liabilities which are excluded from the
definition of “‘aggregate indebtedness” are ineluded in total
liabilities for the purpose of computing “net capital,”

1 “Aepounts of partners” are defned in para. (¢}(4) as the
accounts of partners who have agreed in writing that the
equities in such accounts maintained with such partnership
shall be included as partnership property.

8 Para., (c)(2) also contains provigions excluding liabilities

21

(b} (Fj‘ixed and Other Assets not Really Convertible into
ash

In computing “net capital,” a hroker or dealer
must deduct from his “net worth” all fixed assets
and all other assets not readily convertible into
cash, to the extent that such assets do not consti-
tute bona fide collateral for actual bona fide in-
debtedness. ** The rule contains specific examples
of some of the assets which for purposes of com-
puting “net capital” are considered as not readily
convertible into cash, including: real estate; furni-
ture and fixtures; exchange memberships; prepaid
rent, insurance and expenses; goodwill; organiza-
tion expenses; deficits in customer’s accounts, ex~
cept in bona fide cash accounts within the meaning
of Section 4(c) of Regulation T of the Board of
Governors of the Federal Reserve System ;4 all un-
gecured advances and loans; and customers’ un-
secured notes and accounts. Thus, unsecured in-
surance accounts receivable of a broker-dealer also
engaged in the insurance business would be de-
ducted from “net worth’”” in computing *‘net cap-.
ital.” Similarly, a broker-dealer’s earned commis-
sions receivable, being generally unsecured, would
also be exeluded from “net capital.” 4

Of course, the specific exclusion from “net capi-

in comnnection with “satisfactory subordination agreements”
when computing “‘net capital,” and relating to the treatment
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 sec-
tions dealing separately with “‘sole proprietor-broker-dealers”
and “satisfactory subordination agreements.”

4 Where additionsl collatersl is used to secure the indebted-
ness, it would be up to the broker-dealer to prove the extent
to which the assets not readily convertible into cash, ave
collateral for the indebitedness. )

A Para. (e} (2)(1).

412 C.F.R. 220.4{c).

1 For example, some dealers sell shares of a mutual fund
pursuant o & program whereby the customers make their
checks payable to & custodian 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 circumstances, the commissions due the desler, but not
vet forwarded by the bank, are treated as an unsecured sc-
count which should be deducted from the dealer’s ‘‘net
worth.” (However, if s dealer can submit an unequivocal
written statement from a eustodian bank that the sums due
the dealer are payable on demand, such receivables would not
be deducted from “net worth’ when computing that dealer’s
‘net capital.”
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tal” of unsecured loans and advances and of cus-
tomers’ umsecured notes and accounts does not
mean that every secured loan, advance, note or ac-
count 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 convertible into cash.# For example, ad-
vances made by a broker-dealer to his sales
representatives against their commissions to be
earned upon monthly payments 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
agreements providing (1) that the amounts owed
by them 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 sec-
ond mortgages or second deeds of trust are ex-
cluded from a broker-dealer’s “net capital”’ unless
the broker-dealer 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), %

Securities for which there is no independent

market,*® and securities which cannot be publicly
offered and sold by the broker or dealer because of
contractual arrangements or other restrictions,
also fall within the category of assets which are not
readily convertible into cash, and are given no
value when computing “net capital.” In this con-
nection, the Commission held, in Whitney-Phoe-
nix Co., Ine., 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 Securi-
ties Act of 1933 or pursuant to some exemption

“ See n. 40, supra.

# If it can be demonstrated that there is such & 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” spplied to the market value of the se-
curity (the note) in accordence with the provisions of clause
(C) of that para. (See discussion of “haircuts,” infra,)

#See 8.E.C. v. C. H. Abraham & Co., Inc., 186 F. Supp.

19 (8.D. N.Y. 1960); Pioneer Enterprises, Inc., 36 S.E.C.
199, 207 (1955).

under Section 3(b) of that Act should be given no
value for “net capital” purposes until such se-
curities have been effectively registered or there
has been compliance with an appropriaie exemp-
tion under Section 3(b).7

Other examples of assets ordinarily considered
to be assets not readily convertible into cash in-
clude a “good faith” deposit by a broker-dealer in
connection 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 dem-
onstrated that there is a ready market for such
oil royalties); a bank account in which a sole pro-
prietor-broker-dealer i3 a joint tenant; and the
cash surrender value of a life insurance policy, un-
less 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 de-
posits in savings and loan associations which are
ordinarily considered to be securities in the form
of shares in the association. Generally, if such de-
posits are in a solvent, federally insured savings
and loan association and the broker-dealer can
furnish assurances to the Division that the parti-
eular federally insured association has been pay-
ing 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 de-
ductions from ‘‘net worth’’ of certain specific per-
centages of the market values of maketable se-
curities and future eommodity contracts, long and
short, in the capital and proprietary accounts of
the broker or dealer, and in the “accounts of part-
ners.” (These deductions 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

" However, as discussed earlier, where any of the securities
discussed above are in fact pledged as bons fide collateral to
secure & bona fide indebtedness, the amount to be deducted
from ‘“net worth” in computing “net capital” is the differ-
ence between the book value of such securities and the amount
of the indebtedness actually secured thereby. See n. 41, supra.
(In such a situation the borrower would ordinarily be expacted
to tell the lender of restrictions on their sale.)
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~ customers,®® The purpose of these deductions from
“net worth,” is to provide a margin of safety
against losses incurred by a broker or dealerasa
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 re-
spect to marketable securities depends on the
nature of the particular security, as follows: (a) in
the case of a nonconvertible debt security having a
fixed interest rate and a fixed maturity date, and
which is not in default, the “haircut” ranges be-
tween 5 and 30 percent, depending of the percent-
age by which the market value is less than the face
value of such security; (b) in the case of cumula-
tive, nonconvertible, preferred stock not in arrears
as to dividends and ranking prior to all other
classes of stock of the same issuer the “haircut” is
20 percent of market value; and (c) in the case
of all other marketable securities, the ‘“haircut” is
80 percent of market value.®

"The above “haircuts” are also applicable o se-
surities loaned to a broker or dealer pursuant to a
“satisfactory subordination agreement,”’*® 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 “hair-
cut’’ need be taken with respect to securities which
belong to a person other than the broker or dealer
and which are in his possession ag collateral for an
indebtedness to such broker or dealer. Also, therule
provides®! that no “‘haircut” need be taken with re-
spect to the following: (i) a security which is con-
vertible into or exchangeable for other securities
within a period of 80 days, subject to no conditions

 Clauses (C) and (E) of para. (c)(2) in the case of securi-
ties, and Clauses (D) and (F) in the case of future commodity
contracta,

# Subclauses (i), (i) and (i) of para. {¢){2)(C). A nege-
tiable time certificate of deposit issued by a bank is coo-
sidered to be & debt security, and if there is a ready, inde-
pendent market for such security, and if it iz not in default,
it is subject to the “haircut” 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 sub-
stantial value, depending on all the surrounding circumatances
in the particulsr case.

80 8ee n, 58, infra and related textual discusaion.

&t Para. {c}(2){C).
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other than the payment of money, if the other se-
curities into which such security is convertible, or -
for which it is exchangeable, are short in the ac-
counts 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 ordinarily 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 is subject to fluctua-
tion with changes in the market value of the port-
folio securities held by the investment companies,

The rule applies the above “haircut” provisions
to securities positions contemplated by open con-
tractual commitments.5? In this connection, a firm.
commitment underwriting is a contractual com- .
mitment, and the required “haircut” is applied to
the net long position contemplated by the com-
mitment. 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 of-
fering has begun, and the underwriter has a posi-
tion in the security, consideration would then have
to be given to whether the gecurities should be giv-
en no value as assets not readily convertible inte
eagh.) As the underwriter sells shares to-customers,
the number of shares which: he is obligated to take
down decreases, and.the “haircut” is reduced pro
tanto.® However, the rule provides that no “hair-
cut” shall apply to “‘exempted securities’” as de-
fined in Section 3(a)(12) of the Act.5

(2) “Haircuts'™ for Futures Cotnmodity Contracts
The rule requires that “haircuts” also be taken

2 Para. (£){2)(E). The term “contractusl commitments’
is defined in paragraph (c)(5) to include underwriting, when-
issued, when-distributed and delayed delivery - contracts;
endorsement of puts and calls; commitments in foreign cur-
rencies; and spot (cash) commedities contracts; but does not
include uncleared regular way purchases and sales of securities
and contracts in commodities futures.

2 In & “rights” offering where the underwriter has a firm
commitment to take down the unsubscribéd portion of the
underlying securities if the underwriter can demonstrate
that less than 50 percent of the underlying securities will
remain unsubscribed he may be permitted to deduct only
50 percent ‘of the required “haircut” during the - “righta”
offering period.

6 Tt also provides that the “haireut” with respect to any
individual commitment shall be reduced by the unrealized
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with respect to future commodity contracts, as
follows: a “haircut” of 30 percent with respect to
the market value of all long and all short future
commodity contracts (other than those contracts
representing spreads or straddles in the same com-
modity and those contracts offsetting or hedging
any “spot” commod’ty 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 114 percent with re-
spect to the total long or total short futures con-
tracts in each commodity, which ever is greater,
carried for all customers.

3. Subordinated Debt; “Satisfactory Subordination
Agreement” %

It was previously pointed out that indebtedness
subordinated to the claims of general creditors
pursuant to a “satisfactory subordination agree-
ment” i3 excluded from “aggregate indebted-
ness,”’® and from total liabilities in the computa-
tion of “net capital.’”’®* The combined effect of
these exclusions is to treat such subordinated
loans as if they were part of the broker-dealer’s
capital %8 in computing his “net eapital.”

In substance, the rule requires that in order to
be considered a “‘satisfactory subordination agree-
ment,” a binding and enforceable written agree-
ment must be executed by both the broker-dealer
and the lender, whereby 2 specific amount of cash
or specific securities are loaned to the broker-
dealer for a period of not less than 1 year (and giv-
ing the broker-dealer the right to the use of such
cash or securities as though they were in fact his
own) under conditions which effectively subordi-
nate any right of the lender to demand or receive

profit (or increased by the unreslized loss) in such eommit-
ment; 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 conditioned, if at all, only upon
issuance may e treated as an individual commitment,

% The term ‘satisfactory subordination agreement” is
defined in para. {c)(7).

® Para. (c}(1){1}.

% Para, (c)(2)(G}.

¥ If the loan consists in whole or in part of securities, such
securities would, of course, be subject to the applicable
“haireuts” required by para. (c)(2){C) of the rule,

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, re-
seinded or modified by mutual eonsent or other
wise if the effect would be to put the broker-dealer
out of compliance with the “net capital’’ require-
ments of the rule. The agreement must also
provide that no default of any kind shall have the
effect of aceelerating the maturity of the indebted-
ness; and that any note or other written instru-
ment evidencing the indebtedness shall bear on its
face an appropriate legend stating that it is issued
subject to the provisions of a subordination agree-
ment which shall be adequately referred to and in-
corporated 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 a8 part of his capital and subjeet 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.’® Accordingly, the agreement must contem-
plate that if repayment cannot be made without
reducing the broker-dealer’s ‘“net capital” below
the amount required by the rule, the subordi-
nation must continue, even though the indebted-
ness 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 sub-
ordination 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 Regisnal Office of the Comrmission
for the region in which the broker-dealer maintains
his principal place of business, together with a
statement of the name and address of the lender,
the business relationship of the lender to the bro-
ker-dealer, and information as to whether the bro-

% Where funds or securities are losned under any conditions
which permit the lender to retain domination or eontrol over,
or otherwise inhibit the broker-dealer’s unrestricted use of,
such funds or securities, the agreement would not be &
“satisfactory subordination agreement'’ within the meaning of
the rule,
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_ ker-dealer carried funds or securities for the lender
at or about the time the agreement was entered in-
to. (If each copy of the agreement is bound se-
parately and marked ‘‘Non-Public”, such agree-
ments will be maintained in a nonpublic 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.®

E. Sore ProrrieToR-Broxer-DEsLER

As indicated earlier, there are special considera-
tions 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 also take into
account his personal assets and liabilities not re-
related to the business;® and where he conducts
some other business in addition to the securities
business, the assets and liabilities of such other
business must also be taken into account.®

A sole proprietor-broker-dealer who is also en-
gaged in some other business activity as a sole
proprietor may record the assets and liabilities and
transactions of such other business in the same
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 all the money lia-
bilities in connection with his business as a broker-
dealer and all money liabilities in connection with

80 If 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 Office with which the agreement
in filed.

o Spe 1, 11, supra, with respect to recordkeeping require-
ments.

# Thege assets and liabilities must be taken into account
whether or not reflected in the records of his business as &
broker or dealer, For example, where a sole proprietor-broker
or dealer also is engaged in the insurance business, any in-
surance accounts payable would be included in “aggregate
indebtedness,” notwithstanding the fact that the sole pro-
prietor maintains & 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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any other business in which he is engaged as a sole
proprietor, less the specific exclusions provided by
Clauses (A) through (I) of paragraph (C) (1) of the
rule. In computing, “net capital,’” his “net 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
‘“net worth” required of all brokers or dealers,
whether or not sole proprietors, he is required by
Clause (H) of paragraph (¢) (2) to make a further
deduction from “net worth’ of any excess of his
personal liabilities over his personal assets.

This situation suggests the advisability of the
formation of one or more corporations to carry on
the securities business or any other business con-
ducted by the sole proprietor. The separate in-
corporation of the other business will tend to re-
lieve the securities business of the jeopardy from
the liabilities of the other business and eliminate
the question of whether the assets and liabilities of
such other business should be taken into account
in determining aggregate indebtedness and net
eapital.

F. AvAILABILITY OF INTERPRETATIVE ADVICE

While this release endeavors to answer questions
frequently raised, it ig 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 broker or
dealer who has a question as to the application of
Rule 15¢3-1 to a specific matter may request in-
terpretative assistance from the Division of
Trading and Markets. While the Commission pro-
vides such interpretative assistance through its
staff wherever possible, the responsibility for
compliance rests with the broker or dealer.

o PART 11

The following example based on the trial bal-
ance of a hypothetical broker-dealer shows the
evaluation of the assets and liabilities required to
be made in the determination of aggregate in-
debtedness and net capital. The example includes
many situations frequently found in caleulations
made by small and medium sized broker-dealers.
The trial balance work sheet shows (a) money
balances of ledger accounts, (b) long and short se-
curity valuations related to certain ledger ac-
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counts, (¢) net losses or gains in commodity con-  Explanatory notes following the example are ref-
‘tracts, (d) ledger balances included in aggregate  erenced to certain of the captions and details of
indebtedness, and (e) and (f) adjusted balances of  open commodity contracts in both customers’ and
agsets and liabilities and percentage deductions.  firm accounts are shown on a separate schedule.



ACCOUNTING SERIES KELEASES

283

Security valuations

Long

Adjusted Balanoces

Assets

Liabili-
ties
and

deduc-
tiona

®

---------

Trial
balance
(a)
Cash ASBETH
ash
Inbanks and on hand.._._.______.______... $25,000
Clood faith deposit__ ... ... .cee_-. g) 2,800
Segregated under Commodity Exchange Act_- 6,900
Deposits on future eommodity contracts.._.__ 1,100
Failed to deliver_____________ ___________.... 3,000
Deposit againat securities borrowed. _______.... 10,000
Customers’ securities aceounts:
Cash e (h) 10,000
Fully seeured . ____ ... (h) 81,500
Partly secured. __.____________________. i) 5,000
Unsecured .o e caeminas () 200
Customers’ commodity accounts:
Tuture commodity eontracts. ... .._... (k; (5,700)
Spot {cash) commeodites. .. ____._.._. {(h 4,500
Accounts of partners. ... _______________. @) 5,000
Firm tradin, c% accounta:
Exempted securities—(long)............ (m) 3,000
Nonexempted securities—(long)_.____... (m) | 12,000
—{short)_______. (m) (2 _000)
Securities not readily marketable . ______ (n) 2,000
Future commodity contracts_ ___________ (0) Josrmmm=r==
Land and building_ .. .. _..__.._. (p; 48,000
Furniture and fixtures_..._______.________ Ep 6,000
Exchange memberships._ .. ... . ._.__. qg 10,000
Notes receivable (unsecured)... . oeu.e__. q 1,500
Advances (unsecured).___ . _____.________ q) 900
Dividends receivable.______._____.___.._. q) 500
%&me% commissions receivable___.________ (q% 1;;83
repaid eXpenses. , -.. o _o.-ei.o. q
Other assets. . oL {q) 1,500
$234,600
Liapmurrips aNp NET WoRTH
Bank loans collateralized b
Firm securities_____._.. ? _______________ (r) | $10,000
Customers’ securities.___._____ ... .na- 75,000
Failed to receive: ) 1.000
Firm securities (long) - __.oovoeenocaaaa- 8 »
Customers’ seclgnm%?a ______________________ 5,000
Deposits against secorities loaned:
Firm gecurities . ... e i emaen- (a) 3,000
Customers’ securities__________ ... _.ca-- 2,000
Customers’ free eredit balances__ . ______.._..___ 21,000
Accounts payable___________________ L .... 7,350
Aceryed expenses and $8Xe8. o m e oo o oo iuaooooo 6,500
Dividends payable___________ .. ... 1,400
M ortgage payable on land and building____(p) | 30,000
Commodity “difference” aceount__________ {t) 850
Valuation of securities and spot (cash)
comodities in “box" and transfer___._____{u) [-=--------
Contractusal commitment. ... ... _coeo. (V) [----------
163,100
Subordinated borrowings:
Loan payable___________ . .... (w) 13,000
c Namixempted securities. .. cooaro ... (w) |-----=--=-
apita
]ljedger balaneces. . _____._____________ 50,000
Nonexempted securities...ooeeeceeaamna- (x) |----z--n=-
Profit and loss_ .. enaaaa 8,500
234,600

Com- | Aggre-

modity | gate

eon- |indebted-
Short tracts ness

loases

(Gains)

(b) {0) {d)
.......... $(850)|aumeaa
TTT81,600 |- o|oIilil
SR 717} M

20,000 |oceeeome]raceaoe-

105,000 |-——— -~ $75,000

1,100 [-ocomefmrrcmaa o

5,200 [avenmnn- 5,000

3,200 [-eecemmofrmmnnoana

27100 {eecaonn- 2000
.................. 21,000
.................. , 350
.................. 8,500
.................. 1,400
R R 850 |-

77,600 Jaacaaaaeal-maen——-

215,800 |---ravmn|-ceama-
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Adjusted Balances
Security valuations | Com- | Aggre-
Trial - modity ate L
balance con- |indebted-| Assets | Liabili-
Long Short tracts ness . ties
lozses and
{Gains} dedue-
tions
{a) (&) (B (c) d) (&) (0
LianiniTins aNp NoT Wonte—Continued '
“Haircuta™:
Firm securities. . __ ... ___.__________ 02 1 (R VPR NPV NP FUIIIPR R 11,880
Firm eommodities_ . ... __..______._ {8) |--ooo___ NN IR NOIINRRUU NIV EPRPIUUIN SN 7,765
Contractual commitments. . ... ._____. Eaa) ................... ) PRSI SNSRI NN PSRRI 7,600
Customers’ commodities. ___._________ (0111 S [ESSSPRPRPRN PRI SO PRI N 780
Aggregate Indebtedness. __ __ ... |oeoceicc i)t 118,250 |ocm-cnccc|rcccmmaas
186,700 168,315
Net Capital. ..o ... .- (1 TR PRI RPN (NSRRI I A, 18,386
Total . oo e e e e e 188,700 186,700
“Net capital” required—greater of $5,000 or
1/20th of “aggregate indebtedness” of
.3 B S 85,013
“Net capital” as computed_ ... . ecciicecermceaeaca- 18,385

Ratio of “‘aggregate indebtednessa’ to *“net
capital” ($118,2504 18,385) _ .o e ceem e ammemenaoaan 6437,
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The “net capital” of $18,385 is the result of the following adjustments;

Captial . e
Profib and 1088_ - . oo T *52'23'3
Becurities contributed as eapital . ... . 8:000 $66, 500
Subordinated borrowings:
Losn payable. . e 13,000
_ Seourities.. ... . _._.__ e e A e — e mm——————— 4,000 17,000
Add: 53,500
Unrealized profits:
Partners’ nocounts. . ..o e 3,000
Exempted securitieB—Iong. . oo et e e 200
Nonexempted securities—long e eeae 6,000
Nonexempted securities~short____ . e emnn, 400
Future commodity contreets _ _ . L 500 10,100
93,600
Deduet: ’
Land and building  _ _ e 48,000
Mortgage payable . e cimec e ciecamanacaaa 30,000
18,000
Furniture and fixtures. .. e imecmmc— e mne— e 6,000
Cash—good faith deposib. . . o oo oo 2,800
Deficits in partly secured customers’ aceounts. . . ____________.__.. 2,000
Unsecured customers’ secounts. - . . . ecceecccceemeaen 200
Securities not readily marketable .. 2,000
Exchange memberships_ .. e mmmmmem e 10,000
Notes receivable~—unsecured . _ e amaaen 1,500
Advanees—unsaeured. i ccimaiaaaa- 900
Dividends receivable_ . e aaan 500
Earned ecommisaions reeeivable . _ _ L e iramicccmana- 1,400
Prepaid eXpenses. oo o e e e e A i e s 500
Other assets_ _ . e cmmminm——na——- 1,500
"H&il’clltﬂ”:
Firm 8ecurities _ . oo oo o e e d e mme e a——— 11,800
Firm commodities._ _ ... o meicu s acmecmcmeeeacm—m e admm———ameoo——= 7,756
Contractusl commitments. ... iaeeeiecamano e 7,500
Customers' commodities. __ ... ... _._ I NS 780 75,215
“Net Capital” . e e a e ccmreaoaaa 18,385

(a) The trial balance column includes the ledger
balances of all asset, liability and capital accounts.
One account, profit and loss, represents the net bal-
ance 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 indi-

cate location or responsibility to deliver (pledged
as collateral on bank loans; sold short; in physical
possession—‘box’’). In order to show a balanced
securities| position, in this example values have
been ghown for all acecounts in which there is a se-
curities position although not all such values are
used in making the evaluations necessary for deter-
mination |of “aggregate indebtedness” and ‘met
capital.” ' Valuations used in making the ‘‘net
capital” computation should be supported by
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schedules showing for each security or spot (cash)
commodity: title of issue or other description,
market price and total market value.

(¢) Balance in this column represent the net un-
realized appreciation or depreciation (market
value compared to cost) of future commodity con-
tracts and the offset of such amounts to the com-
modity “difference’” account.

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

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

(f) Column (f) includes all liabilities, except
those specifically excluded by provisions of para-
graph (¢)(2), and the “haircut” on marketable se-
curities, future commodity contracts, and con-
tractual commitments.

() 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” eomputation.s

(h) Customers’ cash accounts, fully secured ac-
counts, 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 secured customers’ accounts are as-
signed a value nio 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.%

(3} Unsecured customers’ accounts are not as-
signed any value.® :

(k) The credit balance in customers’ future
commodity accounts, properly segregated in ac-
cordance 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, "

(1) Recognition is given to unrealized profits or
losses in the accounts of partners who have agreed

% Para. (c)(2)(B).
™ Para. (c)(1)(F).

in writing that the equity in their aceounts with
the firm shall be included as partnership property.
In the example the ledger balances of these ac-
counts is $5,000, but in determining “net capital”
the accounts are included at the amount of the
market value of the securities, $8,000. If the ac-
counts were not subject to these signed agreements
they would be considered as customers’ accounts
and evaluated only at the amount of the ledger
balance, $5,000,%

{m) Recognition is given to unrealized profits
or losses in the firm securities and investment ac-
counts. In the example the ledger balances of
firm trading accounts are stated at book value;
consequently, in determining “net capital,” secu-
rity valuations are substituted. The long position
in exempted securities is increased from $3,000 to
market value of $3,200 and that in nonexempted
securities from $12,000 to market value of $18,000,
The credit balance in the short position is de-
ereased from $2,000 to $1,600 because the market
value .of securities necessary to cover the liability
is less than the ledger balance.%

(n) Securities not readily marketable beecause
no independent public market exists, or which are
subject to some restriction as to their sale, are con-
sidered as assets not readily convertible into cash
and are not assigned any value in determining
“net capital.’’s?

(o) The unrealized gain of $500 on future com-
modity contracts in firm trading accounts is taken
into consideration in the “net capital” computa-
tion since this equity applies to partnership pro-
perty .58

(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 ‘‘net
capital.” 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.”’®

(q) Assets which cannot be readily converted

@ Para. {c)(2)(A) and {c)(4).

® Para. (c)(2)(A).

7 Para. {c)(2)(B).

® Para. {¢)(2){A).

® Para. {(¢}(1}(G) and (c)(2)(B).
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into cash are not assigned any value in determin-
ing ‘“net capital.” ¢

(r) Indebtedness adequately collateralized by
securities owned by the firm is excluded from
“aggregate indebtedness” but is included in lia~
bilities considered in determining ‘“net capital.”’”

(s) Amouints payable against securities “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 capi-
tal.” # Similarly, amounts payable against securi-
ties loaned, which are owned by the firm, are ex-
cluded from ‘“aggregate indebtedness” but not
from liabilities considered in determining “net
capital.” ™

{t) The commodity ‘‘difference” account repre-
sents the balance of daily settlements with clear ng
houses on open future commodity contraets which
customarily are not allocated to the customers’
and firm accounts until final settlement of the con-
tract. Of the balance of $850 a portion, $350, rep-
resents net gains on contracts in customer’s ae-
counts (see (k) above), and the remainder, $500,
applies to net gains on contracts in firm accounts
(see (0} above). Since sufficient funds have been
segregated in a separate bank account or deposited
with clearing houses the amount is excluded from
“apgregate indebtedness.” 7

(u} The amount of $77,600 in column (b) repre-
sents the valuation of securities and spot (cash)
commodities in customers’ accounts ($49,000) and
firms and partners’ accounts ($28,600) held in
“box” or in transfer.

(v) Liabilities on open contractual commit-
ments are usually not recorded in the ledger ac-
counts and are not included in either '‘aggregate
indebtedness’ or in liabilities considered in deter-
mining ‘“net capital.” 7 In the exampleacontract-
ual commitment to purchase for $26,750 common

¢ Para, (¢}(2)(B).
" Para, (e)(1)(A).
» Para, (¢}(1)}(D).
T Para, (c)(1){C).
7 Para. {c)(1)(F).
™ Para. (c)(1)(H) and {¢)(5).

287

stock which has a current market value of $27,600
has not been recorded in the ledger accounts.

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

(x) Indetermining ‘“net capital,” securities con-
tributed to capital are-considered as assets of the
firm.

(¥) Intheexample, asa quick test of compliance,
a ‘‘haircut” is taken at the maximum rate of
30 percent on the aggregate market value of all
nonexempted securities in long and short positions
in firm capital and proprietary accounts, including
securities in accounts of partners and securities
borrowed pursuant to “satisfactory subordination
agreements,”

The “bhaireut” is determined in the following
manner:

Firm trading accounts:
.Nonexempted securities:

Long o cmmaim———a $18,000
Ly s 1,600
Partners’ accounta. _ .. - iiiccmma——- 8,000
Subordinated borrowings:
Nonexempted securities. ... . ____... 4,000
Captial: CT
Nonexempted securities. . .. ..ocooooooomoan- 8,000
Aggrogate market value_ _______ ... .. ... 39,600
30 pereent. oo ameiiaeaaan- 11,880

Since the use of the maximum rate of 30 percent
does not result in a “haireut” which reduces ‘net
capital” below the amount required, no further
computation is necessary, If schedules of se-
curities are prepared in accordance with the
classifications of paragraph (¢)(2)(C) then “hair-
cuts” of lesser amounts may be applied as appro-
priate.™

(z) A “haircut” is taken on the aggregate mar-
ket value of all fiiture commodity contracts in long

% 1f, for example, the firm trading aceount included long

itions in nonconvertible debt securities with face and mar-
m valuss of §4,000, and cumulative, nonconvertible pre-
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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 80 per-
cent equals $7,755.7
(@a) A “haircut” of $7,500 is based on the con-
tractual commitment to purchase for $26,750,
common stock which has a current market value of
$27,600 (see (v) above). The “haircut” repre-

ferred stocks with market values of $2,000, the computation
could be made in the following manner:

Market Rate
Value Percent | “Haircut”
Nonconvertible debt
securities __ .. ..._ 3 4,000 5% 200
Cutnulative, non-
convertible pre-
ferred stocka_____ 2,000 20 400
All other securities__.| 33,600 30 10,080
Aggregate market
value_._______.| 39,600
“Haireut” ______ | b, 10,680

™ Para. (¢)(2)(D).

sents 30 percent of market value, $8,250, reduced
by the unrealized profit of $750.

(bb) The “haircut”’of $780 on customers’ com-
modities represents 114 percent of the market
values of the greater of the total long or total short
future eommodity contracts in each commodity
carried in customers’ accounts. Analysis of the
market values of customers’ accounts on Schedule
A shows that short contracts in wheat of $14,000
exceed long contracts in that commeodity, and
that short contracts in corn of $38,000 exceed long
contracts in that commeodity. Thus the “haircut”
of $780 is based on the aggregate of $52,000.7

(ce) As developed in the example the applica-
tion of the adjustments and ‘‘haircuts” converts
“net worth,” including subordinated borrowings,
of $83,500 into “net capital” of $18,385; “‘aggre-
gate indebtedness” is $118,250; and the ratio of
“aggregate indebtedness” to “net capital” is
643 percent. Since the ratic does not exceed

2,000 percent and “net capital” exceeds the re-

quired minimum of $5,000, the firm is in compli-
ance with the rule.

# Para. (¢}{2){(H),
" Para. () (2)(I).
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SCHEDULE OF OPEN FUTURE AND SPOT (CASH) COMMODITY CONTRACTS
Cost Market value Losses | Ledger balance
Delivery|
month
Short Long Short Long |(Gains)| Debit | Credit
Customers’ accounts:
Future commodities—
Wheat
2 contracts—short___.._._. Meancmnmmamn Sept. | 814,400 |..______ $14,000 |-.______ (400)|.cemeon $1,500
1 contract—long _..__..... P, Sept. f...._ .- $7,100 |-..._._. $7,000 100 |o._._.. 860
Corn
3 contraets—short_ o .c ciceerociaaao- July 18,760 Jouoooe- 19,800 Y. ...... 1,060 [___.._.. 750
2 contracts—long. . oo July foeeeaeao- 12,500 |________ 13,200 | (700M.mee-n-- 500
1 contract—short_. . ___.______. Bept. 6,200 4 ____. . 6,300 |-ooaane 100 | ... 250
2 contracte—long. . _ ... ____._ Sept. | oo 12,400f_ ... 12,600 | (200)].-ao---- 550
2 oontracts—short ..o e eeoaoaooa- Deec. 12,200 |ocoa - 11,900 |-.o..-.- (300 ) -cccmeee 1,300
Total oo eeciccarcccccamccfomeaeeen 51,550 | 32,000 | 52,000 | 32,800 | (360)|---—---- 5,700
Spot (cash) commadities—
Wheat :
2 contracte—long. - . oo omo oo 14,200 [-.oo_.-. 14,800 J-ee.... $2,000 {--ceano-
Corn ‘
3 contraeta—long. - oo oooooea | caia e 18,760 |- oo - 20,700 Joaeeo-- 2,500 foaeeen--
P {171 SRR RO IR 32,950 |-caaao.e 35,300 |- ... 4,600 f..c ...
Firm trading accounts—
Future commodities
Wheat 7
1 contract—short. . o - cccemmaaai.. Sept. | 7,100 }___.___. 7,000 oeeenoo- (¢ (1)) RS F
Comn
1 contract—long_ . - cceeaenaana-- July Jeeeoeo--. 6,250 §___....- 6,600 | (360)-cenmeec]mamnnen
1 contract~—short. .o oo iaaiaaaan. Sept. 6,200 Jooaneaen 6,300 J-ooeoo-- 100 foooenefacmnaane
1 contract—short_ .« oeromoo o Dec. 6,100 |..______ 5,950 |-ucavon- (150)]- - o e efemmmamn
LT (RN S 19,400 | 6,250 | 19,250 | 6,600 § (500)| ccneeoafommnmunn
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APPENDIX

The following amended text of Rule 15e8-1
under the Securities Exchange Act of 1934 became
effective, with two exceptions, on July 1, 1965.
The exceptions are that the mimimum net capital
requirements of paragraph (ag)(2) did not be-
come effective until December 1, 1965, and that
the amendment of the exemptive provisions of
paragraph (B)(1) did not become effective until
September 1, 1966.

Rule 15¢3~1. Net Capital Requirements for Brokers
and Dealers

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

(1) His aggregate indebtedness to all other per-
sons 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 aceount) are limited to the purchase, sale and
redemption of redeemable shares of registered in-
vestment companies; except that a broker or
dealer transacting business as a sole proprietor
may also effect occasional transactions in other se-
curities 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 redeem-
able securities of registered investment companies;
(i) the solicitation of share accounts for savings
and loan associations insured by an instrument-
ality of the United States; and (iii) the sale of se-
curities for the acecount of a customer to obtain
funds for immediate reinvestment in redeemable
securities of registered investment companies; and

{C) He promptly transmits all funds and de-
livers, 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
s.;haIl 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 transactions in variable an-
nuity contracts as general 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 cus-
tomers, if the issuer files with the Commission 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 trans-
actions in such variable annuity contracts: Pro-~
vided, however, That a broker transacting business
as a sole proprietor who meets all other conditions
of this subparagraph (b){(1) may also effect oc-
casional transactions in.other securities for his own
account with or through another registered broker-
dealer.

(2) The provisions of this rule shall not apply to
any member in good standing and subject to the
captial rules of the American Stock Exchange, the
Boston Stock Exchange, the Midwest Stock Ex-
change, the New York Stock Exchange, the Pacif-
ie Coast Stock Exchange, the Philadelphia-Balti-
more-Washington Stock Exchange, or the Pitts-
burgh Stock Exchange, whose rules, settled prac-
tices and applicable regulatory procedures are
deemed by the Commission 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 ex-
change, if it appears to the Commission to be nec-
essary or appropriate in the public interest or for
the protection of investors so to do.

(8) The Commission may, upon written appli-
cation, 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 finanecial position, and the safe-
guards he has established for the protection of cus-
tomers’ funds and securities, it i3 not necessary in
in the public interest or for the protection of in-
vestors to subject the particular broker or dealer
to the provision of this rule.

(¢) Definitions. For the purpose of this rule:
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(1) The term “aggregate indebtedness™ shall be
deemed to mean the total money liabilities of a
broker ordealer arising in connection withany trans-
action whatsoever, including, among other things:
money borrowed; money payable against se-
curities loaned and securities ““failed to receive”;
the market value of securities borrowed (except
for delivery against customers’ sales) to the extent
to which no equivalent value is paid or credited;
customers’ free credit halances; eredit balances in
customers’ accounts having short positions in se-
curities; and equities in customers’ commodities
futures accounts; but excluding

(A) indebtedness adequately collateralized, as
hereinafter defined, by securities or spot com-
modities 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 securities were purchased for the ac-
count of, and have not been sold by, the broker or
dealer;

(E) indebtedness adequately collateralized, as
hereinafter defined, by exempted securities;

(F) amounts segregated in accordance with the
Commodity Exchange Act and the rules and regu-
lations thereunder;

(G) fixed liabilities adequately secured by real
estate or any other asset which is not included in
the computation of “net capital’” under this rule;

(H) liabilities on open contractual commit-
ments; and

(I) indebtedness subordinated to the claims of
general creditors pursuant to a satisfactory subor-
dination agreement, as hereinafter defined.

(2) The term “net capital” shall be deemed to
mean the net worth of a broker or dealer (that is,
the excess of total mssets over total liabilities),
adjusted by

(A) adding unrealized profits (or deducting un-
realized losses) in the accounts of the broker or
dealer and, if such broker or dealer iz a partner-
ship, adding equities (or deducting deficits) in ac-
counts of partners, as hereinafter defined;

(B) deducting fixed assets and assets which can-
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not be readily converted into cash (less any in-
debtedness secured thereby) including, among
other things, real estate; furniture and fixtures;
exchange memberships; prepaid rent, insurance
and expenses; good will; organization expenses; all
unsecured advances and loans; customers’ unse-
cured notes and accounts; and deficits in cus-
tomers’ accounts, except in bona fide cash ac-
counts within the meaning of Section 4(c) of Reg-
ulation T of the Board of Governors of the Fed-
eral Reserve System;

(C) deducting the percentages specified below
of the market value of all securities, long and short
(except exempted securities) in the capital, pro-
prietary and other accounts of the brokeror dealer,
including securities loaned to the broker or dealer
pursuant to a satisfactory subordination agree-
ment, as hereinafter defined, and if such broker or
dealer is a partnership, in the accounts of partners,
a8 hereinafter defined:

(i} in the case of nonconvertible debt securities
having a fixed interest rate and a fixed maturity
date which arenot in default, if the market value is
not more than 5 percent below the face value, the
deduection shall be 5 percent of such market value;
if the market value is more than 5 percent but not
more than 30 percent below the face value, the de-
duction 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) in the case of cumulative, nonconvertible
preferred stock ranking prior to all other classes of
stock of the same issuer, which is not in arrears as to
dividends, the deduction shall be 20 percent;

(iii) on all other securities, the deduction shall
be 30 percent: Provided, however, That such dedue-
tion need not be made in the case of (1) 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, and
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 partner,
or (2) a security which has been called for redemp-
tion and which is redeemable within 90 days;

(D) deducting 30 percent of the market value of
all “long” and all “short” future commodity con-
tracts (other than those contracts representing
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spreads or straddles in the same commodity and
those contracts offsetting or hedging any “spot”
commodity positions) carried in the eapital, pro-
prietary 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 contractural commitments, the re-
spective percentages specified in subparagraph
(C) above of the value (which shall be the market
value whenever there is a market) of each net long
and each net short position contemplated by any
existing contractual commitment in the capital,
proprietary and other accounts of the broke- or
dealer and, if such broker or dealer is a partnership
in accounts of partners, as hereinafter defined:
Provided, however, That this deduction shall not ap-
ply to exempted securities, and that the deduction
with respect to any individual commitment shall
be reduced by the unrealized profit, in an amount
not greater than the percentage deduction pro-
vided for in subparagraph (C), (or increased by
the unrealized loss) in such commitment; and that
in no event shall an unrealized profit on any closed
transaction operate to increase net -capital;

(F) deducting an amount equal to 114 percent
. of the market values of the total long or total short
futures contracts in each commodity, whichever is
greater, carried for all eustomers;

(G) excluding liabilities of the broker or dealer
which are subordinated to the claims of general
creditors pursuant to a satisfactory subordination
agreement, as hereinafter defined; and

(H) deducting, in the case of a broker or dealer
who is a sole proprietor, the excess of (1) liabilities
which have not been incurred in the course of
business as a broker or dealer over (2) assets not
used in the business.

(8) 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 ac-
counts of partners who have agreed in writing
that the equity in such accounts maintained with
such partnership shall be included as partnership
property;

(6) The term “contractual commitments” shall
include underwriting, when-issued, when-distrib-
uted and delayed delivery contracts, endorse-

ment of puts and calls, commitments in foreign
currencies, and spot (cash) commodities contracts,
but shall not include uncleared regular way pur-
chases and sales of securities and contraets in com-
modities futures; a series of eontracts of purchase
or sale of the same security conditioned, if at all,
only upon issuance may be treated as an individual
commitment;

(6) Indebtedness shall be deemed to be ‘‘ade-
quately collateralized”” within the meaning of this
rule, when the difference hetween the amount of
the indebtedness and the market value of the col-
lateral is sufficient to make the loan aceeptable as a
fully secured loan to banks regularly making com-
parable loans to brokers or dealers in the com-
munity;

{(7) Theterm “satisfactory subordination agree-
ment”’ shall mean a written agreement duly exe-
cuted by the broker or dealer and the lender, which
agreement is binding and enforceable in accor-
dance with its terms upon the lender, his credi-
tors, 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 eash or securities are loaned for a term
of not less than 1 year;

(C) it provides that the agreement shall not he
subject to cancellation by either party, and that
the loan shall not be repaid and the agreement
shall not be terminated, rescinded or modified by
mutual consent or otherwise if the effect thereof
would be to make the agreement inconsistent with
the conditions of this rule or to reduce the net capi-
tal of the broker or dealer below the amount re-
quired by this rule;

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

(E) it provides that any notes or other written
instruments evidencing the indebtedness shall
bear on their face an appropriate legend stating
that such notes or instruments are issued subject
to the provisions of a subordination agreement
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which shall be adequately referred to and incor-
porated 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, and of any
notes or written instruments evidencing the in-
debtedness, are filed, within 10 days after such
agreement is entered into, with the Regional
Office of the Commission for 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 re-
lationship of the lender to the broker or dealer, and
whether the broker or dealer carried funds or se-

203

curities 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 main-
tained in a nonpublic file: Provided, however, That
they shall be available, for official use, to any offi-
cial or employee of the United States or any State;
to any national securities exchange and any regis-
tered national securities association of which the
broker or dealer filing such agreements is a mem-
ber; and to any other person to whom the Com-

. mission authorizes disclosure in the public interest;

. (8) the term “customer” shall mean every per-
son except the broker or dealer: Provided, however,
That partners who maintain “accounts of part-
ners” as herein defined shall not be deemed to be
customers insofar as such accounts are concerned.
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RELEASE NO. 108
February 9, 1967
Order In the Matter of Nicolas J. Raftery, A Certified Public Accountant

On the basis of information furnished to the
Commission in a nonpublic investigative proceed-
ing, the Commission has reason to believe that
there may have been a Inck of adherence to gener-
ally accepted auditing standards and its minimum
audit requirements by Nicolas J. Raftery, a certi-
fied public accountant, in connection with the prep-
aration and submission to the Commission of cer-
tain finanecial statements in accordance with the
requirements of Rule 240. 17a-5.

The information furnished the Commission indi-
cates that the questioned audits were deficient in
respect of one or more of the following matters:
(1) the failure to obtain written confirmation of
bank balances and obtain the bank statements and
cancelled checks from the depositaries and recon-
cile the bank balances at the audit date; (2) the
failure to obtain the bank statements and cancelled
checks from the depositaries and reconcile the bal-
ances shown thereon with the balances shown by
the records at an appropriate date subsequent to
- the audit date; (3) the failure to obtain written
confirmations of customers’ accounts, open con-
tractual commitments, ete., as at the audit date;
(4) the failure to review and on a test basis obtain
written confirmation of customers’ accounts
closed during the period under review; (5) the
failure to examine and obtain written confirmation
of subordination agreements covering indebted-
ness shown as subordinated in the finanecial state-
ments; (6) the failure to secure a written statement

signed by the proprietor, a responsible partner, or
an officer, as appropriate, as to the assets, lia-
bilities, and accountabilities, contingent or other-
wise, not recorded on the respondent’s books; or

(7} the acceptance by Raftery of employment to

perform an audit when he was not independent
in that he had indebtedness to the respondent or
an officer thereof; (8) the alteration, in at least two
instances, of the audit working papers after our in-
vestigation began.

Nicolas J. Raftery, without admitting or deny-
ing any such lack of adherence to generally ae-
cepted auditing standards or the minimum audit
requirements, has tendered to the Commission his
resignation in which he agrees that he will not ap-
pear or practice before the Commission in the
future; and the Commission being satisfied that by
reason of such resignation no proceeding pursuant
to Rule 2(e) of the Commission’s Rules of Prae-
tice is necesssry; and it being determined by the
Commission that it is not inconsistent with the
public interest;

It Is Omperep that Nicolas J. Raftery’s res-
ignation from practice before this Commission be
and hereby is accepted, and that no further pro-
ceeding be had in this matter.

By the Commission.

Orvar L. DvBos,
Secretary.
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RELEASE NO. 109
~ September 25, 1967
Order In the Matter of Edwin Aronbwitz, a Public Accountant

On the basis of information furnished to the
Commission, it appears to the Commission that
there may have been a lack of adherence to gen-
erally accepted auditing standards and the Com-
mission’s minimum audit requirements by Edwin
Aronowitz, a public accountant, in connection with
the preparation and submission to the Commission
of certain financial statements required by Rule
240. 1Ta-b.

Edwin Aronowitz has tendered to the Commis-
sion his resighation in which he agrees that he will
not appear or practice before the Commission in
the future; and the Commission being satisfied

that by reason of such resignation no proceeding
‘pursuant to Rule 2(e) of the Commission’s Rule of
Practice is necessary; and that such disposition of
the matter is not inconsistent with the public in-
terest; '

It Is OrpERED that the resignation from prac-
tice before this Commission by Edwin Aronowitz
be and hereby is accepted,

By the Commission.

Orvar L. DuBois,
Secretary.

RELEASE NO. 110
January 18, 1968
Order In the Matter of Meyer Weiner, a Ceriified Public Accountant

On the basis of information obtained in a non-
public investigative proceeding, the staff has

charged (a) that Meyer Weiner of Reading,

Pennsylvania, acting in his capacity as 2 certified
public accountant, willfully aided and abetted in
violations of Section 17(a) of the Securities Ex-
change Act of 1934 and Rule 17 CFR 240. 17a-5
thereunder in that (1) he certified without quali-
fication or exception a materially false and mis-
leading statement of financial condition filed with
the Commission by William P. Mackay, a broker-
dealer doing business as Mackay and Company
(Securities Exchange Act Release No. 7343,
June 15, 1964), and (2) when he was not in fact in-
dependent, he certified without qualification or
exception a statement of financial condition filed
with the Commission by Jacob Luther Hain,
another broker-dealer doing business as J. L. Hain
& Co.; and (b) that, in connection with the prep-
aration of the statements of financial condition
mentioned above, there was alack of adherence by
Weiner to generally accepted auditing standards
and the Commission’s minimum audit require-
ments as set forth in Form X-17A-5.

The information obtained in the investigation

indicates that Weiner’s audits were deficient in re-
spect of one or more of the following matters:
(1} Mackay did not maintain a general ledger and
therefore Weiner did not compare the “ledger ac-~
counts” with a trial balance obtained from the
general ledger and did not compare the aggregates
of subsidiary ledgers with their respective control
accounts; (2) Weiner did not balance securities
positions as at the audit date; (8) Weiner did not
balance -and confirm customers’ money balances
and securities positions; (4) loans to Mackay
totaling about $525,496, including about $34,000
payable to banks, were omitted from the state-
ment of financial condition, and the statement of
financial condition thereby improperly showed a
capital position of $38,311; (56) Weiner failed to
check the proceeds of such loans into bank ac-
counts and to verify expenditures therefrom; and
(6) Welner was not, in fact, independent.

Meyer Weiner, without admitting or denying
any lack of adherence to generally accepted audit-
ing standards or the minimum audit requirements
or any of the other staff' charges, has tendered to
the Commission his resignation in which he agrees
that he will not appear or practice before the
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Commission in the future, The Commission has
determined that by reason of such resignation no
proceeding pursuant to Rule 2(e) of its Rules of
Practice is necessary, and that such disposition of
the matter is not inconsistent with the public in-
terest,

Accordingly, It Is Orperen that Meyer Weiner’s

resignation from appearance and practice before
this Commission be and it hereby is accepted.

For the Commission (pursuant to delegated
authority).

Orvayr L. DuBois,
Secretory.

RELEASE NO. 111

SECURITIES ACT OF 1933
Release No. 4899

SECURITIES EXCHANGE ACT OF 1934
Release No. 8274

March 20, 1968
HOLDING COMPANY ACT OF. 1935

Release No. 16010

INVESTMENT COMPANY ACT OF 1940
Release No. 5315 :

Amendment to Rule 1-01 of Article 1 of Regulation S-X

Purpose of Amendment

This amendment to Rule 1-01 of Article 1 brings
this rule up to date and makes unnecessary amend-

ments to this rule each time an existing form is re-

seinded or a new form is added.
Text of Amended Rule
Rule 1-01, Application of Regulation S-X,

(a) This regulation (together with the Account-
ing Series Releases) states the requirements
applicable to the form and content of all finan-
cial statements required to be filed as a part
of—

(1) Registration statements under the Securi-
ties Act of 1933, except as otherwise specifically
provided in the forms which are to be used for reg-
istration under this Act;

(2) Registration statements under Section 12
and annual or other reports under Sections 18 and
16(d) of the Securities Exchange Act of 1934, ex-
cept as otherwise specifically provided in the forms
which are to be used for registration and reporting
under these Sections of this Act;

(3) Registration statements and annual reports
filed under the public Utility Holding Company
Act of 1935 by public utility holding companies
registered under such Act; and

(4) Registration statements and annual reports

under the Investment Company Act of 1940,

(b) The term ‘‘financial statments” as used in
this regulation shall be deemed to include ali
supporting schedules,

Statutory Basis .

The foregoing action is taken pursuant to the
Securities Aet of 1933, particularly Sections 6, 7,
8, 9, 10, and 19(a) thereof, the Securities Ex-
change Act of 1934, particularly Sections 12, 13,
15(d) and 23(a) there of, the Public Utility Holding
Company Act of 1935, particularly Sections
5(b), 14 and 20{a) thereof, and the Investment
Company Act of 1940, particularly Sections 8,
30; 31 (c) and 38 (a) thereof,

Since the foregoing action merely deletes re-
ference to specific forms to which Regulation S-X
applies, this action reduces the number of or ob-
viates amendments to this rule when a form is
reseinded or a new form is added. For these reasons
the Commission finds that notice and procedure
pursuant to the Administrative Procedure Act is
hot necessary, For the same reasons the foregoing
action may be made effective immediately. Accor-
dingly, such action shall become effective upon
publication March 20, 1968.

Orvar L. DuBors,
Secretary.
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RELEASE NO, 112
August 12, 1968

SECURITIES ACT OF 1933
Release No, 4918

SECURITIES EXCHANGE ACT OF 1934
Release No. 8379

HOLDING COMPANY ACT OF 1935
Release No. 16137

INVESTMENT COMPANY ACT OF- 1940
Release No. 5462

Independence of Accountants Examining a Nonmaterial Segment of an Internaiional Business

The Securities and Exchange Commission
today announced the publication of a release
in its Accounting Series dealing with inde-
pendence of accountants. The release is con-

cerned with a matter which tends to arise more

frequently as United States corporations doing

business on an international scale increase in

number and their respective operations are
conducted in an ever-growing number of geo-
graphical areas.

In matters of independence, the Commigsion
has continued to give recognition to the in-
creasing complexities in the business field and
the impracticability of attempting to identify
in advance all the circumstances under which an
accountant might be considered not independent
or which would result in a determination not to
question his independence.?

This approach has had the effect of providing
needed flexibility where the decision in any
particular situation ean be made only after
taking into consideration all known relevant
circumstances. In Accounting Series Release
No. 81 we indicated that in any case where
doubt exists the accountant should discuss the
facts with the staff. In general this has proved
a satisfactory method to administer a segment
of the Commission’s statutory responsibility
which is of significant importance in the public
interest and the protection of the investors.

Where a company is engaged in international
operations, it requires auditing services in those
countries where its divisions or subsidiaries
own properties or otherwise conduct business.
A division or subsidiary of a United States com-

1 Accounting Series Releases No. 47, January 25, 1944;

No. 79, April 8, 1958; and No. 81, December 11, 1958.

pany (hereafter the “parent company”) may
conduct business abroad in a geographical area
where the parent company’s independent public
accountants do not practice. Frequently, the
importance to the parent company’s total enter-
prise of the division or subsidiary is small, and

~ another accounting firm ? (hereafter the “other

accounting firm”) acceptable to the independent
accountants of the parent company may be en-
gaged to examine the financial statements of
the division or subsidiary,

Inquiry has been made whether in the situa-
tion where the financial statements of a di-
vision or subsidiary which represents a non-
material segment of an international business
are examined by another accounting firm or its
affiliated firm, Rule 2-01 of Regulation S-X @ ig
construed so as to preclude ali the partners of
such other accounting firm or its affiliated firm
from owning any securities of the parent com-
pany or the subsidiary in order for the other
accounting firm to be considered independent as
to the parent company or the subsidiary,

We believe that the purposes of Rule 2-01
would be adequately served by a less restrictive
construction. Insofar as ownership of securities
by partners is concerned, the other accounting

2 In many cases the other accounting firm which has been
retained to do the examination will do so through one of its
affiliated firms operating abroad, ’

2 Rule 2-01 of Regulation 8-X provides that “an account-
ant wili be considered not independent with respect to any
person or any of its parents or subsidiaries in whom he has, or
had during the period of report, any direct finsncial interest
or any material indirect financial interest,’’ Where the “ac-
countant” is a firm, the Commission has construed the re-
sttietion to apply to each partner of the firm whether or not
he has any connection with the examination.
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firm would be held to be not independent only if
securities of the parent company or the sub-
sidiary are owned by any of the partners of the
other accounting firm or its affiliated firm who
are located in the office which makes the ex-

amination of the division or subsidiary or who
are otherwise engaged in such examination.
This interpretation relates exclusively to the
ownership of securities and does not extend to
any other relationship proscribed by Rule 2-01.
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