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subject to a $5,000 minimum net capital
requirement shall maintain net capital
of not less than the greater of the
amount computed under §240.15c3-
1(a)(1)(@d) or:

(1) $2,500 until June 30, 1993;

(2) $3,300 on July 1, 1993, until Decem-
ber 31, 1993;

(3) $4,100 on January 1, 1994, until
June 30, 1994; and

(4) $5,000 on July 1, 1994.

[67 FR 56990, Dec. 2, 1992]

§240.15¢3-1f Optional market and
credit risk requirements for OTC
derivatives dealers (Appendix F to
17 CFR 240.15¢3-1).

Application Requirements

(a) An OTC derivatives dealer may
apply to the Commission for authoriza-
tion to compute capital charges for
market and credit risk pursuant to this
Appendix F in lieu of computing secu-
rities haircuts pursuant to §240.15c3-
1(c)(2)(vi).

(1) An OTC derivatives dealer’s appli-
cation shall contain the following in-
formation:

(i) Executive summary. An OTC deriva-
tives dealer shall include in its applica-
tion an Executive Summary of infor-
mation provided to the Commission.

(i1) Description of methods for com-
puting market risk charges. An OTC de-
rivatives dealer shall provide a descrip-
tion of all statistical models used for
pricing OTC derivative instruments
and for computing value-at-risk
(““VAR”’), a description of the appli-
cant’s controls over those models, and
a statement regarding whether the
firm has developed its own internal
VAR models. If the OTC derivatives
dealer’s VAR model incorporates em-
pirical correlations across risk cat-
egories, the dealer shall describe its
process for measuring correlations and
describe the qualitative and quan-
titative aspects of the model which at
a minimum must adhere to the criteria
set forth in paragraph (e) of this Ap-
pendix F. The application shall further
state whether the OTC derivatives
dealer intends to use an alternative
method for computing its market risk
charge for equity instruments and, if
applicable, a description of how its own
theoretical pricing model contains the
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minimum pricing factors set forth in
Appendix A (§240.15c3-1a). The applica-
tion shall also describe any category of
securities having no ready market or
any category of debt securities which
are below investment grade for which
the OTC derivatives dealer wishes to
use its VAR model to calculate its
market risk charge or for which it
wishes to use an alternative method for
computing this charge and a descrip-
tion of how those charges would be de-
termined.

(iii) Internal risk management control
systems. An OTC derivatives dealer
shall provide a comprehensive descrip-
tion of its internal risk management
control systems and how those systems
adhere to the requirements set forth in
§240.15¢c3-4(a) through (d).

(2) The Commission may approve the
application after reviewing the applica-
tion to determine whether the OTC de-
rivatives dealer:

(i) Has adopted internal risk manage-
ment control systems that meet the re-
quirements set forth in §240.15¢3-4; and

(ii) Has adopted a VAR model that
meets the requirements set forth in
paragraphs (e)(1) and (e)(2) of this Ap-
pendix F.

(3) If the OTC derivatives dealer ma-
terially amends its VAR model or in-
ternal risk management control sys-
tems as described in its application, in-
cluding any material change in the cat-
egories of non-marketable securities
that it wishes to include in its VAR
model, the dealer shall file an applica-
tion describing the changes which must
be approved by the Commission before
the changes may be implemented.
After reviewing the application for
changes to the dealer’s VAR model or
internal risk management control sys-
tems to determine whether, with the
changes, the OTC derivatives dealer’s
VAR model and internal risk manage-
ment control systems would meet the
requirements set forth in this Appendix
F and §240.15¢c3-4, the Commission may
approve the application.

(4) The applications provided for in
this paragraph (a) shall be considered
filed when received at the Commis-
sion’s principal office in Washington,
DC. All applications filed pursuant to
this paragraph (a) shall be deemed to
be confidential.
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Compliance With §240.15c3—4

(b) An OTC derivatives dealer must
be in compliance in all material re-
spects with §240.15¢3-4 regarding its in-
ternal risk management control sys-
tems in order to be in compliance with
§240.15¢c3-1.

Market Risk

(c) An OTC derivatives dealer elect-
ing to apply this Appendix F shall com-
pute a capital charge for market risk
which shall be the aggregate of the
charges computed below:

(1) Value-at-Risk. An OTC derivatives
dealer shall deduct from net worth an
amount for market risk for eligible
OTC derivative instruments and other
positions in its proprietary or other ac-
counts equal to the VAR of these posi-
tions obtained from its proprietary
VAR model, multiplied by the appro-
priate multiplication factor in para-
graph (e)(1)(iv)(C) of this Appendix F.
The OTC derivatives dealer may not
elect to calculate its capital charges
under this paragraph (c)(1) until its ap-
plication to use the VAR model has
been approved by the Commission.

(2) Alternative method for equities. An
OTC derivatives dealer may elect to
use this alternative method to cal-
culate its market risk for equity in-
struments, including OTC options,
upon approval by the Commission on
application by the dealer. Under this
alternative method, the deduction for
market risk must be the amount com-
puted pursuant to Appendix A to Rule
15¢3-1

(§240.15c3-1a). In this computation, the
OTC derivatives dealer may use its own
theoretical pricing model provided that
it contains the minimum pricing fac-
tors set forth in Appendix A.

(3) Non-marketable securities. An OTC
derivatives dealer may not use a VAR
model to determine a capital charge
for any category of securities having
no ready market or any category of
debt securities which are below invest-
ment grade or any derivative instru-
ment based on the value of these cat-
egories of securities, unless the Com-
mission has granted, pursuant to para-
graph (a)(1) of this Appendix F, its ap-
plication to use its VAR model for any
such category of securities. The dealer
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in any event may apply, pursuant to
paragraph (a)(1) of this Appendix F, for
an alternative treatment for any such
category of securities, rather than cal-
culate the market risk capital charge
for such category of securities under
§240.15¢c3-1(c)(2)(vi) and (vii).

(4) Residual positions. To the extent
that a position has not been included
in the calculation of the market risk
charge in paragraphs (c)(1) through
(c)(3) of this section, the market risk
charge for the position shall be com-
puted under §240.15¢3-1(c)(2)(vi).

Credit Risk

(d) The capital charge for credit risk
arising from an OTC derivatives deal-
er’s transactions in eligible OTC deriv-
ative instruments shall be:

(1) The net replacement value in the
account of a counterparty (including
the effect of legally enforceable netting
agreements and the application of lig-
uid collateral) that is insolvent, or in
bankruptcy, or that has senior unse-
cured long-term debt in default;

(2) As to a counterparty not other-
wise described in paragraph (d)(1) of
this section, the net replacement value
in the account of the counterparty (in-
cluding the effect of legally enforceable
netting agreements and the application
of liquid collateral) multiplied by 8%,
and further multiplied by the
counterparty factor. The counterparty
factors are:

(i) 20% for counterparties with rat-
ings for senior unsecured long-term
debt or commercial paper in the two
highest rating categories by a nation-
ally recognized statistical rating orga-
nization (“NRSRO”’);

(ii) 50% for counterparties with rat-
ings for senior unsecured long-term
debt in the third and fourth highest
ratings categories by an NRSRO; and

(iii) 100% for counterparties with rat-
ings for senior unsecured long-term
debt below the four highest rating cat-
egories; and

(3) A concentration charge where the
net replacement value in the account
of any one counterparty (other than a
counterparty described in paragraph
(d)(1) of this section) exceeds 25% of the
OTC derivatives dealer’s tentative net
capital, calculated as follows:
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(i) For counterparties with ratings
for senior unsecured long-term debt or
commercial paper in the two highest
rating categories by an NRSRO, 5% of
the amount of the net replacement
value in excess of 25% of the OTC de-
rivatives dealer’s tentative net capital;

(ii) For counterparties with ratings
for senior unsecured long-term debt in
the third and fourth highest rating cat-
egories by an NRSRO, 20% of the
amount of the net replacement value in
excess of 25% of the OTC derivatives
dealer’s tentative net capital; and

(iii) For counterparties with ratings
for senior unsecured long-term debt
below the four highest rating cat-
egories, 50% of the amount of the net
replacement value in excess of 25% of
the OTC derivatives dealer’s tentative
net capital.

(4) Counterparties that are not rated
by an NRSRO may be rated by the OTC
derivatives dealer, or by an affiliated
bank or affiliated broker-dealer of the
OTC derivatives dealer, upon approval
by the Commission on application by
the OTC derivatives dealer. After re-
viewing the application to determine
whether the credit rating procedures
and rating categories are equivalent to
those used by NRSROs and that such
ratings are current, the Commission
may approve the application. The OTC
derivatives dealer must make and keep
current a record of the basis for the
credit rating for each counterparty.
The record must be preserved for a pe-
riod of not less than three years, the
first two years in an easily accessible
place.

VAR Models

(e) An OTC derivatives dealer’s VAR
model must meet the following quali-
tative and quantitative requirements:

(1) Qualitative requirements. An OTC
derivatives dealerapplying this Appen-
dix F must have a VAR model that
meets the following minimum quali-
tative requirements:

(i) The OTC derivatives dealer’s VAR
model must be integrated into the
firm’s daily risk management process;

(ii) The OTC derivatives dealer must
conduct appropriate stress tests of the
VAR model, and develop appropriate
procedures to follow in response to the
results of such tests;

§240.15¢c3-1f

(iii) The OTC derivatives dealer must
conduct periodic reviews (which may
be performed by internal audit staff) of
its VAR model. The OTC derivatives
dealer’s VAR model also must be sub-
ject to annual reviews conducted by
independent public accountants; and

(iv) The OTC derivatives dealer must
conduct backtesting of the VAR model
pursuant to the following procedures:

(A) Beginning one year after the OTC
derivatives dealer begins using its VAR
model to calculate its net capital, the
OTC derivatives dealer must conduct
backtesting by comparing each of its
most recent 250 business days’ actual
net trading profit or loss with the cor-
responding daily VAR measures gen-
erated for determining market risk
capital charges and calibrated to a one-
day holding period and a 99 percent,
one-tailed confidence level;

(B) Once each quarter, the OTC de-
rivatives dealer must identify the num-
ber of exceptions, that is, the number
of business days for which the actual
daily net trading loss, if any, exceeded
the corresponding daily VAR measure;
and

(C) An OTC derivatives dealer must
use the multiplication factor indicated
in Table 1 of this Appendix F in deter-
mining its capital charge for market
risk until it obtains the next quarter’s
backtesting results, unless the Com-
mission determines that a different ad-
justment or other action is appro-
priate.

TABLE 5—MULTIPLICATION FACTOR BASED ON
RESULTS OF BACKTESTING

Mul-
tiplica-
tion
factor

Number of exceptions

........ 3.00
3.40
3.50
3.65
3.75
........ 3.85
.......................... 4.00

(2) Quantitative requirements. An OTC
derivatives dealer applying this Appen-
dix F must have a VAR model that
meets the following minimum quan-
titative requirements:

(i) The VAR measures must be cal-
culated on a daily basis using a 99 per-
cent, one-tailed confidence level with a
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price change equivalent to a ten-busi-
ness day movement in rates and prices;

(ii) The effective historical observa-
tion period for VAR measures must be
at least one year, and the weighted av-
erage time lag of the individual obser-
vations cannot be less than six months.
Historical data sets must be updated at
least every three months and reas-
sessed whenever market prices or
volatilities are subject to large
changes;

(iii) The VAR measures must include
the risks arising from the non-linear
price characteristics of options posi-
tions and the sensitivity of the market
value of the positions to changes in the
volatility of the underlying rates or
prices. An OTC derivatives dealer must
measure the volatility of options posi-
tions by different maturities;

(iv) The VAR measures may incor-
porate empirical correlations within
and across risk categories, provided
that the OTC derivatives dealer has de-
scribed its process for measuring cor-
relations in its application to apply
this Appendix F and the Commission
has approved its application. In the
event that the VAR measures do not
incorporate empirical correlations
across risk categories, the OTC deriva-
tives dealer must add the separate
VAR measures for the four major risk
categories in paragraph (e)(2)(v) of this
Appendix F to determine its aggregate
VAR measure; and

(v) The OTC derivatives dealer’s VAR
model must use risk factors sufficient
to measure the market risk inherent in
all covered positions. The risk factors
must address, at a minimum, the fol-
lowing major risk categories: interest
rate risk, equity price risk, foreign ex-
change rate risk, and commodity price
risk. For material exposures in the
major currencies and markets, mod-
eling techniques must capture, at a
minimum, spread risk and must incor-
porate enough segments of the yield
curve to capture differences in vola-
tility and less-than-perfect correlation
of rates along the yield curve. An OTC
derivatives dealer must provide the
Commission with evidence that the
OTC derivatives dealer’s VAR model
takes account of specific risk in posi-
tions, including specific equity risk, if
the OTC derivatives dealer intends to

17 CFR Ch. Il (4-1-03 Edition)

utilize its VAR model to compute cap-
ital charges for equity price risk.

[63 FR 59398, Nov. 3, 1998]

§240.15¢3-2 Customers’ free credit bal-
ances.

No broker or dealer shall use any
funds arising out of any free credit bal-
ance carried for the account of any cus-
tomer in connection with the operation
of the business of such broker or dealer
unless such broker or dealer has estab-
lished adequate procedures pursuant to
which each customer for whom a free
credit balance is carried will be given
or sent, together with or as a part of
the customer’s statement of account,
whenever sent but not less frequently
than once every three months, a writ-
ten statement informing such -cus-
tomer of the amount due to the cus-
tomer by such broker or dealer on the
date of such statement, and containing
a written notice that (a) such funds are
not segregated and may be used in the
operation of the business of such
broker or dealer, and (b) such funds are
payable on the demand of the cus-
tomer: Provided, however, That this sec-
tion shall not apply to a broker or
dealer which is also a banking institu-
tion supervised and examined by State
or Federal authority having super-
vision over banks. For the purpose of
this section the term customer shall
mean every person other than a broker
or dealer.

(Sec. 15, 48 Stat. 895; 15 U.S.C. 780)
[29 FR 7240, June 3, 1964]

§240.15¢3-3 Customer protection—re-
serves and custody of securities.

(a) Definitions. For the purpose of this
section:

(1) The term customer shall mean any
person from whom or on whose behalf a
broker or dealer has received or ac-
quired or holds funds or securities for
the account of that person. The term
shall not include a broker or dealer, a
municipal securities dealer, or a gov-
ernment securities broker or govern-
ment securities dealer. The term shall,
however, include another broker or
dealer to the extent that broker or
dealer maintains an omnibus account
for the account of customers with the
broker or dealer in compliance with
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