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(c)(4) of this section and shall recom-
mence with the business day after the
public comment period ends.

(ii) Nothing in this section shall re-
quire the Commission and the Securi-
ties and Exchange Commission to issue
any joint order.

(iii) If the Commission and the Secu-
rities and Exchange Commission do not
issue a joint order within the time pe-
riod described in paragraph (c)(5)(i) of
this section, each of the Commission
and the Securities and Exchange Com-
mission shall publicly provide the rea-
sons for not issuing such a joint order
within that timeframe.

[77 FR 48354, Aug. 13, 2012]

MINIMUM FINANCIAL AND RELATED
REPORTING REQUIREMENTS

§1.10 Financial reports of futures
commission merchants and intro-
ducing brokers.

(a) Application for registration. (1) Ex-
cept as otherwise provided, a futures
commission merchant or an applicant
for registration as a futures commis-
sion merchant, in order to satisfy any
requirement in this part that it file a
Form 1-FR, must file a Form 1-FR-
FCM, and any reference in this part to
Form 1-FR with respect to a futures
commission merchant or applicant
therefor shall be deemed to be a ref-
erence to Form 1-FR-FCM. Except as
otherwise provided, an introducing
broker or an applicant for registration
as an introducing broker, in order to
satisfy any requirement in this part
that it file a Form 1-FR, must file a
Form 1-FR-IB, and any reference in
this part to Form 1-FR with respect to
an introducing broker or applicant
therefor shall be deemed to be a ref-
erence to Form 1-FR-IB.

(2) (1) (A) Except as provided in para-
graphs (a)(3) and (h) of this section,
each person who files an application for
registration as a futures commission
merchant and who is not so registered
at the time of such filing, must, con-
currently with the filing of such appli-
cation, file either:

(I) A Form 1-FR-FCM certified by an
independent public accountant in ac-
cordance with §1.16 as of a date not
more than 45 days prior to the date on
which such report is filed; or
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(2) A Form 1-FR-FCM as of a date not
more than 17 business days prior to the
date on which such report is filed and
a Form 1-FR-FCM certified by an inde-
pendent public accountant in accord-
ance with §1.16 as of a date not more
than one year prior to the date on
which such report is filed.

(B) Each such person must include
with such financial report a statement
describing the source of his current as-
sets and representing that his capital
has been contributed for the purpose of
operating his business and will con-
tinue to be used for such purpose.

(ii) (A) Except as provided in para-
graphs (a)(3) and (h) of this section,
each person who files an application for
registration as an introducing broker
and who is not so registered at the
time of such filing, must, concurrently
with the filing of such application, file
either:

(I) A Form 1-FR-IB certified by an
independent public accountant in ac-
cordance with §1.16 as of a date not
more than 45 days prior to the date on
which such report is filed;

(2) A Form 1-FR-IB as of a date not
more than 17 business days prior to the
date on which such report is filed and
a Form 1-FR-IB certified by an inde-
pendent public accountant in accord-
ance with §1.16 as of a date not more
than one year prior to the date on
which such report is filed;

(3) A Form 1-FR-IB as of a date not
more than 17 business days prior to the
date on which such report is filed, Pro-
vided, however, that such applicant
shall be subject to a review by the ap-
plicant’s designated self-regulatory or-
ganization within six months of reg-
istration; or

(4) A guarantee agreement.

(B) Each person filing in accordance
with paragraphs (a)(2)({i)(A) (1), (2) or
(3) of this section must include with
such financial report a statement de-
scribing the source of his current as-
sets and representing that his capital
has been contributed for the purpose of
operating his business and will con-
tinue to be used for such purpose.

(3)(1) The provisions of paragraph
(a)(2) of this section do not apply to
any person succeeding to and con-
tinuing the business of another futures
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commission merchant. Each such per-
son who files an application for reg-
istration as a futures commission mer-
chant and who is not so registered in
that capacity at the time of such filing
must file a Form 1-FR-FCM as of the
first month end following the date on
which his registration is approved.
Such report must be filed with the Na-
tional Futures Association, the Com-
mission and the designated self-regu-
latory organization, if any, not more
than 17 business days after the date for
which the report is made.

(ii) The provisions of paragraph (a)(2)
of this section do not apply to any per-
son succeeding to and continuing the
business of another introducing broker.

(A) Each such person who succeeds to
and continues the business of an intro-
ducing broker which was not operating
pursuant to a guarantee agreement, or
which was operating pursuant to a
guarantee agreement and was also a se-
curities broker or dealer at the time of
succession, who files an application for
registration as an introducing broker,
and who is not so registered in that ca-
pacity at the time of such filing, must
file with the National Futures Associa-
tion either a guarantee agreement with
his application for registration or a
Form 1-FR-IB as of the first month end
following the date on which his reg-
istration is approved. Such Form 1-FR-
IB must be filed not more than 17 busi-
ness days after the date for which the
report is made.

(B) Each such person who succeeds to
and continues the business of an intro-
ducing broker which was operating
pursuant to a guarantee agreement and
which was not also a securities broker
or dealer at the time of succession, who
files an application for registration as
an introducing broker, and who is not
so registered in that capacity at the
time of such filing, must file with the
National Futures Association either a
guarantee agreement or a Form 1-FR-
IB with his application for registra-
tion. If such person files a Form 1-FR-
IB with his application for registra-
tion, such person must also file a Form
1-FR-IB, certified by an independent
public accountant, as of a date no later
than the end of the month registration
is granted. The Form 1-FR-IB certified
by an independent public accountant
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must be filed with the National Fu-
tures Association not more than 45
days after the date for which the report
is made.

(b) Filing of financial reports. (1)(i) Ex-
cept as provided in paragraphs (b)(3)
and (h) of this section, each person reg-
istered as a futures commission mer-
chant must file a Form 1-FR-FCM as of
the close of business each month. Each
Form 1-FR-FCM must be filed no later
than 17 business days after the date for
which the report is made.

(ii) In addition to the monthly finan-
cial reports required by paragraph
(b)(1)(A) of this section, each person
registered as a futures commission
merchant must file a Form 1-FR-FCM
as of the close of its fiscal year, which
must be certified by an independent
public accountant in accordance with
§1.16, and must be filed no later than 60
days after the close of the futures com-
mission merchant’s fiscal year: Pro-
vided, however, that a registrant which
is registered with the Securities and
Exchange Commission as a securities
broker or dealer must file this report
not later than the time permitted for
filing an annual audit report under
§240.17a-5(d)(b) of this title.

(2)(i) Except as provided in para-
graphs (b)(3) and (h) of this section, and
except for an introducing broker oper-
ating pursuant to a guarantee agree-
ment which is not also a securities
broker or dealer, each person reg-
istered as an introducing broker must
file a Form 1-FR-IB semiannually as of
the middle and the close of each fiscal
year. Each Form 1-FR-IB must be filed
no later than 17 business days after the
date for which the report is made.

(ii)(A) In addition to the financial re-
ports required by paragraph (b)(2)(i) of
this section, each person registered as
an introducing broker must file a Form
1-FR-IB as of the close of its fiscal
yvear which must be certified by an
independent public accountant in ac-
cordance with §1.16 no later than 90
days after the close of each introducing
broker’s fiscal year: Provided, however,
that a registrant which is registered
with the Securities and Exchange Com-
mission as a securities broker or dealer
must file this report not later than the
time permitted for filing an annual
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audit report under §240.17a-5(d)(5) of
this title.

(B) If an introducing broker has filed
previously a Form 1-FR-IB, certified by
an independent public accountant in
accordance with the provisions of para-
graphs (a)(2)(ii) or (j)(8) of this section
and §1.16 of this part, as of a date not
more than one year prior to the close
of such introducing broker’s fiscal
year, it need not have certified by an
independent public accountant the
Form 1-FR-IB filed as of the intro-
ducing broker’s first fiscal year-end
following the as of date of its initial
certified Form 1-FR-IB. In such a case,
the introducing broker’s Form 1-FR-IB
filed as of the close of the second fiscal
year-end following the as of date of its
initial certified Form 1-FR-IB must
cover the period of time between those
two dates and must be certified by an
independent public accountant in ac-
cordance with §1.16 of this part.

(3) The provisions of paragraphs (b)(1)
and (b)(2) of this section may be met by
any person registered as a futures com-
mission merchant or as an introducing
broker who is a member of a designated
self-regulatory organization and con-
forms to minimum financial standards
and related reporting requirements set
by such designated self-regulatory or-
ganization in its bylaws, rules, regula-
tions, or resolutions and approved by
the Commission pursuant to Section
4f(b) of the Act and §1.52: Provided,
however, That each such registrant
shall promptly file with the Commis-
sion a true and exact copy of each fi-
nancial report which it files with such
designated self-regulatory organiza-
tion.

(4) Upon receiving written notice
from any representative of the Na-
tional Futures Association, the Com-
mission or any self-regulatory organi-
zation of which it is a member, an ap-
plicant or registrant, except an appli-
cant for registration as an introducing
broker which has filed concurrently
with its application for registration a
guarantee agreement and which is not
also a securities broker or dealer,
must, monthly or at such times as
specified, furnish the National Futures
Association, the Commission or the
self-regulatory organization requesting
such information a Form 1-FR or such
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other financial information as re-
quested by the National Futures Asso-
ciation, the Commission or the self-
regulatory organization. Each such
Form 1-FR or such other information
must be furnished within the time pe-
riod specified in the written notice, and
in accordance with the provisions of
paragraph (c) of this section.

(5) Each futures commission mer-
chant must file with the Commission
the measure of the future commission
merchant’s leverage as of the close of
the business each month. For purpose
of this section, the term ‘‘leverage’
shall be defined by a registered futures
association of which the futures com-
mission merchant is a member. The fu-
tures commission merchant is required
to file the leverage information with
the Commission within 17 business
days of the close of the futures com-
mission merchant’s month end.

(c) Where to file reports. (1) Form 1-FR
filed by an introducing broker pursu-
ant to paragraph (b)(2) of this section
need be filed only with, and will be con-
sidered filed when received by, the Na-
tional Futures Association. Other re-
ports or information provided for in
this section will be considered filed
when received by the Regional office of
the Commission with jurisdiction over
the state in which the registrant’s
principal place of business is located
(as set forth in §140.02 of this chapter)
and by the designated self-regulatory
organization, if any; and reports or
other information required to be filed
by this section by an applicant for reg-
istration will be considered filed when
received by the National Futures Asso-
ciation. Any report or information
filed with the National Futures Asso-
ciation pursuant to this paragraph
shall be deemed for all purposes to be
filed with, and to be the official record
of, the Commission.

(2)(i) All filings or other notices pre-
pared by a futures commission mer-
chant pursuant to this section must be
submitted to the Commission in elec-
tronic form using a form of user au-
thentication assigned in accordance
with procedures established by or ap-
proved by the Commission, and other-
wise in accordance with instructions
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issued by or approved by the Commis-
sion, if the futures commission mer-
chant or a designated self-regulatory
organization has provided the Commis-
sion with the means necessary to read
and to process the information con-
tained in such report. A Form 1-FR re-
quired to be certified by an inde-
pendent public accountant in accord-
ance with §1.16 which is filed by a fu-
tures commission merchant must be
filed electronically.

(ii) Except as provided in paragraph
(h) of this section, all filings or other
notices or applications prepared by an
introducing broker or applicant for
registration as an introducing broker
or futures commission merchant pursu-
ant to this section must be filed elec-
tronically in accordance with elec-
tronic filing procedures established by
the National Futures Association. In
the case of a Form 1-FR-IB that is re-
quired to be certified by an inde-
pendent public accountant in accord-
ance with §1.16, a paper copy of any
such filing with the original manually
signed certification must be main-
tained by the introducing broker or ap-
plicant for registration as an intro-
ducing broker in accordance with §1.31.

(3) Any information required of a reg-
istrant by a self-regulatory organiza-
tion pursuant to paragraph (b)(4) of
this section need be furnished only to
such self-regulatory organization and
the Commission, and any information
required of an applicant by the Na-
tional Futures Association pursuant to
paragraph (b)(4) of this section need be
furnished only to the National Futures
Association and the Commission.

(4) Any guarantee agreement entered
into between a futures commission
merchant and an introducing broker in
accordance with the provisions of this
section need be filed only with, and
will be considered filed when received
by, the National Futures Association.

(d) Contents of financial reports. (1)
Each Form 1-FR filed pursuant to this
§1.10 which is not required to be cer-
tified by an independent public ac-
countant must be completed in accord-
ance with the instructions to the form
and contain:

(i) A statement of financial condition
as of the date for which the report is
made;
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(ii) Statements of income (loss) and a
statement of changes in ownership eq-
uity for the period between the date of
the most recent statement of financial
condition filed with the Commission
and the date for which the report is
made;

(iii) A statement of changes in liabil-
ities subordinated to claims of general
creditors for the period between the
date of the most recent statement of fi-
nancial condition filed with the Com-
mission and the date for which the re-
port is made;

(iv) A statement of the computation
of the minimum capital requirements
pursuant to §1.17 as of the date for
which the report is made;

(v) For a futures commission mer-
chant only, the statements of segrega-
tion requirements and funds in seg-
regation for customers trading on U.S.
commodity exchanges and for -cus-
tomers’ dealer options accounts, the
statement of secured amounts and
funds held in separate accounts for 30.7
customers (as defined in §30.1 of this
chapter) in accordance with §30.7 of
this chapter, and the statement of
cleared swaps customer segregation re-
quirements and funds in cleared swaps
customer accounts under section 4d(f)
of the Act as of the date for which the
report is made; and

(vi) In addition to the information
expressly required, such futher mate-
rial information as may be necessary
to make the required statements and
schedules not misleading.

(2) Each Form 1-FR filed pursuant to
this §1.10 which is required to be cer-
tified by an independent public ac-
countant must be completed in accord-
ance with the instructions to the form
and contain:

(i) A statement of financial condition
as of the date for which the report is
made;

(ii) Statements of income (loss), cash
flows, changes in ownership equity, and
changes in liabilities subordinated to
claims of general creditors, for the pe-
riod between the date of the most re-
cent certified statement of financial
condition filed with the Commission
and the date for which the report is
made: Provided, That for an applicant
filing pursuant to paragraph (a)(2) of
this section the period must be the
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year ending as of the date of the state-
ment of financial condition;

(iii) A statement of the computation
of the minimum capital requirements
pursuant to §1.17 as of the date for
which the report is made;

(iv) For a futures commission mer-
chant only, the statements of segrega-
tion requirements and funds in seg-
regation for customers trading on U.S.
commodity exchanges and for -cus-
tomers’ dealer options accounts, the
statement of secured amounts and
funds held in separate accounts for 30.7
customers (as defined in §30.1 of this
chapter) in accordance with §30.7 of the
chapter, and the statement of cleared
swaps customers segregation require-
ments and funds in cleared swaps cus-
tomer accounts under section 4d(f) of
the Act as of the date for which the re-
port is made;

(v) Appropriate footnote disclosures;

(vi) A reconciliation, including ap-
propriate explanations, of the state-
ment of the computation of the min-
imum capital requirements pursuant to
§1.17 and, for a futures commission
merchant only, the statements of seg-
regation requirements and funds in
segregation for customers trading on
U.S. commodity exchanges and for cus-
tomers’ dealer option accounts, the
statement of secured amounts and
funds held in separate accounts for 30.7
customers (as defined in §30.1 of this
chapter) in accordance with §30.7 of
this chapter, and the statement of
cleared swaps customer segregation re-
quirements and funds in cleared swaps
customer accounts under section 4d(f)
of the Act, in the certified Form 1-FR
with the applicant’s or registrant’s cor-
responding uncertified most recent
Form 1-FR filing when material dif-
ferences exist or, if no material dif-
ferences exist, a statement so indi-
cating; and

(vii) In addition to the information
expressly required, such further mate-
rial information as may be necessary
to make the required statements not
misleading.

(3) The statements required by para-
graphs (d)(2)(i) and (d)(2)(ii) of this sec-
tion may be presented in accordance
with generally accepted accounting
principles in the certified reports filed
as of the close of the registrant’s fiscal
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year pursuant to paragraphs (b)(1)(ii)
or (b)(2)(ii) of this section or accom-
panying the application for registra-
tion pursuant to paragraph (a)(2) of
this section, rather than in the format
specifically prescribed by these regula-
tions: Provided, the statement of finan-
cial condition is presented in a format
as consistent as possible with the Form
1-FR and a reconciliation is provided
reconciling such statement of financial
condition to the statement of the com-
putation of the minimum capital re-
quirements pursuant to §1.17. Such rec-
onciliation must be certified by an
independent public accountant in ac-
cordance with §1.16.

(4) Attached to each Form 1-FR filed
pursuant to this section must be an
oath or affirmation that to the best
knowledge and belief of the individual
making such oath or affirmation the
information contained in the Form 1-
FR is true and correct. The individual
making such oath or affirmation must
be:

(i) If the registrant or applicant is a
sole proprietorship, the proprietor; if a
partnership, any general partner; if a
corporation, the chief executive officer
or chief financial officer; and, if a lim-
ited liability company or limited li-
ability partnership, the chief executive
officer, the chief financial officer, the
manager, the managing member, or
those members vested with the man-
agement authority for the limited li-
ability company or limited liability
partnership; or

(ii) If the registrant or applicant is
registered with the Securities and Ex-
change Commission as a securities
broker or dealer, the representative au-
thorized under §240.17a-5 of this title to
file for the securities broker or dealer
its Financial and Operational Com-
bined Uniform Single Report under the
Securities Exchange Act of 1934, part
II, part ITA, or part II CSE.

(iii) In the case of a Form 1-FR filed
via electronic transmission in accord-
ance with procedures established by or
approved by the Commission, such
transmission must be accompanied by
the user authentication assigned to the
authorized signer under such proce-
dures, and the use of such user authen-
tication will constitute and become a
substitute for the manual signature of
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the authorized signer for the purpose of
making the oath or affirmation re-
ferred to in this paragraph.

(e) Election of fiscal year. (1) An appli-
cant wishing to establish a fiscal year
other than the calendar year may do so
by notifying the National Futures As-
sociation of its election of such fiscal
year, in writing, concurrently with the
filing of the Form 1-FR pursuant to
paragraph (a)(2) of this section, but in
no event may such fiscal year end more
than one year from the date of the
Form 1-FR filed pursuant to paragraph
(a)(2) of this section. An applicant that
does not so notify the National Futures
Association will be deemed to have
elected the calendar year as its fiscal
year.

(2) (1) A registrant must continue to
use its elected fiscal year, calendar or
otherwise, unless a change in such fis-
cal year has been approved pursuant to
this paragraph (e)(2).

(ii) Futures commission merchant reg-
istrants. (A) A futures commission mer-
chant may file with its designated self-
regulatory organization an application
to change its fiscal year, a copy of
which the registrant must file with the
Commission. The application shall be
approved or denied in writing by the
designated self-regulatory organiza-
tion. The registrant must file imme-
diately with the Commission a copy of
any notice it receives from the des-
ignated self-regulatory organization to
approve or deny the registrant’s appli-
cation to change its fiscal year. A writ-
ten notice of approval shall become ef-
fective upon the filing by the reg-
istrant of a copy with the Commission,
and a written notice of denial shall be
effective as of the date of the notice.

(B) A futures commission merchant
that is registered with the Securities
and Exchange Commission as a securi-
ties broker or dealer may file with its
designated self-regulatory organization
copies of any notice or application filed
with its designated examining author-
ity, pursuant to §240.17a-5(d)(1)(i) of
this title, for a change in fiscal year or
‘“‘as of” date for its annual audited fi-
nancial statement. The registrant
must also file immediately with the
designated self-regulatory organization
and the Commission copies of any no-
tice it receives from its designated ex-

46

17 CFR Ch. | (4-1-21 Edition)

amining authority to approve or deny
the registrant’s request for change in
fiscal year or ‘‘as of”’ date. Upon the re-
ceipt by the designated self-regulatory
organization and the Commission of
copies of any such notice of approval,
the change in fiscal year or ‘‘as of”
date referenced in the notice shall be
deemed approved under this paragraph
(e)(2).

(C) Any copy that under this para-
graph (e)(2) is required to be filed with
the Commission shall be filed with the
regional office of the Commission with
jurisdiction over the state in which the
registrant’s principal place of business
is located, and any copy or application
to be filed with the designated self-reg-
ulatory organization shall be filed at
its principal place of business.

(iii) Introducing broker registrants. (A)
An introducing broker may file with
the National Futures Association an
application to change its fiscal year,
which shall be approved or denied in
writing.

(B) An introducing broker that is
registered with the Securities and Ex-
change Commission as a securities
broker or dealer may file with the Na-
tional Futures Association copies of
any notice or application filed with its
designated examining authority, pursu-
ant to §240.17a-5(d)(1)(i) of this title,
for a change in fiscal year or ‘‘as of”
date for its annual audited financial
statement. The registrant must also
file immediately with the National Fu-
tures Association copies of any notice
it receives from its designated exam-
ining authority to approve or deny the
registrant’s request for change in fiscal
year or ‘‘as of”’ date. Upon the receipt
by the National Futures Association of
copies of any such notice of approval,
the change in fiscal year or ‘‘as of”
date referenced in the notice shall be
deemed approved under this paragraph
(e)(2).

(f) Extension of time for filing
uncertified reports. (1) In the event a
registrant finds that it cannot file its
Form 1-FR, or, in accordance with
paragraph (h) of this section, its Finan-
cial and Operational Combined Uni-
form Single Report under the Securi-
ties Exchange Act of 1934, Part II, Part
IIA, or Part IIC (FOCUS report), for
any period within the time specified in
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paragraphs (b)(1)(i) or (b)(2)(i) of this
section without substantial undue
hardship, it may request approval for
an extension of time, as follows:

(i) Futures commission merchant reg-
istrants. (A) A futures commission mer-
chant may file with its designated self-
regulatory organization an application
for extension of time, a copy of which
the registrant must file with the Com-
mission. The application shall be ap-
proved or denied in writing by the des-
ignated self-regulatory organization.
The registrant must file immediately
with the Commission a copy of any no-
tice it receives from the designated
self-regulatory organization to approve
or deny the registrant’s request for ex-
tension of time. A written notice of ap-
proval shall become effective upon the
filing by the registrant of a copy with
the Commission, and a written notice
of denial shall be effective as of the
date of the notice.

(B) A futures commission merchant
that is registered with the Securities
and Exchange Commission as a securi-
ties broker or dealer may file with its
designated self-regulatory organization
a copy of any application that the reg-
istrant has filed with its designated ex-
amining authority, pursuant to §240.17-
ab(1)(5) of this title, for an extension of
time to file its FOCUS report. The reg-
istrant must also file immediately
with the designated self-regulatory or-
ganization and the Commission copies
of any notice it receives from its des-
ignated examining authority to ap-
prove or deny the requested extension
of time. Upon receipt by the designated
self-regulatory organization and the
Commission of copies of any such no-
tice of approval, the requested exten-
sion of time referenced in the notice
shall be deemed approved under this
paragraph (f)(1).

(C) Any copy that under this subpara-
graph (f)(1)(i) is required to be filed
with the Commission shall be filed
with the regional office of the Commis-
sion with jurisdiction over the state in
which the registrant’s principal place
of business is located.

(ii) Introducing broker registrants. (A)
An introducing broker may file with
the National Futures Association an
application for extension of the time,

47

§1.10

which shall be approved or denied in
writing.

(B) An introducing broker that is
registered with the Securities and Ex-
change Commission as a securities
broker or dealer may file with the Na-
tional Futures Association copies of
any application that the registrant has
filed with its designated examining au-
thority, pursuant to §240.17-ab(1)(5) of
this title, for an extension of time to
file its FOCUS report. The registrant
must also file immediately with the
National Futures Association copies of
any notice it receives from its des-
ignated examining authority to ap-
prove or deny the requested extension
of time. Upon the receipt by the Na-
tional Futures Association of a copy of
any such notice of approval, the re-
quested extension of time referenced in
the notice shall be deemed approved
under this paragraph (f)(1)(ii).

(2) In the event an applicant finds
that it cannot file its report for any pe-
riod within the time specified in para-
graph (b)(4) of this section without sub-
stantial undue hardship, it may file
with the National Futures Association
an application for an extension of time
to a specified date which may not be
more than 90 days after the date as of
which the financial statements were to
have been filed. The application must
state the reasons for the requested ex-
tension and must contain an agree-
ment to file the report on or before the
specified date. The application must be
received by the National Futures Asso-
ciation before the time specified in
paragraph (b)(4) of this section for fil-
ing the report. Notice of such applica-
tion must be filed with the regional of-
fice of the Commission with jurisdic-
tion over the state in which the appli-
cant’s principal place of business is lo-
cated concurrently with the filing of
such application with the National Fu-
tures Association. Within ten calendar
days after receipt of the application for
an extension of time, the National Fu-
tures Association shall:

(i) Notify the applicant of the grant
or denial of the requested extension; or

(ii) Indicate to the applicant that ad-
ditional time is required to analyze the
request, in which case the amount of
time needed will be specified.
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(g) Public availability of reports. (1)
Forms 1-FR filed pursuant to this sec-
tion, and FOCUS reports filed in lieu of
Forms 1-FR pursuant to paragraph (h)
of this section, will be treated as ex-
empt from mandatory public disclosure
for purposes of the Freedom of Infor-
mation Act and the Government in the
Sunshine Act and parts 145 and 147 of
this chapter, except for the informa-
tion described in paragraph (g)(2) of
this section.

(2) The following information in
Forms 1-FR, and the same or equiva-
lent information in FOCUS reports
filed in lieu of Forms 1-FR, will be pub-
licly available:

(i) The amount of the applicant’s or
registrant’s adjusted net capital; the
amount of its minimum net capital re-
quirement under §1.17 of this chapter;
and the amount of its adjusted net cap-
ital in excess of its minimum net cap-
ital requirement; and

(ii) The following statements and
footnote disclosures thereof: the State-
ment of Financial Condition in the cer-
tified annual financial reports of fu-
tures commission merchants and intro-
ducing brokers; the Statements (to be
filed by a futures commission mer-
chant only) of Segregation Require-
ments and Funds in Segregation for
customers trading on U.S. commodity
exchanges and for customers’ dealer
options accounts, the Statement (to be
filed by a futures commission mer-
chant only) of Secured Amounts and
Funds held in Separate Accounts for
30.7 Customers (as defined in §30.1 of
this chapter) in accordance with §30.7
of this chapter, and the Statement (to
be filed by futures commission mer-
chants only) of Cleared Swaps Cus-
tomer Segregation Requirements and
Funds in Cleared Swaps Customer Ac-
counts under section 4d(f) of the Act.

(3) [Reserved]

(4) All information that is exempt
from mandatory public disclosure
under paragraph (g)(1) of this section
will, however, be available for official
use by any official or employee of the
United States or any State, by any
self-regulatory organization of which
the person filing such report is a mem-
ber, by the National Futures Associa-
tion in the case of an applicant, and by
any other person to whom the Commis-
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sion believes disclosure of such infor-
mation is in the public interest. Noth-
ing in this paragraph (g) will limit the
authority of any self-regulatory orga-
nization to request or receive any in-
formation relative to its members’ fi-
nancial condition.

(6) The independent accountant’s
opinion and a guarantee agreement
filed pursuant to this section will be
deemed public information.

(h) Filing option available to a futures
commission merchant or an introducing
broker that is also a securities broker or
dealer. Any applicant or registrant
which is registered with the Securities
and Exchange Commission as a securi-
ties broker or dealer, a security-based
swap dealer, or a major security-based
market participant may comply with
the requirements of this section by fil-
ing (in accordance with paragraphs (a),
(b), (¢), and (j) of this section) a copy,
as applicable, of its Financial and
Operational Combined Uniform Single
Report under the Securities Exchange
Act of 1934, Part II, Part ITA, Part IIC,
or Part II CSE (FOCUS Report), in lieu
of Form 1-FR; Provided, however, That
all information which is required to be
furnished on and submitted with Form
1-FR is provided with such FOCUS Re-
port; and Provided, further, That a cer-
tified FOCUS Report filed by an intro-
ducing broker or applicant for registra-
tion as an introducing broker in lieu of
a certified Form 1-FR-IB must be filed
according to National Futures Associa-
tion rules, either in paper form or elec-
tronically, in accordance with proce-
dures established by the National Fu-
tures Association, and if filed elec-
tronically, a paper copy of such filing
with the original manually signed cer-
tification must be maintained by such
introducing broker or applicant in ac-
cordance with §1.31.

(1) Filing option available to an intro-
ducing broker or applicant for registration
as an introducing broker which is also a
country elevator. Any introducing
broker or applicant for registration as
an introducing broker which is also a
country elevator but which is not also
a securities broker or dealer may com-
ply with the requirements of this sec-
tion by filing (in accordance with para-
graphs (a), (b) and (c) of this section) a
copy of a financial report prepared by a
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grain commission firm which has been
authorized by the Deputy Vice Presi-
dent of the Commodity Credit Corpora-
tion of the United States Department
of Agriculture to provide a compilation
report of financial statements of ware-
housemen for purposes of TUniform
Grain Storage Agreements, and which
complies with the standards for inde-
pendence set forth in §1.16(b)(2) with
respect to the registrant or applicant:
Provided, however, That all information
which is required to be furnished on
and submitted with Form 1-FR is pro-
vided with such financial report, in-
cluding a statement of the computa-
tion of the minimum capital require-
ments pursuant to §1.17: And, provided
further, That the balance sheet is pre-
sented in a format as consistent as pos-
sible with the Form 1-FR and a rec-
onciliation is provided reconciling such
balance sheet to the statement of the
computation of the minimum capital
requirements pursuant to §1.17. At-
tached to each financial report filed
pursuant to this paragraph (i) must be
an oath or affirmation that to the best
knowledge and belief of the individual
making such oath or affirmation the
information contained therein is true
and correct. If the applicant or reg-
istrant is a sole proprietorship, then
the oath or affirmation must be made
by the proprietor; if a partnership, by a
general partner; or if a corporation, by
the chief executive officer or chief fi-
nancial officer.

(j) Requirements for guarantee agree-
ment. (1) A guarantee agreement filed
pursuant to this section must be signed
in a manner sufficient to be a binding
guarantee under local law by an appro-
priate person on behalf of the futures
commission merchant or retail foreign
exchange dealer and the introducing
broker, and each signature must be ac-
companied by evidence that the signa-
tory is authorized to enter the agree-
ment on behalf of the futures commis-
sion merchant, retail foreign exchange
dealer, or introducing broker and is
such an appropriate person. For pur-
poses of this paragraph (j), an appro-
priate person shall be the proprietor, if
the firm is a sole proprietorship; a gen-
eral partner, if the firm is a partner-
ship; and either the chief executive of-
ficer or the chief financial officer, if
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the firm is a corporation; and, if the
firm is a limited liability company or
limited liability partnership, either the
chief executive officer, the chief finan-
cial officer, the manager, the managing
member, or those members vested with
the management authority for the lim-
ited liability company or limited li-
ability partnership.

(2) No futures commission merchant
or retail foreign exchange dealer may
enter into a guarantee agreement if:

(i) It knows or should have known
that its adjusted net capital is less
than the amount set forth in §1.12(b) of
this part or §5.6(b) of this chapter, as
applicable; or

(ii) There is filed against the futures
commission merchant or retail foreign
exchange dealer an adjudicatory pro-
ceeding brought by or before the Com-
mission pursuant to the provisions of
sections 6(c), 6(d), 6¢c, 6d, 8a or 9 of the
Act or §3.55, 3.56 or 3.60 of this chapter.

(3) A retail foreign exchange dealer
may enter into a guarantee agreement
only with an introducing broker as de-
fined in §5.1(f)(1) of this chapter. A re-
tail foreign exchange dealer may not
enter into a guarantee agreement with
an introducing broker as defined in §1.3
of this part.

(4) A guarantee agreement filed in
connection with an application for ini-
tial registration as an introducing
broker in accordance with the provi-
sions of §3.10(a) of this chapter shall
become effective upon the granting of
registration or, if appropriate, a tem-
porary license, to the introducing
broker. A guarantee agreement filed
other than in connection with an appli-
cation for initial registration as an in-
troducing broker shall become effec-
tive as of the date agreed to by the par-
ties.

(5)(1) If the registration of the intro-
ducing broker is suspended, revoked, or
withdrawn in accordance with the pro-
visions of this chapter, the guarantee
agreement shall expire as of the date of
such suspension, revocation or with-
drawal.

(ii) If the registration of the futures
commission merchant or retail foreign
exchange dealer is suspended or re-
voked, the guarantee agreement shall
expire 30 days after such suspension or
revocation, or at such earlier time as
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may be approved by the Commission,
the introducing broker, and the intro-
ducing broker’s designated self-regu-
latory organization.

(6) A guarantee agreement may be
terminated at any time during the
term thereof:

(i) By mutual written consent of the
parties, signed by an appropriate per-
son on behalf of each party, with
prompt written notice thereof, signed
by an appropriate person on behalf of
each party, to the Commission and to
the designated self-regulatory organi-
zations of the futures commission mer-
chant or retail foreign exchange dealer
and the introducing broker;

(ii) For good cause shown, by either
party giving written notice of its in-
tention to terminate the agreement,
signed by an appropriate person, to the
other party to the agreement, to the
Commission, and to the designated
self-regulatory organizations of the fu-
tures commission merchant or retail
foreign exchange dealer and the intro-
ducing broker; or

(iii) By either party giving written
notice of its intention to terminate the
agreement, signed by an appropriate
person, at least 30 days prior to the
proposed termination date, to the
other party to the agreement, to the
Commission, and to the designated
self-regulatory organizations of the fu-
tures commission merchant or retail
foreign exchange dealer and the intro-
ducing broker.

(7) The termination of a guarantee
agreement by a futures commission
merchant, retail foreign exchange deal-
er or an introducing broker, or the ex-
piration of such an agreement, shall
not relieve any party from any liabil-
ity or obligation arising from acts or
omissions which occurred during the
term of the agreement.

(8) An introducing broker may not si-
multaneously be a party to more than
one guarantee agreement: Provided,
however, That the provisions of this
paragraph (j)(8) shall not be deemed to
preclude an introducing broker from
entering into a guarantee agreement
with another futures commission mer-
chant or retail foreign exchange dealer
if the introducing broker, futures com-
mission merchant or retail foreign ex-
change dealer which is a party to the
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existing agreement has provided notice
of termination of the existing agree-
ment in accordance with the provisions
of paragraph (j)(6) of this section, and
the new guarantee agreement does not
become effective until the day fol-
lowing the date of termination of the
existing agreement: And, provided fur-
ther, That the provisions of this para-
graph (j)(8) shall not be deemed to pre-
clude an introducing broker from en-
tering into a guarantee agreement with
another futures commission merchant
or retail foreign exchange dealer if the
futures commission merchant or retail
foreign exchange dealer which is a
party to the existing agreement ceases
to remain registered and the existing
agreement would therefore expire in
accordance with the provisions of para-
graph (j)(6)(ii) of this section.

(9(1)(A) An introducing broker that
is a party to a guarantee agreement
that has been terminated in accordance
with the provisions of paragraph (j)(6)
of this section, or that is due to expire
in accordance with the provisions of
paragraph (j)(5)(ii) of this section, must
cease doing business as an introducing
broker on or before the effective date
of such termination or expiration un-
less, on or before 10 days prior to the
effective date of such termination or
expiration or such other period of time
as the Commission or the designated
self-regulatory organization may allow
for good cause shown, the introducing
broker files with its designated self-
regulatory organization either a new
guarantee agreement effective as of the
day following the date of termination
of the existing agreement, or, in the
case of a guarantee agreement that is
due to expire in accordance with the
provisions of paragraph (j)(4)(ii) of this
section, a new guarantee agreement ef-
fective on or before such expiration, or
either:

(I) A Form 1-FR-IB certified by an
independent public accountant in ac-
cordance with §1.16 as of a date not
more than 45 days prior to the date on
which the report is filed; or

(2) A Form 1-FR-IB as of a date not
more than 17 business days prior to the
date on which the report is filed and a
Form 1-FR-IB certified by an inde-
pendent public accountant in accord-
ance with §1.16 as of a date not more
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than one year prior to the date on
which the report is filed: Provided, how-
ever, that an introducing broker as de-
fined in §5.1(f)(1) of this chapter that is
party to a guarantee agreement that
has been terminated or that has ex-
pired must cease doing business as an
introducing broker on or before the ef-
fective date of such termination or ex-
piration unless, on or before 10 days
prior to the effective date of such ter-
mination or expiration or such other
period of time as the Commission or
the designated self-regulatory organi-
zation may allow for good cause shown,
the introducing broker files with its
designated self-regulatory organization
a new guarantee agreement effective
on or before the termination or expira-
tion date of the terminating or expir-
ing guarantee agreement.

(B) Each person filing a Form 1-FR-
IB in accordance with this section
must include with the financial report
a statement describing the source of
his current assets and representing
that his capital has been contributed
for the purpose of operating his busi-
ness and will continue to be used for
such purpose.

(ii)(A) Notwithstanding the provi-
sions of paragraph (j)(9)(i) of this sec-
tion or of §1.17(a), an introducing
broker that is a party to a guarantee
agreement that has been terminated in
accordance with the provisions of para-
graph (j)(6)(ii) of this section shall not
be deemed to be in violation of the
minimum adjusted net capital require-
ment of §1.17(a)(1)(ii) or (a)(2) for 30
days following such termination. Such
an introducing broker must cease
doing Dbusiness as an introducing
broker on or after the effective date of
such termination, and may not resume
doing business as an introducing
broker unless and until it files a new
agreement or either:

(I) A Form 1-FR-IB certified by an
independent public accountant in ac-
cordance with §1.16 as of a date not
more than 45 days prior to the date on
which the report is filed; or

(2) A Form 1-FR-IB as of a date not
more than 17 business days prior to the
date on which the report is filed and a
Form 1-FR-IB certified by an inde-
pendent public accountant in accord-
ance with §1.16 as of a date not more
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than one year prior to the date on
which the report is filed: Provided, how-
ever, that an introducing broker as de-
fined in §5.1(f)(1) of this chapter that is
party to a guarantee agreement that
has been terminated must cease doing
business as an introducing broker from
and after the effective date of such ter-
mination, and may not resume doing
business as an introducing broker as
defined in §5.1(f)(1) of this chapter un-
less and until it files a new guarantee
agreement.

(B) Each person filing a Form 1-FR-
IB in accordance with this section
must include with the financial report
a statement describing the source of
his current assets and representing
that his capital has been contributed
for the purpose of operating his busi-
ness and will continue to be used for
such purpose.

(k) Filing option available to an intro-
ducing broker. (1) Any introducing
broker or applicant for registration as
an introducing broker which is not op-
erating or intending to operate pursu-
ant to a guarantee agreement may
comply with the requirements of this
section by filing (in accordance with
paragraphs (a), (b) and (c¢c) of this sec-
tion) a Form 1-FR-IB in lieu of a Form
1-FR-FCM.

(2) If an introducing broker or appli-
cant therefor avails itself of the filing
option available under paragraph (k)(1)
of this section, the report required to
be filed in accordance with §1.16(c)(5) of
this part must be filed as of the date of
the Form 1-FR-IB being filed, and such
an introducing broker or applicant
therefor must maintain its financial
records and make its monthly formal
computation of its adjusted net cap-
ital, as required by §1.18 of this part, in
a manner consistent with Form 1-FR-
IB.

(The information collection requirements
contained in §1.10 were approved by the Of-
fice of Management and Budget under con-
trol number 3038-0024; in paragraphs (a) and
(b) under control number 3038-0023; and in
paragraph (f) under control number 3038-
0003.)

[43 FR 39967, Sept. 8, 1978]

EDITORIAL NOTE: For FEDERAL REGISTER ci-
tations affecting §1.10, see the List of CFR
Sections Affected, which appears in the
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Finding Aids section of the printed volume
and at www.govinfo.gov.

§1.11 Risk Management Program for
futures commission merchants.

(a) Applicability. Nothing in this sec-
tion shall apply to a futures commis-
sion merchant that does not accept any
money, securities, or property (or ex-
tend credit in lieu thereof) to margin,
guarantee, or secure any trades or con-
tracts that result from soliciting or ac-
cepting orders for the purchase or sale
of any commodity interest.

(b) Definitions. For purposes of this
section:

(1) Business unit means any depart-
ment, division, group, or personnel of a
futures commission merchant or any of
its affiliates, whether or not identified
as such that:

(i) Engages in soliciting or in accept-
ing orders for the purchase or sale of
any commodity interest and that, in or
in connection with such solicitation or
acceptance of orders, accepts any
money, securities, or property (or ex-
tends credit in lieu thereof) to margin,
guarantee, or secure any trades or con-
tracts that result or may result there-
from; or

(ii) Otherwise handles segregated
funds, including managing, investing,
and overseeing the custody of seg-
regated funds, or any documentation in
connection therewith, other than for
risk management purposes; and

(iii) Any personnel exercising direct
supervisory authority of the perform-
ance of the activities described in para-
graph (b)(1)(i) or (ii) of this section.

(2) Customer means a futures cus-
tomer as defined in §1.3, Cleared Swaps
Customer as defined in §22.1 of this
chapter, and 30.7 customer as defined in
§30.1 of this chapter.

(38) Governing body means the propri-
etor, if the futures commission mer-
chant is a sole proprietorship; a gen-
eral partner, if the futures commission
merchant is a partnership; the board of
directors if the futures commission
merchant is a corporation; the chief ex-
ecutive officer, the chief financial offi-
cer, the manager, the managing mem-
ber, or those members vested with the
management authority if the futures
commission merchant is a limited Ili-
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ability company or limited liability
partnership.

(4) Segregated funds means money, se-
curities, or other property held by a fu-
tures commission merchant in separate
accounts pursuant to §1.20 for futures
customers, pursuant to §22.2 of this
chapter for Cleared Swaps Customers,
and pursuant to §30.7 of this chapter
for 30.7 customers.

(5) Senior management means, any of-
ficer or officers specifically granted the
authority and responsibility to fulfill
the requirements of senior manage-
ment by the governing body.

(c) Risk Management Program. (1) Each
futures commission merchant shall es-
tablish, maintain, and enforce a system
of risk management policies and proce-
dures designed to monitor and manage
the risks associated with the activities
of the futures commission merchant as
such. For purposes of this section, such
policies and procedures shall be re-
ferred to collectively as a ‘‘Risk Man-
agement Program.”

(2) Each futures commission mer-
chant shall maintain written policies
and procedures that describe the Risk
Management Program of the futures
commission merchant.

(3) The Risk Management Program
and the written risk management poli-
cies and procedures, and any material
changes thereto, shall be approved in
writing by the governing body of the
futures commission merchant.

(4) Each futures commission mer-
chant shall furnish a copy of its writ-
ten risk management policies and pro-
cedures to the Commission and its des-
ignated self-regulatory organization
upon application for registration and
thereafter upon request.

(d) Risk management unit. As part of
the Risk Management Program, each
futures commission merchant shall es-
tablish and maintain a risk manage-
ment unit with sufficient authority;
qualified personnel; and financial,
operational, and other resources to
carry out the risk management pro-
gram established pursuant to this sec-
tion. The risk management unit shall
report directly to senior management
and shall be independent from the busi-
ness unit.
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(e) Elements of the Risk Management
Program. The Risk Management Pro-
gram of each futures commission mer-
chant shall include, at a minimum, the
following elements:

(1) Identification of risks and risk toler-
ance limits. (i) The Risk Management
Program shall take into account mar-
ket, credit, liquidity, foreign currency,
legal, operational, settlement, segrega-
tion, technological, capital, and any
other applicable risks together with a
description of the risk tolerance limits
set by the futures commission mer-
chant and the underlying methodology
in the written policies and procedures.
The risk tolerance limits shall be re-
viewed and approved quarterly by sen-
ior management and annually by the
governing body. Exceptions to risk tol-
erance limits shall be subject to writ-
ten policies and procedures.

(ii) The Risk Management Program
shall take into account risks posed by
affiliates, all lines of business of the fu-
tures commission merchant, and all
other trading activity engaged in by
the futures commission merchant. The
Risk Management Program shall be in-
tegrated into risk management at the
consolidated entity level.

(iii) The Risk Management Program
shall include policies and procedures
for detecting breaches of risk tolerance
limits set by the futures commission
merchant, and alerting supervisors
within the risk management unit and
senior management, as appropriate.

(2) Periodic Risk Exposure Reports. (i)
The risk management unit of each fu-
tures commission merchant shall pro-
vide to senior management and to its
governing body quarterly written re-
ports setting forth all applicable risk
exposures of the futures commission
merchant; any recommended or com-
pleted changes to the Risk Manage-
ment Program; the recommended time
frame for implementing recommended
changes; and the status of any incom-
plete implementation of previously
recommended changes to the Risk
Management Program. For purposes of
this section, such reports shall be re-
ferred to as ‘‘Risk Exposure Reports.”
The Risk Exposure Reports also shall
be provided to the senior management
and the governing body immediately
upon detection of any material change
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in the risk exposure of the futures com-
mission merchant.

(ii) Furnishing to the Commission. Each
futures commission merchant shall fur-
nish copies of its Risk Exposure Re-
ports to the Commission within five (5)
business days of providing such reports
to its senior management.

(3) Specific risk management consider-
ations. The Risk Management Program
of each futures commission merchant
shall include, but not be limited to,
policies and procedures necessary to
monitor and manage the following
risks:

(i) Segregation risk. The written poli-
cies and procedures shall be reasonably
designed to ensure that segregated
funds are separately accounted for and
segregated or secured as belonging to
customers as required by the Act and
Commission regulations and must, at a
minimum, include or address the fol-
lowing:

(A) A process for the evaluation of
depositories of segregated funds, in-
cluding, at a minimum, documented
criteria that any depository that will
hold segregated funds, including an en-
tity affiliated with the futures com-
mission merchant, must meet, includ-
ing criteria addressing the depository’s
capitalization, creditworthiness, oper-
ational reliability, and access to li-
quidity. The criteria should further
consider the extent to which seg-
regated funds are concentrated with
any depository or group of deposi-
tories. The criteria also should include
the availability of deposit insurance
and the extent of the regulation and
supervision of the depository;

(B) A program to monitor an ap-
proved depository on an ongoing basis
to assess its continued satisfaction of
the futures commission merchant’s es-
tablished criteria, including a thorough
due diligence review of each depository
at least annually;

(C) An account opening process for
depositories, including documented au-
thorization requirements, procedures
that ensure that segregated funds are
not deposited with a depository prior
to the futures commission merchant
receiving the acknowledgment letter
required from such depository pursuant
to §§1.20, and 22.2 and 30.7 of this chap-
ter, and procedures that ensure that
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such account is properly titled to re-
flect that it is holding segregated funds
pursuant to the Act and Commission
regulations;

(D) A process for establishing a tar-
geted amount of residual interest that
the futures commission merchant
seeks to maintain as its residual inter-
est in the segregated funds accounts
and such process must be designed to
reasonably ensure that the futures
commission merchant maintains the
targeted residual amounts and remains
in compliance with the segregated
funds requirements at all times. The
policies and procedures must require
that senior management, in estab-
lishing the total amount of the tar-
geted residual interest in the seg-
regated funds accounts, perform appro-
priate due diligence and consider var-
ious factors, as applicable, relating to
the nature of the futures commission
merchant’s business including, but not
limited to, the composition of the fu-
tures commission merchant’s customer
base, the general creditworthiness of
the customer base, the general trading
activity of the customers, the types of
markets and products traded by the
customers, the proprietary trading of
the futures commission merchant, the
general volatility and liquidity of the
markets and products traded by cus-
tomers, the futures commission mer-
chant’s own liquidity and capital
needs, and the historical trends in cus-
tomer segregated fund balances, in-
cluding undermargined amounts and
net deficit balances in customers’ ac-
counts. The analysis and calculation of
the targeted amount of the future com-
mission merchant’s residual interest
must be described in writing with the
specificity necessary to allow the Com-
mission and the futures commission
merchant’s designated self-regulatory
organization to duplicate the analysis
and calculation and test the assump-
tions made by the futures commission
merchant. The adequacy of the tar-
geted residual interest and the process
for establishing the targeted residual
interest must be reassessed periodi-
cally by Senior Management and re-
vised as necessary;

(BE) A process for the withdrawal of
cash, securities, or other property from
accounts holding segregated funds,
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where the withdrawal is not for the
purpose of payments to or on behalf of
the futures commission merchant’s
customers. Such policies and proce-
dures must satisfy the requirements of
§1.23, §22.17 of this chapter, or §30.7 of
this chapter, as applicable;

(F) A process for assessing the appro-
priateness of specific investments of
segregated funds in permitted invest-
ments in accordance with §1.25. Such
policies and procedures must take into
consideration the market, credit,
counterparty, operational, and liquid-
ity risks associated with such invest-
ments, and assess whether such invest-
ments comply with the requirements in
§1.25 including that the futures com-
mission merchant manage the per-
mitted investments consistent with the
objectives of preserving principal and
maintaining liquidity;

(G) Procedures requiring the appro-
priate separation of duties among indi-
viduals responsible for compliance with
the Act and Commission regulations
relating to the protection and financial
reporting of segregated funds, includ-
ing the separation of duties among per-
sonnel that are responsible for advising
customers on trading activities, ap-
proving or overseeing cash receipts and
disbursements (including investment
operations), and recording and report-
ing financial transactions. The policies
and procedures must require that any
movement of funds to affiliated compa-
nies and parties are properly approved
and documented;

(H) A process for the timely record-
ing of all transactions, including trans-
actions impacting customers’ accounts,
in the firm’s books of record;

(I) A program for conducting annual
training of all finance, treasury, oper-
ations, regulatory, compliance, settle-
ment, and other relevant officers and
employees regarding the segregation
requirements for segregated funds re-
quired by the Act and regulations, the
requirements for notices under §1.12,
procedures for reporting suspected
breaches of the policies and procedures
required by this section to the chief
compliance officer, without fear of re-
taliation, and the consequences of fail-
ing to comply with the segregation re-
quirements of the Act and regulations;
and
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(J) Policies and procedures for assess-
ing the liquidity, marketability and
mark-to-market valuation of all secu-
rities or other non-cash assets held as
segregated funds, including permitted
investments under §1.25, to ensure that
all non-cash assets held in the cus-
tomer segregated accounts, both cus-
tomer-owned securities and invest-
ments in accordance with §1.25, are
readily marketable and highly liquid.
Such policies and procedures must re-
quire daily measurement of liquidity
needs with respect to customers; as-
sessment of procedures to liquidate all
non-cash collateral in a timely manner
and without significant effect on price;
and application of appropriate collat-
eral haircuts that accurately reflect
market and credit risk.

(ii) Operational risk. The Risk Man-
agement Program shall include auto-
mated financial risk management con-
trols reasonably designed to prevent
the placing of erroneous orders, includ-
ing those that exceed pre-set capital,
credit, or volume thresholds. The Risk
Management Program shall ensure
that the use of automated trading pro-
grams is subject to policies and proce-
dures governing the use, supervision,
maintenance, testing, and inspection of
such programs.

(iii) Capital risk. The written policies
and procedures shall be reasonably de-
signed to ensure that the futures com-
mission merchant has sufficient cap-
ital to be in compliance with the Act
and the regulations, and sufficient cap-
ital and liquidity to meet the reason-
ably foreseeable needs of the futures
commission merchant.

(4) Supervision of the Risk Management
Program. The Risk Management Pro-
gram shall include a supervisory sys-
tem that is reasonably designed to en-
sure that the policies and procedures
required by this section are diligently
followed.

(f) Review and testing. (1) The Risk
Management Program of each futures
commission merchant shall be re-
viewed and tested on at least an annual
basis, or upon any material change in
the business of the futures commission
merchant that is reasonably likely to
alter the risk profile of the futures
commission merchant.
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(2) The annual reviews of the Risk
Management Program shall include an
analysis of adherence to, and the effec-
tiveness of, the risk management poli-
cies and procedures, and any rec-
ommendations for modifications to the
Risk Management Program. The an-
nual testing shall be performed by
qualified internal audit staff that are
independent of the business unit, or by
a qualified third party audit service re-
porting to staff that are independent of
the business unit. The results of the
annual review of the Risk Management
Program shall be promptly reported to
and reviewed by the chief compliance
officer, senior management, and gov-
erning body of the futures commission
merchant.

(3) Each futures commission mer-
chant shall document all internal and
external reviews and testing of its Risk
Management Program and written risk
management policies and procedures
including the date of the review or
test; the results; any deficiencies iden-
tified; the corrective action taken; and
the date that corrective action was
taken. Such documentation shall be
provided to Commission staff, upon re-
quest.

(g) Distribution of risk management
policies and procedures. The Risk Man-
agement Program shall include proce-
dures for the timely distribution of its
written risk management policies and
procedures to relevant supervisory per-
sonnel. Each futures commission mer-
chant shall maintain records of the
persons to whom the risk management
policies and procedures were distrib-
uted and when they were distributed.

(h) Recordkeeping. (1) Each futures
commission merchant shall maintain
copies of all written approvals required
by this section.

(2) All records or reports, including,
but not limited to, the written policies
and procedures and any changes there-
to that a futures commission merchant
is required to maintain pursuant to
this regulation shall be maintained in
accordance with §1.31 and shall be
made available promptly upon request
to representatives of the Commission.

[78 FR 68620, Nov. 14, 2013]
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§1.12 Maintenance of minimum finan-
cial requirements by futures com-
mission merchants and introducing
brokers.

(a) Each person registered as a fu-
tures commission merchant or who
files an application for registration as
a futures commission merchant, and
each person registered as an intro-
ducing broker or who files an applica-
tion for registration as an introducing
broker (except for an introducing
broker or applicant for registration as
an introducing broker operating pursu-
ant to, or who has filed concurrently
with its application for registration, a
guarantee agreement and who is not
also a securities broker or dealer), who
knows or should have known that its
adjusted net capital at any time is less
than the minimum required by §1.17 or
by the capital rule of any self-regu-
latory organization to which such per-
son is subject, or the minimum net
capital requirements of the Securities
and Exchange Commission if the appli-
cant or registrant is registered with
the Securities and Exchange Commis-
sion, must:

(1) Give notice, as set forth in para-
graph (n) of this section that the appli-
cant’s or registrant’s capital is below
the applicable minimum requirement.
Such notice must be given imme-
diately after the applicant or reg-
istrant knows or should have known
that its adjusted net capital or net cap-
ital, as applicable, is less than min-
imum required amount; and

(2) Provide together with such notice
documentation, in such form as nec-
essary, to adequately reflect the appli-
cant’s or registrant’s capital condition
as of any date on which such person’s
adjusted net capital is less than the
minimum required; Provided, however,
that if the applicant or registrant can-
not calculate or otherwise immediately
determine its financial condition, it
must provide the notice required by
paragraph (a)(1) of this section and in-
clude in such notice a statement that
the entity cannot presently calculate
its financial condition. The applicant
or registrant must provide similar doc-
umentation of its financial condition
for other days as the Commission may
request.
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(b) Each person registered as a fu-
tures commission merchant, or who
files an application for registration as
a futures commission merchant, who
knows or should have known that its
adjusted net capital at any time is less
than the greatest of:

(1) 150 percent of the minimum dollar
amount required by §1.17(a)(1)(A)(A);

(2) 110 percent of the amount required
by §1.17(a)(1)(H)(B);

(3) 150 percent of the amount of ad-
justed net capital required by a reg-
istered futures association of which it
is a member, unless such amount has
been determined by a margin-based
capital computation set forth in the
rules of the registered futures associa-
tion, and such amount meets or ex-
ceeds the amount of adjusted net cap-
ital required under the margin-based
capital computation set forth in
§1.17(a)(1)(i)(B), in which case the re-
quired percentage is 110 percent;

(4) For securities brokers or dealers,
the amount of net capital specified in
Rule 17a-11(b) of the Securities and Ex-
change Commission (17 CFR 240.17a—
11(b)); or

(b) For security-based swap dealers or
major security-based swap partici-
pants, the amount of net capital speci-
fied in Rule 18a-8(b) of the Securities
and Exchange Commission (17 CFR
240.18a-8(b)), must file notice to that
effect, as soon as possible and no later
than twenty-four (24) hours of such
event.

(c) If an applicant or registrant at
any time fails to make or keep current
the books and records required by
these regulations, such applicant or
registrant must, on the same day such
event occurs, provide notice of such
fact as specified in paragraph (n) of
this section, specifying the books and
records which have not been made or
which are not current, and as soon as
possible, but not later than forty-eight
(48) hours after giving such notice, file
a report as required by paragraph (n) of
this section stating what steps have
been and are being taken to correct the
situation.

(d) Whenever any applicant or reg-
istrant discovers or is notified by an
independent public accountant, pursu-
ant to §1.16(e)(2), of the existence of
any material inadequacy, as specified
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in §1.16(d)(2), such applicant or reg-
istrant must give notice of such mate-
rial inadequacy, as provided in para-
graph (n) of this section, as soon as
possible but not later than twenty-four
(24) hours of discovering or being noti-
fied of the material inadequacy. The
applicant or registrant must file, in the
manner provided for under paragraph
(n) of this section, a report stating
what steps have been and are being
taken to correct the material inad-
equacy within forty-eight (48) hours of
filing its notice of the material inad-
equacy.

(e) Whenever any self-regulatory or-
ganization learns that a member reg-
istrant has failed to file a notice or re-
port as required by this section, that
self-regulatory organization must im-
mediately report this failure by notice,
as provided in paragraph (n) of this sec-
tion.

(f)(1) [Reserved]

(2) Whenever a registered futures
commission merchant determines that
any position it carries for another reg-
istered futures commission merchant
or for a registered leverage transaction
merchant must be liquidated imme-
diately, transferred immediately or
that the trading of any account of such
futures commission merchant or lever-
age transaction merchant shall be only
for purposes of liquidation, because the
other futures commission merchant or
the leverage transaction merchant has
failed to meet a call for margin or to
make other required deposits, the car-
rying futures commission merchant
must immediately give notice, as pro-
vided in paragraph (n) of this section,
of such a determination.

(3) Whenever a registered futures
commission merchant determines that
an account which it is carrying is
undermargined by an amount which ex-
ceeds the futures commission mer-
chant’s adjusted net capital deter-
mined in accordance with §1.17, the fu-
tures commission merchant must im-
mediately provide notice, as provided
in paragraph (n) of this section, of such
a determination to the designated self-
regulatory organization and the Com-
mission. This paragraph (f)(3) shall
apply to any account carried by the fu-
tures commission merchant, whether a
customer, noncustomer, omnibus or
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proprietary account. For purposes of
this paragraph, if any person has an in-
terest of 10 percent or more in owner-
ship or equity in, or guarantees, more
than one account, or has guaranteed an
account in addition to its own account,
all such accounts shall be combined.

(4) A futures commission merchant
shall provide immediate notice, as pro-
vided in paragraph (n) of this section,
whenever any commodity interest ac-
count it carries is subject to a margin
call, or call for other deposits required
by the futures commission merchant,
that exceeds the futures commission
merchant’s excess adjusted net capital,
determined in accordance with §1.17,
and such call has not been answered by
the close of business on the day fol-
lowing the issuance of the call. This
applies to all accounts carried by the
futures commission merchant, whether
customer, noncustomer, or omnibus,
that are subject to margining, includ-
ing commodity futures, cleared swaps,
and options. In addition to actual mar-
gin deposits by an account owner, a fu-
tures commission merchant may also
take account of favorable market
moves in determining whether the
margin call is required to be reported
under this paragraph.

(5)(1) A futures commission merchant
shall provide immediate notice, as pro-
vided in paragraph (n) of this section,
whenever its excess adjusted net cap-
ital is less than six percent of the
maintenance margin required by the
futures commission merchant on all
positions held in accounts of a noncus-
tomer other than a noncustomer who is
subject to the minimum financial re-
quirements of:

(A) A futures commission merchant,
or

(B) The Securities and Exchange
Commission for a securities broker or
dealer.

(ii) For purposes of paragraph (f)(5)(1)
of this section, maintenance margin
shall include all deposits which the fu-
tures commission merchant requires
the noncustomer to maintain in order
to carry its positions at the futures
commission merchant.

(g) A futures commission merchant
shall provide notice, as provided in
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paragraph (n) of this section, of a sub-
stantial reduction in capital as com-
pared to that last reported in a finan-
cial report filed with the Commission
pursuant to §1.10. This notice shall be
provided as follows:

(1) If any event or series of events, in-
cluding any withdrawal, advance, loan
or loss cause, on a net basis, a reduc-
tion in net capital (or, if the futures
commission merchant is qualified to
use the filing option available under
§1.10(h), tentative net capital as de-
fined in the rules of the Securities and
Exchange Commission) of 20 percent or
more, notice must be provided as pro-
vided in paragraph (n) of this section
within two business days of the event
or series of events causing the reduc-
tion stating the reason for the reduc-
tion and steps the futures commission
merchant will be taking to ensure an
appropriate level of net capital is
maintained by the futures commission
merchant; and

(2) If equity capital of the futures
commission merchant or a subsidiary
or affiliate of the futures commission
merchant consolidated pursuant to
§1.17(f) (or 17 CFR 240.15c3-1e) would be
withdrawn by action of a stockholder
or a partner or a limited liability com-
pany member or by redemption or re-
purchase of shares of stock by any of
the consolidated entities or through
the payment of dividends or any simi-
lar distribution, or an unsecured ad-
vance or loan would be made to a
stockholder, partner, sole proprietor,
limited liability company member, em-
ployee or affiliate, such that the with-
drawal, advance or loan would cause,
on a net basis, a reduction in excess ad-
justed net capital (or, if the futures
commission merchant is qualified to
use the filing option available under
§1.10(h), excess net capital as defined in
the rules of the Securities and Ex-
change Commission) of 30 percent or
more, notice must be provided as pro-
vided in paragraph (n) of this section at
least two business days prior to the
withdrawal, advance or loan that
would cause the reduction: Provided,
however, That the provisions of para-
graphs (2)(1) and (g)(2) of this section
do not apply to any futures or securi-
ties transaction in the ordinary course
of business between a futures commis-
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sion merchant and any affiliate where
the futures commission merchant
makes payment to or on behalf of such
affiliate for such transaction and then
receives payment from such affiliate
for such transaction within two busi-
ness days from the date of the trans-
action.

(3) Upon receipt of such notice from a
futures commission merchant, or upon
a reasonable belief that a substantial
reduction in capital has occurred or
will occur, the Director of the Division
of Swap Dealer and Intermediary Over-
sight or the Director’s designee may
require that the futures commission
merchant provide or cause a Material
Affiliated Person (as that term is de-
fined in §1.14(a)(2)) to provide, within
three business days from the date of re-
quest or such shorter period as the Di-
vision Director or designee may speci-
fy, such other information as the Divi-
sion Director or designee determines to
be necessary based upon market condi-
tions, reports provided by the futures
commission merchant, or other avail-
able information.

(h) Whenever a person registered as a
futures commission merchant knows or
should know that the total amount of
its funds on deposit in segregated ac-
counts on behalf of customers trading
on designated contract markets, or the
amount of funds on deposit in seg-
regated accounts for customers
transacting in Cleared Swaps under
part 22 of this chapter, or the total
amount set aside on behalf of cus-
tomers trading on non-United States
markets under part 30 of this chapter,
is less than the total amount of such
funds required by the Act and the regu-
lations to be on deposit in segregated
or secured amount accounts on behalf
of such customers, the registrant must
report such deficiency immediately by
notice to the registrant’s designated
self-regulatory organization and the
Commission, as provided in paragraph
(n) of this section.

(i) A futures commission merchant
must provide immediate notice, as set
forth in paragraph (n) of this section,
whenever it discovers or is informed
that it has invested funds held for fu-
tures customers trading on designated
contract markets pursuant to §1.20,
Cleared Swaps Customer Collateral, as
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defined in §22.1 of this chapter, or 30.7
customer funds, as defined in §30.1 of
this chapter, in instruments that are
not permitted investments under §1.25,
or has otherwise violated the require-
ments governing the investment of
funds belonging to customers under
§1.25.

(j) A futures commission merchant
must provide immediate notice, as pro-
vided in paragraph (n) of this section,
whenever the futures commission mer-
chant does not hold a sufficient
amount of funds in segregated accounts
for futures customers under §1.20, in
segregated accounts for Cleared Swaps
Customers under part 22 of this chap-
ter, or in secured amount accounts for
customers trading on foreign markets
under part 30 of this chapter to meet
the futures commission merchant’s
targeted residual interest in the seg-
regated or secured amount accounts
pursuant to its policies and procedures
required under §1.11, or whenever the
futures commission merchant’s
amount of residual interest is less than
the sum of the undermargined amounts
in its customer accounts as determined
at the point in time that the firm is re-
quired to maintain the undermargined
amounts under §1.22, and §§22.2 and 30.7
of this chapter.

(k) A futures commission merchant
must provide immediate notice, as pro-
vided in paragraph (n) of this section,
whenever the futures commission mer-
chant, or the futures commission mer-
chant’s parent or material affiliate, ex-
periences a material adverse impact to
its creditworthiness or ability to fund
its obligations, including any change
that could adversely impact the firm’s
liquidity resources.

(1) A futures commission merchant
must provide prompt notice, but in no
event later than 24 hours, as provided
in paragraph (n) of this section, when-
ever the futures commission merchant
experiences a material change in its
operations or risk profile, including a
change in the senior management of
the futures commission merchant, the
establishment or termination of a line
of business, or a material adverse
change in the futures commission mer-
chant’s clearing arrangements.

(m) A futures commission merchant
must provide notice, if the futures
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commission merchant has been noti-
fied by the Securities and Exchange
Commission, a securities self-regu-
latory organization, or a futures self-
regulatory organization, that it is the
subject of a formal investigation. A fu-
tures commission merchant must pro-
vide a copy of any examination report
issued to the futures commission mer-
chant by the Securities and Exchange
Commission or a securities self-regu-
latory organization. A futures commis-
sion merchant must provide the Com-
mission with notice of any correspond-
ence received from the Securities and
Exchange Commission or a securities
self-regulatory organization that raises
issues with the adequacy of the futures
commission merchant’s capital posi-
tion, liquidity to meet its obligations
or otherwise operate its business, or in-
ternal controls. The notices and exam-
ination reports required by this section
must be filed in a prompt manner, but
in no event later than 24 hours of the
reportable event, and must be filed in
accordance with paragraph (n) of the
section; Provided, however, that a fu-
tures commission merchant is not re-
quired to file a notice or copy of an ex-
amination report with the Securities
and Exchange Commission, a securities
self-regulatory organization, or a fu-
tures self-regulatory organization if
such entity originally provided the
communication or report to the futures
commission merchant.

(n) Notice. (1) Every notice and report
required to be filed by this section by a
futures commission merchant or a self-
regulatory organization must be filed
with the Commission, with the des-
ignated self-regulatory organization, if
any, and with the Securities and Ex-
change Commission, if such registrant
is a securities broker or dealer. Every
notice and report required to be filed
by this section by an applicant for reg-
istration as a futures commission mer-
chant must be filed with the National
Futures Association (on behalf of the
Commission), with the designated self-
regulatory organization, if any, and
with the Securities and Exchange Com-
mission, if such applicant is a securi-
ties broker or dealer. Every notice or
report that is required to be filed by
this section by a futures commission
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merchant or a self-regulatory organiza-
tion must include a discussion of how
the reporting event originated and
what steps have been, or are being
taken, to address the reporting event.

(2) Every notice and report which an
introducing broker or applicant for
registration as an introducing broker
is required to file by paragraphs (a),
(c), and (d) of this section must be filed
with the National Futures Association
(on behalf of the Commission), with the
designated self-regulatory organiza-
tion, if any, and with every futures
commission merchant carrying or in-
tending to carry customer accounts for
the introducing broker or applicant for
registration as an introducing broker.
Any notice or report filed with the Na-
tional Futures Association pursuant to
this paragraph shall be deemed for all
purposes to be filed with, and to be the
official record of, the Commission.
Every notice or report that is required
to be filed by this section by an intro-
ducing broker or applicant for registra-
tion as an introducing broker must in-
clude a discussion of how the reporting
event originated and what steps have
been, or are being taken, to address the
reporting event.

(3) Every notice or report that is re-
quired to be filed by a futures commis-
sion merchant with the Commission or
with a designated self-regulatory orga-
nization under this section must be in
writing and must be filed via electronic
transmission using a form of user au-
thentication assigned in accordance
with procedures established by or ap-
proved by the Commission, and other-
wise in accordance with instructions
issued by or approved by the Commis-
sion; Provided, however, that if the reg-
istered futures commission merchant
cannot file the notice or report using
the electronic transmission approved
by the Commission due to a trans-
mission or systems failure, the futures
commission merchant must imme-
diately contact the Commission’s re-
gional office with jurisdiction over the
futures commission merchant as pro-
vided in §140.02 of this chapter, and by
email to FCMNoticecwCFTC.gov. Any
such electronic submission must clear-
ly indicate the futures commission
merchant on whose behalf such filing is
made and the use of such user authen-
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tication in submitting such filing will
constitute and become a substitute for
the manual signature of the authorized
signer.

(Approved by the Office of Management and
Budget under control number 3038-0024)

[43 FR 39969, Sept. 8, 1978]

EDITORIAL NOTE: For FEDERAL REGISTER ci-
tations affecting §1.12, see the List of CFR
Sections Affected, which appears in the
Finding Aids section of the printed volume
and at www.govinfo.gov.

§1.13 [Reserved]

§1.14 Risk assessment recordkeeping
requirements for futures commis-
sion merchants.

(a) Requirement to maintain and pre-
serve information. (1) Each futures com-
mission merchant registered with the
Commission pursuant to Section 4d of
the Act, unless exempt pursuant to
paragraph (d) of this section, shall pre-
pare, maintain and preserve the fol-
lowing information:

(i) An organizational chart which in-
cludes the futures commission mer-
chant and each of its affiliated persons.
Included in the organizational chart
shall be a designation of which affili-
ated persons are ‘‘Material Affiliated
Persons” as that term is used in para-
graph (a)(2) of this section, which Ma-
terial Affiliated Persons file routine fi-
nancial or risk exposure reports with
the Securities and Exchange Commis-
sion, a federal banking agency, an in-
surance commissioner or other similar
official or agency of a state, or a for-
eign regulatory authority, and which
Material Affiliated Persons are dealers
in financial instruments with off-bal-
ance sheet risk and, if a Material Af-
filiated Person is such a dealer, wheth-
er it is also an end-user of such instru-
ments;

(ii) Written policies, procedures, or
systems concerning the futures com-
mission merchant’s:

(A) Method(s) for monitoring and
controlling financial and operational
risks to it resulting from the activities
of any of its affiliated persons;

(B) Financing and capital adequacy,
including information regarding
sources of funding, together with a nar-
rative discussion by management of
the liquidity of the material assets of
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the futures commission merchant, the
structure of debt capital, and sources
of alternative funding;

(C) Establishing and maintaining in-
ternal controls with respect to market
risk, credit risk, and other risks cre-
ated by the futures commission mer-
chant’s proprietary and noncustomer
clearing activities, including systems
and policies for supervising, moni-
toring, reporting and reviewing trading
activities in securities, futures con-
tracts, commodity options, forward
contracts and financial instruments;
policies for hedging or managing risks
created by trading activities or super-
vising accounts carried for noncus-
tomer affiliates, including a descrip-
tion of the types of reviews conducted
to monitor positions; and policies re-
lating to restrictions or limitations on
trading activities: Provided, however,
that if the futures commission mer-
chant has no such written policies, pro-
cedures or systems, it must so state in
writing;

(iii) Fiscal year-end consolidated and
consolidating balance sheets for the
highest level Material Affiliated Per-
son within the futures commission
merchant’s organizational structure,
which shall include the futures com-
mission merchant and its other Mate-
rial Affiliated Persons, prepared in ac-
cordance with generally accepted ac-
counting principles, which consoli-
dated balance sheets shall be audited
by an independent certified public ac-
countant if an annual audit is per-
formed in the ordinary course of busi-
ness, but which otherwise may be
unaudited, and which shall include ap-
propriate explanatory notes. The con-
solidating balance sheets may be those
prepared by the futures commission
merchant’s highest level Material Af-
filiated Person as part of its internal
financial reporting process. Any addi-
tional information required to be filed
under §1.15(a)(2)(iii) shall also be main-
tained and preserved; and

(iv) Fiscal year-end consolidated and
consolidating income statements and
consolidated cash flow statements for
the highest level Material Affiliated
Person within the futures commission
merchant’s organizational structure,
which shall include the futures com-
mission merchant and its other Mate-
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rial Affiliated Persons, prepared in ac-
cordance with generally accepted ac-
counting principles, which consoli-
dated statements shall be audited by
an independent certified public ac-
countant if an annual audit is per-
formed in the ordinary course of busi-
ness, but which otherwise may be
unaudited, and which shall include ap-
propriate explanatory notes. The con-
solidating statements may be those
prepared by the futures commission
merchant’s highest level Material Af-
filiated Person as part of its internal
financial reporting process. Any addi-
tional information required to be filed
under §1.15(a)(2)(iii) shall also be main-
tained and preserved.

(2) The determination of whether an
affiliated person of a futures commis-
sion merchant is a Material Affiliated
Person shall involve consideration of
all aspects of the activities of, and the
relationship between, both entities, in-
cluding without limitation, the fol-
lowing factors:

(i) The legal relationship between the
futures commission merchant and the
affiliated person;

(ii) The overall financing require-
ments of the futures commission mer-
chant and the affiliated person, and the
degree, if any, to which the futures
commission merchant and the affili-
ated person are financially dependent
on each other;

(iii) The degree, if any, to which the
futures commission merchant or its
customers rely on the affiliated person
for operational support or services in
connection with the futures commis-
sion merchant’s business;

(iv) The level of market, credit or
other risk present in the activities of
the affiliated person; and

(v) The extent to which the affiliated
person has the authority or the ability
to cause a withdrawal of capital from
the futures commission merchant.

(3) For purposes of this section and
§1.15, the term Material Affiliated Per-
son does not include a natural person.

(4) The information, reports and
records required by this section shall
be maintained and preserved, and made
readily available for inspection, in ac-
cordance with the provisions of §1.31.

(b) Special provisions with respect to
Material Affiliated Persons subject to the
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supervision of certain domestic regulators.
A futures commission merchant shall
be deemed to be in compliance with the
recordkeeping requirements of para-
graphs (a)(1)(1), (a)(1)(iii) and (a)(1)(Iv)
of this section with respect to a Mate-
rial Affiliated Person if:

(1) The futures commission merchant
is required, or that Material Affiliated
Person is required, to maintain and
preserve information, or such informa-
tion is maintained and preserved by
the futures commission merchant on
behalf of the Material Affiliated Per-
son, pursuant to §240.17Th-1T of this
title, or such other risk assessment
regulations as the Securities and Ex-
change Commission may adopt, and
maintains and makes available for in-
spection by the Commission in accord-
ance with the provisions of this section
copies of the records and reports main-
tained and filed on Form 17-H (or such
other forms or reports as may be re-
quired) by such futures commission
merchant or its Material Affiliated
Person with the Securities and Ex-
change Commission pursuant to
§§240.17h-1T and 240.17Th-2T of this title,
or such other risk assessment regula-
tions as the Securities and Exchange
Commission may adopt;

(2) In the case of a Material Affili-
ated Person (including a foreign bank-
ing organization) that is subject to ex-
amination by, or the reporting require-
ments of, a Federal banking agency,
the futures commission merchant or
such Material Affiliated Person main-
tains and makes available for inspec-
tion by the Commission in accordance
with the provisions of this section cop-
ies of all reports submitted by such
Material Associated Person to the Fed-
eral banking agency pursuant to sec-
tion 5211 of the Revised Statutes, sec-
tion 9 of the Federal Reserve Act, sec-
tion 7(a) of the Federal Deposit Insur-
ance Act, section 10(b) of the Home
Owners’ Loan Act, or section 5 of the
Bank Holding Company Act of 1956; or

(3) In the case of a Material Affili-
ated Person that is subject to the su-
pervision of an insurance commissioner
or other similar official or agency of a
state, the futures commission mer-
chant or such Material Affiliated Per-
son maintains and makes available for
inspection by the Commission in ac-
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cordance with the provisions of this
section copies of the annual statements
with schedules and exhibits prepared
by the Material Affiliated Person on
forms prescribed by the National Asso-
ciation of Insurance Commissioners or
by a state insurance commissioner.

(c) Special provisions with respect to
Material Affiliated Persons subject to the
supervision of a Foreign Regulatory Au-
thority. A futures commission mer-
chant shall be deemed to be in compli-
ance with the recordkeeping require-
ments of paragraphs (a)(1)(iii) and
(a)(1)(iv) of this section with respect to
a Material Affiliated Person if such fu-
tures commission merchant maintains
and makes available, or causes such
Material Affiliated Person to make
available, for inspection by the Com-
mission in accordance with the provi-
sions of this section copies of any fi-
nancial or risk exposure reports filed
by such Material Affiliated Person
with a foreign futures authority or
other foreign regulatory authority,
provided that: (1) the futures commis-
sion merchant agrees to use its best ef-
forts to obtain from the Material Af-
filiated Person and to cause the Mate-
rial Affiliated Person to provide, di-
rectly or through its foreign futures
authority or other foreign regulatory
authority, any supplemental informa-
tion the Commission may request and
there is no statute or other bar in the
foreign jurisdiction that would pre-
clude the futures commission mer-
chant, the Material Affiliated Person,
the foreign futures authority or other
foreign regulatory authority from pro-
viding such information to the Com-
mission; or (2) the foreign futures au-
thority or other foreign regulatory au-
thority with whom the Material Affili-
ated Person files such reports has en-
tered into an information-sharing
agreement with the Commission which
is in effect as of the futures commis-
sion merchant’s fiscal year-end and
which will allow the Commission to ob-
tain the type of information required
herein. The futures commission mer-
chant shall maintain a copy of the
original report and a copy translated
into the English language. For the pur-
poses of this section, the term ‘‘For-
eign Futures Authority’ shall have the
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meaning set forth in section 1a(10) of
the Act.

(d) Exemptions. (1) The provisions of
this section shall not apply to any fu-
tures commission merchant which
holds funds or property of or for fu-
tures customers of less than $6,250,000
and has less than $5,000,000 in adjusted
net capital as of the futures commis-
sion merchant’s current fiscal year-
end; provided, however, that such fu-
tures commission merchant is not a
clearing member of an exchange.

(2) The Commission may, upon writ-
ten application by a Reporting Futures
Commission Merchant, exempt from
the provisions of this section, other
than paragraph (a)(1)(ii) of this section,
either unconditionally or on specified
terms and conditions, any futures com-
mission merchant affiliated with such
Reporting Futures Commission Mer-
chant. The term ‘‘Reporting Futures
Commission Merchant’ shall mean, in
the case of a futures commission mer-
chant that is affiliated with another
registered futures commission mer-
chant, the futures commission mer-
chant which maintains the greater
amount of adjusted net capital as last
reported on financial reports filed with
the Commission pursuant to §1.10 un-
less another futures commission mer-
chant is acting as the Reporting
Broker or Dealer under §240.17h-2T of
this title, or the Commission permits
another futures commission merchant
to act as the Reporting Futures Com-
mission Merchant. In granting exemp-
tions under this section, the Commis-
sion shall consider, among other fac-
tors, whether the records required by
this section concerning the Material
Affiliated Persons of the futures com-
mission merchant affiliated with the
Reporting Futures Commission Mer-
chant will be available to the Commis-
sion pursuant to this section or §1.15. A
request for exemption filed under this
paragraph (d)(2) shall explain the basis
for the designation of a particular fu-
tures commission merchant as the Re-
porting Futures Commission Merchant
and will become effective on the thir-
tieth day after receipt of such request
by the Commission unless the Commis-
sion objects to the request by that
date.
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(3) The Commission may exempt any
futures commission merchant from any
provision of this section if it finds that
the exemption is not contrary to the
public interest and the purposes of the
provisions from which the exemption is
sought. The Commission may grant the
exemption subject to such terms and
conditions as it may find appropriate.

(e) Location of records. A futures com-
mission merchant required to maintain
records concerning Material Affiliated
Persons pursuant to this section may
maintain those records either at the
principal office of the Material Affili-
ated Person or at a records storage fa-
cility, provided that, except as set
forth in paragraph (c) of this section,
the records are located within the
boundaries of the United States and
the records are kept and available for
inspection in accordance with §1.31. If
such records are maintained at a place
other than the futures commission
merchant’s principal place of business,
the Material Affiliated Person or other
entity maintaining the records shall
file with the Commission a written un-
dertaking, in a form acceptable to the
Commission, signed by a duly author-
ized person, to the effect that the
records will be treated as if the futures
commission merchant were maintain-
ing the records pursuant to this section
and that the entity maintaining the
records will permit examination of
such records at any time, or from time
to time during business hours, by rep-
resentatives or designees of the Com-
mission and promptly furnish the Com-
mission representative or its designee
true, correct, complete and current
hard copy of all or any part of such
records. The election to maintain
records at the principal place of busi-
ness of the Material Affiliated Person
or at a records storage facility pursu-
ant to the provisions of this paragraph
shall not relieve the futures commis-
sion merchant required to maintain
and preserve such records from any of
its responsibilities under this section
or §1.15.

(f) Confidentiality. All information ob-
tained by the Commission pursuant to
the provisions of this section from a fu-
tures commission merchant concerning
a Material Affiliated Person shall be
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deemed confidential information for
the purposes of section 8 of the Act.

(g) Implementation schedule. (1) Each
futures commission merchant reg-
istered as of December 31, 1994 and sub-
ject to the requirements of this section
shall maintain and preserve the infor-
mation required by paragraphs (a)(1)@i)
and (a)(1)(ii) of this section com-
mencing April 30, 1995 and the informa-
tion required by paragraphs (a)(1)(iii)
and (a)(1)(dv) of this section com-
mencing May 15, 1995 or, if December
31, 1994 is not the futures commission
merchant’s fiscal year-end, 135 cal-
endar days following the first fiscal
year-end occurring after December 31,
1994.

(2) Each futures commission mer-
chant whose registration becomes ef-
fective after December 31, 1994 and is
subject to the requirements of this sec-
tion shall maintain and preserve the
information required by paragraphs
(a)(1)@) and (a)(1)(di) of this section
commencing 60 calendar days after reg-
istration become effective and the in-
formation required by paragraphs
(a)(1)(dii) and (a)(1)(iv) of this section
commencing 105 calendar days fol-
lowing the first fiscal year-end occur-
ring after registration becomes effec-
tive.

[59 FR 66688, Dec. 28, 1994]

§1.15 Risk assessment reporting re-
quirements for futures commission
merchants.

(a) Reporting requirements with respect
to information required to be maintained
by §1.14. (1) Each futures commission
merchant registered with the Commis-
sion pursuant to Section 4d of the Act,
unless exempt pursuant to paragraph
(c) of this section, shall file the fol-
lowing with the regional office with
which it files periodic financial reports
by no later than April 30, 1995, provided
that in the case of a futures commis-
sion merchant whose registration be-
comes effective after December 31, 1994,
such futures commission merchant
shall file the following within 60 cal-
endar days after the effective date of
such registration, or by April 30, 1995,
whichever comes later:

(i) A copy of the organizational chart
maintained by the futures commission
merchant pursuant to paragraph
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(a)(1)(@) of §1.14. Where there is a mate-
rial change in information provided, an
updated organizational chart shall be
filed within sixty calendar days after
the end of the fiscal quarter in which
the change has occurred; and

(ii) Copies of the financial, oper-
ational, and risk management policies,
procedures and systems maintained by
the futures commission merchant pur-
suant to paragraph (a)(1)(ii) of §1.14. If
the futures commission merchant has
no such written policies, procedures or
systems, it must file a statement so in-
dicating. Where there is a material
change in information provided, such
change shall be reported within sixty
calendar days after the end of the fiscal
quarter in which the change has oc-
curred.

(2) Each futures commission mer-
chant registered with the Commission
pursuant to Section 4d of the Act, un-
less exempt pursuant to paragraph (c)
of this section, shall file the following
with the regional office with which it
files periodic financial reports within
105 calendar days after the end of each
fiscal year or, if a filing is made pursu-
ant to a written notice issued under
paragraph (a)(2)(iii) of this section,
within the time period specified in the
written notice:

(i) Fiscal year-end consolidated and
consolidating balance sheets for the
highest level Material Affiliated Per-
son within the futures commission
merchant’s organizational structure,
which shall include the futures com-
mission merchant and its other Mate-
rial Affiliated Persons, prepared in ac-
cordance with generally accepted ac-
counting principles, which consoli-
dated balance sheets shall be audited
by an independent certified public ac-
countant if an annual audit is per-
formed in the ordinary course of busi-
ness, but which otherwise may be
unaudited, and which consolidated bal-
ance sheets shall include appropriate
explanatory notes. The consolidating
balance sheets may be those prepared
by the futures commission merchant’s
highest level Material Affiliated Per-
son as part of its internal financial re-
porting process;

(ii) Fiscal year-end annual consoli-
dated and consolidating income state-
ments and consolidated cash flow
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statements for the highest level Mate-
rial Affiliated Person within the fu-
tures commission merchant’s organiza-
tional structure, which shall include
the futures commission merchant and
its other Material Affiliated Persons,
prepared in accordance with generally
accepted accounting principles, which
consolidated statements shall be au-
dited by an independent certified pub-
lic accountant if an annual audit is
performed in the ordinary course of
business, but which otherwise may be
unaudited, and which consolidated
statements shall include appropriate
explanatory notes. The consolidating
statements may be those prepared by
the futures commission merchant’s
highest level Material Affiliated Per-
son as part of its internal financial re-
porting process; and

(iii) Upon receiving written notice
from any representative of the Com-
mission and within the time period
specified in the written notice, such ad-
ditional information which the Com-
mission determines is necessary for a
complete understanding of a particular
affiliate’s financial impact on the fu-
tures commission merchant’s organiza-
tional structure.

(3) For the purposes of this section,
the term Material Affiliated Person
shall have the meaning used in §1.14.

(4) The reports required to be filed
pursuant to paragraphs (a)(1) and (2) of
this section must be filed via elec-
tronic transmission using a form of
user authentication assigned in accord-
ance with procedures established by or
approved by the Commission, and oth-
erwise in accordance with instructions
issued by or approved by the Commis-
sion. Any such electronic submission
must clearly indicate the registrant on
whose behalf such filing is made and
the use of such user authentication in
submitting such filing will constitute
and become a substitute for the man-
ual signature of the authorized signer.

(b) [Reserved]

(c) Exemptions. (1) The provisions of
this section shall not apply to any fu-
tures commission merchant which
holds funds or property of or for fu-
tures customers of less than $6,250,000
and has less than $5,000,000 in adjusted
net capital as of the futures commis-
sion merchant’s fiscal year-end; pro-
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vided, however, that such futures com-
mission merchant is not a clearing
member of an exchange.

(2) The Commission may, upon writ-
ten application by a Reporting Futures
Commission Merchant, exempt from
the provisions of this section, other
than paragraph (a)(1)(ii) of this section,
either unconditionally or on specified
terms and conditions, any futures com-
mission merchant affiliated with such
Reporting Futures Commission Mer-
chant. The term ‘‘Reporting Futures
Commission Merchant’ shall mean, in
the case of a futures commission mer-
chant that is affiliated with another
registered futures commission mer-
chant, the futures commission mer-
chant which maintains the greater
amount of net capital as last reported
on its financial reports filed with the
Commission pursuant to §1.10 unless
another futures commission merchant
is acting as the Reporting Broker or
Dealer under §240.17h-2T of this title or
the Commission permits another fu-
tures commission merchant to act as
the Reporting Futures Commission
Merchant. In granting exemptions
under this section, the Commission
shall consider, among other factors,
whether the records and other informa-
tion required to be maintained pursu-
ant to §1.14 concerning the Material
Affiliated Persons of the futures com-
mission merchant affiliated with the
Reporting Futures Commission Mer-
chant will be available to the Commis-
sion pursuant to the provisions of this
section. A request for exemption filed
under this paragraph (c)(2) shall ex-
plain the basis for the designation of a
particular futures commission mer-
chant as the Reporting Futures Com-
mission Merchant and will become ef-
fective on the thirtieth day after re-
ceipt of such request by the Commis-
sion unless the Commission objects to
the request by that date. The Report-
ing Futures Commission Merchant
must submit the information required
by paragraph (a)(1)(ii) of this section
on behalf of its affiliated futures com-
mission merchants.

(3) The Commission may exempt any
futures commission merchant from any
provision of this section if it finds that
the exemption is not contrary to the
public interest and the purposes of the
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provisions from which the exemption is
sought. The Commission may grant the
exemption subject to such terms and
conditions as it may find appropriate.

(d) Special provisions with respect to
Material Affiliated Persons subject to the
supervision of certain domestic regulators.
(1) In the case of a futures commission
merchant which is required to file, or
has a Material Affiliated Person which
is required to file, Form 17-H (or such
other forms or reports as may be re-
quired) with the Securities and Ex-
change Commission pursuant to
§240.17h-2T of this title, or such other
risk assessment regulations as the Se-
curities and Exchange Commission
may adopt, such futures commission
merchant shall be deemed to be in
compliance with the reporting require-
ments of paragraphs (a)(1)(i) and (a)(2)
of this section if the futures commis-
sion merchant furnishes, in accordance
with paragraph (a)(2) of this section, a
copy of the most recent Form 17-H
filed by the futures commission mer-
chant or its Material Affiliated Person
with the Securities and Exchange Com-
mission, provided however, that if the
futures commission merchant has des-
ignated any of its affiliated persons as
Material Affiliated Persons for pur-
poses of this section and §1.14 which
are not designated as Material Associ-
ated Persons for purposes of the Form
17-H filed pursuant to §§240.17h-1T and
240.17h—2T of this title, the futures
commission must also designate any
such affiliated person as a Material Af-
filiated Person on the organizational
chart required as Item 1 of part I of
Form 17-H. To comply with paragraphs
(a)(1)(i) and (a)(2) of this section, such
futures commission merchant may, at
its option, file Form 17-H in its en-
tirety or file such form without the in-
formation required under part II of
Form 17-H.

(2) In the case of a Material Affili-
ated Person (including a foreign bank-
ing organization) that is subject to ex-
amination by, or the reporting require-
ments of, a Federal banking agency,
the futures commission merchant shall
be deemed to be in compliance with the
reporting requirements of paragraph
(a)(2) of this section with respect to
such Material Affiliated Person if the
futures commission merchant or such
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Material Affiliated Person maintains
in accordance with §1.14 copies of all
reports filed by the Material Affiliated
Person with the Federal banking agen-
cy pursuant to section 5211 of the Re-
vised Statutes, section 9 of the Federal
Reserve Act, section 7(a) of the Federal
Deposit Insurance Act, section 10(b) of
the Home Owners’ Loan Act, or section
5 of the Bank Holding Company Act of
1956.

(3) In the case of a futures commis-
sion merchant that has a Material Af-
filiated Person that is subject to the
supervision of an insurance commis-
sioner or other similar official or agen-
cy of a state, such futures commission
merchant shall be deemed to be in
compliance with the reporting require-
ments of paragraph (a)(2) of this sec-
tion with respect to the Material Af-
filiated Person if:

(i) With respect to a Material Affili-
ated Person organized as a mutual in-
surance company or a non-public stock
company, the futures commission mer-
chant or such Material Affiliated Per-
son maintains in accordance with §1.14
copies of the annual statements with
schedules and exhibits prepared by the
Material Affiliated Person on forms
prescribed by the National Association
of Insurance Commissioners or by a
state insurance commissioner; and

(ii) With respect to a Material Affili-
ated Person organized as a public stock
company, the futures commission mer-
chant or such Material Affiliated Per-
son maintains, in addition to the an-
nual statements with schedules and ex-
hibits required to be maintained pursu-
ant to §1.14, copies of the filings made
by the Material Affiliated Person pur-
suant to sections 13 or 15 of the Securi-
ties Exchange Act of 1934 and the In-
vestment Company Act of 1940.

(4) No futures commission merchant
shall be required to furnish to the Com-
mission any examination report of any
Federal banking agency or any super-
visory recommendations or analyses
contained therein with respect to a Ma-
terial Affiliated Person that is subject
to the regulation of a Federal banking
agency. All information received by
the Commission pursuant to this sec-
tion concerning a Material Affiliated
Person that is subject to examination
by or the reporting requirements of a
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Federal banking agency shall be
deemed confidential for the purposes of
section 8 of the Act.

(5) The furnishing of any information
or documents by a futures commission
merchant pursuant to this section
shall not constitute an admission for
any purpose that a Material Affiliated
Person is otherwise subject to the Act.

(e) Special provisions with respect to
Material Affiliated Persons subject to the
supervision of a Foreign Regulatory Au-
thority. A futures commission mer-
chant shall be deemed to be in compli-
ance with the reporting requirements
of paragraph (a)(2) of this section with
respect to a Material Affiliated Person
if such futures commission merchant
furnishes, or causes such Material Af-
filiated Person to make available, in
accordance with the provisions of this
section, copies of any financial or risk
exposure reports filed by such Material
Affiliated Person with a foreign futures
authority or other foreign regulatory
authority, provided that:

(1) The futures commission merchant
agrees to use its best efforts to obtain
from the Material Affiliated Person
and to cause the Material Affiliated
Person to provide, directly or through
its foreign futures authority or other
foreign regulatory authority, any sup-
plemental information the Commission
may request and there is no statute or
other bar in the foreign jurisdiction
that would preclude the futures com-
mission merchant, the Material Affili-
ated Person, the foreign futures au-
thority or other foreign regulatory au-
thority from providing such informa-
tion to the Commission; or

(2) The foreign futures authority or
other foreign regulatory authority
with whom the Material Affiliated Per-
son files such reports has entered into
an information sharing agreement with
the Commission which is in effect as of
the futures commission merchant’s fis-
cal year-end and which will allow the
Commission to obtain the type of infor-
mation required herein. The futures
commission merchant shall file a copy
of the original report and a copy trans-
lated into the English language. For
the purposes of this section, the term
“Foreign Futures Authority” shall
have the meaning set forth in section
1a(10) of the Act.
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(f) Confidentiality. All information ob-
tained by the Commission pursuant to
the provisions of this section from a fu-
tures commission merchant concerning
a Material Associated Person shall be
deemed confidential information for
the purposes of section 8 of the Act.

(g) Implementation schedule. Each fu-
tures commission merchant registered
as of December 31, 1994 and subject to
the requirements of this section shall
file the information required by para-
graph (a)(1) of this section no later
than April 30, 1995 and the information
required by paragraph (a)(2) of this sec-
tion no later than May 15, 1995. Each
futures commission merchant whose
registration becomes effective after
December 31, 1994 and is subject to the
requirements of this section shall file
the information required by paragraph
(a)(1) of this section within 60 calendar
days after registration is granted, or
by April 30, 1995, whichever comes later
and the information required by para-
graph (a)(2) of this section within 105
calendar days after registration is
granted or by May 15, 1995, whichever
comes later.

[69 FR 66690, Dec. 28, 1994; 60 FR 13901, Mar.
15, 1995, as amended at 78 FR 68625, Nov. 14,
2013]

§1.16 Qualifications and reports of ac-
countants.

(a) Definitions—(1) Accountant’s report.
The term ‘‘accountant’s report,” when
used in regard to financial statements
and schedules, means a document in
which an independent licensed or cer-
tified public accountant indicates the
scope of the audit (or examination)
which he has made and sets forth his
opinion regarding the financial state-
ments and schedules taken as a whole
or an assertion to the fact that an
overall opinion cannot be expressed.
When an overall opinion cannot be ex-
pressed, the reasons therefore must be
stated.

(2) Audit or examination. The terms
“audit” and ‘‘examination,” when used
in regard to financial statements and
schedules, mean an examination of the
statements and schedules by an ac-
countant in accordance with generally
accepted auditing standards for the
purposes of expressing an opinion
thereon.
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(3) Certified. The term ‘‘certified,”
when used in regard to financial state-
ments and schedules, means audited
and reported upon with an opinion ex-
pressed by an independent certified
public accountant or independent 1li-
censed public accountant.

(4) Customer. The term ‘‘customer”
means customer, as defined in §§1.3,
and 30.7 customer, as defined in §30.1 of
this chapter.

(b) Qualifications of accountants. (1)
The Commission will recognize any
person as a certified public accountant
who is duly registered and in good
standing as such under the laws of the
place of his residence or principal of-
fice; Provided, however, that a certified
public accountant engaged to conduct
an examination of a futures commis-
sion merchant must be registered with
the Public Company Accounting Over-
sight Board and must have undergone
an examination by the Public Company
Accounting Oversight Board, and may
not be subject to a permanent or tem-
porary bar to engage in the examina-
tion of public issuers or brokers or
dealers registered with the Securities
and Exchange Commission as a result
of a Public Company Accounting Over-
sight Board disciplinary hearing.

(2) The Commission will not recog-
nize any certified public accountant or
licensed public accountant as inde-
pendent who is not in fact independent.
For example, an accountant will not be
considered independent with respect to
any applicant or registrant or any par-
ent, subsidiary, or other affiliate of
such applicant or registrant (i) in
which, during the period of his profes-
sional engagement to examine the fi-
nancial statements and schedules being
reported on or at the date of his report,
he or his firm or a member thereof had,
or was committed to acquire, any di-
rect financial interest or any material
indirect financial interest, or (ii) with
which, during the period of his profes-
sional engagement to examine the fi-
nancial statements and schedules being
reported on, at the date of his report or
during the period covered by the finan-
cial statements, he or his firm or a
member thereof was connected as a
promoter, underwriter, voting trustee,
director, officer, or employee, except
that a firm will be deemed independent
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with respect to an applicant or reg-
istrant and its affiliates if a former
employee or officer of such applicant
or registrant or any such affiliate is
employed by the firm and such indi-
vidual has completely disassociated
himself from the applicant or reg-
istrant and its affiliates and does not
participate in auditing financial state-
ments and schedules of the applicant or
registrant or its affiliates covering any
period of his employment by the appli-
cant or registrant or its affiliates. An
accountant will not be considered inde-
pendent if he or his firm or a member
thereof performs manual or automated
bookkeeping services or assumes re-
sponsibility for maintenance of the ac-
counting records, including accounting
classification decisions, of such appli-
cant or registrant or any of its affili-
ates. For the purposes of this §1.16(b),
the term ‘‘member’” means all partners
in the firm and all professional em-
ployees participating in the audit or lo-
cated in the office of the firm partici-
pating in a significant portion of the
audit.

(3) In determining whether an ac-
countant may in fact not be inde-
pendent with respect to a particular
applicant or registrant, the Commis-
sion will give appropriate consider-
ation to all relevant circumstances, in-
cluding evidence bearing on all rela-
tionships between the accountant and
that applicant or registrant or any af-
filiate thereof, and will not confine
itself to the relationship existing in
connection with the filing of reports
with the Commission.

(4) The governing body of each fu-
tures commission merchant must en-
sure that the certified public account-
ant engaged is duly qualified to per-
form an audit of the futures commis-
sion merchant. Such an evaluation of
the qualifications of the certified pub-
lic accountant should include, among
other issues, the certified public ac-
countant’s experience in auditing fu-
tures commission merchants, the depth
of the certified public accountant’s
staff, the certified public accountant’s
knowledge of the Act and Regulations,
the size and geographic location of the
futures commission merchant, and the
independence of the certified public ac-
countant. The governing body should
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also review and consider the inspection
reports issued by the Public Company
Accounting Oversight Board as part of
the assessment of the qualifications of
the public accountant to perform an
audit of the futures commission mer-
chant.

(c) Accountant’s reports—(1) Technical
requirements. The accountant’s report
must:

(i) Be dated;

(i1) Indicate the city and State where
issued; and

(iii) Identify without detailed enu-
meration the financial statements cov-
ered by the report.

(2) Representations as to the audit. The
accountant’s report must state wheth-
er the audit was made in accordance
with the auditing standards adopted by
the Public Company Accounting Over-
sight Board, and must designate any
auditing procedures deemed necessary
by the accountant under the cir-
cumstances of the particular case
which have been omitted and the rea-
sons for their omission. However, noth-
ing in this paragraph shall be con-
strued to imply authority for the omis-
sion of any procedure which inde-
pendent accountants would ordinarily
employ in the course of an audit made
for the purposes of expressing the opin-
ion required by paragraph (c)(3) of this
section.

(3) Opinion to be expressed. The ac-
countant’s report must state clearly:
(i) The opinion of the accountant with
respect to the financial statements and
schedules covered by the report and the
accounting principles and practices re-
flected therein and (ii) the opinion of
the accountant as to the consistency of
the application of the accounting prin-
ciples, or as to any changes in such
principles which have material effect
on the financial statements and sched-
ules.

(4) Exceptions. Any matters to which
the accountant takes exception must
be clearly identified, such exceptions
specifically and clearly stated, and to
the extent practicable, the effect of
each exception on related financial
statements and schedules given.

(5) Accountant’s report on material in-
adequacies. A registrant must file con-
currently with the annual audit report
a supplemental report by the account-
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ant describing any material inadequa-
cies found to exist or found to have ex-
isted since the date of the previous
audit. An applicant must file concur-
rently with the audit report a supple-
mental report by the accountant de-
scribing any material inadequacies
found to exist as of the date of the
Form 1-FR being filed: Provided, how-
ever, That if such applicant is reg-
istered with the Securities and Ex-
change Commission as a securities
broker or dealer, and it files (in accord-
ance with §1.10(h)) a copy of its Finan-
cial and Operational Combined Uni-
form Single Report under the Securi-
ties Exchange Act of 1934, Part II, Part
IIA, or Part II CSE, in lieu of Form 1-
FR, the accountant’s supplemental re-
port must be made as of the date of
such report. The supplemental report
must indicate any corrective action
taken or proposed by the applicant or
registrant in regard thereto. If the
audit did not disclose any material in-
adequacies, the supplemental report
must so state.

(d) Audit objectives. (1) The audit must
be made in accordance with generally
accepted auditing standards and must
include a review and appropriate tests
of the accounting system, the internal
accounting control, and the procedures
for safeguarding customer and firm as-
sets in accordance with the provisions
of the Act and the regulations there-
under, since the prior examination
date. The audit must include all proce-
dures necessary under the cir-
cumstances to enable the independent
licensed or certified public accountant
to express an opinion on the financial
statements and schedules. The scope of
the audit and review of the accounting
system, the internal controls, and pro-
cedures for safeguarding customer and
firm assets must be sufficient to pro-
vide reasonable assurance that any ma-
terial inadequacies existing at the date
of the examination in (i) the account-
ing system, (ii) the internal accounting
controls, and (iii) the procedures for
safeguarding customer and firm assets
(including, in the case of a futures
commission merchant, the segregation
requirements of section 4d(a)(2) of the
Act and these regulations and the se-
cured amount requirements of the Act
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and these regulations) will be discov-
ered. Additionally, as specified objec-
tives the audit must include reviews of
the practices and procedures followed
by the registrant in making (A) peri-
odic computations of the minimum fi-
nancial requirements pursuant to §1.17
and (B) in the case of a futures com-
mission merchant, daily computations
of the segregation requirements of sec-
tion 4d(a)(2) of the Act and these regu-
lations and the secured amount re-
quirements of the Act and these regu-
lations.

(2) A material inadequacy in the ac-
counting system, the internal account-
ing controls, the procedures for safe-
guarding customer and firm assets, and
the practices and procedures referred
to in paragraph (d)(1) of this section
which is to be reported in accordance
with paragraph (e)(2) of this section in-
cludes any conditions which contrib-
uted substantially to or, if appropriate
corrective action is not taken, could
reasonably be expected to:

(i) Inhibit an applicant or registrant
from promptly completing trans-
actions or promptly discharging his re-
sponsibilities to customers or other
creditors;

(ii) Result in material financial loss;

(iii) Result in material misstatement
of the applicant’s or registrant’s finan-
cial statements and schedules; or

(iv) Result in violations of the Com-
mission’s segregation or secured
amount (in the case of a futures com-
mission merchant), recordkeeping or
financial reporting requirements to the
extent that could reasonably be ex-
pected to result in the conditions de-
scribed in paragraph (d)(2) (i), (ii), or
(iii) of this section.

(e) Extent and timing of audit proce-
dures. (1) The extent and timing of
audit procedures are matters for the
independent public accountant to de-
termine on the basis of his review and
evaluation of existing internal controls
and other audit procedures performed
in accordance with generally accepted
auditing standards and the audit objec-
tives set forth in paragraph (d) of this
section. In determining the extent of
testing, consideration must be given to
the materiality of an area and to the
possible effect on the financial state-
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ments and schedules of a material
misstatement in a related account.

(2) If during the course of an audit or
interim work, the independent public
accountant determines that any mate-
rial inadequacies exist in the account-
ing system, in the internal accounting
control, in the procedures for safe-
guarding customer or firm assets, or as
otherwise defined in paragraph (d) of
this section, he must call such inad-
equacies to the attention of the appli-
cant or registrant, which has the re-
sponsibility to give notice to the Na-
tional Futures Association and, if an
applicant, or the Commission and the
designated self-regulatory organiza-
tion, if any, if a registrant, in accord-
ance with paragraphs (d) and (g) of
§1.12: Provided, however, That if the ap-
plicant or registrant is an introducing
broker or applicant for registration as
an introducing broker, it also has the
responsibility to give notice to the Na-
tional Futures Association, the des-
ignated self-regulatory organization, if
any, and every futures commission
merchant carrying or intending to
carry customer accounts for the intro-
ducing broker or applicant for registra-
tion as an introducing broker. The ap-
plicant or registrant must also furnish
the accountant with a copy of said no-
tice within three (3) business days. If
the accountant fails to receive such no-
tice from the applicant or registrant
within three (3) business days, or if he
disagrees with the statements con-
tained in the notice of the applicant or
registrant, the accountant must inform
the National Futures Association, in
the case of an applicant, or the Com-
mission and the designated self-regu-
latory organization, if any, in the case
of a registrant, by reporting the mate-
rial inadequacy and, in the case of an
applicant or registrant which is an in-
troducing broker or applicant for reg-
istration as in introducing broker, the
accountant must also inform the Na-
tional Futures Association, the des-
ignated self-regulatory organization, if
any, and every futures commission
merchant carrying or intending to
carry customer accounts for the intro-
ducing an introducing broker, within
three (3) business days thereafter. Such
report from the accountant must, if
the applicant or registrant failed to
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file a notice, describe the material in-
adequacies found to exist. If the appli-
cant or registrant filed a notice, the
accountant must file a report detailing
the aspects, if any, of the applicant’s or
registrant’s notice with which the ac-
countant does not agree.

(£)(1) Extemsion of time for filing au-
dited reports. In the event a registered
futures commission merchant or a reg-
istered introducing broker finds that it
cannot file, without substantial undue
hardship, its certified financial state-
ments and schedules for any year with-
in the time specified in §1.10 (b)(1)(ii)
or §1.10 (b)(2)(ii) of this part, as appli-
cable, such registrants may request ap-
proval for an extension of time, as fol-
lows:

(1) Futures commission merchant reg-
istrants. (A) A futures commission mer-
chant may file with its designated self-
regulatory organization an application
for an extension of time, a copy of
which the registrant must file with the
Commission. The application shall be
approved or denied in writing by the
designated self-regulatory organiza-
tion. The registrant must file imme-
diately with the Commission a copy of
any notice it receives from the des-
ignated self-regulatory organization to
approve or deny the registrant’s re-
quest for extension of time. A written
notice of approval shall become effec-
tive upon the filing by the registrant of
a copy with the Commission, and a
written notice of denial shall be effec-
tive as of the date of the notice.

(B) A futures commission merchant
that is registered with the Securities
and Exchange Commission as a securi-
ties broker or dealer may file with its
designated self-regulatory organization
a copy of any application that the reg-
istrant has filed with its designated ex-
amining authority, pursuant to
§240.17a-5(m) of this title, for an exten-
sion of time to file annual reports. The
registrant must also promptly file with
the designated self-regulatory organi-
zation and the Commission copies of
any notice it receives from its des-
ignated examining authority to ap-
prove or deny the requested extension
of time. Upon receipt by the designated
self-regulatory organization and the
Commission of copies of any such no-
tice of approval, the requested exten-
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sion of time referenced in the notice
shall be deemed approved under this
paragraph (£)(1)@{).

(C) Any copy that under this para-
graph is required to be filed with the
Commission must be filed via elec-
tronic transmission using a form of
user authentication assigned in accord-
ance with procedures established by or
approved by the Commission, and oth-
erwise in accordance with instructions
issued by or approved by the Commis-
sion. Any such electronic submission
must clearly indicate the registrant on
whose behalf such filing is made and
the use of such user authentication in
submitting such filing will constitute
and become a substitute for the man-
ual signature of the authorized signer.

(i1) Introducing broker registrants. (A)
An introducing broker may file with
the National Futures Association an
application for extension of time,
which shall be approved or denied in
writing.

(B) An introducing broker that is
registered with the Securities and Ex-
change Commission as a securities
broker or dealer may file with the Na-
tional Futures Association copies of
any application that the registrant has
filed with its designated examining au-
thority, pursuant to §240.17a-5(m) of
this title, for an extension of time to
file annual reports. The registrant
must also file promptly with the Na-
tional Futures Association copies of
any notice it receives from its des-
ignated examining authority to ap-
prove or deny the requested extension
of time. Upon the receipt by the Na-
tional Futures Association of a copy of
any such notice of approval, the re-
quested extension of time referenced in
the notice shall be deemed approved
under this paragraph (f)(1)(ii).

(2) Exemption requests. On the written
request of any designated self-regu-
latory organization or registrant, or on
its own motion, the Commission may
grant an extension of time or an ex-
emption from any of the certified fi-
nancial reporting requirements of this
chapter either unconditionally or on
specified terms and conditions.

(g) Replacement of accountant. (1) In
the event (i) the independent public ac-
countant who was previously engaged
as the principal accountant to audit an
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applicant’s or registrant’s financial
statements resigns (or indicates he de-
clines to stand for re-election after the
completion of the current audit) or is
dismissed as the applicant’s or reg-
istrant’s principal accountant, (ii) an-
other independent accountant is en-
gaged as principal accountant, or (iii)
an independent accountant on whom
the principal accountant expresses reli-
ance in his report regarding a sub-
sidiary resigns (or formally indicates
he declines to stand for re-election
after completion of the current audit)
or is dismissed or another independent
public accountant is engaged to audit
that subsidiary, an applicant shall file
written notice of such occurrence with
the National Futures Association, and
a registrant shall file written notice of
such occurrence with the Commission
at its principal office in Washington,
DC, and with the designated self-regu-
latory organization, if any, not more
than 15 business days after such occur-
rence.

(2) Such notice must state (i) the
date of such resignation (or declination
to stand for re-election, dismissal or
engagement) and (ii) whether, in con-
nection with the audit of the two most
recent fiscal years and any subsequent
interim period preceding such resigna-
tion, dismissal or engagement, there
were any disagreements with the
former accountant on any matter of
accounting principles or practices, fi-
nancial statements disclosure, auditing
scope or procedures, or compliance
with the applicable rules of the Com-
mission, which, if not resolved to the
satisfaction of the former accountant,
would have caused him to make ref-
erence in connection with his report to
the subject matter of the disagree-
ments (if so, describe such disagree-
ments). The disagreements required to
be reported in this paragraph (g)(2) in-
clude both those resolved to the former
accountant’s satisfaction and those not
resolved to the former accountant’s
satisfaction. Disagreements con-
templated by this paragraph (g)(2) are
those which occur at the decision-mak-
ing level, i.e., between personnel of the
applicant or registrant responsible for
presentation of its financial state-
ments and schedules and personnel of
the accounting firm responsible for

72

17 CFR Ch. | (4-1-21 Edition)

rendering its report. The notice must
also state whether the accountant’s re-
port on the financial statements and
schedules for any of the past two years
contained an adverse opinion or a dis-
claimer of opinion or was qualified as
to uncertainties, audit scope, or ac-
counting principles (if so, describe the
nature of each such adverse opinion,
disclaimer of opinion, or qualification).
An applicant must also request the
former accountant to furnish the appli-
cant with a letter addressed to the Na-
tional Futures Association, and a reg-
istrant must also request the former
accountant to furnish the registrant
with a letter addressed to the Commis-
sion, stating whether he agrees with
the statements contained in the notice
of the applicant or registrant and, if
not, stating the respects in which he
does not agree. Each copy of the notice
and accountant’s letter must be manu-
ally signed by the sole proprietor or a
general partner or a duly authorized
corporate officer of the applicant or
registrant, as appropriate, and by the
accountant.

(3) If (i) within the 24 months prior to
the date of the most recent audited fi-
nancial statement, a notice has been
filed pursuant to paragraph (g)(1) of
this section reporting a change of ac-
countants, (ii) included in such filing
there is a reported disagreement on
any matters of accounting principles or
practices, financial statements disclo-
sure, auditing scope, or noncompliance
with the applicable rules of the Com-
mission, (iii) during the fiscal year in
which the change in accountants took
place or during the subsequent fiscal
year, there have been any transactions
or events similar to those which in-
volved a reported disagreement, and
(iv) such transactions or events are
material and were accounted for or dis-
closed in a manner different from that
which the former accountant appar-
ently would have concluded was re-
quired, the existence and nature of the
disagreements and also the effect on
the financial statements must be stat-
ed in a written notice to the National
Futures Association, in the case of an
applicant, or to the Commission at its
principal office in Washington, DC, and
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the designated self-regulatory organi-
zation, if any, in the case of a reg-
istrant, if the method which the former
accountant apparently would have con-
cluded was required had been followed.
These disclosures need not be made if
the method asserted by the former ac-
countant ceases to be generally accept-
ed because of authoritative standards
or interpretations subsequently issued.
The notice required by this paragraph
(2)(3) must be filed by the applicant or
registrant concurrently with the finan-
cial statements and schedules to which
it pertains.

(h) Exemption for introducing broker or
applicant therefor. The provisions of
this section do not apply to an intro-
ducing broker which is operating pur-
suant to a guarantee agreement, nor do
such provisions apply to an applicant
for registration as an introducing
broker who files concurrently with
such application a guarantee agree-
ment, provided such introducing
broker or applicant therefor is not also
a securities broker or dealer.

(Approved by the Office of Management and
Budget under control numbers 3038-0007,
3038-0024)

[43 FR 39970, Sept. 8, 1978, as amended at 46
FR 54516, Nov. 3, 1981; 46 FR 63035, Dec. 30,
1981; 48 FR 35284, Aug. 3, 1983; 49 FR 39526,
Oct. 9, 1984; 52 FR 28995, Aug. 5, 1987; 53 FR
4612, Feb. 17, 1988; 69 FR 41426, July 9, 2004; 69
FR 49798, Aug. 12, 2004; 71 FR 5593, Feb. 2,
2006; 77 FR 66320, Nov. 2, 2012; 78 FR 68625,
Nov. 14, 2013; 85 FR 57543, Sept. 15, 2020]

§1.17 Minimum financial require-
ments for futures commission mer-
chants and introducing brokers.

(a)(1)(i) Except as provided in para-
graph (a)(2)(i) of this section, each per-
son registered as a futures commission
merchant must maintain adjusted net
capital equal to or in excess of the
greatest of:

(A) $1,000,000, Provided, however, that
if the futures commission merchant
also is a swap dealer, the minimum
amount shall be $20,000,000;

(B) The futures commission mer-
chant’s risk-based capital requirement,
computed as the sum of:

(I) Eight percent of the total risk
margin requirement (as defined in
§1.17(b)(8) of this section) for positions
carried by the futures commission mer-
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chant in customer accounts and non-
customer accounts; and

(2) For a futures commission mer-
chant that is also a registered swap
dealer, two percent of the total
uncleared swap margin, as that term is
defined in paragraph (b)(11) of this sec-
tion.

(C) The amount of adjusted net cap-
ital required by a registered futures as-
sociation of which it is a member; or

(D) For securities brokers and deal-
ers, the amount of net capital required
by Rule 156c3-1(a) of the Securities and
Exchange Commission (17 CFR 240.15¢c3—
1(a)).

(ii) A futures commission merchant
that is registered as a swap dealer and
has received approval to use internal
models to compute market risk and
credit risk charges for uncleared swaps
must maintain net capital equal to or
in excess of $100 million and adjusted
net capital equal to or in excess of $20
million.

(iii) Except as provided in paragraph
(a)(2) of this section, each person reg-
istered as an introducing broker must
maintain adjusted net capital equal to
or in excess of the greatest of:

(A) $45,000;

(B) The amount of adjusted net cap-
ital required by a registered futures as-
sociation of which it is a member; or

(C) For securities brokers and deal-
ers, the amount of net capital required
by Rule 156c3-1(a) of the Securities and
Exchange Commission (17 CFR 240.15¢c3-
1(a)).

(2)(i) The requirements of paragraph
(a)(1) of this section shall not be appli-
cable if the registrant is a member of a
designated self-regulatory organization
and conforms to minimum financial
standards and related reporting re-
quirements set by such designated self-
regulatory organization in its bylaws,
rules, regulations or resolutions ap-
proved by the Commission pursuant to
section 4f(b) of the Act and §1.52.

(ii) The minimum requirements of
paragraph (a)(1)(iii) of this section
shall not be applicable to an intro-
ducing broker which elects to meet the
alternative adjusted net capital re-
quirement for introducing brokers by
operation pursuant to a guarantee
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agreement which meets the require-
ments set forth in §1.10(j). Such an in-
troducing broker shall be deemed to
meet the adjusted net capital require-
ment under this section so long as such
agreement is binding and in full force
and effect, and, if the introducing
broker is also a securities broker or
dealer, it maintains the amount of net
capital required by Rule 15c¢3-1(a) of
the Securities and Exchange Commis-
sion (17 CFR 240.15c3-1(a)).

(3) No person applying for registra-
tion as a futures commission merchant
or as an introducing broker shall be so
registered unless such person affirma-
tively demonstrates to the satisfaction
of the National Futures Association
that it complies with the financial re-
quirements of this section. Each reg-
istrant must be in compliance with
this section at all times and must be
able to demonstrate such compliance
to the satisfaction of the Commission
or the designated self-regulatory orga-
nization.

(4) A futures commission merchant
who is not in compliance with this sec-
tion, or is unable to demonstrate such
compliance as required by paragraph
(a)(3) of this section, or who cannot
certify to the Commission immediately
upon request and demonstrate with
verifiable evidence that it has suffi-
cient access to liquidity to continue
operating as a going concern, must
transfer all customer accounts and im-
mediately cease doing business as a fu-
tures commission merchant until such
time as the firm is able to demonstrate
such compliance; Provided, however,
The registrant may trade for liquida-
tion purposes only unless otherwise di-
rected by the Commission and/or the
designated self-regulatory organiza-
tion; And, Provided further, That if such
registrant immediately demonstrates
to the satisfaction of the Commission
or the designated self-regulatory orga-
nization the ability to achieve compli-
ance, the Commission or the des-
ignated self-regulatory organization
may in its discretion allow such reg-
istrant up to a maximum of 10 business
days in which to achieve compliance
without having to transfer accounts
and cease doing business as required
above. Nothing in this paragraph shall
be construed as preventing the Com-
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mission or the designated self-regu-
latory organization from taking action
against a registrant for non-compli-
ance with any of the provisions of this
section.

(5) An introducing broker who is not
in compliance with this section, or is
unable to demonstrate such compli-
ance as required by paragraph (a)(3) of
this section, must immediately cease
doing business as an introducing
broker until such time as the reg-
istrant is able to demonstrate such
compliance: Provided, however, That if
such registrant immediately dem-
onstrates to the satisfaction of the
Commission or the designated self-reg-
ulatory organization the ability to
achieve compliance, the Commission or
the designated self-regulatory organi-
zation may in its discretion allow such
registrant up to a maximum of 10 busi-
ness days in which to achieve compli-
ance without having to cease doing
business as required above. If the intro-
ducing broker is required to cease
doing business in accordance with this
paragraph (a)(6), the introducing
broker must immediately notify each
of its customers and the futures com-
mission merchants carrying the ac-
count of each customer that it has
ceased doing business. Nothing in this
paragraph (a)(5) shall be construed as
preventing the Commission or the des-
ignated self-regulatory organization
from taking action against a registrant
for non-compliance with any of the
provisions of this section.

(b) For the purposes of this section:

(1) Where the applicant or registrant
has an asset or liability which is de-
fined in Securities Exchange Act Rule
15¢3-1 (§240.15¢3-1 of this title) the in-
clusion or exclusion of all or part of
such asset or liability for the computa-
tion of adjusted net capital shall be in
accordance with §240.15c3-1 of this
title, unless specifically stated other-
wise in this section.

(2) Customer. This term means a fu-
tures customer as defined in §1.3, a
cleared over the counter customer as
defined in paragraph (b)(10) of this sec-
tion, and a 30.7 customer as defined in
§30.1 of this chapter.
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(3) Proprietary account means an ac-
count in which commodity futures, op-
tions or cleared over the counter deriv-
ative positions are carried on the books
of the applicant or registrant for the
applicant or registrant itself, or for
general partners in the applicant or
registrant.

(4) Noncustomer account means an ac-
count in which commodity futures, op-
tions or cleared over the counter deriv-
ative positions are carried on the books
of the applicant or registrant which is
either:

(i) An account that is not included in
the definition of customer (as defined
in §1.17(b)(2)) or proprietary account
(as defined in §1.17(b)(3)), or

(ii) An account for a foreign-domi-
ciled person trading futures or options
on a foreign board of trade, and such
account is a proprietary account as de-
fined in §1.3 of this title, but is not a
proprietary account as defined in
§1.17(b)(3).

(5) Clearing organization means clear-
ing organization (as defined in §1.3) and
includes a clearing organization of any
board of trade.

(6) Business day means any day other
than a Sunday, Saturday, or holiday.

(7 Customer account. This term
means an account in which commodity
futures, options or cleared over the
counter derivative positions are car-
ried on the books of the applicant or
registrant which is an account that is
included in the definition of customer
as defined in §1.17(b)(2).

(8) Risk margin for an account means
the level of maintenance margin or
performance bond required for the cus-
tomer or noncustomer positions by the
applicable exchanges or clearing orga-
nizations, and, where margin or per-
formance bond is required only for ac-
counts at the clearing organization, for
purposes of the FCM’s risk-based cap-
ital calculations applying the same
margin or performance bond require-
ments to customer and noncustomer
positions in accounts carried by the
FCM, subject to the following.

(i) Risk margin does not include the
equity component of short or long op-
tion positions maintained in an ac-
count;

(ii) The maintenance margin or per-
formance bond requirement associated
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with a long option position may be ex-
cluded from risk margin to the extent
that the value of such long option posi-
tion does not reduce the total risk
maintenance or performance bond re-
quirement of the account that holds
the long option position;

(iii) The risk margin for an account
carried by a futures commission mer-
chant which is not a member of the ex-
change or the clearing organization
that requires collection of such margin
should be calculated as if the futures
commission merchant were such a
member; and

(iv) If a futures commission mer-
chant does not possess sufficient infor-
mation to determine what portion of
an account’s total margin requirement
represents risk margin, all of the mar-
gin required by the exchange or the
clearing organization that requires col-
lection of such margin for that ac-
count, shall be treated as risk margin.

(9) Cleared over the counter derivative
positions means a swap cleared by a de-
rivatives clearing organization or a
clearing organization exempted by the
Commission from registering as a de-
rivatives clearing organization, and
further includes positions cleared by
any organization permitted to clear
such positions under the laws of the
relevant jurisdiction.

(10) Cleared over the counter customer
means any person for whom the futures
commission merchant carries on its
books one or more accounts for the
cleared over the counter derivative po-
sitions of such person, and such ac-
count or accounts are not proprietary
accounts as defined in §1.3 of this part.

(11) Uncleared swap margin: This term
means the amount of initial margin,
computed in accordance with §23.154 of
this chapter, that a dually-registered
futures commission merchant and swap
dealer would be required to collect
from each counterparty for each out-
standing swap position of the dually-
registered futures commission mer-
chant and swap dealer. A dually-reg-
istered futures commission merchant
and swap dealer must include all swap
positions in the calculation of the
uncleared swap margin amount, includ-
ing swaps that are exempt or excluded
from the scope of the Commission’s
margin regulations for uncleared swaps
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pursuant to §23.150 of this chapter, ex-
empt foreign exchange swaps or foreign
exchange forwards, or netting set of
swaps or foreign exchange swaps, for
each counterparty, as if the
counterparty was an unaffiliated swap
dealer. Furthermore, in computing the
uncleared swap margin amount, a du-
ally-registered futures commission
merchant and swap dealer may not ex-
clude the initial margin threshold
amount or the minimum transfer amount
as such terms are defined in §23.151 of
this chapter.

(c) Definitions: For the purposes of
this section:

(1) Net capital means the amount by
which current assets exceed liabilities.
In determining ‘‘net capital’’:

(i) Unrealized profits shall be added
and unrealized losses shall be deducted
in the accounts of the applicant or reg-
istrant, including unrealized profits
and losses on fixed price commitments,
uncleared swaps, uncleared security-
based swaps, and forward contracts;

(ii) All long and all short positions in
commodity options which are traded
on a contract market and listed secu-
rity options shall be marked to their
market value and all long and all short
securities and commodities positions
shall be marked to their market value;

(iii) The value attributed to any com-
modity option which is not traded on a
contract market shall be the difference
between the option’s strike price and
the market value for the commodity or
futures contract which is the subject of
the option. In the case of a call com-
modity option which is not traded on a
contract market, if the market value
for the commodity or futures contract
which is the subject of the option is
less than the strike price of the option,
it shall be given no value. In the case
of a put commodity option which is not
traded on a contract market, if the
market value for the commodity or fu-
tures contract which is the subject of
the option is more than the strike
price of the option, it shall be given no
value; and

(iv) The value attributed to any un-
listed security option shall be the dif-
ference between the option’s exercise
value or striking value and the market
value of the underlying security. In the
case of an unlisted call, if the market

76

17 CFR Ch. | (4-1-21 Edition)

value of the underlying security is less
than the exercise value or striking
value of such call, it shall be given no
value; and, in the case of an unlisted
put, if the market value of the under-
lying security is more than the exer-
cise value or striking value of the un-
listed put, it shall be given no value.

(2) The term current assets means
cash and other assets or resources com-
monly identified as those which are
reasonably expected to be realized in
cash or sold during the next 12 months.
“Current assets’ shall:

(i) Exclude any unsecured commodity
futures, options, cleared swaps, or
other Commission regulated account
containing a ledger balance and open
trades, the combination of which
liquidates to a deficit or containing a
debit ledger balance only: Provided,
however, deficits or debit ledger bal-
ances in unsecured customers’, noncus-
tomers’, and proprietary accounts,
which are the subject of calls for mar-
gin or other required deposits may be
included in current assets until the
close of business on the business day
following the date on which such def-
icit or debit ledger balance originated
providing that the account had timely
satisfied, through the deposit of new
funds, the previous day’s debit or defi-
cits, if any, in its entirety.

(ii) Exclude all unsecured receiv-
ables, advances and loans except for:

(A) Receivables resulting from the
marketing of inventories commonly as-
sociated with the business activities of
the applicant or registrant and ad-
vances on fixed price purchases com-
mitments: Provided, Such receivables
or advances are outstanding no longer
than 3 calendar months from the date
that they are accrued;

(B)(I) Interest receivable, floor bro-
kerage receivable, commissions receiv-
able from other brokers or dealers
(other than syndicate profits), mutual
fund concessions receivable and man-
agement fees receivable from reg-
istered investment companies and com-
modity pools that are not outstanding
more than thirty (30) days from the
date they are due;

(2) Dividends receivable that are not
outstanding more than thirty (30) days
from the payable date; and



Commodity Futures Trading Commission

(3) Commissions or fees receivable,
including from other brokers or deal-
ers, resulting from swap transactions
that are not outstanding more than
sixty (60) days from the month end ac-
crual date provided they are billed
promptly after the close of the month
of their inception;

(C) Receivables from clearing organi-
zations and securities clearing organi-
zations;

(D) Receivables from registered fu-
tures commission merchants or bro-
kers, resulting from commodity fu-
tures, options, cleared swaps, foreign
futures or foreign options transactions,
except those specifically excluded
under paragraph (c)(2)(i) of this sec-
tion;

(E) Insurance claims which arise
from a reportable segment of the appli-
cant’s or registrant’s overall business
activities, as defined in generally ac-
cepted accounting principles, other
than in the commodity futures, com-
modity option, security and security
option segments of the applicant’s or
registrant’s business activities which
are not outstanding more than 3 cal-
endar months after the date they are
recorded as a receivable;

(F) All other insurance claims not
subject to paragraph (¢)(2)(ii)(E) of this
section, which are not older than seven
(7) business days from the date the loss
giving rise to the claim is discovered;
insurance claims which are not older
than twenty (20) business days from the
date the loss giving rise to the claim is
discovered and which are covered by an
option of outside counsel that the
claim is valid and is covered by insur-
ance policies presently in effect; insur-
ance claims which are older than twen-
ty (20) business days from the date the
loss giving rise to the claim is discov-
ered and which are covered by an opin-
ion of outside counsel that the claim is
valid and is covered by insurance poli-
cies presently in effect and which have
been acknowledged in writing by the
insurance carrier as due and payable:
Provided, Such claims are not out-
standing longer than twenty (20) busi-
ness days from the date they are so ac-
knowledged by the carrier;

(G) Receivables from third-party
custodians that maintain the futures
commission merchant’s initial margin
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deposits associated with uncleared
swap and security-based swap trans-
actions pursuant to the margin rules of
the Commission, the Securities and Ex-
change Commission, a prudential regu-
lator, as defined in section 1a(39) of the
Act, or a foreign jurisdiction that has
received a Comparability Determina-
tion under §23.160 of this chapter.

(iii) Exclude all prepaid expenses and
deferred charges;

(iv) Exclude all inventories except
for:

(A) Readily marketable spot com-
modities; or spot commodities which
‘“‘adequately collateralize’” indebted-
ness under paragraph (c)(7) of this sec-
tion;

(B) Securities which are considered
“readily marketable” (as defined in
§240.15¢3-1(c)(11) of this title) or which
‘“‘adequately collateralize’ indebted-
ness under paragraph (c)(7) of this sec-
tion;

(C) Work in process and finished
goods which result from the processing
of commodities at market value;

(D) Raw materials at market value
which will be combined with spot com-
modities to produce a finished proc-
essed commodity; and

(E) Inventories held for resale com-
monly associated with the business ac-
tivities of the applicant or registrant;

(v) Include fixed assets and assets
which otherwise would be considered
noncurrent to the extent of any long-
term debt adequately collateralized by
assets acquired for use in the ordinary
course of the trade or business of an
applicant or registrant and any other
long-term debt adequately
collateralized by assets of the appli-
cant or registrant if the sole recourse
of the creditor for nonpayment of such
liability is to such asset: Provided,
Such liabilities are not excluded from
liabilities in the computation of net
capital under paragraph (c)(4)(vi) of
this section;

(vi) Exclude all assets doubtful of
collection or realization less any re-
serves established therefor;

(vii) Include, in the case of future in-
come tax benefits arising as a result of
unrealized losses, the amount of such
benefits not exceeding the amount of
income tax liabilities accrued on the
books and records of the applicant or
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registrant, but only to the extent such
benefits could have been applied to re-
duce accrued tax liabilities on the date
of the capital computation, had the re-
lated unrealized losses been realized on
that date;

(viii) Include guarantee deposits with
clearing organizations and stock in
clearing organizations to the extent of
its margin value;

(ix) In the case of an introducing
broker or an applicant for registration
as an introducing broker, include 50
percent of the value of a guarantee or
security deposit with a futures com-
mission merchant which carries or in-
tends to carry accounts for the cus-
tomers of the introducing broker; and

(x) Exclude exchange memberships.

(3) A loan or advance or any other
form of receivable shall not be consid-
ered ‘‘secured” for the purposes of
paragraph (c)(2) of this section unless
the following conditions exist:

(i) The receivable is secured by read-
ily marketable collateral which is oth-
erwise unencumbered and which can be
readily converted into cash: Provided,
however, That the receivable will be
considered secured only to the extent
of the market value of such collateral
after application of the percentage de-
ductions specified in paragraph (c)(5) of
this section; and

(ii)(A) The readily marketable collat-
eral is in the possession or control of
the applicant or registrant; or

(B) The applicant or registrant has a
legally enforceable, written security
agreement, signed by the debtor, and
has a perfected security interest in the
readily marketable collateral within
the meaning of the laws of the State in
which the readily marketable collat-
eral is located.

(4) The term Iliabilities means the
total money liabilities of an applicant
or registrant arising in connection
with any transaction whatsoever, in-
cluding economic obligations of an ap-
plicant or registrant that are recog-
nized and measured in conformity with
generally accepted accounting prin-
ciples. ‘‘Liabilities” also include cer-
tain deferred credits that are not obli-
gations but that are recognized and
measured in conformity with generally
accepted accounting principles. For the
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purposes of computing ‘‘net capital”’,
the term ‘‘liabilities’’:

(i) Excludes liabilities of an applicant
or registrant which are subordi- nated
to the claims of all general creditors of
the applicant or registrant pursuant to
a satisfactory subordination agree-
ment, as defined in paragraph (h) of
this section;

(ii) Excludes, in the case of a futures
commission merchant, the amount of
money, securities and property due to
commodity futures or option cus-
tomers which is held in segregated ac-
counts in compliance with the require-
ments of the Act and these regulations:
Provided, however, That such exclusion
may be taken only if such money, secu-
rities and property held in segregated
accounts have been excluded from cur-
rent assets in computing net capital;

(iii) Includes, in the case of an appli-
cant or registrant who is a sole propri-
etor, the excess of liabilities which
have not been incurred in the course of
business as a futures commission mer-
chant or as an introducing broker over
assets not used in the business;

(iv) Excludes the lesser of any de-
ferred income tax liability related to
the items in paragraphs (c)(4)(i) (A),
(B), and (C) below, or the sum of para-
graphs (¢)(4)(i) (A), (B), and (C) below:

(A) The aggregate amount resulting
from applying to the amount of the de-
ductions computed in accordance with
paragraph (c)(5) of this section the ap-
propriate Federal and State tax rate(s)
applicable to any unrealized gain on
the asset on which the deduction was
computed;

(B) Any deferred tax liability related
to income accrued which is directly re-
lated to an asset otherwise deducted
pursuant to this section;

(C) Any deferred tax liability related
to unrealized appreciation in value of
any asset(s) which has been otherwise
excluded from current assets in accord-
ance with the provisions of this sec-
tion;

(v) Excludes any current tax liability
related to income accrued which is di-
rectly related to an asset otherwise de-
ducted pursuant to this section; and

(vi) Excludes liabilities which would
be classified as long term in accord-
ance with generally accepted account-
ing principles to the extent of the net
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book value of plant, property and
equipment which is used in the ordi-
nary course of any trade or business of
the applicant or registrant which is a
reportable segment of the applicant’s
or registrant’s overall business activi-
ties, as defined in generally accepted
accounting principles, other than in
the commodity futures, commodity op-
tion, security and security option seg-
ments of the applicant’s or registrant’s
business activities: Provided, That such
plant, property and equipment is not
included in current assets pursuant to
paragraph (¢)(2)(v) of this section.

(6) The term adjusted mnet -capital
means net capital less:

(i) The amount by which any ad-
vances paid by the applicant or reg-
istrant on cash commodity contracts
and used in computing net capital ex-
ceeds 95 percent of the market value of
the commodities covered by such con-
tracts;

(ii) In the case of all inventory, fixed
price commitments and forward con-
tracts, the applicable percentage of the
net position specified below:

(A) Inventory which is currently reg-
istered as deliverable on a contract
market and covered by an open futures
contract or by a commodity option on
a physical commodity—No charge.

(B) Inventory which is covered by an
open futures contract or commodity
option.—b percent of the market value.

(C) Inventory which is not covered.—
20 percent of the market value.
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(D) Inventory and forward contracts
in those foreign currencies that are
purchased or sold for future delivery on
or subject to the rules of a contract
market, and which are covered by an
open futures contract.—No charge

(BE) Inventory and forward contracts
in euros, British pounds, Canadian dol-
lars, Japanese yen, or Swiss francs, and
which are not covered by an open fu-
tures contract or commodity option.—
6 percent of the market value.

(F) Fixed price commitments (open
purchases and sales) and forward con-
tracts which are covered by an open fu-
tures contract or commodity option.—
10 percent of the market value.

(G) Fixed price commitments (open
purchases and sales) and forward con-
tracts which are not covered by an
open futures contract or commodity
option.—20 percent of the market
value.

(iii) Swaps:

(A) Uncleared swaps that are credit-de-
fault swaps referencing broad-based secu-
rities indices.(1) Short positions (selling
protection). In the case of an uncleared
short credit default swap that ref-
erences a broad-based securities index,
deducting the percentage of the no-
tional amount based upon the current
basis point spread of the credit default
swap and the maturity of the credit de-
fault swap in accordance with the fol-
lowing table:

TABLE TO § 1.17(C)(5)()(A)( 7)—MARKET RISk CHARGES FOR UNCLEARED CREDIT DEFAULT SWAPS

Length of time to matu- Basis p°;/“‘ spread
rity (%)
of CDS contract 100 or less 101-300 301-400 401-500 501-699 700 or more

Less than 12 months .... 0.67 1.33 3.33 5.00 6.67 10.00
12 months but less than

24 months ......ccceneee. 1.00 2.33 5.00 6.67 8.33 11.67
24 months but less than

36 months ........ccc.e.. 1.33 3.33 6.67 8.33 10.00 13.33
36 months but less than

48 months .......c.......... 2.00 4.00 8.33 10.00 11.67 15.00
48 months but less than

60 months ......cccceeenes 2.67 4.67 10.00 11.67 13.33 16.67
60 months but less than

72 months .......ccceeees 3.67 5.67 11.67 13.33 15.00 18.33
72 months but less than

84 months .................. 4.67 6.67 13.33 15.00 16.67 20.00
84 months but less than

120 months .........c... 5.67 10.00 15.00 16.67 18.33 26.67
120 months and longer 6.67 13.33 16.67 18.33 20.00 33.33
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(2) Long positions (purchasing protec-
tion). In the case of an uncleared swap
that is a long credit default swap ref-
erencing a broad-based security index,
deducting 50 percent of the deduction
that would be required by paragraph
(¢)(5)(iii)(A)(I1) of this section if the
swap was a short credit default swap,
each such deduction not to exceed the
current market value of the long posi-
tion.

(3) Long and short positions. (i) Long
and short uncleared credit default swaps
referencing the same broad-based security
inder. In the case of uncleared swaps
that are long and short credit default
swaps referencing the same broad-
based security index, have the same
credit events which would trigger pay-
ment by the seller of protection, have
the same basket of obligations which
would determine the amount of pay-
ment by the seller of protection upon
the occurrence of a credit event, that
are in the same or adjacent spread cat-
egory and have a maturity date within
three months of the other maturity
category, deducting the percentage of
the notional amounts specified in the
higher maturity category under para-
graph (c)(5)(1ii)(A)(I) or (c)(5)(iii)(A)(2)
of this section on the excess of the long
or short position.

(i1) Long basket of obligors and
uncleared long credit default swap ref-
erencing a broad-based securities index.
In the case of an uncleared swap that is
a long credit default swap referencing a
broad-based security index and the fu-
tures commission merchant is long a
basket of debt securities comprising all
of the components of the security
index, deducting 50 percent of the
amount specified in §240.15¢3-1(c)(2)(vi)
of this title for the component of secu-
rities, provided the futures commission
merchant can deliver the component
securities to satisfy the obligation of
the futures commission merchant on
the credit default swap.

(1ii) Short basket of obligors and
uncleared short credit default swap ref-
erencing a broad-based securities index.
In the case of an uncleared swap that is
a short credit default swap referencing
a broad-based security index and the
futures commission merchant is short
a basket of debt securities comprising
all of the components of the security
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index, deducting the amount specified
in §240.15¢3-1(c)(2)(vi) of this title for
the component securities.

(B) Interest rate swaps. In the case of
an uncleared interest rate swap, de-
ducting the percentage deduction spec-
ified in §240.15c3-1(c)(2)(vi)(A) of this
title based on the maturity of the in-
terest rate swap, provided that the per-
centage deduction must be no less than
one eighth of 1 percent of the amount
of a long position that is netted
against a short position in the case of
an uncleared interest rate swap with a
maturity of three months or more;

(C) All other uncleared swaps. (I) In
the case of any uncleared swap that is
not a credit default swap or interest
rate swap, deducting the amount cal-
culated by multiplying the notional
value of the uncleared swap by:

(i) The percentage specified in
§240.15c3-1 of this title applicable to
the reference asset if §240.15¢3-1 of this
title specifies a percentage deduction
for the type of asset and this section
does not specify a percentage deduc-
tion;

(i1) Six percent in the case of a cur-
rency swap that references euros, Brit-
ish pounds, Canadian dollars, Japanese
yen, or Swiss francs, and twenty per-
cent in the case of currency swaps that
reference any other foreign currencies;
or

(i7i) In the case of over-the-counter
swap transactions involving commod-
ities, 20 percent of the market value of
the amount of the underlying commod-
ities.

(D) Netting of Swap Market Risk
Charges. The deductions under para-
graphs (¢)(5)(iii)(B) and (C) of this sec-
tion may be reduced by an amount
equal to any reduction recognized for a
comparable long or short position in
the reference asset or interest rate
under this section or in §240.15¢3-1 of
this title.

(iv) Security-based Swaps: In the
case of security-based swaps as defined
in section 3(a) of the Securities Ex-
change Act of 1934 (15 U.S.C. 78c(a)),
the percentage as specified in §240.15¢c3-
1 of this title.

(v) In the case of securities and obli-
gations used by the applicant or reg-
istrant in computing net capital, and
in the case of a futures commission
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merchant that invests funds deposited
by futures customers as defined in §1.3,
Cleared Swaps Customers as defined in
§22.1 of this chapter, and 30.7 customers
as defined in §30.1 of this chapter in se-
curities as permitted investments
under §1.25, the deductions specified in
Rule 240.15¢3-1(c)(2)(vi) or Rule
240.15c3-1(c)(2)(vii) of the Securities
and Exchange Commission (17 CFR
240.15c3-1(c)(2)(vi) and 17 CFR 240.15c3-
1(c)(2)(vii)) (‘‘securities haircuts’’). Fu-
tures commission merchants that es-
tablish and enforce written policies and
procedures to assess the credit risk of
commercial paper, convertible debt in-
struments, or nonconvertible debt in-
struments in accordance with Rule
240.15¢3-1(c)(2)(vi) of the Securities and
Exchange Commission (17 CFR 240.15¢c3—
1(c)(2)(vi)) may apply the lower haircut
percentages specified in Rule 240.15c3-
1(c)(2)(vi) for such commercial paper,
convertible debt instruments and non-
convertible debt instruments. Futures
commission merchants must maintain
their written policies and procedures in
accordance with §1.31;

(vi) In the case of securities options
and/or other options for which a hair-
cut has been specified for the option or
for the underlying instrument in
§240.15c3-1 appendix A of this title, the
treatment specified in, or under,
§240.15c3-1 appendix A, after effecting
certain adjustments to net capital for
listed and unlisted options as set forth
in such appendix;

(vii) In the case of an applicant or
registrant who has open contractual
commitments, as hereinafter defined,
the deductions specified in §240.15c3-
1(c)(2)(viii) of this title;

(viii) In the case of a futures commis-
sion merchant, for undermargined cus-
tomer accounts, the amount of funds
required in each such account to meet
maintenance margin requirements of
the applicable board of trade or if there
are no such maintenance margin re-
quirements, clearing organization mar-
gin requirements applicable to such po-
sitions, after application of calls for
margin or other required deposits
which are outstanding no more than
one business day. If there are no such
maintenance margin requirements or
clearing organization margin require-
ments, then the amount of funds re-
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quired to provide margin equal to the
amount necessary, after application of
calls for margin or other required de-
posits outstanding no more than one
business day, to restore original mar-
gin when the original margin has been
depleted by 50 percent or more: Pro-
vided, to the extent a deficit is ex-
cluded from current assets in accord-
ance with paragraph (c)(2)(i) of this
section such amount shall not also be
deducted under this paragraph. In the
event that an owner of a customer ac-
count has deposited an asset other than
cash to margin, guarantee or secure his
account, the value attributable to such
asset for purposes of this subparagraph
shall be the lesser of:

(A) The value attributable to the
asset pursuant to the margin rules of
the applicable board of trade, or

(B) The market value of the asset
after application of the percentage de-
ductions specified in paragraph (c)(5) of
this section;

(ix) In the case of a futures commis-
sion merchant, for undermargined non-
customer and omnibus accounts the
amount of funds required in each such
account to meet maintenance margin
requirements of the applicable board of
trade or if there are no such mainte-
nance margin requirements, clearing
organization margin requirements ap-
plicable to such positions, after appli-
cation of calls for margin or other re-
quired deposits which are outstanding
no more than one business day. If there
are no such maintenance margin re-
quirements or clearing organization
margin requirements, then the amount
of funds required to provide margin
equal to the amount necessary after
application of calls for margin or other
required deposits outstanding no more
than one business day to restore origi-
nal margin when the original margin
has been depleted by 50 percent or
more: Provided, to the extent a deficit
is excluded from current assets in ac-
cordance with paragraph (c)(2)(i) of
this section such amount shall not also
be deducted under this paragraph. In
the event that an owner of a noncus-
tomer or omnibus account has depos-
ited an asset other than cash to mar-
gin, guarantee or secure his account
the value attributable to such asset for
purposes of this paragraph shall be the
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lesser of the value attributable to such
asset pursuant to the margin rules of
the applicable board of trade, or the
market value of such asset after appli-
cation of the percentage deductions
specified in paragraph (c)(5) of this sec-
tion;

(x) In the case of open futures con-
tracts, cleared swaps, and granted
(sold) commodity options held in pro-
prietary accounts carried by the appli-
cant or registrant which are not cov-
ered by a position held by the applicant
or registrant or which are not the re-
sult of a ‘‘changer trade’ made in ac-
cordance with the rules of a contract
market:

(A) For an applicant or registrant
which is a clearing member of a clear-
ing organization for the positions
cleared by such member, the applicable
margin requirement of the applicable
clearing organization;

(B) For an applicant or registrant
which is a member of a self-regulatory
organization, 150 percent of the appli-
cable maintenance margin requirement
of the applicable board of trade, or
clearing organization, whichever is
greater;

(C) For all other applicants or reg-
istrants, 200 percent of the applicable
maintenance margin requirements of
the applicable board of trade or clear-
ing organization, whichever is greater;
or

(D) For open contracts or granted
(sold) commodity options for which
there are no applicable maintenance
margin requirements, 200 percent of
the applicable initial margin require-
ment: Provided, the equity in any such
proprietary account shall reduce the
deduction required by this paragraph
(¢)(5)(x) if such equity is not otherwise
includable in adjusted net capital;

(xi) In the case of an applicant or reg-
istrant which is a purchaser of a com-
modity option not traded on a contract
market which has value and such value
is used to increase adjusted net capital,
ten percent of the market value of the
commodity or futures contract which
is the subject of such option but in no
event more than the value attributed
to such option;

(xii) In the case of an applicant or
registrant which is a purchaser of a
commodity option which is traded on a

82

17 CFR Ch. | (4-1-21 Edition)

contract market the same safety factor
as if the applicant or registrant were
the grantor of such option in accord-
ance with paragraph (c)(5)(x) of this
section, but in no event shall the safe-
ty factor be greater than the market
value attributed to such option;

(xiii) Five percent of all unsecured
receivables includable under paragraph
(¢)(2)(ii)(D) of this section used by the
applicant or registrant in computing
“net capital” and which are not due
from:

(A) A registered futures commission
merchant;

(B) A broker or dealer that is reg-
istered as such with the Securities and
Exchange Commission; or

(C) A foreign broker that has been
granted comparability relief pursuant
to §30.10 of this chapter, Provided, how-
ever, that the amount of the unsecured
receivable not subject to the five per-
cent capital charge is no greater than
150 percent of the current amount re-
quired to maintain futures and options
positions in accounts with the foreign
broker, or 100 percent of such greater
amount required to maintain futures
and option positions in the accounts at
any time during the previous six-
month period, and Provided, that, in the
case of the foreign futures or foreign
options secured amount, as §1.3 defines
such term, such account is treated in
accordance with the special require-
ments of the applicable Commission
order issued under §30.10 of this chap-
ter.

(xiv) For securities brokers and deal-
ers, all other deductions specified in
§240.15¢c3-1 of this title;

(xv) In the case of a futures commis-
sion merchant that is also a registered
swap dealer, the amount of funds re-
quired from each swap counterparty
and security-based swap counterparty
to meet initial margin requirements of
the Commission or Securities and Ex-
change Commission, as applicable,
after application of calls for margin or
other required deposits which are out-
standing within the required time
frame to collect margin or other re-
quired deposits;

(xvi) In the case of a futures commis-
sion merchant that is also a registered
swap dealer, the amount of initial mar-
gin calculated pursuant to §23.154 of
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this chapter for the account of a swap
counterparty that is subject to a mar-
gin exception or exemption under
§23.150 of this chapter, less any margin
posted on such account, and the
amount of initial margin calculated
pursuant to §240.18a-3(c)(1)(i)(B) of this
title for the account of a security-
based swap counterparty that is sub-
ject to a margin exception or exemp-
tion under the rules of the Securities
and Exchange Commission, less any
margin posted on such account.

(6)(1) Election of alternative capital de-
ductions that have received approval of
Securities and Exchange Commission pur-
suant to ¢§240.15c3-1(a)(7) of this title.
Any futures commission merchant that
is also registered with the Securities
and Exchange Commission as a securi-
ties broker or dealer, and who also sat-
isfies the other requirements of this
paragraph (c¢)(6), may elect to compute
its adjusted net capital using the alter-
native capital deductions that, under
§240.15c3-1(a)(7) of this title, the Secu-
rities and Exchange Commission has
approved by written order in lieu of the
deductions that would otherwise be re-
quired under this section.

(ii) Notifications of election or of
changes to election. (A) No election to
use the alternative market risk and
credit risk deductions referenced in
paragraph (c)(6)(i) of this section shall
be effective unless and until the fu-
tures commission merchant has filed
with the Commission, addressed to the
Director of the Division of Swap Dealer
and Intermediary Oversight, a notice
that is to include a copy of the ap-
proval order of the Securities and Ex-
change Commission referenced in para-
graph (¢)(6)(i) of this section, and to in-
clude also a statement that identifies
the amount of tentative net capital
below which the futures commission
merchant is required to provide notice
to the Securities and Exchange Com-
mission, and which also provides the
following information: a list of the cat-
egories of positions that the futures
commission merchant holds in its pro-
prietary accounts, and, for each such
category, a description of the methods
that the futures commission merchant
will use to calculate its deductions for
market risk and credit risk, and also, if
calculated separately, deductions for
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specific risk; a description of the value
at risk (VaR) models to be used for its
market risk and credit risk deductions,
and an overview of the integration of
the models into the internal risk man-
agement control system of the futures
commission merchant; a description of
how the futures commission merchant
will calculate current exposure and
maximum potential exposure for its de-
ductions for credit risk; a description
of how the futures commission mer-
chant will determine internal credit
ratings of counterparties and internal
credit risk weights of counterparties, if
applicable; and a description of the es-
timated effect of the alternative mar-
ket risk and credit risk deductions on
the amounts reported by the futures
commission merchant as net capital
and adjusted net capital.

(B) A futures commission merchant
must also, upon the request of the
Commission at any time, supplement
the statement described in paragraph
(c)(6)(ii)(A) of this section, by pro-
viding any other explanatory informa-
tion regarding the computation of its
alternative market risk and credit risk
deductions as the Commission may re-
quire at its discretion.

(C) A futures commission merchant
must also file the following supple-
mental notices with the Director of the
Division and Clearing and Inter-
mediary Oversight:

(I) A notice advising that the Securi-
ties and Exchange Commission has im-
posed additional or revised conditions
for the approval evidenced by the order
referenced in paragraph (c)(6)(i) of this
section, and which describes the new or
revised conditions in full, and

(2) A notice which attaches a copy of
any approval by the Securities and Ex-
change Commission of amendments
that a futures commission merchant
has requested for its application, filed
under 17 CFR 240.15c3-1e, to use alter-
native market risk and credit risk de-
ductions approved by the Securities
and Exchange Commission.

(D) A futures commission merchant
may voluntarily change its election to
use the alternative market risk and
credit risk deductions referenced in
paragraph (c)(6)(i) of this section, by
filing with the Director of the Division
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of Swap Dealer and Intermediary Over-
sight a written notice specifying a fu-
ture date as of which it will no longer
use the alternative market risk and
credit risk deductions, and will instead
compute such deductions in accordance
with the requirements otherwise appli-
cable under paragraph (c)(2)(ii) of this
section for unsecured receivables from
over-the-counter derivatives trans-
actions; by paragraph (c)(5)(ii) of this
section for proprietary positions in for-
ward contracts; by paragraph (c)(5)(v)
of this section for proprietary positions
in securities; and by paragraph (c)(5)(x)
of this section for proprietary positions
in futures contracts.

(iii) Conditions under which election
terminated. A futures commission mer-
chant may no longer elect to use the
alternative market risk and credit risk
deductions referenced in paragraph
(c)(6)(i) of this section, and shall in-
stead compute the deductions other-
wise required under paragraph (c)(2)(ii)
of this section for unsecured receiv-
ables from over-the-counter derivatives
transactions; by paragraph (c)(5)(ii) of
this section for proprietary positions in
forward contracts; by paragraph
(¢)(5)(v) of this section for proprietary
positions in securities; and by para-
graph (c)(6)(x) of this section for pro-
prietary positions in futures contracts,
upon the occurrence of any of the fol-
lowing:

(A) The Securities and Exchange
Commission revokes its approval of the
market risk and credit risk deductions
for such futures commission merchant;

(B) A futures commission merchant
fails to come into compliance with its
filing requirements under this para-
graph (c)(6), after having received from
the Director of the Division of Swap
Dealer and Intermediary Oversight
written notification that the firm is
not in compliance with its filing re-
quirements, and must cease using al-
ternative capital deductions permitted
under this paragraph (c)(6) if it has not
come into compliance by a date speci-
fied in the notice; or

(C) The Commission by written order
finds that permitting the futures com-
mission merchant to continue to use
such alternative market risk and cred-
it risk deductions is no longer nec-
essary or appropriate for the protec-
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tion of customers of the futures com-
mission merchant or of the integrity of
the futures or options markets.

(iv) Additional filing requirements. Any
futures commission merchant that
elects to use the alternative market
risk and credit risk deductions ref-
erenced in paragraph (c)(6)(i) of this
section must file with the Commission,
in addition to the filings required by
paragraph (c¢)(6)(ii) of this section, cop-
ies of any and all of the following docu-
ments, at such time as the originals
are filed with the Securities and Ex-
change Commission:

(A) Information that the futures
commission merchant files on a
monthly basis with its designated ex-
amining authority or the Securities
and Exchange Commission, whether by
way of schedules to its FOCUS reports
or by other filings, in satisfaction of
§240.17a-5(a)(b) of this title;

(B) The quarterly reports required by
17 CFR 240.17a-5(a)(5)(ii);

(C) The supplemental annual filings
as required by 17 CFR 240.17a-5(Kk);

(D) Any notification to the Securities
and Exchange Commission or the fu-
tures commission merchant’s des-
ignated examining authority of
planned withdrawals of excess net cap-
ital; and

(E) Any notification that the futures
commission merchant is required to
file with the Securities and Exchange
Commission when its tentative net
capital is below an amount specified by
the Securities and Exchange Commis-
sion.

(v) Election of alternative market risk
and credit risk capital deductions for a
futures commission merchant that is reg-
istered as a swap dealer and has received
approval of the Commission or a registered
futures association for which the futures
commission merchant is a member. For
purposes of this paragraph (c)(6)(v)
only, all references to futures commis-
sion merchant means a futures com-
mission merchant that is also reg-
istered as a swap dealer.

(A) A futures commission merchant
may apply in writing to the Commis-
sion or a registered futures association
of which it is a member for approval to
compute deductions for market risk
and credit risk using internal models
in lieu of the standardized deductions
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otherwise required under this section;
Provided however, that the Commission
must issue a determination that the
registered futures association’s model
requirements and review process are
comparable to the Commission’s re-
quirements and review process in order
for the registered futures association’s
model approval to be accepted as an al-
ternative means of compliance with
this section. The futures commission
merchant must file the application in
accordance with instructions approved
by the Commission and specified on the
website of the registered futures asso-
ciation.

(B) A futures commission merchant’s
application must include the informa-
tion set forth in Appendix A to Subpart
E of Part 23 and the market risk and
credit risk charges must be computed
in accordance with §23.102 of this chap-
ter.

(C) The Commission or registered fu-
tures association upon obtaining the
Commission’s determination that its
requirements and model approval proc-
ess are comparable to the Commis-
sion’s requirements and process, may
approve or deny the application, in
whole or in part, or approve or deny an
amendment to the application, in
whole or in part, subject to any condi-
tions or limitations the Commaission or
registered futures association may re-
quire, if the Commission or registered
futures association finds the approval
to be appropriate in the public interest,
after determining, among other things,
whether the applicant has met the re-
quirements of §23.102 of this chapter.

@) Liabilities are ‘“‘adequately
collateralized” when, pursuant to a le-
gally enforceable written instrument,
such liabilities are secured by identi-
fied assets that are otherwise
unencumbered and the market value of
which exceeds the amount of such 1li-
abilities.

(8) The term contractual commitments
shall include underwriting, when
issued, when distributed, and delayed
delivery contracts; and the writing or
endorsement of security puts and calls
and combinations thereof; but shall not
include uncleared regular way pur-
chases and sales of securities. A series
of contracts of purchase or sale of the
same security, conditioned, if at all,
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only upon issuance, may be treated as
an individual commitment.

(d) Each applicant or registrant shall
have equity capital (inclusive of satis-
factory subordination agreements
which qualify under this paragraph (d)
as equity capital) of not less than 30
percent of the debt-equity total, pro-
vided, an applicant or registrant may
be exempted from the provisions of this
paragraph (d) for a period not to exceed
90 days or for such longer period which
the Commission may, upon application
of the applicant or registrant, grant in
the public interest or for the protec-
tion of investors. For the purposes of
this paragraph (d):

(1) Equity capital means a satisfac-
tory subordination agreement entered
into by a partner or stockholder or
limited liability company member
which has an initial term of at least 3
years and has a remaining term of not
less than 12 months if:

(i) It does not have any of the provi-
sions for accelerated maturity provided
for by paragraphs (h)(2)(ix)(A), (xX)(A),
or (x)(B) of this section, or the provi-
sions allowing for special prepayment
provided for by paragraph (h)(2)(vii)(B)
of this section, and is maintained as
capital subject to the provisions re-
stricting the withdrawal thereof re-
quired by paragraph (e) of this section;
or

(ii) The partnership agreement pro-
vides that capital contributed pursuant
to a satisfactory subordination agree-
ment as defined in paragraph (h) of this
section shall in all respects be partner-
ship capital subject to the provisions
restricting the withdrawal thereof re-
quired by paragraph (e) of this section,
and

(A) In the case of a corporation, the
sum of its par or stated value of capital
stock, paid in capital in excess of par,
retained earnings, unrealized profit and
loss, and other capital accounts.

(B) In the case of a partnership, the
sum of its capital accounts of partners
(inclusive of such partners’ commod-
ities, options and securities accounts
subject to the provisions of paragraph
(e) of this section), and unrealized prof-
it and loss.

(C) In the case of a sole proprietor-
ship, the sum of its capital accounts of
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the sole proprietorship and unrealized
profit and loss.

(D) In the case of a limited liability
company, the sum of its capital ac-
counts of limited liability company
members, and unrealized profit and
loss.

(2) Debt-equity total means equity
capital as defined in paragraph (d)(1) of
this section plus the outstanding prin-
cipal amount of satisfactory subordina-
tion agreements.

(e) No equity capital of the applicant
or registrant or a subsidiary’s or affili-
ate’s equity capital consolidated pursu-
ant to paragraph (f) of this section,
whether in the form of capital con-
tributions by partners (including
amounts in the commodities, options
and securities trading accounts of part-
ners which are treated as equity cap-
ital but excluding amounts in such
trading accounts which are not equity
capital and excluding balances in lim-
ited partners’ capital accounts in ex-
cess of their stated capital contribu-
tions), par or stated value of capital
stock, paid-in capital in excess of par
or stated value, retained earnings or
other capital accounts, may be with-
drawn by action of a stockholder or
partner or limited liability company
member or by redemption or repur-
chase of shares of stock by any of the
consolidated entities or through the
payment of dividends or any similar
distribution, nor may any unsecured
advance or loan be made to a stock-
holder, partner, sole proprietor, limited
liability company member, or em-
ployee if, after giving effect thereto
and to any other such withdrawals, ad-
vances, or loans and any payments of
payment obligations (as defined in
paragraph (h) of this section) under
satisfactory subordination agreements
and any payments of liabilities ex-
cluded pursuant to paragraph (c)(4)(vi)
of this section which are scheduled to
occur within six months following such
withdrawal, advance or loan:

(1) Either adjusted net capital of any
of the consolidated entities would be
less than the greatest of:

(i) 120 percent of the appropriate min-
imum dollar amount required by para-
graphs (a)()(A)(A) or (a)1)(iii)(A) of
this section;
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(ii) For a futures commission mer-
chant or applicant therefor, 120 percent
of the amount required by paragraph
(a)(1)(A)(B) of this section;

(iii) 120 percent of the amount of ad-
justed net capital required by a reg-
istered futures association of which it
is a member; or

(iv) For an applicant or registrant
which is also a securities broker or
dealer, the amount of net capital speci-
fied in Rule 15c3-1(e) of the Securities
and Exchange Commission (17 CFR
240.15¢3-1(e)); or

(2) In the case of any applicant or
registrant included within such con-
solidation, if equity capital of the ap-
plicant or registrant (inclusive of satis-
factory subordination agreements
which qualify as equity under para-
graph (d) of this section) would be less
than 30 percent of the required debt-eq-
uity total as defined in paragraph (d) of
this section.

Provided, That this paragraph (e) shall
not preclude an applicant or registrant
from making required tax payments or
preclude the payment to partners of
reasonable compensation. The Commis-
sion may, upon application of the ap-
plicant or registrant, grant relief from
this paragraph (e) if the Commission
deems it to be in the public interest or
for the protection of nonproprietary
accounts.

(f)(1) Every applicant or registrant,
in computing its net capital pursuant
to this section must, subject to the
provisions of paragraphs (f)(2) and (f)(4)
of this section, consolidate in a single
computation, assets and liabilities of
any subsidiary or affiliate for which it
guarantees, endorses, or assumes di-
rectly or indirectly the obligations or
liabilities. The assets and liabilities of
a subsidiary or affiliate whose liabil-
ities and obligations have not been
guaranteed, endorsed, or assumed di-
rectly or indirectly by the applicant or
registrant may also be so consolidated
if an opinion of counsel is obtained as
provided for in paragraph (f)(2) of this
section.

(2)(i) If the comnsolidation, provided
for in paragraph (f)(1) of this section, of
any such subsidiary or affiliate results
in the increase of the applicant’s or
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registrant’s adjusted net capital or de-
creases the minimum adjusted net cap-
ital requirement, and an opinion of
counsel called for in paragraph (f)(2)(ii)
of this section has not been obtained,
such benefits shall not be recognized in
the applicant’s or registrant’s com-
putation required by this section.

(ii) Except as provided for in para-
graph (f)(2)(i) of this section, consolida-
tion shall be permitted with respect to
any subsidiaries or affiliates which are
majority owned and controlled by the
applicant or registrant, and for which
the applicant can demonstrate to the
satisfaction of the National Futures
Association, or for which the reg-
istrant can demonstrate to the satis-
faction of the Commission and the des-
ignated self-regulatory organization, if
any, by an opinion of counsel, that the
net asset values or the portion thereof
related to the parent’s ownership inter-
est in the subsidiary or affiliate, may
be caused by the applicant or reg-
istrant or an appointed trustee to be
distributed to the applicant or reg-
istrant within 30 calendar days. Such
opinion must also set forth the actions
necessary to cause such a distribution
to be made, identify the parties having
the authority to take such actions,
identify and describe the rights of
other parties or classes of parties, in-
cluding but not limited to customers,
general creditors, subordinated lenders,
minority shareholders, employees, liti-
gants, and governmental or regulatory
authorities, who may delay or prevent
such a distribution and such other as-
surances as the National Futures Asso-
ciation, the Commission or the des-
ignated self-regulatory organization by
rule or interpretation may require.
Such opinion must be current and peri-
odically renewed in connection with
the applicant’s or registrant’s annual
audit pursuant to §1.10 or upon any
material change in circumstances.

(3) In preparing a consolidated com-
putation of adjusted net capital pursu-
ant to this section, the following min-
imum and non-exclusive requirements
shall be observed;

(i) Consolidated adjusted net capital
shall be reduced by the estimated
amount of any tax reasonably antici-
pated to be incurred upon distribution
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of the assets of the subsidiary or affil-
iate.

(ii) Liabilities of a consolidated sub-
sidiary or affiliate which are subordi-
nated to the claims of present and fu-
ture creditors pursuant to a satisfac-
tory subordination agreement shall be
deducted from consolidated adjusted
net capital unless such subordination
extends also to the claims of present or
future creditors of the parent applicant
or registrant and all consolidated sub-
sidiaries.

(iii) Subordinated liabilities of a con-
solidated subsidiary or affiliate which
are consolidated in accordance with
paragraph (f)(3)(ii) of this section may
not be prepaid, repaid, or accelerated if
any of the entities included in such
consolidation would otherwise be un-
able to comply with the provisions of
paragraph (h) of this section.

(iv) Each applicant or registrant in-
cluded within the consolidation shall
at all times be in compliance with the
adjusted net capital requirement to
which it is subject.

(4) No applicant or registrant shall
guarantee, endorse, or assume directly
or indirectly any obligation or liability
of a subsidiary or affiliate unless the
obligation or liability is reflected in
the computation of adjusted net cap-
ital pursuant to this section except as
provided in paragraph (f)(2)(i) of this
section.

(2)(1) The Commission may by order
restrict, for a period of up to twenty
business days, any withdrawal by a fu-
tures commission merchant of equity
capital, or any unsecured advance or
loan to a stockholder, partner, limited
liability company member, sole propri-
etor, employee or affiliate if the Com-
mission, based on the facts and infor-
mation available, concludes that any
such withdrawal, advance or loan may
be detrimental to the financial integ-
rity of the futures commission mer-
chant, or may unduly jeopardize its
ability to meet customer obligations or
other liabilities that may cause a sig-
nificant impact on the markets.

(2) The futures commission merchant
may file with the Secretary of the
Commission a written petition to re-
quest rescission of the order issued
under paragraph (g)(1) of this section.
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The petition filed by the futures com-
mission merchant must specify the
facts and circumstances supporting its
request for rescission. The Commission
shall respond in writing to deny the fu-
tures commission merchant’s petition
for rescission, or, if the Commission de-
termines that the order issued under
paragraph (g)(1) of this section should
not remain in effect, the order shall be
rescinded.

(h) The term satisfactory subordina-
tion agreement (‘‘subordination agree-
ment’’) means an agreement which
contains the minimum and nonexclu-
sive requirements set forth below.

(1) Certain definitions for purposes of
this section:

(i) A subordination agreement may
be either a subordinated loan agree-
ment or a secured demand note agree-
ment.

(ii) The term subordinated loan agree-
ment means the agreement or agree-
ments evidencing or governing a subor-
dinated borrowing of cash.

(iii) The term ‘‘collateral value’ of
any securities pledged to secure a se-
cured demand note means the market
value of such securities after giving ef-
fect to the percentage deductions spec-
ified in Rule 240.15c3-1d(a)(2)(iii) of the
Securities and Exchange Commission
(17 CFR 240.15c3-1d(a)(2)(iii)).

(iv) The term payment obligation
means the obligation of an applicant or
registrant in respect to any subordina-
tion agreement:

(A) To repay cash loaned to the appli-
cant or registrant pursuant to a subor-
dinated loan agreement; or

(B) To return a secured demand note
contributed to the applicant or reg-
istrant or to reduce the unpaid prin-
cipal amount thereof and to return
cash or securities pledged as collateral
to secure the secured demand note; and
(C) ““payment’ shall mean the perform-
ance by an applicant or registrant of a
payment obligation.

(Vv)(A) The term secured demand note
agreement means an agreement (includ-
ing the related secured demand note)
evidencing or governing the contribu-
tion of a secured demand note to an ap-
plicant or registrant and the pledge of
securities and/or cash with the appli-
cant or registrant as collateral to se-
cure payment of such secured demand
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note. The secured demand note agree-
ment may provide that neither the
lender, his heirs, executors, adminis-
trators, or assigns shall be personally
liable on such note and that in the
event of default the applicant or reg-
istrant shall look for payment of such
note solely to the collateral then
pledged to secure the same.

(B) The secured demand note shall be
a promissory note executed by the
lender and shall be payable on the de-
mand of the applicant or registrant to
which it is contributed: Provided, how-
ever, That the making of such demand
may be conditioned upon the occur-
rence of any of certain events which
are acceptable to the designated self-
regultory organization and the Com-
mission.

(C) If such note is not paid upon pre-
sentment and demand as provided for
therein, the applicant or registrant
shall have the right to liquidate all or
any part of the securities then pledged
as collateral to secure payment of the
same and to apply the net proceeds of
such liquidation, together with any
cash then included in the collateral, in
payment of such note. Subject to the
prior rights of the applicant or reg-
istrant as pledgee, the lender, as de-
fined in paragraph (h)(A)(v)(F) of this
section may retain ownership of the
collateral and have the benefit of any
increases and bear the risks fo any de-
creases in the value of the collateral
and may retain the right to vote secu-
rities contained within the collateral
and any right to income therefrom or
distributions thereon, except the appli-
cant or registrant shall have the right
to receive and hold as pledgee all divi-
dends payable in securities and all par-
tial and complete liquidating divi-
dends.

(D) Subject to the prior rights of the
applicant or registrant as pledgee, the
lender may have the right to direct the
sale of any securities included in the
collateral, to direct the purchase of se-
curities with any cash included there-
in, to withdraw excess collateral or to
substitute cash or other securities as
collateral: Provided, That the net pro-
ceeds of any such sale and the cash so
substituted and the securities so pur-
chased or substituted are held by the
applicant or registrant as pledgee, and
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are included within the collateral to
secure payment of the secured demand
note: And provided further, That no
such transaction shall be permitted, if,
after giving effect therto, the sum of
the amount of any cash, plus the col-
lateral value of the securities, then
pledged as collateral to secure the se-
cured demand note would be less than
the unpaid principal amount of the se-
cured demand note.

(E) Upon payment by the lender, as
distinguished from a reduction by the
lender which is provided for in para-
graph (h)(2)(vi)(C) of this section or re-
duction by the applicant or registrant
as provided for in paragraph (h)(2)(vii)
of this section, of all or any part of the
unpaid principal amount of the secured
demand note, the applicant or reg-
istrant shall issue to the lender a sub-
ordinated 1loan agreement in the
amount of such payment (or in the case
of an applicant or registrant that is a
partnership, credit a capital account of
the lender), or issue preferred or com-
mon stock of the applicant or reg-
istrant in the amount of such payment,
or any combination of the foregoing, as
provided for in the secured demand
note agreement.

(F) The term lender means the person
who lends cash to an applicant or reg-
istrant pursuant to a subordinated loan
agreement and the person who contrib-
utes a secured demand note to an appli-
cant or registrant pursuant to a se-
cured demand note agreement.

(2) Minimum requirements for subor-
dination agreements:

(i) Subject to paragraph (h)(1) of this
section, a subordination agreement
shall mean a written agreement be-
tween the applicant or registrant and
the lender, which:

(A) Has a minimum term of 1 year,
except for temporary subordination
agreements provided for in paragraph
(h)(3)(v) of this section, and

(B) Is a valid and binding obligation
enforceable in accordance with its
terms (subject as to enforcement to ap-
plicable bankruptcy, insolvency, reor-
ganization, moratorium, and other
similar laws) against the applicant or
registrant and the lender and their re-
spective heirs, executors, administra-
tors, successors, and assigns.
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(ii) Specific amount. All subordination
agreements shall be for a specific dol-
lar amount which shall not be reduced
for the duration of the agreement ex-
cept by installments as specifically
provided for therein and except as oth-
erwise provided in this paragraph (h)(2)
of this section.

(iii) Effective subordination. The sub-
ordination agreement shall effectively
subordinate any right of the lender to
receive any payment with respect
thereto, together with accrued interest
or compensation, to the prior payment
or provision for payment in full of all
claims of all present and future credi-
tors of the applicant or registrant aris-
ing out of any matter occurring prior
to the date on which the related pay-
ment obligation matures, except for
claims which are the subject of subor-
dination agreements which rank on the
same priority as or junior to the claim
of the lender under such subordination

agreements.
(iv) Proceeds of subordinated loan
agreements. The subordinated loan

agreement shall provide that the cash
proceeds thereof shall be used and dealt
with by the applicant or registrant as
part of its capital and shall be subject
to the risks of the business.

(v) Certain rights of the borrower. The
subordination agreement shall provide
that the applicant or registrant shall
have the right to:

(A) Deposit any cash proceeds of a
subordinated loan agreement and any
cash pledged as collateral to secure a
secured demand note in an account or
accounts in its own name in any bank
or trust company;

(B) Pledge, repledge, hypothecate and
rehypothecate, any or all of the securi-
ties pledged as collateral to secure a
secured demand note, without notice,
separately or in common with other se-
curities or property for the purpose of
securing any indebtedness of the appli-
cant or registrant; and

(C) Lend to itself or others any or all
of the securities and cash pledged as
collateral to secure a secured demand
note.

(vi) Collateral for secured demand
notes. Only cash and securities which
are fully paid for and which may be
publicly offered or sold without reg-
istration under the Securities Act of
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1933, and the offer, sale, and transfer of
which are not otherwise restricted,
may be pledged as collateral to secure
a secured demand note. The secured de-
mand note agreement shall provide
that if at any time the sum of the
amount of any cash, plus the collateral
value of any securities, then pledged as
collateral to secure the secured de-
mand note is less than the unpaid prin-
cipal amount of the secured demand
note, the applicant or registrant must
immediately transmit written notice
to that effect to the lender. The se-
cured demand note agreement shall
also provide that if the borrower is an
applicant, such notice must also be
transmitted immediately to the Na-
tional Futures Association, and if the
borrower is a registrant, such notice
must also be transmitted immediately
to the designated self-regulatory orga-
nization, if any, and the Commission.
The secured demand note agreement
shall also require that following such
transmittal:

(A) The lender, prior to noon of the
business day next succeeding the trans-
mittal of such notice, may pledge as
collateral additional cash or securities
sufficient, after giving effect to such
pledge, to bring the sum of the amount
of any cash plus the collateral value of
any securities, then pledged as collat-
eral to secure the secured demand note,
up to an amount not less than the un-
paid principal amount of the secured
demand note; and

(B) Unless additional cash or securi-
ties are pledged by the lender as pro-
vided in paragraph (h)(2)(vi)(A) above,
the applicant or registrant at noon on
the business day next succeeding the
transmittal of notice to the lender
must commence sale, for the account
of the lender, of such of the securities
then pledged as collateral to secure the
secured demand note and apply so
much of the net proceeds thereof, to-
gether with such of the cash then
pledged as collateral to secure the se-
cured demand note as may be nec-
essary to eliminate the unpaid prin-
cipal amount of the secured demand
note: Provided, however, That the un-
paid principal amount of the secured
demand note need not be reduced below
the sum of the amount of any remain-
ing cash, plus the collateral value of
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the remaining securities, then pledged
as collateral to secure the secured de-
mand note. The applicant or registrant
may not purchase for its own account
any securities subject to such a sale;
and

(C) The secured demand note agree-
ment may also provide that, in lieu of
the procedures specified in the provi-
sions required by paragraph
(h)(2)(vi)(B) of this section, the lender,
with the prior written consent of the
applicant and the National Futures As-
sociation, or with the prior written
consent of the registrant and the des-
ignated self-regulatory organization or,
if the registrant is not a member of a
designated self-regulatory organiza-
tion, the Commission, may reduce the
unpaid principal amount of the secured
demand note: Provided, That after giv-
ing effect to such reduction the ad-
justed net capital of the applicant or
registrant would not be less than the
greatest of:

(I) 120 percent of the appropriate
minimum dollar amount required by
paragraphs (a)(1)(A)(A) or (a)(1)(iii)(A)
of this section;

(2) For a futures commission mer-
chant or applicant therefor, 120 percent
of the amount required by paragraph
(a)(1)(A)(B) of this section;

(3) 120 percent of the amount of ad-
justed net capital required by a reg-
istered futures association of which it
is a member; or

(4) For an applicant or registrant
which is also a securities broker or
dealer, the amount of net capital speci-
fied in Rule 15c3-1d(b)(6)(iii) of the Se-
curities and Exchange Commission (17
CFR 240.15¢3-1d(b)(6)(iii)): Provided, fur-
ther, That no single secured demand
note shall be permitted to be reduced
by more than 15 percent of its original
principal amount and after such reduc-
tion no excess collateral may be with-
drawn.

(vii) Permissive prepayments and spe-
cial prepayments. (A) An applicant or
registrant at its option, but not at the
option of the lender, may, if the subor-
dination agreement so provides, make
a payment of all or any portion of the
payment obligation thereunder prior to
the scheduled maturity date of such
payment obligation (hereinafter re-
ferred to as a ‘‘prepayment’’), but in no
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event may any prepayment be made be-
fore the expiration of one year from
the date such subordination agreement
became effective: Provided, however,
That the foregoing restriction shall not
apply to temporary subordination
agreements which comply with the pro-
visions of paragraph (h)(3)(v) of this
section nor shall it apply to ‘‘special
prepayments’’ made in accordance with
the provisions of paragraph
(h)(2)(vii)(B) of this section. No prepay-
ment shall be made if, after giving ef-
fect thereto (and to all payments of
payment obligations under any other
subordination agreements then out-
standing, the maturity or accelerated
maturities of which are scheduled to
fall due within six months after the
date such prepayment is to occur pur-
suant to this provision, or on or prior
to the date on which the payment obli-
gation in respect to such prepayment is
scheduled to mature disregarding this
provision, whichever date is earlier)
without reference to any projected
profit or loss of the applicant or reg-
istrant, the adjusted net capital of the
applicant or registrant is less than the
greatest of:

(I) 120 percent of the appropriate
minimum dollar amount required by
paragraphs (a)(1)(1)(A) or (a)1)(iii)(A)
of this section;

(2) For a futures commission mer-
chant or applicant therefor, 120 percent
of the amount required by paragraph
(a)(1)(A)(B) of this section;

(3) 120 percent of the amount of ad-
justed net capital required by a reg-
istered futures association of which it
is a member; or

(4) For an applicant or registrant
which is also a securities broker or
dealer, the amount of net capital speci-
fied in Rule 15¢3-1d(b)(7) of the Securi-
ties and Exchange Commission (17 CFR
240.15¢3-1d(b)(7)).

(B) An applicant or registrant at its
option, but not at the option of the
lender, may, if the subordination
agreement so provides, make a pay-
ment at any time of all or any portion
of the payment obligation thereunder
prior to the scheduled maturity date of
such payment obligation (hereinafter
referred to as a ‘‘special prepayment’’).
No special prepayment shall be made
if, after giving effect thereto (and to
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all payments of payment obligations
under any other subordination agree-
ments then outstanding, the maturity
or accelerated maturities of which are
scheduled to fall due within six months
after the date such special prepayment
is to occur pursuant to this provision,
or on or prior to the date on which the
payment obligation in respect to such
special prepayment is scheduled to ma-
ture disregarding this provision, which-
ever date is earlier) without reference
to any projected profit or loss of the
applicant or registrant, the adjusted
net capital of the applicant or reg-
istrant is less than the greatest of:

(I) 200 percent of the appropriate
minimum dollar amount required by
paragraphs (a)(1)(1)(A) or (a)(1)(iii)(A)
of this section;

(2) For a futures commission mer-
chant or applicant therefor, 125 percent
of the amount required by paragraph
(a)(1)(A)(B) of this section;

(3) 120 percent of the amount of ad-
justed net capital required by a reg-
istered futures association of which it
is a member; or

(4) For an applicant or registrant
which is also a securities broker or
dealer, the amount of net capital speci-
fied in Rule 15¢3-1d(c)(5)(ii) of the Se-
curities and Exchange Commission (17
CFR 240.15¢3-1d(c)(5)(i1)): Provided, how-
ever, That no special prepayment shall
be made if pre-tax losses during the
latest three-month period were greater
than 15 percent of current excess ad-
justed net capital.

(C)(1) Notwithstanding the provisions
of paragraphs (h)(2)(vii)(A) and
(h)(2)(vii)(B) of this section, in the case
of an applicant, no prepayment or spe-
cial prepayment shall occur without
the prior written approval of the Na-
tional Futures Association; in the case
of a registrant, no prepayment or spe-
cial prepayment shall occur without
the prior written approval of the des-
ignated self-regulatory organization, if
any, or of the Commission if the reg-
istrant is not a member of a self-regu-
latory organization.

(2) A registrant may make a prepay-
ment or special prepayment without
the prior written approval of the des-
ignated self-regulatory organization:
Provided, That the registrant: Is a se-
curities broker or dealer registered
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with the Securities and Exchange Com-
mission; files a request to make a pre-
payment or special prepayment with
its applicable securities designated ex-
amining authority, as defined in Rule
156¢3-1(c)(12) of the Securities and Ex-
change Commission (17 CFR 240.15¢c3-
1(c)(12)), in the form and manner pre-
scribed by the designated examining
authority; files a copy of the prepay-
ment request or special prepayment re-
quest with the designated self-regu-
latory organization at the time it files
such request with the designated exam-
ining authority in the form and man-
ner prescribed by the designated self-
regulatory organization; and files a
copy of the designated examining
authority’s approval of the prepayment
or special prepayment with the des-
ignated self-regulatory organization
immediately upon receipt of such ap-
proval. The approval of the prepayment
or special prepayment by the des-
ignated examining authority will be
deemed approval by the designated
self-regulatory organization, unless the
designated self-regulatory organization
notifies the registrant that the des-
ignated examining authority’s ap-
proval shall not constitute designated
self-regulatory organization approval.

(3) The designated self-regulatory or-
ganization shall immediately provide
the Commission with a copy of any no-
tice of approval issued where the re-
quested prepayment or special prepay-
ment will result in the reduction of the
registrant’s net capital by 20 percent or
more or the registrant’s excess ad-
justed net capital by 30 percent or
more.

(viii) Suspended repayment. (A) The
payment obligation of the applicant or
registrant in respect of any subordina-
tion agreement shall be suspended and
shall not mature if, after giving effect
to payment of such payment obligation
(and to all payments of payment obli-
gations of the applicant or registrant
under any other subordination agree-
ment(s) then outstanding which are
scheduled to mature on or before such
payment obligation), the adjusted net
capital of the applicant or registrant
would be less than the greatest of:

(I) 120 percent of the appropriate
minimum dollar amount required by
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paragraphs (a)(1)(A)(A) or (a)(1)(dii)(A)
of this section;

(2) For a futures commission mer-
chant or applicant therefor, 120 percent
of the amount required by paragraph
(a)(1)(A)(B) of this section;

(3) 120 percent of the amount of ad-
justed net capital required by a reg-
istered futures association of which it
is a member; or

(4) For an applicant or registrant
which is also a securities broker or
dealer, the amount of net capital speci-
fied in Rule 15¢3-1d(b)(8)(i) of the Secu-
rities and Exchange Commission (17
CFR 240.15¢3-1d(b)(8)(1)): Provided, That
the subordination agreement may pro-
vide that if the payment obligation of
the applicant or registrant thereunder
does not mature and is suspended as a
result of the requirement of this para-
graph (h)(2)(viii) for a period of not less
than six months, the applicant or reg-
istrant shall then commence the rapid
and orderly liquidation of its business,
but the right of the lender to receive
payment, together with accrued inter-
est or compensation, shall remain sub-
ordinate as required by the provisions
of this section.

(B) [Reserved]

(ix) Accelerated maturity. Obligation
to repay to remain subordinate:

(A) Subject to the provisions of para-
graph (h)(2)(viii) of this section, a sub-
ordination agreement may provide that
the lender may, upon prior written no-
tice to the applicant and the National
Futures Association, or upon prior
written notice to the registrant and
the designated self-regulatory organi-
zation or, if the registrant is not a
member of a designated self-regulatory
organization, the Commission, given
not earlier than six months after the
effective date of such subordination
agreement, accelerate the date on
which the payment obligation of the
borrower, together with accrued inter-
est or compensation, is scheduled to
mature to a date not earlier than six
months after giving of such notice, but
the right of the lender to receive pay-
ment, together with accrued interest
or compensation, shall remain subordi-
nate as required by the provisions of
this paragraph (h)(2) of this section.

(B) Notwithstanding the provisions of
paragraph (h)(2)(viii) of this section,
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the payment obligation of the appli-
cant or registrant with respect to a
subordination agreement, together
with accrued interest and compensa-
tion, shall mature in the event of any
receivership, insolvency, liquidation
pursuant to the Securities Investor
Protection Act of 1970 or otherwise,
bankruptcy, assignment for the benefit
of creditors, reorganization whether or
not pursuant to the bankruptcy laws,
or any other marshalling of the assets
and liabilities of the applicant or reg-
istrant, but the right of the lender to
receive payment, together with ac-
crued interest or compensation, shall
remain subordinate as required by the
provisions of paragraph (h)(2) of this
section.

(x) Accelerated maturity of subordina-
tion agreements on event of default and
event of acceleration. Obligation to
repay to remain subordinate:

(A) A subordination agreement may
provide that the lender may, upon
prior written notice to the applicant
and the National Futures Association,
or upon prior written notice to the reg-
istrant and the designated self-regu-
latory organization or, if the registrant
is not a member of a designated self-
regulatory organization, the Commis-
sion, of the occurrence of any event of
acceleration (as hereinafter defined)
given no sooner than six months after
the effective date of such subordination
agreement, accelerate the date on
which the payment obligation of the
applicant or registrant, together with
accrued interest or compensation, is
scheduled to mature, to the last busi-
ness day of a calendar month which is
not less than six months after notice of
acceleration is received by the appli-
cant and by the National Futures Asso-
ciation, or by the registrant and the
designated self-regulatory organization
or, if the registrant is not a member of
a designated self-regulatory organiza-
tion, the Commission. Any subordina-
tion agreement containing such events
of acceleration may also provide that,
if upon such accelerated maturity date
the payment obligation of the appli-
cant or registrant is suspended as re-
quired by paragraph (h)(2)(viii) of this
section and liquidation of the applicant
or registrant has not commenced on or
prior to such accelerated maturity
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date, notwithstanding paragraph
(h)(2)(viii) of this section, the payment
obligation of the applicant or reg-
istrant with respect to such subordina-
tion agreement shall mature on the
day immediately following such accel-
erated maturity date and in any such
event the payment obligations of the
applicant or registrant with respect to
all other subordination agreements
then outstanding shall also mature at
the same time but the rights of the re-
spective lenders to receive payment,
together with accrued interest or com-
pensation, shall remain subordinate as
required by the provisions of paragraph
(h)(2) of this section. Events of accel-
eration which may be included in a
subordination agreement complying
with this paragraph (h)(2)(x) of this
section shall be limited to:

(I) Failure to pay interest or any in-
stallment of principal on a subordina-
tion agreement as scheduled;

(2) Failure to pay when due other
money obligations of a specified mate-
rial amount;

(3) Discovery that any material, spec-
ified representation or warranty of the
applicant or registrant which is in-
cluded in the subordination agreement
and on which the subordination agree-
ment was based or continued was inac-
curate in a material respect at the
time made;

(4) Any specified and clearly measur-
able event which is included in the sub-
ordination agreement and which the
lender and the applicant or registrant
agree, (a) is a significant indication
that the financial position of the appli-
cant or registrant has changed materi-
ally and adversely from agreed upon
specified norms; or (b) could materially
and adversely affect the ability of the
applicant or registrant to conduct its
business as conducted on the date the
subordination agreement was made; or
(c) is a significant change in the senior
management of the applicant or reg-
istrant or in the general business con-
ducted by the applicant or registrant
from that which obtained on the date
the subordination agreement became
effective;

(5) Any continued failure to perform
agreed covenants included in the subor-
dination agreement relating to the
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conduct of the business of the appli-
cant or registrant or relating to the
maintenance and reporting of its finan-
cial position; and

(B) Notwithstanding the provisions of
paragraph (h)(2)(viii) of this section, a
subordination agreement may provide
that, if ligquidation of the business of
the applicant or registrant has not al-
ready commenced, the payment obliga-
tion of the applicant or registrant shall
mature, together with accrued interest
or compensation, upon the occurrence
of an event of default (as hereinafter
defined). Such agreement may also pro-
vide that, if liquidation of the business
of the applicant or registrant has not
already commenced, the rapid and or-
derly liquidation of the business of the
applicant or registrant shall then com-
mence upon the happening of an event
of default. Any subordination agree-
ment which so provides for maturity of
the payment obligation upon the oc-
currence of an event of default shall
also provide that the date on which
such event of default occurs shall, if
liquidation of the applicant or reg-
istrant has not already commenced, be
the date on which the payment obliga-
tion of the applicant or registrant with
respect to all other subordination
agreements then outstanding shall ma-
ture but the rights of the respective
lenders to receive payment, together
with accrued interest or compensation,
shall remain subordinate as required
by the provisions of paragraph (h)(2) of
this section. Events of default which
may be included in a subordination
agreement shall be limited to:

(I) The making of an application by
the Securities Investor Protection Cor-
poration for a decree adjudicating that
customers of the applicant or reg-
istrant are in need of protection under
the Securities Investor Protection Act
of 1970 and the failure of the applicant
or registrant to obtain the dismissal of
such application within 30 days;

(2) Failure to meet the minimum
capital requirements of the designated
self-regulatory organization, or of the
Commission, throughout a period of 15
consecutive  business days, com-
mencing on the day the borrower first
determines and notifies the designated
self-regulatory organization, if any, of
which he is a member and the Commis-
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sion, in the case of a registrant, or the
National Futures Association, in the
case of an applicant, or commencing on
the day any self-regulatory organiza-
tion, the Commission or the National
Futures Association first determines
and notifies the applicant or registrant
of such fact;

(3) The Commission shall revoke the
registration of the applicant or reg-
istrant;

(4) The self-regulatory organization
shall suspend (and not reinstate within
10 days) or revoke the applicant or reg-
istrant’s status as a member thereof;

(5) Any receivership, insolvency, liq-
uidation pursuant to the Securities In-
vestor Protection Act of 1970 or other-
wise, bankruptcy, assignment for the
benefit of creditors, reorganization
whether or not pursuant to bankruptcy
laws, or any other marshalling of the
assets and liabilities of the applicant
or registrant. A subordination agree-
ment which contains any of the provi-
sions permitted by this subparagraph
(2)(x) shall not contain the provision
otherwise permitted by paragraph
(h)(2)(ix)(A) of this section.

(3) Miscellaneous provisions—(i) Pro-
hibited cancellation. The subordination
agreement shall not be subject to can-
cellation by either party; no payment
shall be made with respect thereto and
the agreement shall not be terminated,
rescinded or modified by mutual con-
sent or otherwise if the effect thereof
would be inconsistent with the require-
ments of paragraph (h) of this section.

(ii) Notice of maturity or accelerated
maturity. Every applicant or registrant
shall immediately notify the National
Futures Association, and the reg-
istrant shall immediately notify the
designated self-regulatory organiza-
tion, if any, and the Commission if,
after giving effect to all payments of
payment obligations under subordina-
tion agreements then outstanding
which are then due or mature within
the following six months without ref-
erence to any projected profit or loss of
the applicant or registrant, its ad-
justed net capital would be less than:

(A) 120 percent of the appropriate
minimum dollar amount required by
paragraphs (a)(1)(A)(A) or (a)(1)(iii)(A)
of this section;



Commodity Futures Trading Commission

(B) For a futures commission mer-
chant or applicant therefor, 120 percent
of the amount required by paragraph
(a)(1)(A)(B) of this section;

(C) 120 percent of the amount of ad-
justed net capital required by a reg-
istered futures association of which it
is a member; or

(D) For an applicant or registrant
which is also a securities broker or
dealer, the amount of net capital speci-
fied in Rule 15¢3-1d(c)(2) of the Securi-
ties and Exchange Commission (17 CFR
240.15c3-1d(c)(2)).

(iii) Certain legends. If all the provi-
sions of a satisfactory subordination
agreement do not appear in a single in-
strument, then the debenture or other
evidence of indebtedness shall bear on
its face an appropriate legend stating
that it is issued subject to the provi-
sions of a satisfactory subordination
agreement which shall be adequately
referred to and incorporated by ref-
erence.

(iv) Legal title to securities. All securi-
ties pledged as collateral to secure a
secured demand note must be in bearer
form, or registered in the name of the
applicant or registrant or the name of
its nominee or custodian.

(v) Temporary subordinations. To en-
able an applicant or registrant to par-
ticipate as an underwriter of securities
or undertake other extraordinary ac-
tivities and remain in compliance with
the adjusted net capital requirements
of this section, an applicant or reg-
istrant shall be permitted, on no more
than three occasions in any 12-month
period, to enter into a subordination
agreement on a temporary basis which
has a stated term of no more than 45
days from the date the subordination
agreement became effective: Provided,
That this temporary relief shall not
apply to any applicant or registrant if
the adjusted net capital of the appli-
cant or registrant is less than the
greatest of:

(A) 120 percent of the appropriate
minimum dollar amount required by
paragraphs (a)(1)(1)(A) or (a)(1)(iii)(A)
of this section;

(B) For a futures commission mer-
chant or applicant therefor, 120 percent
of the amount required by paragraph
(a)(1)(A)(B) of this section;
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(C) 120 percent of the amount of ad-
justed net capital required by a reg-
istered futures association of which it
is a member;

(D) For an applicant or registrant
which is also a securities broker or
dealer, the amount of net capital speci-
fied in Rule 156¢3-1d(c)(5)(1) of the Secu-
rities and Exchange Commission (17
CFR 240.15c3-1d(c)(b)(i)); or

(E) The amount of equity capital as
defined in paragraph (d) of this section
is less than the limits specified in para-
graph (d) of this section. Such tem-
porary subordination agreement shall
be subject to all the other provisions of
this section.

(vi) Filing. An applicant shall file a
signed copy of any proposed subordina-
tion agreement (including noncon-
forming subordination agreements)
with the National Futures Association
at least ten days prior to the proposed
effective date of the agreement or at
such other time as the National Fu-
tures Association for good cause shall
accept such filing. A registrant that is
not a member of any designated self-
regulatory organization shall file two
signed copies of any proposed subordi-
nation agreement (including noncon-
forming subordination agreements)
with the regional office of the Commis-
sion nearest the principal place of busi-
ness of the registrant at least ten days
prior to the proposed effective date of
the agreement or at such other time as
the Commission for good cause shall
accept such filing. A registrant that is
a member of a designated self-regu-
latory organization shall file signed
copies of any proposed subordination
agreement (including nonconforming
subordination agreements) with the
designated self-regulatory organization
in such quantities and at such time as
the designated self-regulatory organi-
zation may require prior to the effec-
tive date. The applicant or registrant
shall also file with said parties a state-
ment setting forth the name and ad-
dress of the lender, the business rela-
tionship of the lender to the applicant
or registrant and whether the appli-
cant or registrant carried funds or se-
curities for the lender at or about the
time the proposed agreement was so
filed. A proposed agreement filed by an
applicant with the National Futures
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Association shall be reviewed by the
National Futures Association, and no
such agreement shall be a satisfactory
subordination agreement for the pur-
poses of this section unless and until
the National Futures Association has
found the agreement acceptable and
such agreement has become effective in
the form found acceptable. A proposed
agreement filed by a registrant shall be
reviewed by the designated self-regu-
latory organization with whom such an
agreement is required to be filed prior
to its becoming effective or, if the reg-
istrant is not a member of any des-
ignated self-regulatory organization,
by the regional office of the Commis-
sion where the agreement is required
to be filed prior to its becoming effec-
tive. No proposed agreement shall be a
satisfactory subordination agreement
for the purposes of this section unless
and until the designated self-regu-
latory organization or, if a registrant
is not a member of any designated self-
regulatory organization, the Commis-
sion, has found the agreement accept-
able and such agreement has become
effective in the form found acceptable:
Provided, however, That a proposed
agreement shall be a satisfactory sub-
ordination agreement for purpose of
this section if the registrant: is a secu-
rities broker or dealer registered with
the Securities and Exchange Commis-
sion; files signed copies of the proposed
subordination agreement with the ap-
plicable securities designated exam-
ining authority, as defined in Rule
15¢3-1(c)(12) of the Securities and Ex-
change Commission (17 CFR 240.15¢c3-
1(c)(12)), in the form and manner pre-
scribed by the designated examining
authority; files signed copies of the
proposed subordination agreement with
the designated self-regulatory organi-
zation at the time it files such copies
with the designated examining author-
ity in the form and manner prescribed
by the designated self-regulatory orga-
nization; and files a copy of the des-
ignated examining authority’s ap-
proval of the proposed subordination
agreement with the designated self-
regulatory organization immediately
upon receipt of such approval. The des-
ignated examining authority’s deter-
mination that the proposed subordina-
tion agreement satisfies the require-
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ments for a satisfactory subordination
agreement will be deemed a like find-
ing by the designated self-regulatory
organization, unless the designated
self-regulatory organization notifies
the registrant that the designated ex-
amining authority’s determination
shall not constitute a like finding by
the designated self-regulatory organi-
zation.

(vii) Subordination agreements that in-
corporate adjusted mnet capital require-
ments in effect prior to September 30, 2004.
Any subordination agreement that in-
corporates the adjusted net capital re-
quirements in paragraphs
M)2)(IXC)(2),  ()2)(viD)(A)2) and
(B)(2), (h)(2)(viii)(A)(2), (h)(3)({1)(B), and
(h)(3)(v)(B) of this section, as in effect
prior to September 30, 2004, and which
has been deemed to be satisfactorily
subordinated pursuant to this section
prior to September 30, 2004, shall con-
tinue to be deemed a satisfactory sub-
ordination agreement until the matu-
rity of such agreement. In the event,
however, that such agreement is
amended or renewed for any reason,
then such agreement shall not be
deemed a satisfactory subordination
agreement unless the amended or re-
newed agreement meets the require-
ments of this section.

(4) A designated self-regulatory orga-
nization and the Commission may
allow debt with a maturity date of 1
year or more to be treated as meeting
the provisions of this paragraph (h):
Provided, (i) Such exemption shall only
be given when the registrant’s adjusted
net capital is less than the minimum
required by this section or by the cap-
ital rule of the designated self-regu-
latory organization to which such reg-
istrant is subject;

(ii) That such debt did not exist prior
to its use under this paragraph (h)(4);

(iii) Such exemption shall be for a pe-
riod of 30 days or such lesser period as
the designated self-regulatory organi-
zation and the Commission may deter-
mine;

(iv) Such exemption shall not be al-
lowed more than once in any 12 month
period; and

(v) At all times during such exemp-
tion the registrant shall make a good
faith effort to comply with the provi-
sions of this section or the capital rule
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of the designated self-regulatory orga-
nization to which such registrant is
subject exclusive of any benefits de-
rived from this paragraph (h)(4).

(i) [Reserved]

(j) For the purposes of this section
cover is defined as follows:

(1) General definition. Cover shall
mean transactions or positions in a
contract for future delivery on a board
of trade or a commodity option where
such transactions or positions nor-
mally represent a substitute for trans-
actions to be made or positions to be
taken at a later time in a physical
marketing channel, and where they are
economically appropriate to the reduc-
tion of risks in the conduct and man-
agement of a commercial enterprise,
and where they arise from:

(i) The potential change in the value
of assets which a person owns, pro-
duces, manufactures, processes, or mer-
chandises or anticipates owning, pro-
ducing, manufacturing, processing, or
merchandising.

(ii) The potential change in the value
of liabilities which a person owes or an-
ticipates incurring, or

(iii) The potential change in the
value of services which a person pro-
vides, purchases or anticipates pro-
viding or purchasing. Notwithstanding
the foregoing, no transactions or posi-
tions shall be classified as cover for the
purposes of this section unless their
purpose is to offset price risks inci-
dental to commercial cash or spot op-
erations and such positions are estab-
lished and liquidated in accordance
with sound commercial practices and
unless the provisions of paragraphs (j)
(2) and (3) of this section have been sat-
isfied.

(2) Enumerated cover transactions. The
definition of covered transactions and
positions in paragraph (j)(1) of this sec-
tion includes, but is not limited to, the
following specific transactions and po-
sitions:

(i) Ownership or fixed-price purchase
of any commodity which does not ex-
ceed in quantity (A) the sales of the
same commodity for future delivery on
a board of trade or (B) the purchase of
a put commodity option of the same
commodity for which the market value
for the actual commodity or futures
contract which is the subject of the op-
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tion is less than the strike price of the
option or (C) the ownership of a com-
modity option position established by
the sale (grant) of a call commodity
option of the same commodity for
which the market value for the actual
commodity or futures contract which
is the subject of the option is more
than the strike price of the option: Pro-
vided, That for purposes of paragraph
(¢)(5)(x) of this section the market
value for the actual commodity or fu-
tures contract which is the subject of
such option need not be more than the
strike price of that option;

(ii) Fixed-price sale of any com-
modity which does not exceed in quan-
tity (A) the purchase of the same com-
modity for future delivery on a board
of trade or (B) the purchase of a call
commodity option of the same com-
modity for which the market value for
the actual commodity or futures con-
tract which is the subject of such op-
tion is more than the strike price of
the option or (C) ownership of a com-
modity option position established by
the sale (grant) of a put commodity op-
tion of the same commodity for which
the market value for the actual com-
modity or futures comtract which is
the subject of the option is less than
the strike price of the option: Provided,
That for purposes of paragraph (c)(5)(x)
of this section the market value for the
actual commodity or futures contract
which is the subject of such option
need not be less than the strike price of
that option; and

(iii) Ownership or fixed-price con-
tracts of a commodity described in
paragraphs (j)(2)(i) and (j)(2)(ii) of this
section may also be covered other than
by the same quantity of the same cash
commodity, provided that the fluctua-
tions in value of the position for future
delivery or commodity option are sub-
stantially related to the fluctuations
in value of the actual cash position.

(3) Nomenumerated cases. Upon specific
request, the Commission may recognize
transactions and positions other than
those enumerated in paragraph (j)(2) of
this section as cover in amounts and
under the terms and conditions as it
may specify. Any applicant or reg-
istrant who wishes to avail itself of the
provisions of this paragraph (j)(3) must
apply to the Commission in writing at
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its principal office in Washington, DC
giving full details of the transaction
including detailed information which
will demonstrate that the transaction
is economically appropriate to the re-
duction of risk exposure attendant to
the conduct and management of a com-
mercial enterprise.

(Approved by the Office of Management and
Budget under control number 3038-0024)

[43 FR 39972, Sept. 8, 1978]

EDITORIAL NOTE: For FEDERAL REGISTER ci-
tations affecting §1.17, see the List of CFR
Sections Affected, which appears in the
Finding Aids section of the printed volume
and at www.govinfo.gov.

§1.18 Records for and relating to fi-
nancial reporting and monthly com-
putation by futures commission
merchants and introducing brokers.

(a) No person shall be registered as a
futures commission merchant or as an
introducing broker under the Act un-
less, commencing on the date his appli-
cation for such registration is filed, he
prepares and keeps current ledgers or
other similar records which show or
summarize, with appropriate ref-
erences to supporting documents, each
transaction affecting his asset, liabil-
ity, income, expense and capital ac-
counts, and in which (except as other-
wise permitted in writing by the Com-
mission) all his asset, liability and cap-
ital accounts are classified into either
the account classification subdivisions
specified on Form 1-FR-FCM or Form
1-FR-IB, respectively, or, if such per-
son is registered with the Securities
and Exchange Commission as a securi-
ties broker or dealer and he files (in ac-
cordance with §1.10(h)) a copy of his Fi-
nancial and Operational Combined Uni-
form Single Report under the Securi-
ties Exchange Act of 1934, Part II, Part

IIA, or Part II CSE (FOCUS report) in

lieu of Form 1-FR-FCM or Form 1-FR-

IB, the account classification subdivi-

sions specified on such FOCUS report,

or categories that are in accord with
generally accepted accounting prin-
ciples. Each person so registered shall
prepare and keep current such records.

(b)(1) Each applicant or registrant
must make and keep as a record in ac-
cordance with §1.31 formal computa-
tions of its adjusted net capital and of
its minimum financial requirements
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pursuant to §1.17 or the requirements
of the designated self-regulatory orga-
nization to which it is subject as of the
close of business each month. Such
computations must be completed and
made available for inspection by any
representative of the National Futures
Association, in the case of an appli-
cant, or of the Commission or des-
ignated self-regulatory organization, if
any, in the case of a registrant, within
17 business days after the date for
which the computations are made,
commencing the first month end after
the date the application for registra-
tion is filed.

(2) An applicant or registrant that
has filed a monthly Form 1-FR or
Statement of Financial and Oper-
ational Combined Uniform Single Re-
port under the Securities Exchange Act
of 1934, Part II, Part IIA, or Part II
CSE (FOCUS report) in accordance
with the requirements of §1.10(b) will
be deemed to have satisfied the re-
quirements of paragraph (b)(1) of this
section for such month.

(c) The provisions of this section do
not apply to an introducing broker
which is operating pursuant to a guar-
antee agreement, nor do such provi-
sions apply to an applicant for reg-
istration as an introducing broker who
files concurrently with such applica-
tion a guarantee agreement, provided
such introducing broker or applicant
therefor is not also a securities broker
or dealer.

[48 FR 35288, Aug. 3, 1983, as amended at 49
FR 39530, Oct. 9, 1984; 62 FR 4641, Jan. 31, 1997;
69 FR 49800, Aug. 12, 2004; 71 FR 5594, Feb. 2,
2006]

PROHIBITED TRADING IN COMMODITY
OPTIONS

§1.19 Prohibited trading in certain

“puts” and “calls”.

No futures commission merchant or
introducing broker may make, under-
write, issue, or otherwise assume any
financial responsibility for the fulfill-
ment of, any commodity option except:

(a) Commodity options traded on or
subject to the rules of a contract mar-
ket in accordance with the require-
ments of part 33 of this chapter;

(b) Commodity options traded on or
subject to the rules of a foreign board
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