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Presidential Documents

Title 3—

The President

[FR Doc. 93-18141
Filed 7-26-93; 2:28 pm]
Billing code 4710-10-M

Presidential Determination No. 93-31 of July 14, 1993

Military Sales of Depleted Uranium Ammunition

Memorandum for the Secretary of State [and] the Secretary of Defense

Pursuant to the authority vested in me by Section 551 of the Foreign Oper-
ations, Export Financing, and Related Programs Appropriations Act, 1993
(Public Law No. 102-391), I hereby determine that, notwithstanding the
limitations of that section of law, it is in the national security interest
of the United States to allow funds provided im the above-mentioned or
any other Act to be made available to facilitate the sale of M-829 depleted
uranium antitank ammunition to Sweden.

You are hereby authorized and directed to transmit this determination to
Congress and to arrange for its publication in the Federal Register.

THE WHITE HOUSE,
Washington, July 14, 1993.




I
ﬁ
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[FR Doc. 93-18142
Filed 7-26-93; 2:29 pm]
Billing code 4710-10-M

Presidential Documents

Presidential Determination No. 93-32 of July 19, 1993

Certification of Free, Fair, and Democratic Elections in
Angola Under Section 842 of Public Law 102-484

Memorandum for the Secretary of State

Pursuant to the authority vested in me by Public Law 102-484, section
842, 1 hereby certify that free, fair, and democratic elections have taken
place in Angola.

You are authorized and directed to report this determination to the Congress
and publish it in the Federal Register.

THE WHITE HOUSE,
Washington, July 19, 1993.
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are keyed to and codified in the Code of
Federal Regulations, which is published under
50 titles pursuant to 44 U.S.C. 1510.

The Code of Federal Regulations is sold by
the Superintendent of Documents. Prices of
new books are listed in the first FEDERAL
REGISTER issue of each week.

FARM CREDIT ADMINISTRATION

12 CFR Part 614
RIN 3052-AB35

Loan Policles and Operations; Lending
Limits

AGENCY: Farm Credit Administration.
ACTION: Final rule.

SUMMARY: The Farm Credit
Administration (FCA), by the Farm
Credit Administration Board (Board),
adopts final regulations relating to
lending limits. The Agricultural Credit
Act of 1987 1 (1987 Act), authorized the
creation of new corparate entities from
mandatory and voluntary mergers and
the transfer of long-term real estate
lending authorities from Farm Credit
Banks (FCBs) to certain associations and
directed the FCA to reconcile the
authorities of the resulting institutions.
These changes required amendments to
FCA regulations to reflect the structural
changes and the lending authorities of
the new entities. Other provisions of the
regulations are amended to make
conforming changes and to eliminate a
number of FCA prior approvals
including provisions relating to lending
limits.

The final regulations on lending
limits contain & limit on extensions of
credit to a single borrower of 25 percent
of capital for all Farm Credit System
(FCS or System) direct lender
institutions, except banks for
cooperatives (BCs). It provides for
exceptions to the lending limitation and
rules for the attribution of loans to
separate but related borrowers for the
purpose of making *“single borrower”
determinations. The FCA believes that
limiting the amount that can be lent to
any one borrower or & group of related
borrowers is an effective way to control
concentrations of risk in a lending

1Pub. L. No. 100-233, 101 Stat. 1568 (1988).

institution and limit the amount of risk
to an institution’s capital arising from
losses incurred by large “‘single credits.”
EFFECTIVE DATE: These final regulations
shall become effective on January 1,
1994, or upon the expiration of 30 days
after publication during which either or
both Houses of Congress are in session,
whichever is later. Notice of the
effective date will be published in the
Federal Register.
FOR FURTHER INFORMATION CONTACT:
Dennis K. Carpenter, Senior Policy
Analyst, Regulation Development
Division, Office of Examination, Farm
Credit Administration, McLean, VA
22102-5090, (703) 8834498, TDD
(703) 8834444,
or
Gary L. Norton, Assistant General
Counsel, Regulatory Operations
Division, Office of General Counsel,
Farm Credit Administration, McLean,
VA 22102-5090, (703) 883—4020, TDD
(703) 8834444,

SUPPLEMENTARY INFORMATION:
1. General

Lending limit regulations were
originally included as part of the
Eligibility/Lending Authorities
regulations proposed on November 3,
1988, 53 FR 44438. The amendments
were removed from the regulations prior
to their adoption and were reproposed,
along with appraisal and loan purchase
and sale regulations, on January 23,
1991, 56 FR 2452, The comment period
on the reproposed regulations ended on
March 25, 1991, The FCA received
approximately 430 letters in response to
the published reproposed regulations. A
substantial number of the comment
letters expressed concern about the
potential impact of the lending limits
and appraisal requirements of the
reproposed regulations. The FCA
published a Notice of Public Hearings
on May 10, 1991, 56 FR 21637, to

rovide an opportunity for System

orrowers, institutions, and other
interested parties to state their views
and to offer constructive suggestions on
issues of concern in the reproposed
regulations. The Notice of Public
Hearings contained a solicitation of
comments on specific topics. It also
clarified the application of specific rules
relating to attribution (§ 614.4358(a)(1))
and nonconforming loans (§ 614.4359)
that were used to compute lending

limits under the reproposed regulations.
Testimony was presented by 121
individuals during the 4 days of the
public hearings; 94 comment letters
responded to questions raised in the
Notice and at the hearings; and 85
additional letters were received during
the public hearing comment period
which ended on July 31, 1991.
Subsequent to the close of the public
hearing comment period the loan
purchase and sale and collateral
evaluation requirement portions of the
reproposed regulations were separated
from the lending limit regulations and
later adopted by the FCA Board as final
regulations (57 FR 38237, August 24,
1992) and (57 FR 54683, November 20,
1992).

All comments received after
publication of the reproposed
regulations, as well as all documents,
testimony, and comments relating to the
public hearings, were considered by the
FCA in the development of the final
regulations, The significant changes to
the reproposed regulations, including
any comments received on the subject
matter, are explained below in the
Summary of Comments and in the
Section-by-Section Discussion of
Changes preceding the affected part of
title 12 of the Code of Federal
Regulations. Finally, the FCA made
technical corrections to the regulations
designed to shorten them and enhance
their readability.

The FCA Board recognizes the
importance of this topic to the business
operations of the institutions and
acknowledges the high level of concern
about the content of these final
regulations. Some commenters have
continued to request that the Board
repropose rather than adopt the
regulations in the form pu%lished today.
The Board desires to be responsive to
the concerns of the FCS institutions, yet
must be aware of the time and costs
involved in reproposing the regulations
and the operational constraints that
could be placed on the institutions in
the absence of the final regulations. The
Board has established an effective date
for these regulations of January 1, 1994.
The Board believes that with the
delayed effective date the public will
have ample opportunity to further
review the regulations and bring any
observations to the Board's attention
prior to the effective date of the
regulations. As always, the Board will
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consider requests for further
clarification or amendments to the
regulations prior to or after their
effective date.

II. Other Financial Institutions (OFIs)

Several OFIs inquired as to whether
they were ired to comply with the
provisions of the lending limits
regulations. The OFIs stated that such
compliance would be detrimental to
their ability to do business.
Alternatively, comments were received
from several production credit
associations (!})‘CAs) objecting to the
OF1Is not being subject to the
requirements of the lending limits
regulations.

e FCA noted during its public
hearings that the lending limits
regulations do not apply to the OFIs.
The OFIs obtain their financing under
arrangements with FCBs. The FCA has
authority to regulate the discount
relationship between the OFIs and the
FCBs, However, unlike its regulatory
authority over the FCS associations, the
FCA does not have direct regulatory
authority over the OFIs. It is the FCA’s
position that an OFI's lending limit
should be addressed in the financing
agreement between the FCB and the
OFL The FCB, under its lending policies
and the terms and conditions of the
financing agreement, may require
lending criteria to comply with the
requirements of the FCA’s lending
limits regulations. FCBs are subject to
the lending limits regulations and,
therefore, ere restricted by the
regulations from extending more than
the nt of their lending limit base
established in the regulations to any
“single borrower,” whether such loans
are discounted from an association or an
OFL. &

III. Subpart J—Lending Limits
A. Summary of Comments
1. Computation of Lending Limits

The reproposed regulations based the
calculation of lending limits on
permanent capital, eliminating an
double-counted capital and includin
stock protected under section 4.9A o?
the Farm Credit Act of 1971, as
amended (Act), until January 1, 1998.
The final regulations have substituted
the term “lending limit base” for the
term ‘‘capital” throughout the
regulations, to avoid confusion
regarding the base against which
institutions can extend crédit. There is
no significant difference in the net
computation between the existing and
the final regulations.

The lending limit base is comprised of
an institution’s permanent capital, as

defined in § 615.5201(h) of this chapter.
As defined, permanent capital includes
all capital except stock and other
equities that may be retired on the
mtgayment of the holder's loan or
otherwise at the option of the holder.
For the purposes of the lending limits
regulations, stock protected under
section 4.9A of the Act may be included
in the lending limit base until January
1, 1998. A new § 614.4351, entitled
“Computation of lending limit,” has
been added to the final regulations,
describing how the lending limit base
should be adjusted for equity
eliminations.

One FCB supported basing the
calculation of the lending limits on
permanent capital. The American
Bankers' Association (ABA) also
supported the use of ent capital,
but objected to including protect
stock in the lending limit gasa The
ABA claimed that the inclusion would
artificially inflate capital levels for FCS
institutions.

The FCA continues to believe that for
a limited period of time stock protected
under section 4.9A of the Act should be
included as capital for lending limit
purposes. Excluding this stock from the
computation of lending limits could
have an immediate negative impact on
the size of the loans some institutions
can make, The FCA believes that it
would not be justifiable or fair to
remove protected borrower stock from
the lending limit base while some
institutions still have considerable
amounts of such stock outstanding, but
recognizes that the level of protected
stock is declining, Therefore, the final
regulation provides that after January 1,
1998, such stock will no longer be
counted for lending limit purposes.

Several associations commented that
the elimination of the FCBs’
investments in the associations required
under the permanent capital regulations
would have a negative effect on their
lending limits. The FCA recognizes that
the lending limits of direct lender
associations may be negatively impacted
by equity allocations that assign the
equity to the bank, as was required
under the original permanent capital
regulations. However, recent and
pending changes to the capital
regulations provide the associations
with an opportunity to reach an
agreement with the bank on the
allocation of equities. Therefore, the
FCA does not believe that the regulatory
requirements are overly restrictive or
impose an undue hardship on the
associations,

The FCA's position is based on the
following rationale: (a) The double
counting of capital should be

eliminated; (b) the double counting of
capital is inappropriate for calculating
lending limits; and (c) the capital must
be counted for lending limit purposes
where it is counted for capital purposes.
When an association’s investment in a
bank is counted as the bank’s capital,
then the bank, not the association, is
considered to have control over the
capital. Ths bank is considered to have
complete discretion, within its
operating authorities, to invest or use
the funds as it sees fit. It would not be
prudent for an-association to loan
against capital over which it has no
direct control. Accordingly, the final
regulations continue to reflect the FCA's
belief that it is important to count
capital where control is vested.

veral associations and a FCB
commented that the allowance for loan
losses should be included in the capital
calculation. They said this argument
was particularly compelling in the cass
of the PCAs, which wers required by
law to maintain an allowance equal to
3.50 percent of loan assets even though
that would exceed the allowance
required under generally accepted
accounting principles (GAAP). They
also pointed out that commercial banks
are permitted to include the allowance
for loan losses in the capital base when
determining lending limits. To assure
equitable treatment, they urged that the
allowance be included as permanent
capital for lending limit calculations.

ith regard to the PCA allowance,
following the expiration of the comment
period the Act was amended to delete
the required 3.50 percent allowance
requirement.2 As amended, the law now
requires all System institutions,
including PCAs, to maintain their
allowance in accordance with GAAP,
therefore the PCA allowance is no
longer an issue.

Contrary to the comments received
and the practices of commercial banks,
the FCA continues to believe that the
allowance for loan losses computed in
accordance with GAAP should be
excluded from the definition of the
lending limit base. Such funds already
represent specifically known risk
exposure and generally anticipated risk
of loss. It would be inappropriate for an
institution to expose funds already
earmarked to cover losses to increased
risk of loss by including them in the
lending limit base. Therefore, the final
regulation continues to exclude the
amount of the allowance for losses
required by GAAP from the lending
limit base.

2Farm Credit Banks and Associations Safety and
Soundness Act of 1992 (Pub. L. 102-552). 108 Stat.
4102.
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The BCs commented that changing
the basis of the calculation of lending
limits from net worth to permanent
capital, would adversely affect their
lending limits. They said this would
require the smaller BCs to participate
more loans with CoBank. This adverse
impact stems from the regulatory
treatment of investments in other
institutions due to participation of
loans.

Under existing regulation,
§614.4354(d), a BC purchasing a
participation interest in another BC's
loan would calculate its lending limit by
subtracting from its net worth the
amount of any capital that the
originating BC is required to have in the
purchasing bank. Thus, when CoBank
purchases a participation from the other
BCs, it deducts from its net worth the
amount of investment in CoBank owned
by the other BCs. For example, assume
that the originating bank has a net worth
of $50 million and that its investment in
the purchasing bank is $20 million.
Further assume that the purchasing
bank’s net worth is $500 million. Under
existing regulations, the purchasing
bank can participate a seasonal and term
loan with the originating bank up to 35
percent of its $480 million net worth, or
$168 million. The originating bank can
loan up to 35 percent of its $50 million
net worth, or $17.5 million.

The reproposed regulation revised
this elimination and required the
originating bank to deduct from its
capital the investment in the purchasing
bank that the originating bank was
required to purchase. Therefore, under
the reproposed regulation, if the
Springfield or St. Paul BCs sold a
participation to CoBank, they would
have to deduct from their capital the
amount of their investment in CoBank
in order to determine their lending
limit. At the same time, if CoBank were
to purchase a participation from the
other BCs, it would not have to deduct
from its capital the amountof
investments owned by the other BCs.

In light of thesa comments, FCA has
reconsidered this provision of the
reproposed regulations and determined
that the regulation should revert back to
the computation originally provided in
the proposed regulations. It was
determined that the reproposed
regulation would have adversely
impacted the lending limit of the two
smaller BCs, and the FCA is prohibited
by statute from setting more restrictive
lending limits for the BCs than are
currently in effect. FCA believes that
application of this method of
computation will not create a safety and
soundness concern for the FCBs and
associations and therefore should also

be applicable to these institutions in
order to provide a consistent
methodology for computing lending
limits.

Accordingly, for purposes of
capitalizing participation interests, the
final regulations have revised the
manner in which the investment in
other institutions is eliminated. Section
614.4351(c) of the final regulations
requires the investment to be deducted
from the purchasing institution’s
lending limit base rather than from the
originating institution's lending limit
base.

2. Computation of Obligations

The reproposed regulations allow an
institution to exclude loans that are
discharged in bankruptcy or that are
legally unenforceable because of judicial
decision or the expiration of the statute
of limitations when making a
determination if loans to a borrower are
within the lending limit, The Farm
Credit Council (FCC) commented that
the regulation should be broadened to
exclude those portions of a loan where
the lender cannot legally enforce
payment because of formal restructuring
or similar actions. One FCB suggested
that the phrase “because of judicial
decision or the expiration of the statute
of limitations” be deleted. The FCB
maintained that an institution should
not be required to obtain a judicial
decision or to postpone extending credit
during the statute of limitations period
for otherwise qualified eligible
borrowers. The FCB argued that the
provision is excessively restrictive and
would inhibit the restructuring of loans
authorized by the Act,

One FCB also commented that
charged-off loans should not be
included in a borrower's total
obligations when determining whether
additional credit can be extended. The
FCB asserted that the conditions under
which previous indebtedness was
charged off may have little similarity to
the borrower's present financial
condition and that each extension of
credit requires a credit decision that
takes into account existing credit
factors.

The FCA agrees that all payments that
are determined to be legally
unenforceable are no longer considered
to be a loan for lending limit purposes
and should be excluded from a
borrower’s obligations. The final
regulation has been clarified
accordingly. The final regulation
continues to include chargeoffs in the
calculation of a borrower’s total
obligations because chargeoffs do not
affect the borrower's legal obligation to
repay the debt unless the institution has

modified the obligating instruments. If
the borrower’s present financial
condition has improved to the point that
the institution wishes to exten
additional credit, the institution should
first make every effort to collect
previous extensions of credit from
which the borrower has not been legally
released.

3. Timing of Determinations

Several comments were received
requesting clarification as to when a
loan or commitment is considered to
have been made for the purpose of
determining whether a borrower's
indebtedness exceeds the lending limit.
In addition, one association commented
that lending limits should be based
solely on the outstanding principal
balance and should not include
undisbursed commitments.

To ensure uniformity concerning the
point in time when the lending
determination is made, the definition of
“commitment’ has been revised. Under
the final regulations, a commitment is
effective at the time it becomes a legal
obligation. Since commitments are
contractual obligations of the institution
when they are made, they must be
combined with any other outstanding
debts of a borrower in determining
lending limits. Therefore, before an
institution makes a loan commitment, it
shall ensure that the commitment,
together with all loans and
commitments outstanding and
attributed to that borrower, is within the
lending limits or is able to be
participated.

4. Attribution Rules

The attribution rules are intended to
identify all loans to a single borrower or
related borrowers which must be
combined with the borrower's loan
when calculating the borrower’s lending
limit. The criteria for attributing one
borrower's loan to another is set forth in
the final regulations to allow all FCS
institutions to identify “single credit
risks"" before making a loan or
commitment to lend.

A number of comments were received
from FCS institutions, individual
borrowers, the FCC, and other interested
parties regarding the reproposed
attribution rules. A majority of the
comments were from BCs and their
borrowers. The commenters were
primarily concerned with how the
regulations would impact loans to
regional and local cooperatives. The BCs
and their customers were concerned
that the rules of attribution in the
reproposed regulations would restrict
the BCs' lending activities. Additional
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comments were received from the FCC
with similar concerns.

Existing regulation § 614.4354(e)
requires FCA prior approval to treat
related BC borrowers as separate credit
risks. The reproposed attribution rules
apply to all FCS borrowers and were
based on the same criteria that FCA has
used internally in the past in
determining whether to approve
exceptions for those BC borrowers who
were determined to be independently
viable. These criteria were included in
order to eliminate the prior approval
requirement and allow all institutions to
make their own determinations of
“single credit risk.”

In response to the comments the FCA
reconsidered the reproposed lations
and the underlying rationale. The FCA
also conducted a study of the various
cooperative ownership structures found
in the BCs lending portfolios as well as
the ownership structures and borrowing
relationships found in the FCBs' and
associations’ loan portfolios. Based on
this analysis, the attribution rules have
been modified in the final regulations.
As modified, the attribution rules will
not create a more restrictive application
of lending limits on the BCs than
already existed. Following the
completion of the study, FCA confirmed
that no existing BC borrowing
relationship would have been required
to be attributed that would not also have
been required to be attributed, upon
identification, under the existing

ulations.
nder the final regulations, the issue

of whether a related borrower’s loan
needs to be combined with the
borrower's loans, when calculating the
borrower's lending limit, will depend
on whether the borrower either exerts
corporate control over the related
borrower’s operation or is a primary
source of repayment on the related
borrower’s loan(s). In cases where the
borrower is obligated to repay or has the
ability to influence the repayment of the
related borrower’s loan, tﬁ: related
borrower’s debt must be attributed to
the borrower and combined with the
borrower’s debt for lending limit

0ses.

e following is a discussion of the
specific changes to the lations.

(a) “Named" and "surgfel::t” borrower.
Under the rules of attribution in the
reproposed regulations, loans to a
borrower (named borrower) were
required to be combined with and
attributed to another borrower (subject
borrower) when any one of five
conditions occurred. Considerable
comment was received stating that the
terms “subject” and “named” borrower
were confusing, making it difficult to

determine how the rules of attribution
should be applied. In response to these
comments, the final regulations have
been revised by deleting all reference to
subject and named borrower. For the
purposes of applying the lending limits
to the indebtedness of an applicant for
a loan, the applicant, previously
referred to as the subject borrower is
referred to as the borrower in the final
regulations. A loan in the name of
another borrower, previously referred to
as “named” borrower, is referred to as
the “related” borrower.

(b) Liability. Under the reproposed
regulations, any loan for which the
borrower is primarily or secondarily
liable would be combined with the total
debt of that borrower. Numerous
commenters stated that the rules of
attribution should only apply to the
portion of the loan being guaranteed by
the borrower. The FCA agrees with the
commenters and has modified the
regulations accordingly. While the final
regulation continues to require
attribution when the borrower has
primary or secondary liability for a loan
made to the related borrower, it clarifies
that the amount of such loan
attributable to the borrower is limited to
the amount of the borrower’s liability.

The FCA notes that guarantees are
presumed to be taken in support of the
credit decision and not out of an
abundance of caution. Only when an
institution documents in the
appropriate loan files that the guarantes
is not a necessary factor in the credit
decision may the abundance of caution
exception be taken, If the
documentation fails to provide such
support, then the portion of the loan
that is guaranteed must be combined
with the borrower’s other debt for
lending limit purposes. If this results in
the loan to the borrower exceeding the
lending limit the excess amount of the
loan would be subject to the provisions
of § 614.4359 of this subpart.

A substantial number of the
comments continued to reflect the
impression that loans guaranteed by a
borrower must be attributed to both the.
borrower and the related borrower
under the reproposed rules of
attribution, The FCA had previously
attempted to clarify this issue in its
Notice of Public Hearings relating to the
reproposed lending limit regulation (56
FR 21638, May 10, 1991). The
reproposed regulations were intended to
require all loans which the borrower
guaranteed to be combined with the
borrower's other loans when calculating
the borrower’s lending limit, As stated
in the Notice, a loan guaranteed by a
borrower would be combined with the
loans outstanding to that borrower.

However, loans outstanding to the
guarantor would not be combined with
and attributed to the related borrower
whose loan is being guaranteed. For
example, assume cooperative A
(borrower) has a $100 million loan, and
provides a full guarantee on cooperative
B's (related borrower) $50 million loan.
Because of the guarantee, cooperative
B’s loan would be attributed to the
guarantor, cooperative A, and combined
with cooperative A's outstanding loan.
Cooperative A's total debt for lending
limit purposes would be $150 million.
Cooperative B's debt remains at $50
million for lending limit purposes.

A Comment received on behalf of the
BCs expressed concern that the
reproposed attribution rules would
disallow the exception for “look-
through™ notes contained in
§614.4354(a)(2) of the existing
regulation. This exception was not
removed in the reproposed regulation
and continues under the final
regulation. Under the Liability section of
the final attribution rules in
§614.4358(a), look-through notes are
exempt from the lending limit
provisions for the BCs, provided the
notes meet all the criteria of § 614.4356.

(c) Financial interdependence. The
reproposed regulations required
attribution if two borrowers’ operations
were so intertwined that viability could
not be independently determined. A
number of comments were received
regarding this section of the reproposed
regulations and the terms used to
determine when borrowers are
financially interdependent. As
discussed below, the financial
interdependence section of the final
regulations has been reorganized and
modified to clarify the application of the
regulation,

A number of commenters expressed
concern that the attribution rule would
be difficult to apply because the terms
“intertwined" and “viability" were
vague. The FCA agrees with the
commenters and has modified the final
regulations by deleting these terms and
incorporating this concept under
§614.4358(a)(2). Under this section, the
borrower’s loan should be combined
with and attributed to another
borrower’s loan when their operations
are so financially interdependent that
the economic survival of one operation
will materially affect the economic
survival and repayment capacity of the
other operation.

A substantial number of comments
received from the BCs and their
borrowers regarded the source of
repayment criteria used in the

reproposed regulation, A majority of
commenters did not object to the use of
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the gross receipts standard but
requested that the percentage be raised
to 50 percent, stating that the higher
percentage would result in less frequent
consolidation of credits of different
borrowers and provide more flexibility
in addressing the credit risk associated
with interdependence.

In response to these comments, the
FCA analyzed the potential impact of
the reproposed regulation on the BCs
and their borrowers and in particular
the various erative ownership
structures and the use of the 30-percent
gross receipts in the repayment criteria.
Based on the results of its analysis, the
FCA has modified the final regulations
to increase the percentage of gross
receipts from 30 to 50 percent. Under
the final regulations, & borrower is
considered to be the primary source of
repayment if the borrower is obligated
to supply 50 percent or more of the
related borrower’s annual gross receipts,
and reliance on the income from one
another is such that, regardless of the
solvency and liquidity of the borrower’s
operations, the service obligation of
the related borrower could not be met if
income flow is interrupted or
terminated. Gross receipts include, but
are not limited to, revenues,
intercompany loans, dividends, and
capital contributions.

nder the final regulation, financial
interdependence is not limited to
borrowers who supply 50 percent or
more of the rela 'S gross
receipts. Borrowers will also be
considered to be financially
interdependent and required to combine
their debts, when the assets or
operations of the borrowers are
commingled to such an extent that they
cannot be separated without materially
impacting the repayment capacity of
each borrower. Therefore, even if a
borrower supplies less than 50 percent
of the gross receipts, the related
borrower’s loans must be attributed to
the borrower if their assets or operations
are so commingled.

The reproposed regulation provided
that the gross receipts rule did not apply
to "integmted operations.” FCA
received comments requesting
clarification of the scope of this
exception and its applicability to
contract growers. The exception was
intended to identify those relationships
where one borrower could reasonably
continue to do business or service its
debt without a contin ongoing
relationship with the other borrower.
These often involve contractual
relationships that can easily be replaced
";fet}::telng thi \rmhﬂi;i - .

a C] or repayment
ability of the related borrower. The final

regulations were revised so that the
source of repayment rule would apply
the same criteria to all borrowers
instead of attempting to specifically
exclude a particular class of borrower,
such as integrated operations from the
attribution rules, As an example, the
final rule would not require attribution
for integrated operations where the
integrator had choices as to which
contract operators the integrator would
have under contract. At the same time,
the individual contract operators’ loans
would not be required to be
consolidated as long as they have
reasonable contract replacement
alternatives and their viability or
repayment ability is not jeopardized.

e reproposed regulations required
attribution when the proceeds of loans
to the related borrower are used by or
for the direct benefit of the borrower.
Direct benefit was deemed to have
occurred when the proceeds of the loan
were either transferred to or used to
purchase an asset that was transferred to
the borrower without a reasonably
equivalent exchange of value. Several
commenters objected to this direct
benefit rule, asserting that it was
difficult for institutions to measure or
monitor. They also questioned why
loans must be attributed solely because
of loan purpose. The FCA agrees with
the commenters and has deleted the
direct benefit rule from the final
attribution rules. The FCA believes that
risk will be contained by focusing on
financial interdependence and control
rather than on loan

Contrary toan of comments
received from local and regional
cooperatives who borrow from the BCs,
the borrowers’ loans are generally not
required to be attributed to a related
borrower for the purpose of calculating
the related borrower’s lending limit.
FCA has modified the final regulation to
further clarify this point. Under the final
regulation, the only time the borrower’s
loan would be attributed to the
“related” borrower would be if the
related borrower controls repayment of
the borrowers’ loans.

(d} Control. The reproposed
regulation required attribution when the
borrower directly or indirectly controls
or is controlled by the related borrower.
Control was defined as exercis‘i:&s
controlling influence over the affairs of
another borrower or operating under
common control with another borrower.
The criteria used to determine control
included any one of the following: (1)
Ownership or the power to vote 25
percent or more of the voting securities
in another; (2) control of the election of
a majority of directors of another; (3) the
power to exercise a controlling

influence over the management of
another’s operations; or (4) the sharing
of a common directorate or management
with another,

Comments regarding the definition of
control came primarily from the BCs, BC
borrowers, and the FCC. Several
commenters stated that using 25-percent
ownership as a basis for control was not
consistent with established principles
for operating on a cooperative basis
because one characteristic of traditional
cooperative structures is that one
borrower equals one vote, They stated
that the reproposed regulations
presumed that Zi-gement ownership
could be translated into voting control.
They felt that by using 25-percent stock
ownership the FCA was equating stock
ownership in cooperatives to stock
ownership in corporations. The FCC
and other commenters suggested that
§ 614.4350(d)(1) be revised to require
attribution when a borrower has the
power to vote 50 percent or more of the
voting securities in another,

The FCC also stated that
§614.4350(d)(3), which defined
“‘control” to include the authority to
exercise a controlling influence over the
man ent of another’s operations was
vague and should be deleted. Finally,
the FCC recommended that
§ 614.4350(d)(4), regarding when a
borrower shares a common directorate
or management with another, be
improved by establishing a more
objective standard.

he FCA acknowledges that
cooperative ownership structures may
differ signiﬁcantlgjfrom non-cooperative
corporate ownership structures.
Generally, in a cooperative, each
member has only one vote regardless of
the amount of stock owned while in a
corporation, voting rights typically
correspond to the amount of stock
owned. The FCA also realizes that the
nature of cooperative relationships is
undergoing a transition to more capital-
based ownership structures and has
chosen to include the percentage of
stock ownership as one of the criteria
for determining control. The final
regulations have been revised to reflect
these distinctions and to incorporate
both traditional and nontraditional
cooperative structures.

’I‘ge final regulations provide that, tor
purposes of lending limits, where a
borrower owns 50 percent or more of
the stock of another, direct control
exists and attribution is required. Where
a borrower owns or controls 25
of the voting stock, attribution will be
required if at least one of three
management control conditions is also

present. By combining stock ownership
with managerial control, the FCA has
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addressed the concern that the control
criterion is undu(l{ subjective and
restrictive for traditional cooperative
relationships. At the same time, the
regulation continues to require
attribution in those instances where the
borrower may indirectly control the
stock, but plays a major role in the
related borrower's operations.

Instead of requiring attribution if any
one of the four criteria in the reproposed
regulations are met, the final regulation
at § 614.4358(a)(3) requires attribution
when the borrower owns 50 percent or
more of the stock of the related borrower
or the borrower owns or has the power
to vote 25 percent or more of the voting
stock of a related borrower and meets at
least one of the following three
management control criteria. These
three criteria were contained in the
reproposed regulations and the way in
which they are applied to the question
of attribution has been modified in the
final lations. They are:

(1) "ngborrower shares a common
directorate or management with a
related borrower. A common directorate
is deemed to exist when a majority of
the directors, trustees, or other persons
performing similar functions of one
borrower also serves the other borrower
in a like capacity. A common
management is deemed to exist if any
employee of the borrower holds the
position of chief executive officer, chief
operating officer, chief financial officer,
or an equivalent position in the related
borrower's organization.

(2) The borrower controls in any
manner the election of a majority of
directors of a related borrower.

(3) The borrower exercises or has the
power to exercise a controlling
influence over management of a related
borrower’s operations through the
provisions of management placement or
marketing agreements, or providing
services such as insurance carrier or
bookkeeping. An example of the test for
determining borrowsr control under this
condition would be where the related
borrower’s ability to make independent
decisions is limited by the actions of the
borrower.

5. Transition period

A number of comments were received
regarding the transition period
provisions of the reproposed
regulations. The reproposed regulations
required loans that were made prior to
the effective date of the regulations
which became nonconforming solely
because of a change in the regulations
to be retired or liquidated over a
reasonable period, not to exceed 7 years.
Several commenters requested this
requirement be deleted, because

institutions cannot unilaterally change
existing terms of loan contracts that
exceed the 7-year period. Some
commenters also argued that
institutions should not be penalized for
retroactively failing to comply with new
regulations. The FCC urged that the new
lending limits be applied prospectively
and that all existing loans%e
“grandfathered” unless subsequent loan
servicing results in a material change in
the contract terms allowing the
institution to bring the loan into
conformance with the new lending
limits. One institution noted that loans
maturing or renewing much earlier than
18 months, combined with the added
restrictions on participations and the
lowering of the lending limits, would
create an undue burden. Several
borrowers expressed concern that they
would have to refinance their loans at
the end of the 18-month period and that
they might be forced to seek financing
elsewhere if their loans were not within
the institution’s new lending limit.

The FCA recognizes that the term of
some existing loans might exceed 7
years and that institutions cannot
change the term of a loan contract to
comply with their new regulatory
lending limit. To address these
concerns, the final regulations provide a
“grandfather” provision for all loans on
the books on the date these regulations
become effective. Furthermore, after
careful consideration of the comments
expressing concern that institutions
would not have ample time to conform
to the new regulations, the FCA has
chosen to delay the effective date of the
regulations until January 1, 1994, or
upon the expiration of 30 days after
publication in the Federal Register
during which either or both Houses of
Congress are in session, whichever is
later. Since this date marks the
beginning of a new year and quarter, the
FCA believes it will be easier for
institutions to calculate and comply
with the new lending limits.

All new loans or commitments
entered into after the regulations
become effective must conform to the
new regulations. A grandfathered loan
will be considered a new loan if funds
are advanced to the borrower in excess
of existing commitments, the terms and
conditions of the loan are materially
changed, a different borrower is
substituted for an original borrower who
is released, or an additional person is
added to the loan contract. Also, for
purposes of this subpart, when a
renewal or reamortization involves the
capitalization of interest, new funds
would be considered to have been
advanced and the entire loan must then
be within the lending limit.

The transition section of the
reproposed regulations also allowed
commitments made prior to the effective
date of the regulations to be funded. If
the commitment would result in a
lending limit violation when fully
funded, then no additional funds in
excess of the commitment amount may
be advanced. The FCC commented that
§ 614.4360(b) could be read as
mhibiﬁng the advance of additional

ds under an existing commitment if
the advance would result in a
nonconforming loan, This was not the
intent of the regulations and the final
regulations were amended to eliminate
any ambiguity.

6. Lending Limit Violations

The reproposed regulations contained
a section governing ‘nonconforming”
loans, which were defined as loans or
commitments that were within the
lending limit when made, but which
subsequently exceeded the limits, The
FCC and several other FCS institutions
requested clarification of the
nonconforming loan designation and its
impact on the institutions.

he final regulations were
reorganized and clerified to emphasize
that all loans which exceed the lending
limit, except “grandfathered” loans, are
lending limit violations. However, the
final regulation also provides an
exception for those loans which were
previously categorized as
“nonconforming” and clarifies that
these excepted loans are not required to
be removed from an institution’s
collateral base. In addition, the final
regulation adds an exception for loans
which exceed the lending limits due to
mergers and acquisitions,,

e FCA recognizes that if the loan or
commitment was legal at the time it was
made, then the institution has not
knowingly violated the lending limit
regulations. Therefore, under the final
regulations, if a loan or commitment,
when combined with all other loans and
commitments outstanding and
attributed to the borrower, was within
the lending limit when made, the loan
may continue to be funded and
advances can be made under the
commitment even if: (a) The institution
experiences a decline in capital and
thus its lending limit base; or (b) the
borrower’s operations are merged with
another borrower resulting in total
consolidated loans in excess of the
institution’s lending limit.

To ensure that institutions make every
effort to bring loans which violate the
lending limit into conformance, the
reproposed regulations required
nonconforming loans to have a written
plan prescribing specific actions that
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will be taken by the institution and the
borrower to bring the loan into
conformance with the legal lending
limit. The FCC and several FCBs urged
that this requirement be revised to
remove any requirement for corrective
action by the borrower. They asserted
that this change was nece since an
institution cannot amend the borrower’s
contractual rights in order to bring a
loan into conformance with the
institution’s lending limits. The FCC
also suggested that the written plan is
unnecessary because it will simply state
that the loan will be retired in an
orderly fashion in accordance with the
loan contract.

The FCA continues to believe that a
written plan to resslve lending limit
violations is necessary. The plan should
serve as the institution’s vehicle to
resolve the violation and should be used
by the board and management to
monitor both the level of loans in excess
of the lending limit and the length of
time such loans remain on its books.
However, the FCA agrees with the
commenters that the borrower has no
control over the institution’s lending
limit and should not be obligated in the
plan to an accelerated repayment
schedule. The final regulations have
been modified by deleting the
requirements for corrective action by the
borrower.

The FCA notes that there are options
other than retiring a loan according to
the loan contract that can cure a lending
limit violation. For instance, where
undisbursed commitments are
consistently held in excess of a
borrower’s peak credit requirements the
need for such excess commitments
should be reviewed in terms of the
loan's conformance with the
institution’s legal lending limits. In
addition, if an institution has a loan
which exceeds the lending limits, it is
in the institution's best interest to try to
participate the loan or commitment,
particularly if it anticipates a request for
additional credit from the borrower or a
decline in capital.

The FCA is aware that the business
environment in which FCS borrowers
operate is changing, and such changes
may impact the ability of FCS
institutions to provide their borrowers
with continuing credit. Therefore,
§614.4359(b}(3) of the final regulation
includes an exception to the lending
limit violations which addresses those
instances where & merger or acquisition
of a corporate borrower results in a
combined lending relationship in excess
of the legal lending limits. Where one
borrower merges with, or the borrower’s
operations are acquired by, another
borrower and the resulting

consolidation of debt results in a total
indebtedness in excess of the lending
limit prior to a loan maturity or renewal,
then the institution can renew or extend
the maturity of a loan for a period of not
more than 1 year from the date of the
merger. During this waiver period, the
institution may advance and/or re-
advance funds under the same terms,
conditions, and amounts as previously
existed prior to the merger or
acquisition. At the end of the maximum
1-year waiver, any remaining balances
and undisbursed commitments in
excess of the applicable lending limit
will be considered lending limit
violations.

7. Monthly Reporting Requirement

The reproposed regulations required
lending limits to be calculated on a
monthly basis. The FCC and several FCS
institutions asked for additional
clarification on this&equirement. They
expressed concern that participations
would need to be adjusted monthly as
loan balances and lending limits
fluctuate, necessitating a new
independent credit judgment. They
urged that adjustments to the lending
limit be calculated on a quarterly or
semiannual basis.

The FCA continues to believe that
lending limits should be calculated on
a mom?xly basis as of the preceding
month end. Institutions currently
prepare monthly financial statements,
therefore, this requirement should not
be burdensome. If participations are
shared on a last-in-first-out basis, then
balances will be required to be adjusted
as lending limits fluctuate. The loan
purchase and sale regulations,

§ 614.4325(e), require an independent
credit judgment be made prior to the
purchase of the participation interest
and prior to each servicing action that
changes the terms of the contract under
which the asset was purchased. The
agreement or contract between the
participating institutions must state the
amount each institution is willing to
lend. Thersfore, a shift in balances
among participating institutions would
not constitute a servicing action which
changes the terms and conditions and a
new credit judgment would not be
necessary every month.

8. Lending Limit Percentage

The reproposed regulations lowered
the lending limit for all direct lender
associations to 20 percent of capital. All
banks, except the BCs, remained at the
existing 20-percent level. Lending limits
for BCs continued to vary according to
the type of loan, with 25 percent for
term cfebt 35 percent for seasonal debt,
and an overall limit of 35 percent of

capital in most circumstances.
Numerous comments were received
from FCS institutions concerning the
rermposed lending limit. Three FCBs
fully supported the reproposed lending
limit. One of the FCBs commented that
they would strongly oppose lending
limits in excess of the 20-percent level.
This commenter stated that the
limitation of risk concentration is an
essential component in assuring safety
and soundness of the System as a
whole, as well as for individual
institutions. Another FCB commented
that the 20-percent lending limit is
sound and quite appropriate, but only
when considered in concert with a
reasonable definition of loans, rules of
attribution, and the permanent capital
standards. The ABA supported the
adoption of the reproposed regulations
in the interest of competitive equality.
One FCB encouraged the FCA to re-
examine whether the same lending limit
is appropriate for both associations and
banks. Tgm FCB urged the FCA to adopt
lending limits of 20 percent for
associations, an overall limit of 35
percent for FCBs, with term or real
estate loans not to exceed 25 percent.
They asserted that such limits for FCBs
would be comparable to the limits
applicable to the BCs. Since the FCB's
role has moved toward that of
participant and pooler, the FCB believed
that a 35-percent limit would be large
enough to avoid unnecessary
participations with other districts or
lenders outside the System. The FCB
also asserted that the higher 35-percent
limit would provide all banks, including
BCs, more equal treatment. One FCB
suggested that each bank be authorized
to establish a lending limit up to 50
percent for its affiliated associations.
Another FCB suggested a limit of no less
than 35 percent, stating that the 20-
percent limit would be overly
restrictive, and result in a loss of income
to originating institutions as well as a
loss of an appreciable share of the
market. This FCB also felt exceptions
could be incorporated into the limits,
including exceptions based on the
quality and quantity of collateral.
Several associations commented that
the reproposed limit of 20 percent was
overly restrictive and would reduce
their ability to carry larger loans and
thereby decrease earnings. One
association requested that the FCA
incorporate certain exceptions to the
lending limit. It claimed that State
banks, who are their primary .
competitors, have a limit of 20 percent
and are allowed exceptions similar to
those provided to national banks. The
association suggested a 40-percent
lending limit. A federation established
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to represent the PCAs in Texas urged
the FCA to adopt a lending limit of no
less than 35 percent. They asserted that
the incorporation of certain exceptions
to the lending limit would not be
difficult to apply. The federation
expressed concerns that the lower
lending limit would increase
participations. They claimed that as a
number of institutions make
independent credit decisions, credit
service would be unacceptably delayed
to borrowers whose loans exceed the
lower lending limits,

The FCA has carefully considered the
comments claiming that the reproposed
lending limit would competitively
disadvantage FCS institutions when
compared to the lending limits for
national and State banks. A review of
lending limit regulations for State banks
indicates that the lending limits for
State banks vary widely, Many States
closely align their regulations to those
governing national banks, limiting loans
to 15 percent of capital. Regulations of
both national and State banks typically
incorporate some exceptions into their
lending limits, which increase the limits
for many types of loans. However, a
loan must be fully secured before any of
the exceptions can be applied.
Therefore, while the general limitation
for national banks and some State banks
is 15 percent of capital, an institution
may lend a greater percentage of capital
for certain types of fully collateralized
loans.

In addition, the FCA reviewed the
specific lending limits established by
other Federal regulatory agencies such
as the Office of the Comptroller of the
Currency (OCC). The OCC'’s base :
lending limit is 15 percent with various
exceptions provided. For instance, the
OCC provides that loans that are fully
secured by either shart-term assets or
real estate and/or are for the purpose of.
financing livestock operations are
subject to a 25-percent lending limit. In
compaerison, a large majority of the loans
financed by the FCS institutions would
fall within the 25-percent lending limit
used by the OCC.

Based on the comments received, an
analysis of the lending limits of other
regulators, and the results of an internal
study completed on a representative
sample of direct lender associations, the
FCA believes that 25 percent of capital
lending limit is the most appropriate.
This lending limit will be applicable for
all banks and direct lender associations
operating under title I or title II
authorities of the Act, respectively. In
establishing the lending limit, the FCA
has balanced the agency's safety and
soundness concerns with the
institutions’ concerns of being able to

service the credit needs of creditworthy,
eligible borrowers.

CA believes that a 25-percent
lending limit will address the FCA's
concerns of single credit concentrations
and yet not impose a significant burden
on any specific bank or district
structure. In addition, due to the
grandfathering provision of the final
regulations, no existing loan would be
forced to leave the System or be
participated.

However, future loan structures ma
require further evaluation in light of the
new limits. While a few individual
associations may need to participate a
portion of some of their loans to other
institutions in the future, there is every
reason to believe this can be done with
minimum negative effects. Through the
expanded loan participation authorities
adopted by the FCA on September 10,
1992, no loans would be forced outside
of the Farm Credit Sitem solely on the
basis of the final regulations. The
association also has the opportunity to
replace such participated loans with
other loan interests purchased through
participations from other FCS
institutions. The 25-percent limit for the
banks would allow the association's
funding bank to fully carry any

articipation of existing loans resulting
om these regulations.

The FCA considered the request of
some FCBs to have lending limits that
were at 35 or 50 percent in order ta be
comparable with the BCs. Because the
FCBs direct lending authority is limited
to long-term loans, the 25-percent limit
in the final regulation is in fact
comparable to the BCs 25-percent limit
for long-term loans, as well as the limits
for commercial banks. Finally, a 25-
percent lending limit would place all
institutions in the System, with the
exception of BC seasonal loans, on a
level playing field.

Exceptions are granted in § 614.4357
of the final regulations for government-
guaranteed loans and loans fully
secured by obligations fully guaranteed
by the United States government. These
loans were not exempt from lending
limits under existing regulations.

FCA considered, but did not adopt
exceptions based on the type and
quantity of collateral supporting the
loan. FCA concluded that such
exceptions would be difficult and time-
consuming to apply and administer
while providing very little real
advantage to FCS borrowers. For
example, allowing exceptions based on
collateral could disadvantage some
institutions that do not extend loans
secured by accepted collateral.
Furthermore, the FCA does not wish to
encourage institutions to place undue

reliance upon collateral as a basis for
extending credit above the 25-percent
lending limit.

The FCA does not agree with the
commenters that participations will
prove onerous, disrupt credit service,
and decrease earnings. In many cases,
the borrower will not even be aware that
the institution has participated the loan.
While an institution might need to sell
a portion of a loan that exceeds the
lending limit, it can also buy loans from
other FCS institutions to compensate for
lost volume.

One FCB argued for a 5-year phase-in
of the lending limits to allow
institutions time to build capital. It
maintained that immediate compliance
with the lower lending limits would
disadvantage its affiliated associations,
forcing them to participate loans of their
larger customers, thereby decreasing
income. Another FCB and an
association also supported a gradual
implementation of the reduction in
lending limits to 25 percent over a 5-
year period. The FCB argued that the
reduction in direct lender association
lending limits would have a major
detrimental impact on operations and
earnings and hinder the associations’
ability to service large customers.

The FCA does not believe that it is
necessary or in the best interest of the
System to phase-in the lending limits.

e reproposed regulations were
published in the Federal Register on
Jenuary 23, 1991, putting institutions on
notice of an intended change to the
lending limits. In fact, several districts
have used the time since publication to
lower lending limits in anticipation of
publication of the final lending limit
regulations. The final regulations
specifically address the institutions'
concerns regarding immediate
implementation of the lending limits
through the transition criteria. In
addition, the effective date of the
lending limit regulations has been
delayed until January 1, 1894, to
provide institutions ample time to
conform to the new regulations.

Two FCBs commented that single
credit concentrations are safety and
soundness issues that should be
controlled by the FCA through its
examination, supervision, and
enforcement actions rather than through
the regulatory establishment of lending
limits. One association maintained that
risk could be centrolled through the
association’s lending agreement with
the FCB. The association also believed
that dynamic credit administration and
proper management of loans would
provide more risk protection than the
regulation of loan size. Another
association believed that the existing 50-
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percent limit should remain in place
and that the FCB should oversee the size
of an association’s loans. It stated that
restricting loan size would result in
significant earnings reduction, which
would negatively impact the financial
position of the institution more than the
increased risk from large loans. Another
association recommended that each FCB
establish an association’s lending limit
based on demonstrated performance and
quality of the association’s loan
portfolio.

The FCA believes that the safety and
soundness of FCS institutions are
maintained, not controlled, through
examination and supervision.
Enforcement actions are taken to
implement corrective action in
situations where safety and soundness
have been jeopardized. The examination
and supervision of institutions are
retroactive, allowing corrective action
only after the credit has been extended.
In setting these lending limits, the FCA
is attempting to reduce “single
borrower'' concentration risk to the
financial position of an institution
resulting from losses on loans
disproportionate to their capital base
before that risk is reflected on the
institution’s balance sheet. In addition,
FCBs are encouraged to establish in-
house lending limits which are less than
the regulatory limit. Such in-house
limits should be addressed as part of the
bank/association lending relationship
controlled by the terms and conditions
of the general financing agreement.

FCA notes that these lending limits
only address single borrower risks and
are not intended to address the risks
associated with industry concentrations,
faulty credit administration, poor
management practices, poor accounting
practices, etc. While the regulations do
not impose lending limits based on
industry concentrations or direct loans
to associations the institutions are
encouraged to address such risk factors.
Generally such risks can be addressed
within the institution’s capital
requirements and the general allowance
for loan loss allocations.

Comments were received from the
FCC, an FCB, and several associations
on the lending limits in relation to the
permanent capital requirements.
Commenters noted that permanent
capital standards were issued when the
lending limits were much higher. The
FCA'’s justification for the level of
permanent capital was the risk involved
in single-industry lending. The
commenters claimed that the FCA has
not adequately explained why safety
and soundness concerns dictate lower
lending limits when minimum
permanent capital standards are higher

than those established for other
federally regulated financial
institutions.

The FCA wanted to allow time to
implement the final capital adequacy
regulations and to review the
restructuring of institutions before
making changes to the lending limits.
The lending limits regulations originally
proposed setting lending limits at the
level applicable to the individual banks
or associations prior to the mergers
required or allowed by the 1987 Act.
The reproposed regulations addressed
the FCA's concerns with the level of risk
associated with the existing lending
limits and the problems that have arisen
in the past due to such single borrower
concentrations. The reproposed
regulations were designed to address the
lending limits after many institutions
had completed mergers and capital
between the banks and associations had
been adjusted. The capital regulations
were designed to address the
institutions’ overall financial strength
and their ability to safely fund and
manage their loan portfolios. As stated
earlier, it is expected that the
institutions will address issues such as
general portfolio risks and indust.:;yh
concentrations through means such as
their capital plans and allowance
requirements. The lending limits are
intended to address single borrower
loan concentrations and limit the risk to
an institution’s capital associated with
potential losses incurred by these large
loans. After reviewing the comments
and completing the associated impact
studies, the FCA believes that the
lending limits in the final regulations
are appropriate for FCS institutions and
adequately take into consideration all of
the safety and soundness concerns of
the agency.

B. Section-by-Section Discussion of
Changes

1. Section 614.4350—Definitions

This section of the reproposed
regulations contained the definitions
used throughout subpart J. The final
regulations have clarified several of the
definitions, and moved the definition of
“‘control” to the attribution rules
contained in § 614.4358. The definition
of “commitment” has been expanded to
clarify when a commitment becomes
effective. The term “capital" has been
deleted from the definition section and
has been replaced by a discussion of the
computation of the “lending limit base”
contained in § 614.4351. The
identification of when an institution
makes a loan has been broadened under
the definition of “‘loan” to include when
it enters into a commitment to lend.

2. Section 614.4351—Computation of
Lending Limit Base

This section of the reproposed
regulations contained the lending limits
for all banks, except BCs. The lending
limits for banks are now contained in
§ 614.4352. Under the final regulations,
§ 614.4351 contains the adjustments and
eliminations required to be made to
permanent capital (as defined in
§ 615.5201(h) of this chapter) for
purposes of computing an institution's
lending limit base. Under the
reproposed regulations, the definition of
*‘capital” required eliminations and
adjustments according to
§615.5210(d)(1) through (d)(4) of this
chapter. Section 614.4351 has been
revised so that the investment resulting
from loan participations is deducted
from the purchasing institution’s capital
to determine its lending limit base,
which is the same as required by
existing lending limit regulations for
BCs.

3. Section 614,4352—Farm Credit Banks
and Agricultural Credit Banks

Under the reproposed regulations this
section applied to direct lender
associations. In the final regulations,
this section sets forth the lending limit
for FCBs and agricultural credit banks
(ACBs) which is increased from the 20
percent contained in the reproposed
regulations to 25 percent in the final
regulations for the FCBs and for ACB
loans made under the authority of title
I of the Act, For ACBs making loans
under the authority of title III of the Act
the lending limits governing BCs as
described in § 614.4355, would apply.

4, Section 614.4353—Direct Lender
Associations

Section 614.4353 of the reproposed
regulations addressed the endorsement
liability limit of Federal land bank
associations (FLBAs). Under the final
regulations, § 614.4353 has been
renumbered to § 614.4354. Section
614.4353 of the final regulations
addresses the lending limit for all direct
lender associations, which includes
PCAs.

5. Section 614.4354—Federal Land Bank
Associations

Section 614.4354 of the reproposed
regulations detailed the lending limits
applicable to BCs. Under the final
regulations, most of this section has
been renumbered to § 614.4355, while
§614.4354(a)(2) of the existing
regulation has been renumbered as
§ 614.4356. Under the final regulations,
§ 614.4354 addresses the endorsement
liability of FLBAs.
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6. Section 614.4355—Banks for
Cooperatives

Section 614.4355 under the final
regulations sets forth the lending limits
for the BCs. The reproposed and final
regulations amend the existing
regulations for the BCs, § 614.4354(a),
by requiring lending limits to be
calculated on a monthly basis, instead
of semiannually. The final regulations
do not change the BC lending limits
contained in paragraph (a)(1) of the
existing regulations and redesignate
paragraph (a)(2) as § 614.4356 in the
final regulations.

The attribution rules in § 614.4358 of
the final regulations continue to exempt
loans satisfying the criteria of existing
§ 614.4354(a)(2). Section 614.4354(a)(3)
has been removed because it is no
longer necessary to compute the total
BCs’ lending limit base under the final
regulations. In addition, § 614.4354(a)(4)
is removed. Paragraph (b) of § 614.4354
has been removed as the final
regulations do not contain a
requirement for a systemwide BC
lending limit. The FCA believes this
requirement is not necessary since the
lending limit percentages applied to
CoBank are nearly as large as the
percentages applied to the combined net
worth of the previous 13 individual
BCs.

Paragraph (c) of § 614.4354, relating to
the Central Bank for Cooperatives, has
been removed because it is no longer
appropriate. The lending limits
contained in § 614.4355(a)(1) of the final
regulations are applicable to all BCs.
Paragraph (d) of § 614.4354 has also
been removed. The content of this
paragraph is addressed in the final
regulations in § 614.4351 relating to the
computation of the lending limit base.
Paragraph (e) of § 614.4354 has been
removed since the manner in which
*“‘one borrower” is determined is set
forth in § 614.4358 in the final
regulations relating to rules of
attribution. Paragraph (f) of §614.4354
has been removed in the final
regulations,

7. Section 614.4356—Banks for
Cooperatives Look-Through Notes

Section 614.4356 is a new section of
the final regulations which incorporates
the provisions of the existing
§ 614.4354(a)(2).

8. Section 614.4357—Computation of
Obligations

Section 614.4357 of the final and
reproposed regulations relates to the
computation of obligations, parts of
which were contained in § 614.4360 of
the existing regulations. Section
614.4357 has been expanded and details
what loans must be included in a

borrower’s total loans outstanding and
what loans may be excluded. The
exclusion for loans guaranteed by a FCS
institution, contained in existing
regulations §614.4360(c), continues to
apply and is set forth in the final
regulations in § 614.4357(b)(2).
aragraph (a) of § 614.4360 of the
existing regulations, relating to
participation loans, is addressed in the
final regulations in paragraph (a)(2) of
§ 614.4357. The final regulations
provide that loans sold with recourse
must still be included in a borrower’s
total indebtedness. Section
614.4357(a)(1) of the final regulations
has expanded the computation of
borrower indebtedness to include the
total amount of outstanding
commitments in addition to the total
unpaid principal balance, contained in
§ 614.4360(b) of existing regulations,
The exemption from the indebtedness
computation in paragraph (b) of existing
§614.4360 is no longer applicable.

9. Section 614.4358—Attribution
Rules

The rules of attribution are contained
in § 614.4358 in both the reproposed
regulations and the final regulations.
However, the contents of the reproposed
regulations set forth in § 614.4358(a)(1)
through (a)(5) were reorganized and
clarified in § 614.4358(a)(1) through
(a)(3) of the final regulations. Section
614.4358(a)(1) of the reproposed
regulations remains unchanged except
for some minor clarification. Section
614.4358(a)(2) through (a)(4) of the
reproposed regulations was modified in
response to comments received and was
combined under § 614.4358(a)(2) of the
final regulations. Section 614.4358(a)(5)
of the reproposed regulations was
expanded in the final regulations to
clarify the control criteria and to
incorporate the definition of “control”
previously set forth in § 614.4350(d).

In the reproposed regulations,
“control”” was defined in
§614.4350(d)(1) through (d)(4) as
exercising a controlling influence on the
affairs of another borrower or operating
under common control with another
borrower. In the final regulations,
control criteria are set forth in the
attribution rules under § 614.4358(a)(3).

10. Section 614.4359—Lending Limit
Violations

Section 614.4359 of the reproposed
regulations discussed ‘“nonconforming”
loans and is not contained in the
existing regulations. The final
regulations have been revised to reduce
their complexity and simplify their
application. As revised, the final
regulations recognize that any loan
which exceeds the lending limit, except

loans on the books on the effective date
of these regulations ({andfathered
loans), is a violation, but provide
exceptions for loans that were originally
designated as “nonconforming” in the
reproposed regulations. The exceptions
include a discussion of those situations
where a loan would violate the lending
limit because of a lending limit base
reduction or as a result of a merger or
acquisition. Other changes included
delsting the statement under paragraph
(c) of the reproposed regulation,
concerning the guarantor’s inability to
pay the guaranteed loan. This statement
was considered unnecessary as the
guarantor is the United States
government. Paragraph (c) of the final
regulation deleted the requirement that
the borrower correct nonconformance
because such a requirement was
considered unenforceable.

11. Section 614.4360—Transition Period

Section 614.4360 of the reproposed

regulations deals with the transition

eriod for implementing the new

ending limits prescribed by the final
regulations. Paragraph (a) of the
reproposed regulations, which required
all loans to be brought into conformance
with the new regulations by the earlier
of the next maturity date, loan servicing
action, or a period not to exceed 18
months, is no longer necessary, Under
§ 614.4360(a) of the final regulation,
loans or commitments which exceed the
lending limits because of a regulatory
change in the lending limits will be
grandfathered until the current contract
expires. Once the contract expires on
such loans and commitments, funds
advanced will be considered new loans
and must conform with the lending
limit rules. The content of paragraph (c)
of the reproposed regulations requiring
a written plan to bring loans into
conformance is included in paragraph
(c) of § 614.4359 of the final regulations
and does not apply to those loans
“grandfathered” by § 614.4360,

IV. Subpart H—Loan Purchases and
Sales

Section 614.4325(g) of the existing
loan purchases and sales regulations,
addressing exclusions from the lending
limits, has been deleted and the
language of the existing paragraph has
been moved to §614.4357(b)(4),
Computation of obligations.

List of Subjects in 12 CFR Part 614

Agriculture, Banks, banking, Foreign
trade, Reporting and recordkeeping
requirements, Rural areas.

For reasons stated in the preamble,
part 614 of chapter VI, title 12 of the
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Code of Federal Regulations is amended
as follows:

PART 614—LOAN POLICIES AND
OPERATIONS

1. The authority citation for part 614
continues to read as follows:

Authority: Secs. 1.3, 1.5, 1.6, 1.7, 1.9, 1.10,
2.0,2.2,2.3, 2.4, 2.10, 2,12, 2.13, 2.15, 3.0,
3.1, 3.3, 3.7, 3.8, 3.10, 3.20, 3.28, 4.12, 4.12A,
4.13, 4.13B, 4.14, 4.14A, 4.14C, 4.14D, 4.14E,
4.18, 4.19, 4.36, 4.37,5.9, 5.10,5.17, 7.0, 7.2,
7.6,7.7,7.8,7.12,7.13, 8.0, 8.5 of the Farm
Credit Act; 12 U.S.C. 2011, 2013, 2014, 2015,
2017, 2018, 2071, 2073, 2074, 2075, 2091,
2093, 2094, 2096, 2121, 2122, 2124, 2128,
2129, 2131, 2141, 2149, 2183, 2184, 2199,
2201, 2202, 2202a, 2202c, 2202d, 22028,
2206, 2207, 2219a, 2219b, 2243, 2244, 2252,
2279a, 2279a-2, 2279b, 2279b-1, 2279b-2,
2279f, 2279f-1, 2279aa, 2279aa-5; sec. 413 of
Pub. L. 100-233, 101 Stat. 1568, 1639.

Subpart H—Loan Purchases and Sales

§614.4325 [Amended]

2. Section 614.4325 is amended by
removing paragraph (g) and
redesignating existing paragraph (h) as
new paragraph (g).

3. Subpart J is revised to read as
follows:

Subpart J—Lending Limits

Sec.

614.4350 Definitions.

614.4351 Computation of lending limit
base,

614.4352 Farm Credit Banks and
agricultural credit banks.

614.4353 Direct lender associations.

614.4354 Federal land bank associations.

614.4355 Banks for cooperatives.

614.4356 Banks for cooperatives look-
through notes.

614.4357 Computation of obligations.

614.4358 Attribution rules.

614.4359 Lending limit violations.

614.4360 Transition.

Subpart J—Lending Limits

§614.4350 Definitions. >

For purposes of this subpart, the
following definitions shall apply:

(a) Borrower means an individual,
partnership, joint venture, trust,
corporation, or other business entity
(except a Farm Credit System
association or other financing
institution, as defined in § 614.4540 of
this part) to which an institution has
made a loan or a commitment to make
a loan either directly or indirectly.

(b) Commitment means a legally
binding obligation to extend credit,
enter into lease financing, purchase or
participate in loans or leases, or pay the
obligation of another, which becomes
effective at the time such commitment
1s made.

(c) Loan means any extension of, or
commitment to extend, credit
authorized under the Act whether it
results from direct negotiations between
a lender and a borrower or is purchased
from or discounted for another lender,
including participation interests. The
term “loan” includes loans outstanding,
obligated but undisbursed
commitments, contracts of sale, notes
receivable, other similar obligations,
guarantees, and lease financing. An
institution “makes a loan" when it
enters into a commitment to lend,
advances new funds, substitutes a
different borrower for a borrower who is
released, or where any other person's
liability is added to the outstanding loan
or commitment.

(d) Primary liability means an
obligation to repay that is not
conditioned upon an unsuccessful prior
demand on another party.

(e) Secondary liability means an
obligation to repay that only arises after
an unsuccessful demand on another

party.

§614.4351 Computation of lending limit
base.

(a) Lending limit base. An
institution’s lending limit base is
comprised of the permanent capital of
the institution, as defined in
§ 615.5201(h) of this chapter, with the
adjustments provided for in
§615.5210(d)(1), (d)(2) and (d)(4) of this
chapter, and paragraphs (a)(1) and (a)(2)
of this section.

(1) Where one institution invests in
another institution in order to capitalize
a participation interest, the amount of
investment in the purchasing institution
that is owned by the originating
institution shall be deducted from the
purchasing institution’s capital.

(2) Stock protected under section 4.9A
of the Act may be included in
permanent capital until January 1, 1998,

(b) Timing of calculation. The lending
limit base will be calculated on a
monthly basis as of the preceding month
end.

§614.4352 Farm Credit Banks and
agricultural credit banks.

(a) Farm Credit Banks, No Farm
Credit Bank may make or discount a
loan to a borrower, if the consolidated
amount of all loans outstanding and
undisbursed commitments to that
borrower exceed 25 percent of the
bank’s lending limit base.

(b) Agricultural credit banks. (1) No
agricultural credit bank may make or
discount a loan to a borrower under the
authority of title I of the Act, if the
consolidated amount of all loans
outstanding and undisbursed

commitments to that borrower exceeds
25 percent of the bank’s lending limit
base.

(2) No agricultural credit bank may
make or discount a loan to a borrower
under the authority of title III of the Act,
if the consolidated amount of all loans
outstanding and undisbursed
commitments to that borrower exceeds
the lending limits prescribed in
§ 614.4355 of this subpart.

§614.4353 Direct lender associations.

No association may make a loan to a
borrower, if the consolidated amount of
all loans outstanding and undisbursed
commitments to that borrower exceeds
25 percent of the association’s lending
limit base.

§614.4354 Federal land bank assoclations.

No Federal land bank association may
assume endorsement liability on any
loan if the total amount of the
association’s endorsement liability on
loans outstanding and undisbursed
commitments to that borrower would
exceed 25 percent of the association's
lending limit base.

§614.4355 Banks for cooperatives.

No bank for cooperatives may make a
loan if the consolidated amount of all
loans outstanding and undisbursed
commitments to that borrower exceeds
the following percentages of the lending
limit base of the bank:

(a) Basic lending limit. (1) Term loans
to eligible cooperatives: 25 percent.

(2) Term loans to foreign and
domestic parties: 10 percent.

(3) Lease loans qualifying under
§ 614.4020(a)(3) and applying to the
lessee: 25 percent.

(4) Standby letters of credit qualifying
under § 614.4810: 35 percent.

(5) Guarantees qualifying under
§ 614.4800: 35 percent.

(6) Seasonal loans exclusive of
seasonal loans qualifying under
§614.4231: 35 percent,

(7) Foreign trade receivables
qualifying under § 614.4700: 50 percent.

(8) Bankers' acceptances held
qualifying under § 614.4710 and
seasonal loans qualifying under
§614.4231: 50 percent.

(9) Export and import letters of credit
qualifying under § 614.4321: 50 percent.

(b) Total lending limit. (1) The sum of
term and seasonal loans exclusive of
seasonal loans qualifying under
§614.4231: 35 percent.

(2) The sum of paragraphs (a)(1)
through (a)(9) of this section: 50 percent.

§614.4356 Banks for cooperatives look-
through notes.

Where a bank for cooperatives makes
a loan to an eligible borrower that is
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secured by notes of individuals or
business entities, the basic lending
limits provided in § 614.4355 may be
applied to each original notemaker
rather than to the loan to the eligible
borrower, if:

(a) Each note is current and carries a
full recourse endorsement or
unconditional guarantee by the
borrower;

(b) The bank determines the financial
condition, repayment capacity, and
other credit factors of the loan to the
original maker reasonably justify the
credit ted by the endorser; and

(c) The loans are fully supported by
documented loan files, whicgoinclude.
at a minimum:

(1) A credit report supporting the
bank's finding that the financial
condition, repayment capacity, and
other factors of the maker of the notes
being pledged justify the credit
extended by the bank and/or endorser;

(2) A certification by a bank officer
designated for that purpose by the loan
or executive committee that the
financial responsibility of the original
notemaker has been evaluated by the
loan committee and the bank is relying
primarily on each such maker for the
payment of the obligation; and

3) Other credit information normally
required of a borrower when making
and administering a loan.

§614.4357 Computation of obligations.
. (8) Inclusions. The computation of
total loans to each borrower for the
purpose of computing their lending
limit shall include:

(1) The total unpaid principal of all
loans and the total amount o
undisbursed commitments except as
excluded by paragraph (b) of this
section. This amount shall include loans
that have been charged off on the books
of the institution in whole or in part but
have not been collected, except to the
extent that such amounts are not legally
collectible;

(2) Purchased interests in loans,
including participation interests, to the
extent of the amount of the purchased
interest, including any undisbursed
commitment;

(3) Loans attributed to a borrower in
accordance with § 614.4358.

(b) Exclusions. The following loans
when adequately documented in the
loan file, may be excluded from loans to
a borrower subject to the lending limit:

(1) Any loan or portion of a loan that
carries a full faith and credit
performance guaranty or surety of any
department, agency, bureau, board,
commission, or establishment of the
United States government, provided
there is no evidence to suggest that the

guaranty has become unenforceable and
the institution can demonstrate that it is
in compliance with the terms and
conditions of the guaranty.

(2) Any loan or portion of a loan
guaranteed by a Farm Credit System
institution, pursuant to the provisions of
§ 614.4345 on guaranty agreements, This
exclusion does not apply to the
institution providing the guaranty.

(3) Any loan or portion of a loan that
is secured by bonds, notes, certificates
of indebtedness, or Treasury bills of the
United States or by other obligations
guaranteed as to principal and interest
by the United States government,
provided the loans are fully secured by
the current market value of such
obligations. If the market value of the
collateral declines to below the balance
of the loan, and the entire loan,
individually, or when combined with
other loans and undisbursed
commitments to or attributed to the
borrower, causes the barrower’s total
indebtedness to exceed the institution’s
lending limit, the institution shall have
5 business days to bring the loan into
conformance before it shall be deemed
to be in violation of the lending limit.

(4) Interests in loans sold, including
participation interests, when the sale
agreement meets the following
requirements:

i) The interest sold must be an
undivided interest in the principal
amount of the loan and in the collateral
securing the loan; and

(ii) The interest must be sold without
recourse; and

(iii) The agreement under which the
interest is sold must provide for the
sharing of all payments of principal,
collection expenses, collateral proceeds,
and risk of loss on a pro rata basis
according to the percentage interest in
the principal amount of the loan.
Agreements that provide for the pro rata
sharing to commence at the time of
default or similar event, as defined in
the agreement under which the interest
is sold, shall be considered to be pro
rata agreements, notwithstanding the
fact that advances are made and
payments are distributed on a basis
other than pro rata prior to that time.

(5) Loans sold in their entirety to a
pooler certified by the Federal
Agricultural Mortgage Corporation, if an
interest in a pool of subordinated
participation interests is purchased to
satisfy the requirements of title VIII of
the Act.

§614.4358 Attribution rules.

(a) For the purpose of applying the
lending limit to the indebtedness of a
borrower, loans to a related borrower
shall be combined with loans

outstanding to the borrower and
attributed to the borrower when any one
of the following three conditions exist:

(1) Liability. (i) The borrower has
primary or secondary liability on a loan
made to the related borrower, The
amount of such loan attributable to the
borrower is limited to the amount of the
borrower’s liability.

(ii) This section does not require
attribution of a guarantee taken out of an
abundancs of caution. To qualify for the
abundancs of caution exception to the
requirements of this subpart, the
institution must document in the loan
file that the loan, when evaluated on the
credit factors set forth in § 614.4160 of
this part without considering the
guarantee, would support the credit
decision under the same basic terms and
conditions,

(iii) For the banks for cooperatives
and agricultural credit banks operating
under title IIT authorities of the Act,
look-through notes are exempt from the
lending limit provisions provided they
meet the criteria of § 614.4356.

(2) Financial interdependence. The
operations of a borrower and related
borrower are financially interdependent.
Financial interdependence exists if the
borrower is the primary source of
repayment for a related borrower’s loan,
or if the operations of the borrower and
the related borrower are commingled.

(i) The borrower shall be considered
the primary source of repayment on the
loan to the related borrower if the
borrower is obligated to supply 50
Eercent or more of the related

orrower’s annual gross receipts, and
reliance on the income from one another
is such that, regardless of the solvency
and liquidity of the borrower’s
operations, the debt service obligation of
the related borrower could not be met if
income flow from the borrower is
interrupted or terminated. For the
purpose of this paragraph, gross receipts
include, but are not limited to,
revenues, intercompany loans,
dividends and capital contributions.

(ii) The assets or operations of the
borrower and related borrower are
considered to be commingled if they
cannot be separated without materially
impacting the economic survival of the
individual operations and their ability
to repay their loans.

(3) Control. The borrower directly or
indirectly controls the related borrower.
A borrower is deemed to control a
related borrower if either paragraph
(a)(3)(i) or (a)(3)(ii) of this section exist:

(i) The berrower, directly or acting
through one or more other persons,
owns 50 percent or more of the stock of
the related borrower; or
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(ii) The borrower, directly or acting

rough one or more other persons,
owns or has the power to vote 25
percent or more of the voting stock of
la related borrower, and meets at least
one of the following three conditions:

(A) The borrower shares a common
directorate or management with a
related borrower. A common directorate
is deemed to exist when a majority of

e directors, trustees, or other persons
performing similar functions of one
horrower also serves the other borrower
in a like capacity, A common
management is deemed to exist if any
employee of the borrower holds the

position of chief executive officer, chief
operating officer, chief financial officer,
or an equivalent position in the related
borrower’s organization.

(B) The barrower controls in any
manner the election of a majority of
directors of a related borrower.

(C) The borrower exercises or has the
power to exercise a controlling
influence over management of a related
borrower’s operations through the
provisions of management placement or
marketing agrebments, or providing
services such as insurance carrier or
bookkeeping.

TABLE 1

(b) Each institution shall make
provisions for appropriately designating
loans to a related borrower that are
combined with the borrower’s loan and
attributed to the borrower to ensure that
loans to the borrower are within the
lending limits.

(c) Attribution rules table. For the
purposes of applying the lending limit
to the indebtedness of a borrower, loans
to a related borrower shall be combined
with loans outstanding to the borrower
and attributed to the borrower when any
one of three attribution rules are met as
outlined in Table 1.

Criteria per §614.4358

A) Liability
*1o the extent of the borrower’s liability

B) Financial Interdependence

Borrower has primary or secondary liability
Borrower’s liability is taken out of an abundance of caution
Look-through notes (BC only)
Source of Repayment:

(Economic survival of the borrower's oper-
ation will materially impact economic
survival of the related borrowers oper-
ation).

Borrower Is obligated to supply 50 percent or more of related borrower's annual gross
receipts, and reliance on the income from one another is such that the debt service
of the related borrower could not be met if income flow from the borrower is inter-
rupted or terminated.

Commingled Operations:

Assets or operations of the borrowers are commingled and cannot be separated with-
out materially impacting the borrowers' repayment capacity

The borrower owns 50 percent or more of the stock of the related borrower

The borrower owns or has the power to vote 25 percent or more of the voting stock
of a related borrower, and

(1) Shares a common directorate or management with a related borrower, or

(2) Controls the election of a majority of directors of a related borrower, or

(3) Exercises a controlling influence over management of a related borrower’s oper-
ations through the provisions of management placement or marketing agreements,
or providing services such as insurance carrier or bookkeeping

trols the related borrower).

614.4359 Lending limit violations.

(a) Each loan, except loans that are
grandfathered under the provisions of
§ 614.4360, shall be in compliance with

e lending limit on the date the loan is
made, and at all times thereafter. Except

provided for in paragraph (b) of this

ection, loans which are in violation of
he lending limit shall comply with the
provisions of § 615.5090 of this chapter.

(b) Under the following conditions a
oan that violates the lending limit shall
be exempt from the provisions of

615.5090 of this chapter:

(1) A loan in which the total amount
bf principal outstanding and
indisbursed commitments exceed the

ending limit because of a decline in

administrative action, including, but not
limited to, monetary penalties, as a
result of lending limit violations.

§614.4360 Transition.

(a) A loan (not including a
commitment) made or attributed to a
borrower prior to the effective date of
this subpart, which does not comply
with the limits contained in this
subpart, will not be considered a
violation of the lending limits during
the existing contract terms of such
loans. A new loan must conform with
the rules set forth in this subpart. A new
loan includes but is not limited to:

(1) Funds advanced in excess of
existing commitment;

consequence of a merger or the
acquisition of one borrower’s operations
by another borrower. Such a loan may
be extended or renewed, for a period not
to exceed 1 year from the date of such
merger or acquisition, during which
period the institution may advance and/
or readvance funds not to exceed the
greater of:

(i) 110 percent of the advances to the
borrower in the prior calendar year; or

(ii) 110 percent of the average of the
advances to the borrower in the past 3
calendar years.

(c) For all lending limit violations
except those exempted under
§ 614.4359(b)(3), within 90 days of the
identification of the violation, the

y r(rinanent capital after the loan was
ade,
(2) Loans on which funds are
dvanced pursuant to a commitment
hat was within the lending limit at the
ime the commitment was made, even if
he lending limit s:m;mntl declines.
(3) A loan that e the lending
imit as a result of the consolidation of
he debt of two or more borrowers as a

institution must develop a written plan
prescribing the specific actions that will
be taken by the institution to bring the
total amount of loans and commitments
outstanding or attributed to that
borrower within the new lending limit,
axlmd must document the plan in the loan
file.

(d) Nothing in this section limits the
authority of the FCA to take

(2) A different borrower is substituted
for a borrower who is subsequently
released; or

(3) An additional person becomes an
obligor on the loan.

(b) A commitment made prior to the
effective date of these regulations which
exceeds the lending limit may be
funded to the full extent of the legal
commitment. Any advances that exceed
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the lending limit are subject to the
provisions prescribed in § 614.4359.

Subpart M—Loan Approval
Requirements

§614.4470 [Amended]

4. Section 614.4470 is amended by
removing the reference “§ 614.4360(b)"”
and adding in its place “subpart J of this
part” in paragraph (c).

Subpart —Bank for Cooperatives
Financing International Trade

§614.4710 [Amended]

5. Section 614.4710 is amended by
removing the reference “‘§§ 614.4350,
614.4354, and 614.4360" and adding in
its place “subpart J" in the second
sentence of the introductory paragraph;
and by removing the reference
“§614,4354” and adding ““§ 614.4355"
in the introductory paragraph at the
second place it appears ancf in
paragraphs (a)(2), (a)(3), and (b)(1).

Dated: July 20, 1993,

Curtis M. Anderson,

Secretary, Farm Credit Administration Board.
[FR Doc. 93-17917 Filed 7-27-93; 8:45 am]
BILLING CODE 6705-01-P

DEPARTMENT OF TRANSPORTATION
Federal Aviation Adminlistration

14 CFR Part 39

[Docket No. 91-ANE-05; Amendment 39—
8645; AD 93-14-20]

Alrworthiness Directives; Pratt &
Whitney JT9D Series Turbofan Engines

AGENCY: Federal Aviation
Administration, DOT.
ACTION: Final rule.

SUMMARY: This amendment adopts a
new airworthiness directive (AD),
applicable to Pratt & Whitney (PW) JT9D
series turbofan engines, that requires
initial and repetitive borescope
inspections of high pressure turbine
(HPT) stage 2 vane assemblies. This
amendment is prompted by reports of
uncontained engine feilures, These
failures were caused by distressed vanes
inducing high vibratory stress on HPT
stage 2 blades and the lenticular airseal.
The actions specified by this AD are
intended to prevent uncontained HPT
stage 2 blade fractures or lenticular
airseal failures.

DATES: Effective August 27, 1993.

The incorporation by reference of
certain publications listed in the
regulations is approved by the Director
of the Federal Register as of August 27,
1993.

ADDRESSES: The service information
referenced in this AD may be obtained
from Pratt & Whitney, Publications
Department, 400 Main Street, East
Hartford, CT 06108. This information
may be examined at the Federal
Aviation Administration (FAA), New
England Region, Office of the Assistant
Chief Counsel, 12 New England
Executive Park, Burlington, MA; or at
the Office of the Federal Register, 800
North Capitol Street, NW., suite 700,
Washington, DC.

FOR FURTHER INFORMATION CONTACT:
Daniel Kerman, Aerospace Engineer,
Engine Certification Office, FAA, Engine
and Propeller Directorate, 12 New
England Executive Park, Burlington, MA
01803-5299; telephone (617) 238-7130;
fax (617) 238-7199.

SUPPLEMENTARY INFORMATION: A
proposal to amend part 39 of the Federal
Aviation Regulations to include an
airworthiness directive (AD) that is
applicable to Pratt & Whitaey (PW)
JTOD-59A, -70A, -7Q, and -7Q3
turbofan engines, was published in the
Federal Register on January 10, 1992
(57 FR 1126). That action proposed to
require initial and repetitive borescope
inspections for distress of the high
pressure turbine (HPT) stage 2 vane
assemblies in accordance with PW
Service Bulletin (SB) No. 5667, Revision
1, dated September 13, 1989,

Interested persons have been afforded
an opportunity to participate in the
making of this amendment. Due
consideration has been given to the
comments received.

One commenter states that the
proposed rule does not apply to second
stage HPT vane assemblies configured
in accordance with PW SB No. 5829,
Revision 4, dated November 14, 1990,
(5829 vanes), PW SB No. 5895, Revision
2, dated October 16, 1990, (5895 vanes),
or PW SB No. 5837, Revision 1, dated
April 10, 1989 (5837 vanes). The
commenter states that service
experience shows that second stage HPT
vane distress still occurs with the 5829
and 5837 vanes, and recommends that
the AD apply to the 5829 and 5837
vanes as well. The Federal Aviation
Administration (FAA) concurs. FAA
analysis indicates that the service life
and durability of the 5829 and 5837
vanes require the need for repetitive
borescope inspections. The ceramic
coated 5895 vanes, however, show
greater durability with an improvement
in vane metal temperature and vane life.
The manufacturer has issued PW
Service Bulletin No. 5667, Revision 2,
dated June 11, 1992, which includes
5829 and 5837 vanes in the inspection
program. The FAA has therefore

changed the AD to include the 5829 and
5837 vanes, and has increased the
number of engines affected in the
economic analysis accordingly.

The commenter also states that the
AD needs only to address the vane
cluster assembly part numbers as these
numbers are tracked by operators when
HPT modules are built. The FAA
concurs. The manufacturer has issued
PW SB No. 5667, Revision 2, dated June
11, 1992, which lists only the vane
cluster assembly part numbers. The
FAA has changed the AD to reference
this new revision of the SB.

One commenter mentioned that they
had been performing borescope
inspections of the second stage HPT
vane assemblies for the past three years
and that only one engine remains in
service with the older second stage HPT
vane assemblies. The commenter furthe
states that there is no need for an AD
since they are already in compliance
with the requirements. This commenter
requests that the FAA perform an audit
to determine the number of engines that
would be affected by adoption of this
AD. If there are relatively few engines
affected, and the operators of such
engines are already performing
inspections and have plans to shortly
replace those second stage HPT vane
assemblies with newer units, then an
AD should not be issued. The FAA does
not agree. The FAA completed an audit
of the affected PW JT8D fleet. The audit
indicates that approximately 70% of the
world-wide fleet has not incorporated
5895 vanes. This audit confirms the
need to issue the AD. In addition,
operators who have already
incorporated 5895 vanes on their
engines are not required to accomplish
the inspections of this AD.

Two comments state that the AD
should refer to the appropriate aircraft
maintenance manual instead of the PW
maintenance manual (MM). The
comments state that these PW MM's are
written for the use by the airframe
manufacturers, not operators, and the
PW MM's are not readily available to
the operators. The FAA does not agree.
Aircraft MM's are often customized to
meet individual operator’s needs, These
operator specific aircraft MM's may not
receive engineering review by the
Engine and Propeller Directorate or
through a PW Designated Engineering
Representative (DER). When citing a
MM in an engine AD, the FAA
considers imperative Engineering
oversight of that MM by the Directorate,
or the manufacturer’s DER. Therefore,
the AD will continue to reference the
PW MM. The sections of the PW MM
referenced in the AD are available eithe!
through PW or the FAA.
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After careful review of the available
data, including the comments noted
above, the FAA has determined that air
safety and the public interest require the
adoption of the rule with the changes
described previously. The FAA has
revised the estimate of economic impact
to reflect an increase in the number of
engines affected.

There are approximately 602 PW
JT9D-59A, —70A, -7Q, and -7Q3
turbofan engines of the affected design
in the worldwide fleet. The FAA
estimatés that 125 engines on aircraft of
U.S. Registry will be affected by this
AD, that the inspection will be
performed approximately 6 times
annually, the inspections will take
approximately 2 work hours per engine
to accomplish the required actions, and
that the average labor cost would be $55
per work hour. Based on these figures,
the total cost impact of the AD on U.S,
operators is estimated to be $82,500
annually.

The regulations adopted herein will
not have substantial direct effects on the
States, on the relationship between the
national government and the States, or
on the distribution of power and
responsibilities among the various
levels of government, Therefore, in
accordance with Executive Order 12612,
it is determined that this final rule does
not have sufficient federalism
implications to warrant the preparation
of a Federalism Assessment.

For the reasons discussed above, I
certify that this action (1) is not a “major
rule” under Executive Order 12291; (2)
is not a “significant rule” under DOT
Regulatory Policies and Procedures (44
FR 11034, February 26, 1979); and (3)
will not have a significant economic
impact, positive or negative, on a
substantial number of small entities
under the criteria of the Regulatory
Flexibility Act. A final evaluation has
been prepared for this action and it is
contained in the Rules Docket. A copy
of it may be obtained from the Rules
Docket at the location provided under
the caption ADDRESSES.

List of Subjects in 14 CFR Part 39

Air transportation, Aircraft, Aviation
safety, Incorporation by reference,
Safety.

Adoption of the Amendment

Accordingly, pursuant to the
authority delegated to me by the
Administrator, the Federal Aviation
Administration amends 14 CFR part 39
?fﬁhe Federal Aviation Regulations as
ollows:

PART 39—AIRWORTHINESS
DIRECTIVES

1. The authority citation for part 39
continues to read as follows:

Authority: 49 U.S.C. App. 1354(a), 1421
and 1423; 49 U.S.C. 106(g); and 14 CFR
11.89.

§39.13 [Amended]

2. Section 39.13 is amended by
adding the following new airworthiness
directive:

93-14-20 Pratt & Whitney: Amendment 39—
8645. Docket No. 91-ANE-05.
Applicability: Pratt & Whitney (PW) JT9D-

59A, -70A, -7Q, and -7Q3 turbofan engines

installed on, but not limited to Boeing 747,

McDonnell Douglas DC-10, and Airbus A300

aircraft, in which the following high pressure

turbine (HPT) stage 2 vane assemblies,
identified by vane cluster assembly part

numbers, are installed: 743772, 774872,

806272, 807372, 807772, 807072, and

808372.

Compliance: Required as indicated, unless
previously accomplished.

To prevent uncontained HPT stage 2 blade
fractures or lenticular airseal failures,
accomplish the following:

(a) For engines that have not incorporated
the requirements of PW Service Bulletin (SB)
5566, Revision 5, dated August 10, 1990, and
the requirements of PW SB 5428, Revision 3,
dated March 12, 1984, borescope Inspect the
HPT stage 2 vanes in accordance with the
Accomplishment Instructions of PW SB
5667, Revision 2, dated June 11, 1992, and
in accordance with the criteria identified in
the applicable PW Maintenance Manual
(MM) listed in paragraph (c) of this AD, prior
to accumulating 1,000 hours time in service
(TIS) since vane installation, or within the
next 125 hours TIS after the effective date of
this AD, whichever occurs later, and remove
from service, prior to further flight, second
stage turbine vanes exhibiting distress
beyond serviceable limits.

(b) For engines that have incorporated the
requirements of PW SB 5566, Revision 5,
dated August 10, 1990, and PW SB 5428,
Revision 3, dated March 12, 1984, borescope
inspect the HPT stage 2 vanes in accordance
with the Accomplishment Instructions of PW
SB 5667, Revision 2, dated June 11, 1992,
and in accordance with the criteria identified
in the applicable PW MM listed in paragraph
(c) of this AD, prior to accumulating 2,000
hours total part TIS since new on the entire
set of vanes, or within 1,000 hours TIS since
vane installation, or within the next 125
hours TIS after the effective date of this AD,
whichever occurs later, and remove from
service, prior to further flight, second stage
turbine vanes exhibiting distress beyond
serviceable limits,

(c) Thereafter, inspect the HPT stage 2
vanes in accordance with the criteria
identified in the following PW MMs, and
remove from service, prior to further flight,
HPT stage 2 vanes exhibiting distress beyond
serviceable limits.

MM
s
vision date

783777/De-
cember
25, 1989.

783778/April
25, 1990.

783779/
Septem-
ber 15,
1989.

Engine mod-
ois

JT8D-7Q/7Q3

JTSD-58A/-
70A
JT9D-59A

(d) An alternative method of compliance or
adjustment of the compliance time that
provides an acceptable level of safety may be
used if approved by the Manager, Engine
Certification Office. The request should be
forwarded through an appropriate FAA
Principal Maintenance Inspector, who may
add comments and then send it to the
Manager, Engine Certification Office.

Note: Information concerning the existence
of approved alternative methods of
compliance with this airworthiness directive,
if any, may be obtained from Engine
Certification Office.

(e) Special flight permits may be issued in
accordance with FAR 21,197 and 21.199 to
operate the airplane to a location where the
requirements of this AD can be
accomplished,

(f) The inspections shall be done in
accordance with the following service
document:

Document

oy Pages Issue

PW SB No. 1-6 | Revision
5667. 2.
Total
pages:
6.

This incorporation by reference was
approved by the Director of the Federal
Register in accordance with 5 U.S.C. 552(a)
and 1 CFR part 51. Copies may be obtained
from Pratt & Whitney, Publications
Department, 400 Main Street, East Hartford,
CT 06108, Copies may be inspected at the
FAA, New England Region, Office of the
Assistant Chief Counsel, 12 New England
Executive Park, Burlington, MA; or at the
Office of the Federal Register, 800 North
Capitol Street, NW., suite 700, Washington,
DC.

(g) This amendment becomes effective on
August 27, 1993.

Issued in Burlington, Massachusetts, on
July 19, 1993.
Jack A. Sain,
Manager, Engine and Propeller Directorate,
Aircraft Certification Service.
[FR Doc. 93-17941 Filed 7-27-93; 8:45 am]

" BILLING CODE 4910-13-P
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14 CFR Part 39

[Docket No. 83-ANE-28; Amendment 39—~
8603; AD 93-10-02]

Alrworthiness Directives; Teledyne
Continental Motors 0-200, 0-300, 10/
TSIO/LTSIO-360, O/10/TSIO-470, 10/
TSIO/ATSIO/GTSIO-520 and 10/TSIO/
TSIOL-550 Serles Reciprocating
Engines

AGENCY: Federal Aviation
Administration, DOT.

ACTION: Final rule, request for
comments,

SUMMARY: This document publishes in
the Federal Register an amendment
adopting Airworthiness Directive (AD)
93-10-02 that was sent previously to all
known U.S. owners and operators of
Teledyne Continental Motors (TCM) O-
200, 0-300, I0/TSIO/LTSIO-360, O/I0/
TSI0—470, IO/TSIO/LTSIO/GTSIO-520
and IO/TSIO/TSIOL~550 series
reciprocating engines by individual
letters. This AD requires inspection of
affected engines to determine for each
cylinder if the valve retainer key is
missing or the roto coil, if applicable, is
mispositioned; and repair or
replacement, if necessary, of those
cylinders. This amendment is prompted
by a report from TCM of an engine
shipped from the factory containing a
cylinder with a valve retainer key
missing. The actions specified by this
AD are intended to prevent an engine
failure due to a missing cylinder valve
retainer key.

DATES: Effective on August 12, 1993, to
all persons except those persons to
whom it was made immediately
effective by priority letter AD 93-10-02,
issued on May 17, 1993, which
contained the requirements of this
amendment.

The incorporation by reference of
certain publications listed in the
regulations is approved by the Director
of the Federal Register as of August 12,
1993, ]

Comments for inclusion in the Rules
Docket must be received on or before
September 27, 1993.

ADDRESSES: Submit comments in
triplicate to the Federal Aviation
Administration (FAA), New England
Region, Office of the Assistant Chief
Counsel, Attention: Rules Docket No.
93-ANE-28, 12 New England Executive
Park, Burlington, MA 01803-5299.

The applicable service information
may be obtained from Teledyne
Continental Motors, P.O. Box 90,
Mobile, AL 36601; telephone (205) 438—
3411 ext. 305, fax (205) 438-3411 ext.
179. This information may be examined

at the FAA, New England Region, Office
of the Assistant Chief Counsel, 12 New
England Executive Park, Burlington,
MA,; or at the Office of the Federal
Register, 800 North Capitol Street, NW.,
suite 700, Washington, DC,

FOR FURTHER INFORMATION CONTACT: Jerry
Robinette, Aerospace Engineer,
Propulsion Branch, Atlanta Aircraft
Certification Office, FAA, Small
Airplane Directorate, 1669 Phoenix

“Parkway, Suite 210C, Atlanta, GA

30349; telephone (404) 991-3810; fax
(404) 991-3606.
SUPPLEMENTARY INFORMATION: On May
17, 1993, the Federal Aviation
Administration (FAA) issued priority
letter AD 93-10-02, applicable to
Teledyne Continental Motors (TCM) O-
200, 0-300, IO/TSIO/LTSIO-360, O/10/
TSI0—470, I0/TSIO/LTSIO/GTSIO-520,
and 10/TSIO/TSIOL~550 series
reciprocating engines listed by serial
number in TCM Mandatory Service
Bulletin (MSB) No. 93-12, dated May
12, 1993, or that contain cylinder
assemblies purchased from TCM
between July 29, 1992, and March 30,
1993. That priority letter AD requires
inspection of affected engines to
determine for each cylinder if the valve
retainer key is missing or the roto coil,
if applicable, is mispositioned; and
repair or replacement, if necessary, of
those cylinders. That action was
prompted by a report from TCM of an
engine shipped from the factory
containing a cylinder with a valve
retainer key missing, There has been
one additional report from an operator
of an engine failure resulting from a
cylinder with a missing valve retainer
key. There were 2,786 engines shipped
from the factory between July 29, 1992,
and March 30, 1993, that may be
missing valve retainer keys, as well as
an unspecified number of individual
cylinder assemblies. On certain engine
maodels, a missing valve retainer key
may be indicated by a mispositioned
roto coil. A missing valve retainer key
on either the intake or exhaust valve
will result in complete engine failure in
a very short timeframe. The FAA has
determined that cylinders that operate
normally for 25 hours time in service
(TIS) after new, rebuild, or overhaul do
not have missing valve retainer keys,
and therefore need not be inspected.
This condition, if not corrected, could
result in an engine failure dueto a
missing cylinder valve retainer key.
The FAA has reviewed and approved
the technicel contents of TCM
Mandatory Service Bulletin No. 93-12,
dated May 12, 1993, that lists affected
engines by serial number and describes
procedures for inspection of cylinders to

determine if the valve retainer key is
missing or the roto cail, if applicable, is
mispositioned.

Since the unsafe condition described
is likely to exist or develop on other
engines of the same type design, the
FAA issued priority letter AD 93-10-02
to prevent an engine failure due to a
missing cylinder valve retainer key. The
AD requires inspection of affected
engines to determine for each cylinder
if the valve retainer key is missing or the
roto coil, if applicable, is mispositioned;
and repair or replacement, if necessary,
of those cylinders. The actions are
required to be accomplished in
accordance with the service bulletin
described previously.

Since it was found that immediate
corrective action was required, notice

.and opportunity for prior public

comment thereon were impracticable
and contrary to the public interest, and
good cause existed to make the AD
effective immediately by individual
letter issued on May 17, 1993, to all
known U.S. owners and operators of
engines. These conditions still exist,
and the AD is hereby published in the
Federal Register as an amendment to
Section 39.13 of part 39 of the Federal
Aviation Regulations (FAR) to makae it
effective to all persons.

Comments Invited

Although this action is in the form of
a final rule that involves requirements
affecting flight safety and, thus, was not
preceded by notice and an opportunity
for public comment, comments are
invited on this rule. Interested persons
are invited to comment on this rule by
submitting such written data, views, or
arguments as they may desire.
Communications should identify the
Rules Docket number and be submitted
in triplicate to the address specified
under the caption “ADDRESSES."” All
communications received on or before
the closing date for comments will be
considered, and this rule may be
amended in light of the comments
received. Factual information that
supports the commenter’s ideas and
suggestions is extremely helpful in
evaluating the effectiveness of the AD
action and determining whether
additional rulemaking action would be
needed.

Comments are specifically invited on
the overall regulatory, economic,
environmental, and energy aspects of
the rule that might suggest a need to
modify the rule. All comments
submitted will be available, both before
and after the closing date for comments,
in the Rules Docket for examination by
interested persons. A report that
summarizes each FAA-public contact
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concerned with the substance of this AD
will be filed in the Rules Docket.

Commenters wishing the FAA to
acknowledge receipt of their comments
submitted in response to this notice
must submit a self-addressed, stamped
postcard on which the following
statement is made: ‘‘Comments to
Docket Number 93-ANE-28." The
postcard will be date stamped and
returned to the commenter.

The regulations adopted herein will
not have substantial direct effects on the
States, on the relationship between the
national government and the States, or
on the distribution of power and
responsibilities among the various
Jevels of government. Therefore, in
accordance with Executive Order 12612,
it is determined that this final rule does
not have sufficient federalism
implications to warrant the preparation
of a Federalism Assessment.

The FAA has determined that this
regulation is an emergency regulation
and that it is not considered to be major
under Executive Order 12291. It is
impracticable for the agency to follow
the procedures of Order 12291 with
respect to this rule since the rule must
be issued immediately to correct an
unsafe condition in aircraft. It has been
determined further that this action
involves an emergency regulation under
DOT Regulatory Policies and Procedures
(44 FR 11034, February 26, 1979). If it
is determined that this emergency
regulation otherwise would be
significant under DOT Regulatory
Policies and Procedures, a final
regulatory evaluation will be prepared
and placed in the Rules Docket. A copy
of it, if filed, may be obtained from the
Rules Docket at the location provided
under the caption ‘ADDRESSES."

List of Subjects in 14 CFR Part 39

Air transportation, Aircraft, Aviation
safety, Incorporation by reference,
Safety.

' Adoption of the Amendment

Accordingly, pursuant to the
authority delegated to me by the
Administrator, the Federal Aviation
Administration amends 14 CFR part 39
of the Federal Aviation Regulations as
follows:

PART 39—AIRWORTHINESS
DIRECTIVES

1. The authority citation for part 39
continues to read as follows:
Authority: 49 U.S.C. App. 1354(a), 1421

and 1423; 49 U.S.C. 106(g); and 14 CFR
11.89.

§39.13 [Amended)]

2. Section 39.13 is amended by
adding the following new airworthiness
directive:

93-10-02 Teledyne Continental Motors:
Amendment 39-8603. Docket 93-ANE~
28.

Applicability: Teledyne Continental
Motors (TCM) 0-200, 0-300, I0/TSIO/
LTSIO-360, O/I0/TSI0—470, 10/TSIO/
LTSIO/GTSIO-520, and I0/TSIO/TSIOL~550
series reciprocating engines listed by serial
number in TCM Mandatory Service Bulletin
(MSB) No. 93-12, dated May 12, 1993, or that
contain cylinder assemblies purchased from
TCM between July 29, 1992, and March 30,
1993; installed on but not limited to: Aeronca
Models 15AC and S15AC; American
Champion (Bellanca) Models 7ACA and 402;
Beagle Model 206S; Beech Models Debonaire,
Bonanza, and Baron; Bellanca Models 14-19,
14-19-2, 14-19-3, 14-19-3A, 17-30, 17-31,
and 17-31TC; Cessna Models 150, 170, 172,
180, 182, 185, 188, 205, 206, 207, 210, 303,
310, 320, 335, 336, 337, 340, 401, 402, 404,
414, 421, and T41; Aero Commander Models
200, 500, and 685; Champion Models Citabria
and Lancer; Maule Models Bee Dee M—4, M~
4, M—4C, M—4S, M—4T, M—4-210, M—4-210C,
M—4-210S, M—4-210T, and M-5-210C;
Mooney Models 231 and 252; Navion series;
Piper Models Arrow, Seneca, and PA46—
310P; and Taylorcraft Model F-19 aircraft.

Compliance: Required prior to further
flight, unless previously accomplished.

To prevent an engine failure due to a
missing cylinder valve retainer key,
accomplish the following:

(a) For engines that have less than 25 hours
time in service (TIS), or unknown TIS, on the
effective date of the AD since new, rebuild,
or factory overhaul, visually inspect each
cylinder to determine if both valve retainer
keys are in place on each valve, and if the
roto coil, if applicable, is properly
positioned, in accordance with TCM MSB
No. 93-12, dated May 12, 1993.

Note: Certain TCM engine models do not
incorporate roto coils in the valve assembly.

(1) If a valve retainer key is missing, or if
a roto coil, if applicable, is mispositioned,
repair or replace the cylinder, as necessary,
in accordance with the applicable TCM
Overhaul Manual.

(2) If the valve retainer keys are in place,
and the roto coil, if applicable, is correctly
positioned, return engine to service in
acgordance with TCM MSB No. 93-12, dated
May 12, 1993,

(b) For engines with individually installed
new service or chrome plated cylinder
assemblies purchased from TCM between
July 29, 1992, and March 30, 1993, that have
less than 25 hours TIS on the effective date
of this AD since installation of any
cylinder(s), visually inspect each new service
or chrome plated cylinder, and repair or
replace the cylinder, as necessary, in
accordance with paragraph (a) of this AD.

(c) Uninstalled cylinder assemblies
purchased from TCM between July 29, 1992,
and March 30, 1993, must be inspected and
repaired, as necessary, in accordance with
paragraph (a) of this AD prior to installation
on an engine,

(d) For engines that have 25 hours or more
TIS on the effective date of this AD, since
new, rebuild, or factory overhaul, no
inspection is required.

(e) An alternative method of compliance or
adjustment of the compliance time that
provides an acceptable level of safety may be
used if approved by the Manager, Atlanta
Aircraft Certification Office. The request
should be forwarded through an appropriate
FAA Maintenance Inspector, who may add
comments and then send it to the Manager,
Atlanta Aircraft Certification Office.

Note: Information concerning the existence
of approved alternative methods of
compliance with this airworthiness directive,
if any, may be obtained from the Atlanta
Aircraft Certification Office.

(f) The inspections shall be done in
accordance with the following service
bulletin:

Document

0o, Ravision

Pages

TCM MSB
No. 93-12,
Total

pages:
7.

1-7 | Original ...

This incorporation by reference was
approved by the Director of the Federal
Register in accordance with 5 U.S.C. 552(a)
and 1 CFR part 51, Copies may be obtained
from Teledyne Continental Motors, P.O. Box
90, Mobile, AL 36601; telephone (205) 438-
3411 ext. 305, fax (205) 438-3411 ext. 179.
Copies may be inspected at the FAA, New
England Region, Office of the Assistant Chief
Counsel, 12 New England Executive Park,
Burlington, MA; or at the Office of the
Federal Register, 800 North Capitol Street,
NW., suite 700, Washington, DC.

This amendment becomes effective on
August 12, 1993, to all persons except those
persons to whom it was made immediately
effective by priority letter AD 93-10-02,
issued May 17, 1993, which contained the
requirements of this amendment.

Issued in Burlington, Massachusetts, on
June 17, 1993.

Michael H. Borfitz,

Acting Manager, Engine and Propeller
Directorate, Aircraft Certification Service.

[FR Doc. 83-17942 Filed 7-27~93; 8:45 am]
BILLING CODE 4910-13—P

14 CFR Part 97
[Docket No, 27359; Amdt. No. 1555]

Standard Instrument Approach
Procedures; Miscellaneous
Amendments

AGENCY: Federal Aviation
Administration (FAA), DOT.

ACTION: Final rule,

SUMMARY: This amendment establishes,
amends, suspends, or revokes Standard
Instrument Approach Procedures
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(SIAPs) for operations at certain
airports. These regulatory actions are
needed because of the adoption of new
or revised criteria, or because of changes
occurring in the National Airspace
System, such as the commissioning of
new navigational facilities, addition of
new obstacles, or changes in air traffic
requirements. These changes are
designed to provide safe and efficient
use of the navigable airspace and to
promote safe flight operations under
instrument flight rules at the affected
airports.

DATES: Effective: An effective date for
each SIAP is specified in the
amendatory provisions.

Incorporation by reference—approved
by the Director of the Federal Register
on December 31, 1980, and reapproved
as of January 1, 1982,

ADDRESSES: Availability of matters
incorporated by reference in the
amendment is as follows:

For Examination—

1, FAA Rules Docket, FAA
Headquarters Building, 800
Independence Avenue, SW.,
Washington, DC 20591;

2. The FAA Regional Office of the
region in which the affected airport is
located; or

2, The Flight Inspection Field Office
which originated the SIAP.

For Purchase—

Individual SIAP copies may be
obtained from:

1. FAA Public Inquiry Center (APA-
200), FAA Headquarters Building, 800
Independence Avenue, SW.,
Washington, DC 20591; or

2, The FAA Regional Office of the
region in which the affected airport is
located.

By Subscription—

Copies of all SIAPs, mailed once
every 2 weeks, are for sale by the
Superintendent of Documents, U.S.
Government Printing Office,
Washington, DC 20402.

FOR FURTHER INFORMATION CONTACT: Paul
J. Best, Flight Procedures Standards
Branch (AFS—420), Technical Programs
Division, Flight Standards Service,
Federal Aviation Administration, 800
Independence Avenue, SW,,
Washington, DC 20591; telephone (202)
267-8277.

SUPPLEMENTARY INFORMATION: This
amendment to part 97 of the Federal
Aviation Regulations (14 CFR part 87)
establishes, amends, suspends, or
revokes Standard Instrument Approach
Procedures (SIAPs), The complete
regulatory description of each SIAP is

contained in official FAA form
documents which are incorporated by
reference in this amendment under 5
U.S.C. 552(a), 1 CFR part 51, and § 97.20
of the Federal Aviation Regulations
(FAR). The applicable FAA Forms are
identified as FAA Forms 8260-3, 8260—
4, and 8260-5. Materials incorporated
by reference are available for
examination or purchase as stated
above.

The large number of SIAPs, their
complex nature, and the need fora
special format make their verbatim
publication in the Federal Register
expensive and impractical. Further,
airmen do not use the regulatory text of
the SIAPs, but refer to their graphic
degictjon on charts printed by
publishers of aeronautical materials.
Thus, the advantages of incorporation
by reference are realized and
publication of the complete description
of each SIAP containe(f in FAA form
documents is unnecessary. The
provisions of this amendment state the
affected CFR (and FAR) sections, with
the types and effective dates of the
SIAPs. This amendment also identifies
the airport, its location, the procedure
identification and the amendment
number.

This amendment to part 97 is effective
upon publication of each separate SIAP
as contained in the transmittal. Some
SIAP amendments may have been
previously issued by the FAA in a
National Flight Data Center (FDC)
Notice to Airmen (NOTAM) as an
emergency action of immediate flight
safety relating directly to published
aeronautical charts. The circumstances
which created the need for some SIAP
amendments may require making them
effective in less than 30 days. For the
remaining SIAPs, an effective date at
least 30 days after publication is
provided.

Further, the SIAPs contained in this
amendment are based on the criteria
contained in the U.S. Standard for
Terminal Instrument Approach
Procedures (TERPs). In developing these
SIAPs, the TERPS criteria were applied
to the conditions existing or anticipated
at the affected airports. Because of the
close and immediate relationship
between these SIAPs and safety in air
commerce, I find that notice and public
procedure before adopting these SIAPs
are unnecessary, impracticable, and
contrary to the public interest and,
whers applicable, that good cause exists
for making some SIAPs effective in less
than 30 days.

The FAA has determined that this
regulation only involves an established
body of technical regulations for which
frequent and routine amendments are

necessary to keep them operationally
current. It, therefore—(1) Is not a “major
rule’” under Executive Order 12291, (2)
is not a “significant rule” under DOT
Regulatory Policies and Procedures (44
FR 11034; February 26, 1979); and (3)
does not warrant preparation of a
regulatory evaluation as the anticipated
impact is so minimal. For the same
reason, the FAA certifies that this
amendment will not have a significant
economic impact on a substantial
number of small entities under the
criteria of the Regulatory Flexibility Act.

List of Subjects in 14 CFR Part 97

Air traffic control, Airports,
Incorporation by reference, Navigation
(Air), Standard instrument approaches,
Weather.

Issued in Washington, DC on July 16, 1993.

Thomas C. Accaridi,
Director, Flight Standards Service.

Adoption of the Amendment

Accordingly, pursuant to the
authority delegated to me, part 97 of the
Federal Aviation Regulations (14 CFR
part 97) is amended by establishing,
amending, suspending, or revoking
Standard Instrument Approach
Procedures, effective at 0901 UTC on
the dates specified, as follows:  *

PART 97—STANDARD INSTRUMENT
APPROACH PROCEDURES

1. The authority citation for part 97
continues to read as follows:

Authority: 49 U.S.C. App. 1348, 1354(a),
1421 and 1510; 49 U.S.C. 106(g) (Revised
Pub, L. 97-449, January 12, 1983); and 14
CFR 11.49(b)(2).

2. Part 97 is amended to read as
follows:

By amending: § 97.23 VOR, VOR/
DME. VOR or TACAN, and VOR/DME
or TACAN; § 97.25 LOC, LOC/DME,
LDA, LDA/DME, SDF, SDF/DME;
§97.27 NDB, NDB/DME; § 97.29 ILS,
ILS/DME, ISMLS, MLS, MLS/DME,
MLS/RNAYV; § 97.31 RADAR SIAPs;
§97.33 RNAV SIAPs; and §97.35
COPTER SIAPs, identified as follows:

* * * Effective September 16, 1993

Dodge City, KS, Dodge City Regional, VOR
RWY 14, Amdt. 17

Dodge City, KS, Dodge City Regional, ILS
RWY 14, Amdt. 1

Tangier, VA, Tangier Island, VOR/DME RWY
2, Orig.

Tangier, VA, Tangier Island, VOR/DME RWY
2, Amdt. 6, Cancelled

* * * Effective August 19, 1993

Goodland, KS, Renner Field (Goodland
Muni), RNAV RWY 12, Amdt, 4, Cancelled

Santa Fe, NM, Santa Fe County Muni, VOR
RWY 33, Amdt. 7
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Santa Fe NM, Santa Fe County Muni, VOR/
DME-A, Orig.

Santa Fe, NM, Santa Fe County Muni, NDB
RWY 2, Amdt. 3

Santa Fe, NW, Santa Fe County Muni, ILS
RWY 2, Amdt. 3

Dickinson, ND, Dickinson Muni, NDB RWY
32, Orig.

Dickinson, ND, Dickinson Muni, ILS RWY
32, Orig.

Dickinson, ND, Dickinson Muni, ILS/DME
RWY 32, Amdt, 3, Cancelled

East Stroudsburg, PA Birchwood-Pocono
Airpark, VOR/DME RWY 32, Amdt. 3
Cancelled

Gordonsville, VA Gordonsville Muni, VOR-
A, Amdt. 2, Cancelled

+ * * Effective July 6, 1993

Gallatin, TN, Sumner County Regional,
RADAR-1, Amdt. 3

[FR Doc. 93-17971 Filed 7-27-93; 8:45 am]
BILLING CODE 4910-13-M

14 CFR Part 97
[Docket No. 27360; Amdt. No. 1556]
Standard Instrument Approach

Procedures: Miscellaneous
Amendments

AGENCY: Federal Aviation
Administration (FAA), DOT.
ACTION: Final rule.

sumMMARY: This amendment establishes,
amends, suspends, or revokes Standard
Instrument Approach Procedures
(SIAPs) for operations at certain
airports. These regulatory actions are
needed because of changes occurring in
the National Airspace System, such as
the commissioning of new navigational
facilities, addition of new obstacles, or
changes in air traffic requirements.
These changes are designed to provide
safe and efficient use of the navigable
airspace and to promote safe flight
operations under instrument flight rules
at the affected airports,

DATES: Effective: An effective date for
each SIAP is specified in the
amendatory provisions.

Incorporation by reference approved
by the Director of the Federal Register
on December 31, 1980, and reapproved
as of January 1, 1982.

ADDRESSES: Availability of matter
incorporated by reference in the
amendment is as follows:

For Examination—

1. FAA Rules Docket, FAA Headquarters
Building, 800 Independence Avenue
SW., Washington, DC 20591;

2. The FAA Regional Office of the
region in which affected airport is
located; or

3. The Flight Inspection Field Office
which originated the SIAP.

For Purchase—

Individual SIAP copies may be
obtained from:

1. FAA Public Inquiry Center (APA-
200), FAA Headquarters Building, 800
Independence Avenue SW.,
Washington, DC 20591; or

2. The FAA Regional Office of the
region in which the affected airport is
located.

By Subscription—

Copies of all SIAPs, mailed once
every 2 weeks, are for sale by the
Superintendent of Documents, US
Government Printing Office,
Washington, DC 20402.

FOR FURTHER INFORMATION CONTACT:

Paul J. Best, Flight Procedures

Standards Branch (AFS—420), Technical

Programs Division, Flight Standards

Service, Federal Aviation

Administration, 800 Independence

Avenue SW., Washington, DC 20591,

telephone (202) 267-8277.

SUPPLEMENTARY INFORMATION: This

amendment to part 97 of the Federal

Aviation Regulations (14 CFR part 97)

establishes, amends, suspends, or

revokes Standard Instrument Approach

Procedures (SIAPs). The complete

regulatory description on each SIAP is

contained in the appropriate FAA Form

8260 and the National Flight Data

Center (FDC)/Permanent (P) Notices to

Airmen (NOTAM) which are

incorporated by reference in the

amendment under 5 U.S.C. 552(a), 1

CFR part 51, and § 97.20 of the Federal

Aviations Regulations (FAR). Materials

incorporated by reference are available

for examination or purchase as stated
above.

The large number of SIAPs, their
complex nature, and the need for a
special format make their verbatim
publication in the Federal Register
expensive and impractical. Further,
airmen do not use the regulatory text of
the SIAPs, but refer to their graphic
depiction of charts printed by
publishers of aeronautical materials.
Thus, the advantages of incorporation
by reference and realized and
publication of the complete description
of each SIAP contained in FAA form
documents is unnecessary. The
provisions of this amendment state the
affected CFR (and FAR) sections, with
the types and effective dates of the
SIAPs. This amendment also identifies
the airport, its location, the procedure
identification and the amendment
number.

The Rule

This amendment to part 97 of the
Federal Aviation Regulations (14 CFR

part 97) establishes, amends, suspends,
or revokes SIAPs. For safety and
timeliness of change considerations, this
amendment incorporates only specific
changes contained in the content of the
following FDC/P NOTAM for each
SIAP. The SIAP information in some
previously designated FDC/Temporary
(FDC/T) NOTAMs is of such duration as
to be permanent. With conversion to
FDC/P NOTAMs, the respective FDC/T
NOTAM have been cancelled. The FDC/
P NOTAMs for the SIAPS contained in
this amendment are based on the
criteria contained in the U.S. Standard
for Terminal Instrument Approach -
Procedures (TERPs). In developing these
chart changes to SIAPs by FDC/P
NOTAMSs, the TERPs criteria were
applied to only these specific conditions
existing at the affected airports.

This amendment to part 97 contains
separate SIAPs which have compliance
dates stated as effective dates based on
related changes in the National Airspace
System or the application of new or
revised criteria. All SIAP amendments
in this rule have been previously issued
by the FAA in a National Flight Data
Center (FDC) Notice Airmen (NOTAM)
as an emergency action of immediate
flight safety relating directly to
published aeronautical charts. The
circumstances which created the need
for all these SIAP amendments requires
making them effective in less than 30

days.

gurther, the SIAPs contained in this
amendment are based on the criteria
contained in the US Standard for
Terminal Instrument Approach
Procedures (TERPs). Because of the
close and immediate relationship
between these SIAPs and safety in air
commercs, I find that notice and public
procedure before adopting these SIAPs
are unnecessary, impracticable, and
contrary to the public interest and,
where applicable, that good cause exists
for making these SIAPs effective in less
than 30 days

Conclusion

The FAA has determined that this
regulation only involves an established
body of technical regulations for which
frequent and routine amendments are
necessary to keep them operationally
current. It, therefore—(1) is not a “'major
rule” under Executive Order 12291; is
not a “significant rule” under DOT
Regulatory Policies and Procedures (44
FR 11034; February 26, 1979); and (3)
does not warrant preparation of a
regulatory evaluation as the anticipated
impact is so minimal. For the same
reason, the FAA certifies that this
amendment will not have a significant
economic impact on a substantial
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nuraber of small entities under the

criteria of the Regulatory Flexibility Act.

List of Subjects in 14 CFR Part 97

Approaches, Standard instrument,
Incorporation by reference.

Issued in Washington, DC on July 16, 1993.

Thomas C. Accardi,
Director, Flight Standards Service.

Adoption of the Amendment

Accordingly, pursuant to the
authority delegated to me, Part 97 of the

Federal Aviation Regulations (14 CFR
Part 97) is amended by establishing,
amending, suspending, or revoking
Standard Instrument Approach
Procedures, effective at 0901 UTC on
the dates specified, as follows:

PART 97—STANDARD INSTRUMENT
APPROACH PROCEDURES

1. The authority citation for part 97
continues to read as follows:

Autherity: 49 U.S.C. App. 1348, 1354(a),

1421 and 1510; 49 U.S.C. 106(g) (revised Pub.

NFDC TRANSMITTAL LETTER ~

L. 97-449, January 12, 1983); and 14 CFR
11.49(b)(2).

2. Part 97 is amended to read as
follows:

By amending: § 97.23 VOR, VOR/
DME, VOR, or TACAN, and VOR/DME
or TACAN; §97.25 LOC, LOC/DME,
LDA, LDA/DME, SDF, SDF/DME;
§97.27 NDB, NDB/DME; § 97.29 ILS,
ILS/DME, ISMLS, MLS, MLS/DME,
MLS/RNAV; § 97.31 RADAR SIAPs;
§97.33 RNAV SIAPs; and §87.35
COPTER SIAPs, identified as follows:

SIAP

SC
SC
SC
NH

06/29/93 | NH

Pease Intemational/Tradeport ....
Skyhaven

07/02/93 | FL
07/02/93

Craig Muni
The William B. Hartsfield Atlanta

07/02/93

intl.
The William B. Hartsfield Atlanta

GA
GA
GA

07/02/93

07/02/93
07/02/93

GA
GA

07/02/93
07/02/93
07/02/93
07/02/93

GA

07/02/93

Henry Tift Myers

GA
GA
GA
07/02/93 | MO

Spirit of St. Louis

07/13/93 | IA

NDB RWY 35 AMDT 2...

ILS RWY 21 AMDT 12..THIS
CORRECTS NOTAM IN PRE-
VIOUS TL.

ILS RWY 6 AMDT 6...

ILS RWY 17 AMDT 4...

ILS RWY 36R AMDT BA...

NDB RWY 17 AMDT 4...

VOR RWY 17 AMDT 10...

ILS RWY 28L AMDT 19A...
VOR/DME RWY 13 AMDT 2...

RNAV RWY 3 AMDT 4...

RNAV RWY 21 AMDT 4...

VOR/DME-A AMDT 9A...

VOR OR TACAN RWY 16 AMDT
1

VOR/DME-A ORIG...
ILS RWY 32 AMDT 2...
ILS RWY 08L AMDT 1...

ILS RWY 27R AMDT 2...

RNAV RWY 25 AMDT 6A...
ILS RWY 7 AMDT 7A...
NDB RWY 7 AMDT 9A...
RNAV RWY 7 AMODT 6A...
BOR/DME-B AMDT 6A...
ILS RWY 31 AMDT 1...

ILS RWY 9 AMDT 25...

ILS RWY 33 ORIG...

ILS RWY B8R AMDT 12B...
iLS AWY 31 AMDT 24A...

/2958
3/3761

[FR Doc. 93-17972 Filed 7-27-93; 8:45 am]
BILLING CODE 4910-13-M

CONSUMER PRODUCT SAFETY
COMMISSION

16 CFR Parts 1500 and 1505

Exemption of Video Games From
Requirements for Electrically Operated
Toys or Other Electrically Operated
Articles Intended for Uge by Children

AGENCY: Consumer Product Safety
Commission.

ACTION: Final rule.

SUMMARY: The Commission exempts
video games from its safety regulations
for electrically-operated toys and other
electrically-operated articles intended
for use by children. Video games are
exempted because application of the
regulations to video games would be
unlikely to reduce future injuries to
children. Further, compliance with the
regulations would cause testing,
recordkeeping, and labeling costs,
EFFECTIVE DATE: This change is effective
August 27, 1993,

FOR FURTHER INFORMATION CONTACT:
Frank Krivda, Division of Regulatory

Management, Office of Compliance and
Enforcement, Consumer Product Safety
Commission, Washington, D.C. 20207;
telephone (301) 504-0400.

SUPPLEMENTARY INFORMATION:
I. Background
A. Electrically-Operated Toys

The Consumer Product Safety
Commission {“Commission’ or “CPSC")
administers the Federal Hazardous
Substances Act (“FHSA™), 15 U.S.C.
1261-1277. Before the Commission was
created, the FHSA was administered by
the Food and Drug Administration
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(“FDA"). In 1972, the FDA proposed
safety re§ulations under the FHSA for
glectrically-operated toys and other
electrically-operated articles intended
for use by children. In 1973, the FDA
issued these regulations, and the
Commission later republished them in
the Code of Federal Regulations at 16
CFR 1500.18(b)(1) and part 1505. 38 FR
6138 (March 7, 1973) and 38 FR 27032
(Sept. 27, 1973).

e engulatiomzlfm' electrically-
operated toys apply to “any toy, game,
ox?othar article designed, ]gbelzd§
advertised, or otherwise intended for
use by children which is intended to be
powered by electrical current from
nominal 120 volt (110-125 V.) branch
circuits.” 16 CFR 1505.1(a)(1). 'I‘heg do
not apply to components powered by
circuits of 30 volts rms (42.4 volts peak)
or less, or to articles designed primarily
for use by adults that may be used
incidentally by children. Id.

The Commission’s regulations for
electrically-operated toys contain
requirements for labeling,
manufacturing, electrica? design and
construction, performance, and
maximum acceptable temperatures for
surfaces and materials, If any toy or
other children’s article fails to meet a
regulatory requirement, it is a “‘banned
hazardous substance” under the FHSA.
15 U.S.C. 1261(q)(1)(A).

B. Application to Videa Games of the
Regulations for Electrically-Operated
Toys

In 1972, the Electronic Industries
Association’s Consumer Electronics
Group (“EIA/CEG") asked FDA for an
interpretation of the proposed
regulations for electrically-operated toys
as they applied to consumer electronic
equipment (February 17, 1972, letter
from ]. Edward Day, Esq.). FDA’s
Deputy Commissioner responded that I
should like to assure you that the
proposal . . .is not intended to apply
to television and radio receivers,
phonographs, tape equipment, and
audio components' (March 2, 1972,
letter from FDA Deputy Commissioner
James D. Grant). However, FDA
indicated that the rule would apply to
record players intended specifically for
use by small children, Id.

Since the early 1870’s, a wide variety
of video games have been marketed. In
1982, the Commission’s compliance
staff decided that the regulations for
electrically-operated toys applied to
video games and informed certain video
game manufacturers of this
determination, The EIA/CEG and some
manufacturers disagreed with that
decision, and the industry made plans
to petition the Commission for an

exemption from the regulations. The
compliance staff decided informally not
to enforce the regulations against video
games while such a petition was under -
consideration.

C. EIA/CEG Petition for an Exemption
for Video Games

On December 21, 1983, EIA/CEG
submitted its petition (docketed by the
Commission as petition HP 84-1). The
petition made the following points:

1. Most video games are designed for
teenagers and adults.

2. Application of the regulations for
electrically-operated toys to video
games raises insurmountable
definitional problems.

3. Video game safety is already
assured.

4, The regulations burden
manufacturers with recordkeeping,
testing, and labeling requirements.

5. Commission policy would be
served by excluding video games from
the regulations.

Despite its request for an exemption,
the EIA/CEG did not concede that video
games actually fall within the scope of
the regulations. The petition asserted
that the regulations were never intended
to cover electronic video games because
(a) such games do not fall within the
traditional scope of the regulations and
(b) they are like televisions and other
home entertainment devices that FDA
had indicated were nat subject to the
regulations for electrically-operated
toys.

D. Commission Action on the Petition

For reasons discussed below, the
Commission preliminarily found that
many video games fall within the
FHSA's definition of toys and other
articles intended for use by children, as
well as within the scope of the
Commission's regulations for
electrically-operated toys, 15 U.S.C.
1261(f)(1)(D); 16 CFR part 1505,
However, the Commission preliminarily
concluded that video games present a
small risk of injury to children, and
application of the regulations to video
games would be unlikely to reduce
future injuries to children. Further,
compliance with the regulations for
electrically-operated toys would involve
testing, recordkeeping, and labeling
costs for manufacturers, Therefore, the
Commission granted petition HP 84-1
and issued proposed changes to the
regulations for electrically-operated toys
that would generically exclude video
games. 57 FR 46349 (October 8, 1992).

IL Interpretation of the Applicability to
Video Games of the Regulations for
Electrically-Operated Toys

Video games as a product group are
difficult to defins, but, for the purposes
of this exemption, the term video games
refers to video game hardware systems,
which consist of games which produce
a dynamic video image and which have
some way to control movement of
portions of the video image. The image
may be produced on a specially
manufactured viewing screen or, by the
use of cables or remote controls, on a
television set. The term includes only
hardware systems (the console, cables,
and controls); nonelectrical software
systems (the video game cartridges) are
not included, although software systems
are required in order to operate the
games.

The Commission concludes that videa
games, as defined above, are products
intended for use by children, as that
term is used in section 2(f)(1)(D) of the
FHSA, and are thus subject to the
electrically-operated toy regulation if
they are powered by current from
nominal 120 volts branch circuits. A
U.S. Court of Appeals held that the
determination of such intent “is vested
in the sound discretion of the
Commission." Forester v. CPSC, 559
F.2d 774 (D.C. Cir. 1977).

The fact that a children’s product is
also used by adults does not mean that
the product is not intended for use by
children under § 2(f)(1)(D). The Forester
case was a challenge to the
Commission’s regulation of bicycles
under the FHSA. Before issuing the
regulation, the Commission had found
that a large percentage of bicycles were
of types that were used by adults,
children, and adolescents, and that
there was no precise way of
distinguishing between the ones
intended exclusively for adults and
those intended for children as well as
adults. 39 FR 26100 (1974). The Court
upheld the bicycle regulation, refusing
to find that the Commission “abused its
discretion or acted contrary to law in
determining that all bicycles except
those excluded from the regulation are
‘intended for use by children."* Forester
at 786.

In a more recent case, a Court
considered FHSA jurisdiction over lawn
darts. First National Bank of Dwight v.
Regent Sports Corp., 803 F.2d 1431 (7th
Cir. 1986). The Court stated that sports
equié)mem intended for the use o
children falls within the statutory
definition.

Under these principles, the
Commission concludes that video
games, as a product class, are intended
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for use by children and fall within the
meaning of the FHSA term ‘“‘toy or other
article intended for use by children.”
Based on such objective factors as
advertising, marketing, and use patterns
for these products, the Commission
concludes that use of video games by
children is reasonably foreseeable and
that video games are therefore intended
for use by children. See U.S. v. Articles
of Banned Hazardous Substances
Consisting of 1030 Gross (More or Less)
of Baby Rattles, 614 F. Supp. 226, 231
(E.D.N.Y. 1985); U.S. v. Focht, 882 F.2d
55 (3rd Cir. 1989).

The Commission also concluded that
most video games are the types of
electrically-operated toys or articles
intended for use by chi{dren that are
within the scope of the regulation since
they are intended to be powered from
nominal 120 volt branch circuits. Video
games that can be powered only by
batteries are not currently subject to the
regulation,

ly video games as described above
are being exempted. However, the
Commission notes that a product is not
covered by the regulation in the first
place unless it is a “toy or other article
intended for use by children” as that
term is used in section 2(f)(1)(D) of the
FHSA, 15 U.S.C. 1261(f)(1)(D). Many
nome computers, for example, are not
specifically adapted for use by children,
and are thus not subject to the
regulation for electrically-operated toys.
For example, a home computer whose
ability to function as a video game is
incidental to other functions it can
perform, which does not contain
features intended to make the computer
especially suitable for children, and
which is not marketed as being
especially advantageous for use by
children may not be considered to be
intended for use by children. In any
event, such home computers would
seem to fall within the intent of FDA's
earlier interpretation that TV sets and
other articles intended for the use of
adults, but that are also used by
children, are not within the scope of the
regulation. The Commission sees no
reason why this earlier interpretation by
FDA should be changed.

111, Effects of Applying the Regulations
for Electrically-Operated Toys to Video
Games

The Commission's Directorate for
Epidemiology has reports of 36
incidents from January 1, 1983, through
December 31, 1992, that may be related
to the electrical aspects of products
subject to this petition. Thirty-three of
these incidents involved fires, Of these
33 fire incidents, 7 reports indicated
that the fire was caused by either the

video game or a television set, 5 reports
cited short circuits, 11 cited the
transformer or the AC adapter, 1 an
overload in the AC circuit, and 2 an
overload of a video computer game. The
remaining seven fire incidents were
categorized as involving video games,
but the specific cause was not reported.
The three remaining non-fire electrical
incidents consisted of two incidents of
electrical shock and one incident of
plug failure.

There were 5 deaths and 10 injuries
associated with the 36 reported
incidents. One of the fire incidents
resulted in four fatalities, but the exact
involvement of the video game as a fire
source was not established in that case.
The other death occurred in a house fire
started when an electrical adapter for a
video game overheated while it was
plugged into an electrical outlet.

Electronic video games are currently
designed and tested to an existing
voluntary standard (UL 961, Hobby and
Sports Equipment). The Commission’s
Engineering Staff compared the
Commission’s regulations for
electrically-operated toys with UL 961
to determine how effective each
standard is in addressing electrical and
thermal hazards associated with video
games.

The Commission concludes that,
despite differences in the requirements
for video games in the CPSC regulation
and the UL standard, there would not be
a significant decrease in the risk of
injury to children if the Commission
enforced its regulation, The staff was
unable to conclude from the 36 reports
of incidents involving video games that
any of these incidents would have been
prevented had the games complied with
all the requirements of the CPSC
regulation for electrically-operated toys
rather than only with the UL standard.
Although the CPSC regulations do
contain more stringent requirements in
some areas, these deal with accessibility
to electrically-live parts, labeling, and
excessive surface temperatures in
normal operation (to protect against
burns, not against fires caused by
failures or defects, which are addressed
by the UL standard). None of the risks
addressed by the CPSC standard but not
the UL standard was found to be
involved in the 36 known incidents,
most of which were reported as fires.

If the regulations for electrically-
operated toys were applied to video
games, industry would incur a number
of costs. These would include testing
each model for compliance, keeping
records of such testing, maintaining the
records for three years, and labeling the
games’ packaging and transformers.

IV, Regulatory Analysis

When issuing requirements under the
FHSA, the Commission is required to
develop a final regulatory analysis
containing a discussion of various
factors, including a description of the
potential benefits and potential costs of
the regulation (including any benefits or
costs that cannot be quantified in
monetary terms), an identification of
those likely to receive the benefits and
bear the costs, and a description of any
reasonable alternatives to the regulation,
together with a summary description of
their potential costs and benefits and
brief explanation why such alternatives
were not chosen. Although these
findings do not apply to rules granting
exemptions from preexisting
requirements, a discussion of these
topics is given below. (See Section VII
below concerning appropriate
rulemaking procedure for exemptions.)

A. Costs and Benefits of the Exemption

Costs. Potential costs of exempting
electronic video games from the current
regulation, if any, will be borne by
purchasing consumers, and their
families, friends, and neighbors. The
potential costs consist of the possibility
that future injuries, deaths, or property
damage will be associated with games
that did not comply with the current
regulation’s requirements and that such
injuries and deaths would have been
prevented if the games had complied
with the regulations, The Commission is
aware of 33 fire incidents that occurred
during the period from January 1, 1983,
to December 31, 1992, that may have
been related to the electrical aspects of
products that will be subject to this
exemption. In most of these cases, the
available information does not permit a
determination of whether a video game
was responsible for the fire. The
Commission's Engineering Sciences
staff concluded that “[a] review of
incidents associated with video games
did not reveal any that would have been
prevented had the games been
manufactured in accordance with the
requirements of the Federal regulation
16 CFR part 1505."” At the end of 1992,
there were an estimated 45-50 million
video games in use. Video games are
found in an estimated 50 percent of U.S.
households. The current market is
dominated by two firms, one of which
accounts for nearly 70 percent of total
sales.

Costs may also be incurred if future
sales of video games included units
which were significantly more
hazardous than those marketed over the
last decade. However, there is no
information to suggest that future
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entrants will market poorer quality
hardware in order to obtain a price
advantage, and the cost of hardware is
not the primary determinant of demand.
The current market leaders reached
their market dominance through the
marketing of popular game cartridges
that are compatible only with their own
hardware, Purchase decisions appear to
be driven by the amount and popularity
of the games’ software, rather by than
the price of the hardware systems.

The Commission’s staff estimates that
the number of “second-generation"’ (8-
bit) video games in use has reached a 40
percent saturation of U.S. Homes. Trade
sources indicate that this segment of the
video game market is not expected to
increase significantly, and these games
are directed most heavily (through
advertising and software content) at
those households with members aged 8-
15. Second-generation systems also see
considerable use outside the target
population. Future increases in
households owning video games are
expected to come from “third-
generation” (16-bit) and “fourth-
generation’ (24-bit) systems, which
currently are primarily targeted at
consumers over 15 years of age. An
estimated 15 percent of U. S.
households had a third-generation
system at the end of 1992.

Based on available epidemiological
and engineering information, the CPSC
staff expects no potential injuries or
deaths to be associated with the
exemption of video games from the
electric-toy regulations. Thus, there will
be no sacietal costs imposed by the
exemption.

Benefits. The exemption will provide
benefits to manufacturers through a
continued avoidance of cost increases
associated with compliance with the
electric-toy regulations. The future
purchasers of these products will also
receive these benefits through the
avoidance of retail price increases
related to compliance. Manufacturers
and retailers will also benefit through
the elimination of uncertainty about
enforcement of existing regulations, and
from clarification of the requirements
applicable to future product
development.

The imposition of the requirements of
16 CFR part 1505 on video games would
add certain costs to their production, As
noted above, current production is
designed and tested to an existing
voluntary standard (UL 961, Hobby and
Sports Equipment), and there are
differences between requirements under
the voluntary UL standard and the
mandatory regulations under 16 CFR
part 1505, For example, the mandatory
regulation requires labels on both

packages and instructional literature,
while the UL standard requires labeling
only on the product itself. (The per-unit
costs of increased labeling, however, are
not likely to be significant.) There are
also differences between the two
standards in construction and
performance requirements.

Trade sources indicate that
compliance with the CPSC electric-toy
regulations could require a significant
retooling of the hardware, and video
game consoles could have to be
significantly changed. For instance, the
plastic console may require
reinforcement in order to meet the CPSC
regulation’s drop test, compression test,
and pressure test requirements. Also,
the existing CPSC regulation does not

~ allow detachable cords, which might

affect the portability of video hardware
systems, Each of these modifications
could entail design and production cost
increases.

Modification of the hardware also
could require modification of the game
cartridges. If this occurred, existing
machines might be incompatible with
future cartridges, resulting in increased
costs to consumers wishing to compile
a library of video games, or in decreased
utility for those who are not in a
Eosition to purchase the modified

ardware and software. Such a situation
may result in a consumer rejection of
the concept of home video games, as
occurred in the early 1980's. This type
of consumer rejection is not similar to
consumers switching to third-generation
systems, which, because of superior
visual quality and graphics, provide a
more desirable product to the consumer.

Industry sources have not indicated
what the expected per-unit price
increase would be if the mandatory
standard were applied to future
production of video games; however,
the total cost to society could be
substantial due to the numbers of units
involved. Over the period 1985-92 (the -
period during which current second-
generation video games have been
marketed), video game hardware sales
averaged about eight million units
annually (including third-generation
video games from 1989-92); an
estimated 15 million units were sold in
1992, at an average retail price of about
$125 each. If any modifications required
by CPSC's current regulation added only
a 1 percent increase at retail, the annual
cost to consumers could be about $10
million (based on average sales).

Hand-held video games are designed
to be usad with batteries. Hand-held
video games that are not sold with AC
adapters are not subject to the
regulations for electrically-operated toys
because they operate on less than 30

volts rms. Some hand-held units,
“howevaer, are sold with adapters that
step down the AC house voltage to the
voltage provided by the batteries. In this
case, the AC adapter and the video
game’s package would be subject ta the
requirements of the electrically-operated
toy regulation because the adapter
operates off 120 volts.

Hand-held units are not included in
the analysis given above because the
Commission’s staff does not know what
percentage of hand-hsld units are
subject to the regulations for
electrically-operated toys because they
are sold with AC adapters. To the extent
such units would need to be changed if
the Commission wers to enforce this
regulation, however, the annual costs to
consumers given above would be
increased. (An estimated five million
hand-held units were sold in 1992, at an
average price of about $90.)

Industry sources indicate that
compliance with the existing electric-
toy regulation would also impose
additional recordkeeping, testing, and
labeling costs on manufacturers. These
sources indicate that compliance with
the existing rule *would impose
substantial burdens on manufacturers."
These costs would likely be passed on
to purchasers in the form of higher

prices.
Another benefit of the exemption,
considered by industry sources to be

most significant, will be the elimination
of market uncertainty involving future
sales of these products. Recent products
have been designed to be in compliance
with the UL standard. If the more
stringent mandatory standards are
ap‘plied (despite the lack of known
safety benefits), the product features
required by such standards might place
limitations on the innovations that can
be designed for these products. The
Commission is unable to determine the
extent to which this consideration will
be a significant benefit of the
exemption. To the extent it is, however,
withholding the exemption could have
an adverse effect on innovation, such as
the recent introduction of third- and
fourth-generation systems.

An effective date as early as 30 days
after publication of the final rule in the
Federal Register will have little or no
effect on the quantifiable costs and
benefits associated with this exemption.
Manufacturers and marketers will be
expected to receive some benefits
associated with removal of market
uncertainty; these benefits will accrue at
the time the industry becomes aware of
the rule, rather than at the effective date.
Thus, the timing of the effective date is
not likely to affect marketers or
consumers of these products,
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B. Alternatives to the Rule

As one alternative to the exemption,
the Commission could have determined
that electronic video games should
comply with the existing electric-toy
regulation. The Commission considered
this option and decided to reject this
alternative because the uncertain level
of benefits accruing through
enforcement may be significantly less
than potential costs associated with this
option.

Another alternative would be for the
Commission to issue a statement of
enforcement policy stating that the
Commission would not enforce the
existing regulation as to video games.
Howsever, such a statement of policy
may not assuage manufacturers’
concerns over continued future action
involving video games. The resulting
uncertainty may lead to market
disruption through postponements in
innovation.

Because electronic video games are
currently designed and tested to existing
voluntary standard UL 961, another
possible alternative to the exemption of
video games from the present
mandatory standard would be to amend
the mandatory standard to be essentially
identical to the current UL standard.
This would not be a feasible or desirable
alternative for two reasons. First, the
Commission is prohibited by statute
from issuing a mandatory standard for a
product when thers is an adequate
applicable voluntary standard for the
product and thers is substantial
compliance with such voluntary
standard. FHSA section 3(i)(2)(A); 15
U.5.C. 1262(i)(2)(A). This appears ta be
the situation with respect to video
games and UL 961. Second, it is quicker
and more feasible to revise a voluntary
standard in response to changes in a
product’s design or use than it is to
revise a mandatory standard.

The Commission determined that the
available feasible alternatives may not
address the concerns of the parties that
petitioned the Commission for an
exemption. Further, potential future
hazards from video games with design
or manufacturing defects may be
addressed through section 15(c) of the
FHSA, 15 U.S.C. 1274(c), without
reliance on the existing regulations for
electrically-operated toys.

V. Environmental Impact

Pursuant to the National
Environmental Policy Act, and in
accordance with Council on
Environmental Quality regulations and
CPSC procedures for environmental
review, the Commission’s staff
performed a preliminary assessment of

the environmental impact associated
with the rule. The assessment addresses
the potential effects of an exemption of
video games from existing regulations
for electrically-operated toys.

The rule is not expected to affect
preexisting packaging, molds, printed
circuit boards, plastic stocks,
production processes, or other materials
of construction now in the hands of
manufacturers. Thus, thers will be no
destruction or discarding of existing
materials. Existing inventories of
finished products, including those at
retail, will not be rendered unusable
through the implementation of the rule.
Further, inventories will not require
retrofit in order to comply with the
exemption.

The requirements of the rule are not
expected to have a significant effect on
the materials used in production or
packaging of video games, or on the
amount or types of materials discarded
after the rule. Therefore, the
Commission finds that no significant
environmental effects will result from
the exemption for video games.

VI. Final Regulatory Flexibility
Analysis

The Regulatory Flexibility Act (RFA,
5 U.S.C. 601-612) requires agencies to
prepare a final regulatory flexibility
analysis whenever a general notice of
proposed rulemaking is required for a
rule. This analysis shall describe the
impact of the rule on small businesses,
small organizations, and small
government jurisdictions. A regulatory
flexibility analysis is not required,
however, where the agency certifies that
the rule is not likely to have a
significant economic impact on a
substantial number of small entities.

Since this exemption merely
formalizes existing industry and
regulatory practices and does not make
substantial changes in the Commission's
enforcement activities, it is not likely to
have a significant impact on small
businesses or other small entities.
Accordingly, the Commission certifies
that this regulation will not have a
significant economic impact on a
substantial number of small entities.

VII. Rulemaking Procedure

The Commission’s regulations for
electrically-operated toys were issued
under the authority of section 2(f)(1)(D)
of the FHSA, 15 U.S.C. 1261(f)(1)(D),
which includes within the definition of
hazardous substance “[alny toy or other
article intended for use by children
which the [Commission] by regulation
determines, in accordance with section
3(e) of [the FHSA, 15 U.S.C. 1262(e)],
presents an electrical, mechanical, or

thermal hazard.” Under section 3(e)(1),
15 U.S.C. 1262(e)(1), the Commission
may use the notice-and-comment
procedures of 5 U.S.C. 553 to determine
that a toy or other article intended for
use by children presents an electrical, .
mechanical, or thermal hazard. The
Commission concludes that the
additional procedures in sections 3(f)-(i)
of the FHSA are intended to apply
where products that previously could be
manufactured are being banned, and not
where, as here, products are being
exempted from existing requirements.
Sections 3(f)-(i) provide for an advance
notice of proposed rulemaking and
detailed findings designed to ensure
that the regulation is necessary to
reduce or eliminate an unreasonable
risk of injury. These types of findings
are inappropriate when an exemption is
being considered; therefore, only the
notice-and-comment procedures of 5
U.S.C. 553 are being used in this
rulemaking.

VIII. Comments on Proposed Rule

Two comments were received on the
proposed rule, and they both supported
the exemption. One commenter, with no
identified affiliation, analyzed the
information in the proposal and
concluded that the costs of requiring
compliance of video games outweigh
the benefits.

The other comment was from EIA. It
reiterated its contention that video
games are not subject to the electrically-
operated-toy regulation in the first
place. This argument is addressed in
Section II of this notice. Otherwise, EIA
agreed with the Commission’s findings
and data supporting the proposal.

IX. Conclusion
List of Subjects

16 CFR Puart 1500

Consumer protection, Hazardous
materials, Hazardous substances,
Imports, Infants and children, Labseling,
Law enforcement, Toys.

16 CFR Part 1505
Consumer protection, Electronic
products, Infants and children, Toys.

For the reasons given above, the
Commission amends title 16 of the Code
of Federal Regulations as follows:

PART 1500—[AMENDED]

1. The authority citation for part 1500
is revised to read as.follows:

Authority: 15 U.S.C. 1261-1277, 2079.
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PART 1505—REQUIREMENTS FOR
ELECTRICALLY OPERATED TOYS OR
OTHER ELECTRICALLY OPERATED
ARTICLES INTENDED FOR USE BY
CHILDREN

1. The authority citation for part 1505
is revised to read as follows:
Authority: 15 U.S.C. 1261-1262, 2079.

§1505.1 [Amended]

2. Section 1505.1()(1) is amended by
removing the word “or” preceding the
word “articles” in the last sentence and
by adding *, or video games" before the
period in the last sentence,

3. Section 1505.1 is amended by
adding @ new paragraph (a)(2) reading as
follows:

§1505.1 Definitions.

8'!'

(2) The term video games means video
game hardware systems, which are
games that both produce a dynamic
video image, either on a viewing screen
that is part of the video game or,
through connecting cables, on a
television set, and have some way to
control the movement of at least some
portion of the video image.

Dated: July 23, 1893.

Sadye E. Dunn,

Secretary, Consumer Product Safety
Commission.

List of Relevant Documents

(Note: This list will not be published in the
Code of Federal Regulations.)

1. 37 FR 1020 (January 21, 1872).

2. 38 FR 6138 (March 7, 1973).

3. Briefing package for the Commission,
"Petition HP 84-1 on Video Games,"” dated
August 22, 1988, with the following
attachments:

TAB A. Letter from Gary J. Shapiro, Staff
Vice President, Government and Legal
Affairs, Consumer Electronics Group,
Electronic Industries Association, re:
“Petition for Exemption or Modification and
Request for Stay of Enforcement Pending
Decision on Petition," dated December 21,
1983 (HP 84-1).

TAB B.

a. Letter from J. Edward Day, Counsel for
Consumer Electronics Group of the
Electronics Industries Association, to James
D. Grant, Deputy Commissioner, Food and
Drug Administration, dated February 17,
1972,

b. Letter from James D. Grant, Deputy
Commissioner, Food and Drug
Administration, to J. Edward Day, dated
March 2, 1872.

TAB C.

a. Memorandum from Carolyn Kennedy,
Directorate for Economic Analysis, to David
W. Thome, Office of Program M ent
and Budget, entitled-"*Video Game Petition,
HP 84-1,” dated June 24, 1988.

b. Memorandum from Carolyn Kennedy,
Directorate for Economic Analysis, to Carl W.

Blechschmidt, Office of

Management and Budget, entitled “Video
Games - Product Identification,” dated
November 21, 1684,

TAB D.

&. Memorandum from Debbie Tinsworth,
Directorate for Epidemiology, to David W.
Thome, Office otP Management and
Budget, entitled “Video Game Petition (HP
84-1)," dated July 11, 1988.

b. Memorandum from William Rowe,
Directorate for Epidemiology, to Carole
Shelton, Office of Program Management and
Budget, entitled “HP 84-1 Video Games: EP]
Review of Incidents,” dated February 25,
1988,

TAB E. Memorandum from John Preston,
Directorate for Engineering Sciences, to
David W. Thome, Office of Program
Management and Budget, entitled ‘Petition
HP 84-1; Electronic Video Games," dated July
1, 1988.

TAB F. Draft proposed ““Statement of
Interpretation and Enforcement Policy on
Video Games."

4, Briefing package for the Commission,
“Proposed Exemption of Video Games,"
dated August 11, 1992, with the following
attachments:

TAB A. Draft Federal Register notice,
“Propased Exemption of Video Games."

TAB B. Memorandum from Audrey E. J.
Corley, EPHA, to Ron L. Medford, EXHR,
entitled “Video Game Exemption,” dated
October 15, 1991.

TAB C.

a. Memorandum from John Preston, ESME,
to David W. Thome, EXPB entitled "Petition
HP 84-1 Electronic Video Games," dated July
1, 1988,

b. Memorandum from John Preston, ESME,
to David W. Thome, FO, entitled “Video
Games, Petition HP 84-1," dated February 18,
1992.

TAB D.

a. Anthony C. Homan and Terrance R.
Karels, Directorate for Economic Analysis,
“Preliminary Regulatory Analyses, Economic
and Environmental Assessments: Proposed
Amendments to the Electrically Operated
Toy Regulation,” October, 1991.

b. Memorandum from Anthony C. Homan,
to Bert G. Simson, EXHR, entitled “Market
Sketch Update,” dated October 186, 1991.

¢. Memorandum from Anthony C. Homan,
EXPA, to Elaine A. Tyrrell, EX-P, entitled

- “Market Sketch Home Video Games," dated

March 10, 1989.
5. Comments on the propesed exemption

).

6. “Briefing Package -- Exemption of Video
Cames,” David W. Thome, EXHR, June 29,
1993, with the following attachments:

TAB A. Draft Federal Register notice.

TAB C. Memorandum from William Rowe,
EPHA to David Thome, FO, “Video Games
Incident and Injury Data,” May 19, 1993.

TAB D. a. Memorandum from John
Preston, ESMT, to David W. Thome, FO,
“Video Games Petition, HP 84-1," June 2,
1993. b, Memorandum from John Preston,
ESME, to David W. Thome, EXPB, “Petition
HP 84-1 — Electronic Video Games,"" dated
July 1, 1988.

TAB E. a. Memorandum from Anthony C.
Homan, ECPA, to David W. Thome, FO,

“Market Sketch Update — Home Video
Games,” June 9, 1993. b, Memorandum from
Anthony C. Homan, ECPA, “Final Regulatory
Analyses for the Proposed Amendment to the
Electronically Operated Toy Regulation,”
June 1993.

TAB F. Comments on the proposal: a.
Electronic Industries Association. b. Richard
J. Renk, Jr.

{FR Doc. 93-18026 Filed 7-27-93; 8:45 am}

BILLING CODE 8355-01-F

COMMODITY FUTURES TRADING
COMMISSION

17 CFR Parts 1 and 155

Final Rule Prohibiting Dual Trading by
Floor Brokers

AGENCY: Commodity Futures Trading
Commission.

ACTION: Final rule.

SUMMARY: The Commodity Futures
Trading Commission (“Commission”)
has adopted final rules that implement
the statutory mandate of section 4j(a) of
the Commodity Exchange Act (“Act”) as
amended by section 101 of the Futures
Trading Practices Act of 1992 (“1992
Act”).t New Commission regulation
155,5 prohibits dual trading in contract
markets with average daily trading
volume equal to or in excess of 8000
contracts, except to the extent permitted
by contract market rules made effective
under section 5a(a)(12) of the Act and
Commission regulation 1.41. A contract
market may petition the Commission for
an exemption from the dual trading
prohibition. The exemption petition
must demonstrate that the contract
market's trade monitoring system
satisfies specified standards, or that
there is a substantial likelihood that a
dual trading prohibition would harm
the public interest in hedging or price
basing at the contract market and that
the contract market will implement
corrective actions to achieve compliance
with the specified trade monitoring
standards. Each contract market that
meets the average daily volume
threshold and that is not exempted must
adopt rules pursuant to section 5a(a)12
of the Act and Commission regulation
1.41 to prohibit dual trading in
accordance with the provisions of
regulation 155.5.

EFFECTIVE DATE: The amendment to
regulation 1.35(e)(1) and regulation
155.5 (a), (b), (c), and (e) are effective
October 26, 1993. Regulation 155.5(d)
and eppendix A are effective

1 Public Law Number 102-546, section 101, 106
Stat. 3590 (1192).




40336 Federal Register / Vol. 58, No. 143 / Wednesday, July 28, 1993 / Rules and Regulations

immediately upon publication in the
Federal Register (July 28, 1993).

FOR FURTHER INFORMATION CONTACT:
De’Ana H. Dow, Special Counssl, or
Linda Kurjan, Special Counsel, Division
of Trading and Markets, Commodity
Futures Trading Commission, 2033 K
Street, NW., Washington, DC 20581.
Telephone: (202) 254-8955.

SUPPLEMENTARY INFORMATION:
I, Introduction

On March 9, 1993, the Commission
published for public comment in the
Federal Register proposed new
regulation 155.5.2 The new regulation
was proposed in response to the
statutory mandate set forth in section
101 of the 1992 Act. The 1992 Act
generally requires the Commission to
prohibit dual trading on each contract
market with an average daily trading
volume equal to or in excess of 8000
contracts and allows the Commission to
exempt those contract markets that have
trade monitoring systems capable of
detecting and deterring trading abuses
attributable to dual trading. Further, the
Commission is required to provide for
exceptions to the dual trading
prohibition as necessary and
appropriate to ensure fairness and
orderly trading in contract markets
subject to the dual trading prohibition
and not otherwise exempted.

The Commission received ten written
comments in response to the proposed
rulemeking. The commenters included
five contract markets (Chicago Board of
Trade (“CBT"), Chicago Mercantile
Exchangs (“CME"), Commodity
Exchange, Inc. (“Comex”), Coffee Sugar
& Cocoa Exchange, Inc. (“CSC"),3 and
New York Mercantile Exchange
(“NYMEX")), and four commodity
industry trade associations (American
Farm Bureau Federation (*AFBF”), Iowa
Grain and Feed Association (“IGFA"),
National Grain and Feed Association
(*NGFA")), and Comodity Floor Brokers
and Traders Association (“CFBTA")).
The comments received on particular
aspects of the proposed rulemaking are
discussed below. The Commission has
reviewed each of these comments and,
based upon that review, is adopting the
rules as proposed with certain
modifications consistent with the
statutory objectives of the 1992 Act.

258 FR 13025 (March 9, 1893).

3 CSC submitted two commaent letters, one
pertaining to specific provisions of the proposed
rule and the other pertaining to the alleged
regulatory impact of the rule on CSC and small
entities.

II. Proposed Rulemaking
A. Definitions
1. Dual Trading

a. Proposed Regulation

Proposed regulation 155.5(a)(4)
defined dual trading as the execution of
customer orders by a floor broker during
the same trading session in which the
floor broker executes directly or
indirectly a transaction in the same
contract market for: (1) The floor
broker’s own account; (2) any account in
which the floor broker’s ownership
interest or share of trading profits is ten
percent or mors; (3) an account for
which the floor broker has trading
discretion; (4) or an account controlled
by a person with whom such floor
broker is subject to trading restrictions
under section 4j(d) of the Act, as
amended, to the extent section 4j(d) has
been applied by Commission rule or
order.s

b. Comments Received

CBT, CSC, Comex, and NYMEX each
commented on various aspects of the
proposed dual trading definition.
Regarding the execution of orders for

“any account in which the floor broker’s

ownership interest or share of trading
profits is ten percent or more,” CBT and
CSC commented that the proposed
definition exceeds Commission
authority because it is broader than the
statutory definition, which references
only the floor broker’s own account.
CBT also commented that all
discretionary accounts should not be
restricted because many brokers
maintain discretionary authority, but
have not actual control over trading the
account and solely receive a salary or
commission.

Comex, CBT, and NYMEX
commented that the definition of dual
trading, which refers in the 1892 Act to
trades executed by the floor broker,
should not be expanded to encompass
trades executed indirectly by a floor
member. In this regard, the commenters
noted that the concept of “indirect
execution” is vague and potentially
overbroad, such that permissible and
impermissible conduct may not be
distinguishable. NYMEX further asked
that the “indirect execution” provision
not include trades that offset a pre-
existing open position and customer
type indicator (“CT1") 3 trades for
which audit trail requirements are met.s

4 At this time, there are no Commission-imposed
trading restrictions among members of broker
associations. See 58 FR 31167 (June 1, 1993).

5 The CTI is a numerical code required by
Commission regulation 1.35(e) that is used to
identify the Commission regulation 1.35(e) that is

C. Regulation 155.5(a)(4)

The Commission has considered these
comments in light of the language of
section 101 and its legislative history.
As the Commission stated previously,
the proposed definition is intended to
encompass all accounts that are owned
in whole or in part or controlled by the
floor broker, as these accounts all raise
similar concerns. Including accounts in
which the floor broker has an ownership
interest or share of trading profits of ten
percent or more prevents a floor broker
from circumventing the dual trading
prohibition through the use of other
accounts in which he has a significant
financial interest, and is otherwise
consistent with rules of Commission
defining proprietary or controlled
accounts. Based on the scope of the
statutory language, the Commission
believes that the inclusion of such
accounts in the prohibition is necessary
and appropriate. The statute expressly
includes discretionary accounts within
the definition of dual trading because of
the potential for abuse of customer
orders through an account over which
the floor broker has control.

The Commission, however, is
amending the proposed rule to clarify
the reference to “indirect” trading
activity by deleting “indirectly” and
identifying the s c type of trading
activity intended to be covered. As
revised, the rule now will prohibit a
floor broker from initiating and passing
an order for his personal account or
other accounts listed in the regulation to
another floor broker for execution on his
behalf. The Commission believes that
such CTI 3 trading activity clearly falls
within the ambit of the statutory
prohibition.

The Commission considered
NYMEX’s comment that the regulation
should exempt from coverage trades that
offset a pre-existing open position, but
has determined that such an exception
would defeat the purpose of the rule.
The Commission believes that there are
alternatives that the floor broker can
choose to cover a pre-existing open
position effectively. For example, the
floor member, prior to the session in
which the member intends to do
brokerage, could place a protective stop |
or a limit order to liquidate a position.

d. Amended Regulation 1.35(e)(1)

The Commission has amended
regulation 1.35(e)(1) regarding CTI 1

used to identify the source of a trade. CTI 1
designates a trade by a broker for his own account:
CT1 2, a trade for his clearing member’s house
account; CT1 3, a trade for another member present
on the floor or an account controlled by such other
member; and CTI 4, a trade for any other type of
customer.
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trades, which referenced trading for the
floor member's own account, to include
iransactions for an account for which
the floor member has discretion. The
amendment would cover discretionary
transactions to the extent that such
transactions need not be passed off to
another broker for execution under
Commission regulation 155.2.6 This
amendment makes regulation 1.35(e}(1)
coextensive with the statute and
consistent with the definition of “dual
trading” in regulation 155.5(a)(4), which
includes an account for which the
broker has trading discretion. An
account over which a floor broker has
discretion is similar to the floor broker's
own account in terms of his interest or
control over the account. In any event,
the Commission believes that although
a floor broker may not have any direct
financial interest in a controlled
account, there may be other incentives
to trade discretionary accounts for
personal gain.

By conforming the language of
regulation 1.35(e)(1) to regulation
155.5(a)(4), the Commission also
intends to facilitate the enforcement of
the dual trading prohibition. In
particular, the amendment will result in
identification for surveillance purposes
of trading for an account for which the
floor broker has discretion as equivalent
to trading for the floor broker's own
account (CTI 1), Both types of trading
would be subject to the dual trading
prohibition. The Commission notes that
the New York Cotton Exchange, Comex,
NYMEX and CSC currently include
accounts for which the floor broker has
discretion within the definition of CTI
1 trades and that staff of other
exchanges have indicated that this
change could be implemented readily.?

2. Customer

a. Proposed Regulation

“Customer’’ was defined in proposed
regulation 155.5 as an account owner for
which a trade is designated with the CTI
prescribed under regulation 1.35(e)(4).
Only those trades required by
Commission regulation to be identified
as CTI 4 trades would be considered

s Regulation 155.2(c) prohibits a floor broker from
executing any transaction for any account over
which a broker has trading discretion. Orders for
such an account must be passed off to another
member for execution, with certain exceptions.
Those exceptions include accounts for which the
broker has only time, price and contract month
discration, and accounts of immediate family
members, of members present on the floor and his
clearing member's house accounts.

7 Regulation 1.35(e)(1) previously included
accounts for which the floor broker has trading
discretion. The provision, however, was deleted
without explanation. 41 FR 3193 (January 21, 1876),
41 FR 56134 (December 23, 19786).

customer trades and, therefore,
“customer’” would not include the
house account of the broker's clearing
member (CTI 2 trades) or accounts for
other members present on the floor (CTI
3 trades). The Commission excluded
CT1 2 and CTI 3 trades because it
believes that clearing members and
member-customers are in a better
position to protect themselves against
potential abuse of their orders.
However, the Commission invited
comments as to whether the definition
of “customer” should include CTI 2
trades.

b. Comments Received

CBT, NYMEX and CME agreed with
the Commission’s decisicn not to
include CT1 2 trades in the definition of
“customer.” CBT stated that the broker’s
clearing member is capable of protecting
itself from any abuses attributable to
dual trading. NYMEX commented that a
clearing member is not in need of the
special safeguards accorded a public
customer. NYMEX further noted that a
clearing member is already in
possession of information concerning &
floor broker's personal trades and, as an
industry professional, has the ability to
monitor such personal trading for
potential abuses relating to the clearing
member's own trades.

c. Regulation 155.5(a)(2)

Based on the comments received, the
Commission is adopting the definition
of “customer" as proposed. “Customer"'
is defined as an account owner for
which a trade is designated with the CTI
prescribed under Commission
regulation 1.35(e)(4) and excludes CT1 2
and 3 trades.

3. Contract Market
a. Proposed Regulation

Proposed regulation 155.5 defined
“‘contract market'* as any contract
separately designated by the
Commission, provided that two or more
contracts trading concurrently pursuant
to a single designation order on other
than a transitory basis and for which the
contract terms differ significantly other
than as to delivery or expiration months
would each be considered a contract
market. Thus, where there is more than
one contract trading pursuant to one
designation order, the contracts would
be identified for this purpose as separate
contract markets.2 The Commission

# For example, the Commission recently
designated the CBT to trade futures on catastrophic
insurance indices under four designation orders.
Pursuant to each designation order, three separate
indices contracts—quarterly, semi-annual, and
annual—can trade. Another example of multiple

requested that boards of trade identify
in their comments any such contracts
that they believe would constitute
separate markets under the proposed
definition.

b. Comments Received

NYMEX noted that the Commission’s
approach is important with respect to
determining the threshold level for an
affected contract market and to the
applicability of the dual trading
prohibition to & floor broker’s activities.
CBT commented that the proposed
definition and accompanying proviso
seem reasonables, but suggested some
clarification. CBT believes that a broker
should be permitted to trade for his
personal account in delivery months in
affected contracts other than those in
which he executes customer orders.

c. Regulation 155.5(a)(3}

The Commission is amending the
definition of “contract market" to
recognize contracts trading through
certain screen-based trading systems
separately from contracts traded on the
floor of an exchange by open outcry.
This amendment is discussed below in
response to comments regarding the
exclusion of screen-based trading
systems from the dual trading
prohibition (Section IIB1).

With respect to the CBT’s suggestion,
the 1992 Act specifically defines dual
trading in terms of transactions for a

‘customer’s account and the floor

broker’s account in the same contract
market and requires the Commission, in
prohibiting such activity, to reject the
contract-month approach advocated by
the exchanges. Accordingly, the statute
does not provide the Commission with
authority to implement the prohibition
on a contract-month basis.

4, Trading Session

a. Proposed Regulation

Proposed regulation 155.5(a)(1)
defined trading session to mean the
hours during which a contract market is
scheduled to trade continuously during
a trading day, as set forth in contract
market rules, including any related post-
settlement trading session. It further
grovided that a contract market may

ave more than one trading session
during a trading day; for example, a
regular session and an evening session.
A broker could trade for a customer and
an account in which he has an interest
in the same contract market during
different trading sessions,

The Commission stated previously
that although dual trading-related

contracts trading pursuant to a single designation
order is the CSC sugar #11 and sugar #14 contracts.
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abuses could occur over more than one
trading session, it believes that a dual
trading restriction based on a single
trading session should render dual
trading-related abuses more difficult to
commit. Further, to the extent that dual
trading has been regulated in the
securities and equity option markets,
the trading session-based restriction has
been considered sufficient to address
abusive trading activity.®

b. Comments Received

NYMEX endorsed the application of
the dual trading prohibition to the hours
during which the contract market is
scheduled to trade continuously during
a trading day, including any related
post-settlement trading session. NYMEX
noted that the period of restriction has
been limited to & single trading session
on securities exchanges and that it has
been sufficient to deter trading abuse,
Further, NYMEX suggested that because
of the use of screen-based trading
systems, it would be appropriate to
distinguish between an on-floor open
oufcry trading session and a screen-
based trading system trading session. In
this regard, NYMEX requested that the
Commission clarify that the definition
of trading session does not treat an on-
floor open outcry trading session and a
screan-based system trading session in
the same contract market as one trading
session.

CBT commented that it does not
believe that the proposal provides as
much flexibility to respond to market
factors as is necessary. Therefore, CBT
requested that the Commission refine
the definition of trading session to
permit dual trading during a trading
session depending upon such factors as
time, volume, whether a market has
been designated as “fast,” or to permit
dual trading in certain months of an
affected contract. CBT also suggested
that the Commission adopt a restriction
similar to the CME’s dual trading rule,
under which a broker may switch from
trading to brokerage upon receipt of a
customer order during a trading session
(but not from brokerage to trading).10

¢. Regulation 155.5(a)(1)

As discussed below, trading in a
contract market through certain screen-
based trading systems will be treated
separately from trading in the same
commodity on the exchange floor. For
example, Eurodollars traded on the CME
floor by open outcry and Eurodollars
traded on GLOBEX will be treated as
separate contract markets for the

¢ See, e.g., New York Stock Exchange Rule 112;
Chicago Board Options Exchange Rule 8.8,
10CME Rule 552.

purposes of this rule. In response to
NYMEX, a distinction between trading
sessions is not applicable to separate
contract markets.

CBT's comment is addressed partially
by permissible exceptions to the dual
trading prohibition. For exampls, an
exchange could adopt a rule permitting
suspension of a dual trading prohibition
based on emergency market conditions,
such as abruptly changing market
conditions that may result in an
extraordinary influx of orders. An
exchange also may adopt a rule to
except low-volume months, as
described in regulation 155.5(c)(4)(v).
The Commission believes that these
exceptions provide exchanges with
sufficient flexibility to address different
market conditions.

5. Volume Year
a. Proposed Regulation

Under the proposal, volume year was
defined as a continuous 12-month
period that includes the last calendar
month-end date prior to the date on
which the contract market computes its
average daily trading volume.

b. Comment Received

CSC commented that the rule should
provide for a date certain from which
the computation of the average daily

* trading volume should initially be

made, for example, the last date of the
calendar month preceding the month in
which the regulation becomes effective.

c. Regulation 155.5(a)(7)

The definition of “volume year”
remains unchanged from the proposal.
With respect to CSC’s comment,
regulation 155.5(c)(2) provides that at
least five days before the effective date
of the dual trading prohibition,:1 each
contract market is required to publish a
list of the affected contract marksts.
Accordingly, a contract market that may
be subject to a dual trading prohibition
must compute the average daily trading
volume to determine whether it is an
affected contract market at least five
days before the dual trading prohibition
becomes effective. CSC may determine a
date certain from which the
computation of the average daily trading
valume should be made provided that
such date is at least five days before the
effective date of the dual trading
prohibition.

11 The effective date of the prohibition would be
the effective date under the regulation or under an
order denying an exemption petition or revoking an
exemption.

6. Average Daily Trading Volume
a. Proposed Regulation

The proposed regulation would define
“average m trading volume” as an
arithmetic average of daily trading
volume, i.e., the total number of sells
(buys) executed in any contract market
during a trading day for all trading
sessions, in a contract market over the
specified time period on any day when
any option expiration or futures
delivery month was listed for trading.12
Ex-pit transactions, such as exchange of
futures for physicals (“EFPs”’), transfer
trades and office trades, would be
excluded from the computation of daily
trading volume.

b. Comments Received

AFBF stated its support for the
proposed definition of “daily trading
volume” and noted that use of the 12-
month period should define more
accurately the contracts that are capable
of sustaining trading levels that would
make such markets subject to the dual
trading prohibition.

N endorsed the exclusion of ex-
pit trades, such as transfer trades and
EFPs, from the computation of daily
trading volume. NYMEX stated that the
exclusion of ex-pit transactions is
consistent with the objective of section
4j of the 1992 Act, i.e., the curbing of
trading abuses that occur on the trading
floor.

CBT commented that trading months
excluded the low volume exception,
discussed below, should be excluded
from the computation of average daily
trading volume, Further, CBT
commented that for the spot month,
average daily trading volume should be
defined more narrowly to reflect
accurately the decreased activity in any
spot month. Specifically, the CBT stated
that a five-day moving average would be
more representative of how trading
activity occurs as expiration approaches
than a full-month average.13 The CBT
added that the volume in such months
should not be counted for purposes of
computing average daily trading volume
to determine affected contract market
status.

Comex recommended that the
Commission permit an exclusion from
the computation for volume attributable

12 Saction 4j(a)(1)(D) of the 1992 Act permits the
Commission to specify the methodology for
determining & contract market's average daily
trading volume based on a moving daily average ol
either six or 12 months. |

13 The CBT apparently is suggesting that the spot
month be treated differently from the other months
for purposes of determining the average daily
trading volume because the volume in the spot
month is not representative of typical volums in a
non-expiring month of a given conlract market.
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to rollover from one delivery month to
another, as this volume merely reflects
the transfer of open interest from one
trading month to another.14 Comex also
commented that the exclusion of ex-pit
transactions from the calculation was
too narrowly drawn and urged the
Commission to exclude EFPs.

c. Regulation 155.5(a)(6}

The Commission has considered the
above comments but has determined not
to revise the definition of “average daily
trading volume.” With respect to the
comments that the volume in the
excepted low volume months and in the
rollover period should be excluded from
the computation of average daily trading
volume, the 8000 contracts threshold
Jevel established in the statute is based
on the amount of liquidity in a contract
market as a whole and not individual
expiration months or trading days.
Moreover, the Commission believes it
would not be consistent with the
Congressional intent to create various
volume exclusions for trading volume
occurring in the pit. Therefore, the
Commission has determined to require
that the volume in potentially excepted
low volume months and volume
attributable to the rollover period be
counted for purposes of computing the
contract market’s average daily trading
volume.

As to Comex’s comments, the
Commission reiterates that ex-pit
transactions include EFPs, transfer
trades and office trades. Ex-pit
transactions by definition do not occur
in the pit, and therefore, theyare
excluded from the computation of
average daily trading volume and are
not affected by the dual trading
prohibition.

7. Affected Contract Market
a. Proposed Regulation

“Affected contract market" was
defined as a contract market in which
the average daily trading volume
equalled or exceeded the threshold level
of 8000 contracts, as specified in section
4j(a)(4) of the Act, for each of four
quarters during the most recent volume
year. Each contract market would be
required to compute on a quarterly basis
its average daily trading volume for each
of four quarters during the most recent
volume year to determine whether it
was an affected contract market.

14The “rollover period" is the period of trading
either immediately prior to or shortly after the

beginning of each delivery period during which .
large numbers of traders liquidate their positions or
roll their positions forward into more distant
futures months.

b. Comments Received

NYMEX endorsed the Commission’s
proposed computation for determining
affected contract market status. CSC
commented that the Commission should
ascertain a threshold level for each
contract market rather than a uniform
one for all exchanges, given the effect
that a dual trading prohibition allegedly
would have on certain markets.

¢. Regulation 155.5(a)(9)

The definition of “affected contract
market” reflects section 4j(a)(1)(D) of the
Act, which requires the Commission to
specify the methodology for
determining the average daily trading
volume in a contract market d on
sither six or 12 months. The
Commission selected a 12-month period
because it identifies more reliably than
a six-month period those contract
markets that can be expected to
continue at the threshold trading level
on a relatively permanent basis.1s

Section 4}(3)&‘;(8) uires the
Commission to set the old trading
level at 8000 contracts initially. After
enactment, the Commission, by rule or
order, may approve increases in the
threshold trading level for specific
contract markets and, beginning three
years after enactment, may approve
decreases in the threshold level, Dual
trading will be prohibited in affected
contract markets, subject to certain
exceptions permitted by contract market
rules, unless exempted under the
proposed regulation.

B. Dual Trading Prohibition
1. Floor Brokers

a. Proposed Regulation

Proposed regulation 155.5(b) provided
that no floor broker shall dual trade in
an affected contract market, except as
provided in contract market rules,
unless that contract market is exempted.
As discussed above, this prohibition
would not affect ex-pit transactions. The
Commission requested comment on
whether any Commission-approved
electronic trading system also should be
excluded from the prohibition and the
definition of daily trading volume.

15 The statute also requires that the regulation
provide transition measures for when a contract
markst’s volume increases to or above, or decreases
below, the threshold trading level. Further, the
specification that the average daily trading voluma
meet the threshold in each er of a 12-month
period distinguishes affected marksts from those
that may the threshold level based on only
seasonal phenomena or as a result of other
temporary surges in trading volume, rather than on
a more long-term basis. For those affected markets
whaere the trading volume falls below the threshold
trading level, the quarterly assessment will resuit in
relatively prompt removal from affected contract
market status.

b. Comments Received

CME and CBT commented that the
type of trading abuses facilitated by dual
trading apply only to brokers operating
on open-outcry trading floors and
should not apply to the GLOBEX
electronic trading system. They stated
that the superior audit trail that exists
for all trades conducted on GLOBEX
negates the need to apply the
prohibition to GLOBEX. CME and CBT
also stated that GLOBEX volume should
be excluded from the computation of
average daily trading volume.

IGFA, NGFA and AFBA commented
that Commission-approved electronic
trading systems should permit dual
trading because such systems should
provide a superior audit trail to identify
any trading irregularities clearly. AFBA
also noted that such systems should
reduce the possibility of trading abuses
related to dual trading.

c. Regulation 155.5(b)

The Commission has considered the
comments regarding the exclusion of
screen-based trading from the
prohibition.1e For purposes of this
regulation, a contract market trading on
the floor of an exchange will be
consideraed separate from a contract
market in the same commodity trading
through a screen-based trading system.
In adopting this provision, the
Commission believes that the two
trading mechanisms are qualitatively
different and sufficiently independent.
Consequently, the average daily trading
volume for electronic trading and for
fleor trading will be computed
separately for purposes of determining
affected contract market status.
Currently, there are no electronic
trading systems with volume in a
contract market near the 8000 contract
threshold level. Further, in the event
that the trading volume in a contract
market transacted through an electronic
trading system were to reach that
threshold in the future, that volume
level or greater would have to be
maintained for four consecutive
calendar quarters before a dual trading
prohibition could apply.

Accordingly, at this time, the
Commission is not excluding electronic
trading from the prohibition. Instead,
the Commission is retaining the
flexibility to consider this matter
further, Based on its oversight

18 Screen-based trading refers to trading on an
electronic trading system conducted through a

compelitive auction process pursuant to an
algorithm that applies nondiscretionary rules of

priority as permitted under contract market rules
made effective under the Act, such as GLOBEX
(CME and CBT’s screen-based system) and NYMEX
ACCESS,
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experience with such systems and the
exchanges’ experience in operating such
systems, the Commission will determine
whether a dual trading prohibition is
appropriate for such trading at such
time as the relevant contract market
could be deemed an affected contract
market. If such a market were deemed

to be an affected contract market, the
exemption process would be applicable.

2, Contract Markets

Proposed regulation 155.5(c) required
each affected contract market, unless
exempted, to adopt rules pursuant to
section 5a(a)(12) of the Act and
Commission regulation 1.41 to prohibit
dual trading in accordance with the
proposed regulation. The contract
market would be required to adopt such
rules prior to the later of the effective
date of the dual trading prohibition or
the effective date set forth in a
Commission order denying a contract
market’s exemption petition or revoking
an exemption. Absent such contract
market rules, Commission regulations
155.5 (a) and (b) would be deemed to be
the contract market’s rules upon the
effective date of the dual trading
prohibition. The Commission received
no comments on this provision.
Therefore, regulation 155.5(c) is being
adopted as proposed.

C. Exceptions

Section 4j(a)(1)(B) of the 1992 Act
requires that Commission regulations
provide for exceptions to the dual
trading prohibition as deemed necessary
and appropriate to ensure fair and
orderly trading in affected contract
markets. The 1992 Act specifically
directed that exceptions be provided for
transition measures and a reasonable
phase-in period; spread transactions;
correction of trading errors; written
customer consent annually naming a
floor broker to dual trade; and other
measures reasonably designed to
accommodate unique or special
characteristics of individual boards of
trade or contract markets, to address
emergency or unusual market
conditions, or otherwise to further the
public interest.

1. Correction of Errors
a. Proposed Regulation

Consistent with the express statutory
directive regarding error trades, the
Commission proposed an exception to
permit a floor broker to offset trading
errors by placing trades executed to fill
customer orders that resulted in errors
into his personal error account, A floor
broker would be required to liquidate
the position in his personal error

account resulting from that error as soon
as practicable, but not later than the
close of business on the business day
following the discovery of the error,
which would occur at or before the time
the trade is placed in the error account.
In the event that the daily price
fluctuation limit is reached and a floor
broker is unable to offset the error trade,
however, the floor broker would be
required to liquidate the position as
soon as practicable thereafter.

b. Comments Received

CBT commented that the proposed
exception is necessary in order to
comply with current regulations and
also to protect the marketplace.
However, CBT believes that the
proposed time limit for floor brokers to
liquidate error-related positions is
unwarranted once the trade has been
placed in a broker’s error account. CBT
noted that its regulations provide
specific protection to the customer by
placing the liabilities associated with
errors on the relevant floor broker or
clearing firm, Under CBT rules, the
broker must assume any liabilities for
errors associated with executing orders
by making monetary adjustments to
customers and assuming any erroneous
position established. CBT further
believes that its computer surveillance
systems would readily detect dual
trading conflicts involving error
accounts,

Comex also supported the proposed
exception, but believes that the time
limitation for liquidation is
unreasonable. Comex commented that
requiring offset of the error within a
prescribed time frame, rather than
allowing a broker to exercise discretion
as to how to minimize his exposure,
may engender substantial losses to a
broker without providing any
corresponding customer protection. As
an alternative, Comex suggested that
each exchange adopting this exception
be required to codify procedures for the
resolution of errors incorporating audit
trail and surveillance measures deemed
sufficient by the Commission to ensure
proper use of error accounts.

CME and CFBTA objected to the
requirement that trading errors assigned
to a personal error account be liquidated
by the end of the day following their
discovery. The commenters stated that
the requirement is inconsistent with
industry custom and practice and has
no legislative basis.

NYMEX endorsed the proposed
exception to permit a floor broker to
offset trading errors subject to the time
periods specified in the proposed
regulation.

c. Regulation 155.5(c)(4)(i)

The Commission has considered the
comments but does not agree that there
should be no time limit on the
liquidation of error trades. The
Commission believes that if the position
is the result of a true error, it should be
offset promptly. In fact, Commission
staff have ogserved that errors ordinarily
are liquidated as soon as possible to
avoid exposure. In adopting
Commission regulation 1.46(d)(8)(ii),17
the Commission stated that it had
determined that the close of business on
the day following discovery of the error
is generally the appropriate demarcation
for deeming an error trade to have
changed to a speculative new position
or a non-error trade.

The liquidation time limits are
intended to reduce the potential for use
of the floor broker's personal error
account to circumvent the dual trading
prohibition. However, the liquidation
time limits are also intended to provide
flexibility responsive to market
conditions and the concerns raised by
the commenters as to practice. For
example, if the daily price fluctuation is
reached and the trader is unable to
offset the error trade, the FCM would
have until “as soon as practicable
thereafter” to offset the error trade.
Thus, the time limits in the regulation
take into consideration market
conditions that could serve to frustrate
good faith efforts to offset an error trade
promptly. Also, in situations where
errors are not discovered immediately,
the floor broker is allowed one day after
the discovery of the error to offset the
trade.

2, Customer Consent
a. Proposed Regulation

Proposed regulation 155.5(c){4)(ii)
provide that a contract market could
adopt rules pursuant to which a
customer could consent to receiving
brokerage services from a dual-trading
broker, The customer would be required
to designate in writing not less than
once annually a specifically identified
floor broker who would be authorized to
dual trade while executing orders for
such customer's account. This rule
incorporated explicit language in the
statute itself that plainly requires both

1? Commission regulations 1.46(d)(8)(ii) provides
an exception for trades in error accounts to the
general rule pertaining to the application and
closing out by a futures commission merchant
(*FCM”) of offsetting long and short commodity
futures of option positions in a customer account.
The time limits in the dual trading regulation are
consistent with Commission regulation
1.46(d)(8)(ii). 57 FR 55082 (November 24, 1992).
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designation of a named person and
annual consent.18

The Commission requested comment
whether an account controller acting
pursuant to a power of attorney should
be permitted to provide consent on
behalf of the customer for a floor broker
to dual trade while exscuting orders for
such customer’s account. Commenters
also were asked to address the extent to
which an account controller might
provide such consent on the basis of the
potential benefits to himself as
distinguished from his fiduciary duty to
the customer. Contract markets adopting
rules to effectuate this exception were
required to establish procedures to
monitor compliance. The Commission
suggested that one possibility would be
for floor brokers or others, as designated
under contract market rules, to be
responsible for filing customer consent
forms with the contract market.

b. Comments Received

CBT stated that the annusl renewal
requirement is unduly burdensome.
NYMEX commented that the
Commission should permit the
customer to designate in writing more
than one floor broker to dual trade or
issue a blanket authorization allowing
any floor broker, including
subcontractors to dual trade. CBT and
CSC commented that the requirement
that the customer name a specific floor
broker restricts the ability of an FCM to
select the broker it believes can provide
the best fill for its customers. Therefore,
they argue that the regulation should
permit an FCM to name floor brokers on
behalf of its customer, provided the
customer has given such consent to the
FCM in the customer agreement. Comex
and CBT commented that the regulation
should permit the designation of
“broker groups" as well as of individual
brokers, because most customers vest
discretion in a fund manager or FCM
who often selects broker groups, rather
than particular individuals, to handle
their orders.

For monitoring compliance, CBT
stated that it would seem more efficient
to have the FCM carrying the customer
account retain the consent form. CBT

irther commented that one form could
cover & consent for brokers to dual trade
on several exchanges rather than
requiring one consent form for each
exchange, Thus, CBT stated that the
FCM's designated self-regulatory
organization could verify that the
ap L""?lP"ia“’ consent has been obtained.

CBT, CME, Comex, IGFA, AFBF,

NYMEX and CSC commented that an
account controller by virtue of a power

11 Section 4j(a){1)(B)(ii).

of attorney should be permitted to
provide consent on behalf of the
customer. CFBTA stated that the more
appropriate requirement would be that
the consent emanate from the non-
clerical person who transmits the order
to the floor and who has selected and
knows the floor broker.

IGFA, NGFA, and NYMEX
commented that a power of attorney
need not detail every potential decision
a controller might make on behalf of the
customer. NYMEX further commented
that no special power of attorney form
should be required because the
standardized form already authorizes
such discretion. AFBF commented,
however, that the consent from the
customer to the account controller
should be required to be explicitly
granted in the power of attorney.

CSC also commented that certain
customers who trade large quantity
orders may wish ta have those orders
executed by floor brokers to whom they
have given consent to dual trade, but
may not wish to have their identity
disclosed to those brokers. For example,
a commercial firm wanting to effect a
large transaction may wish to give
orders to several different brokers and,
to é)rotect its identity, to send some
orders through an FCM. The FCM,
without identifying the customer, might
place all or a portion of the order with
a particular floor broker who had been
named by the customer in a written dual
trading consent. In such case, the floor
broker would not know that he is
accepting an order for a customer who
has consented to dual trading, but must
rely upon the FCM's representation that
it is true. Such reliance should be
expressly permitted in the proposed
regulation.

c. Regulation 155.5(c)(4)(ii)

Pursuant to contract market rules, a
customer may consent to receiving
brokerage services from a dual-trading
broker. The customer must designate in
writing, not less than once annually, a
specifically identified floor broker who
will be authorized to dual trade while
executing orders for such customer’s
account. This provision implements the
requirement in the 1992 Act that a
customer's consent expressly refer to -
“named" floor brokers. Therefore, a
customer may grant consent to more
than one floor broker, provided each
floor broker authorized to dual trade on
the customer’s behalf is named
individually. A customer may not grant
consent to a broker group or registered
broker association.19 In accordance with

19 Commission regulation 156.1, in part, defines
“broker association' as two or more contract markat

the 1992 Act, the customer must renew
consent for the designated floor broker
to dual trade annually. These
requirements are intended to ensure that
the consent is the result of the
customer’s independent decision-

m :

The gs;tatute does not require that a
floor broker know the identity of the
customer for whom he is authorized to
dual trade. The customer can give
written consent naming a particular
floor broker or floor brokers authorized
to dual trade while executing such
customer’s order through the floor |
broker’s FCM. In response ta CSC's
comment, tha FCM, upon the customer’s
request to remain anonymous, would
not be prohibited from withholding
from the floor broker the identity of the
customer granting the dual trading
consent. In this situation, as the CSC
stated, the floor broker would have to
rely on the FCM’s representation that
the customer granted consent for the
floor broker to dual trade. In the event
that a contract market wanted to permit
such an arrangement, it would have to
adopt rules that clearly define the
responsibilities of each of the parties
involved, i.e., customer, FCM, and floor
broker, and implement progedures to
ensure that the FCM and floor broker
adhers to the customer’s decision
regarding who may execute the orders.
These duties and responsibilities may
also be affected by the contractual
relationships between the FCM, the
floor broker and the ultimate customer.

The Commission is revising the
proposed regulation to permit an
account controller acting pursuant to a

ower of attorney to provide consent on

half of his customer, provided that the

customer explicitly grants in writing to
the account controller the authority to
select a dual trading broker. The power
of attorney must run to an individual.
Thus, for this purpose, the power of
attorney could not be granted to an
FCM, although it could be granted to a
specific FCM employee who acts as the
account controller. The Commission
believes that these requirements
implement the statutory mandate that
customer consent to dual trade be
obtained in a formal and particularized
manner,

Of course, a contract market that
adopts a rule to allow for this exception
is responsible for enforcing the
requirements of the rule. Regardless of

members with floor trading privileges, who engaga
in floor brokerage activity on behalf of the same
employer and of whom at least one is acting as a
fleor broker. This definition would encompass floor
brokers employed by the same FCM, such that the
employing FCM would be considered a broker
association.
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where the consent filing is maintained
(for example, with the contract market
or clearing member), a contract market
must use necessary and appropriate
means to ensure that a customer’s
consent is not compelled or coerced,
i.e., that there is a real ability not to
select a*dual-trading broker.

3. Spread Transactions
a. Proposed Regulation

The Commission’s proposal identified
two limited circumstances in which it
believed that an exception for spread
transactions would be necessary and
appropriate in order to facilitate
customer order execution. First, dual
trading would be permitted so that a
broker who unsuccessfully attempted to
leg into a spread transaction for a
customer could take the executed leg
into his personal account and offset the
resulting position. This proposed
exception for “'legged in" spreads is
intended to address the situation in
which the broker is unable to fill a
customer spread order, as requested, as
a single transaction and attempts to leg
into the position. If, for example, the
market sgiﬁs after one leg of the spread
is executed such that the broker is
unable to leg into the remaining
position at a price permissible under the
terms of the customer order, the
proposed exception would permit the
broker to take the executed leg into his
persenal account and offset the position,

In order for the contract market and
the Commission in its oversight role to
verify the legitimacy of the transaction,
the contract market would be required
to prepare and to maintain a record to
demonstrate that the customer order
specified a spread trade, preferably on
the contract market’s trade register
required under Commission regulation
1.35(e). Further, the contract market was
to require the floor broker to identify the
trade as a spread on both his trading
card and the customer order that gave
rise to the excepted position.

Second, dual trading would be
permitted so that a broker could execute
for his personal account a spread
transaction recognized by a contract
market 20 if at least one leg of the spread
is in a non-affected contract market. As
a result, under this spread exception,
the member would be permitted to do
brokerage in an affected market and still

20 An exchange-recognized spread is a spread for
which an exchange has established lower margin

rates because such positions less risk than
outright futures positions, e.g., T-Bills/Eurodollars,
wheat/corn, hogs/pork bellies, and soybean futures/

option spreads.

participate in and provide liquidity to
non-affected contract markets.

b. Comments Received

NYMEX endorsed the proposed
exception for spread transactions,
specifically with respect to 'legged in”
transactions recognized by the relevant
exchanges as spreads.

CBT commented that the spread
exception should be broadened to
include all spread transactions or, at
least, all trades executed at a
differential. CBT also stated that an
exception for spread orders executed
between mature and liquid months and
less liquid months can create liquidity.
Similarly, CSC commented that an
exception should be fashioned for
intracommodity spread transactions if at
least one leg of the spread is in a low-
volume contract month. CBT
commented that it would be appropriate
to provide an exception for spreads
involving any expiring contract month
beginning at first notice day. CBT also
commented that if dual trading is
necessary to execute a customer’s
spread order under the terms the
customer requested, no reason exists not
to lift the dual trading ban in order to
give the customer the service requested.

CBT and Comex commented that the
requirement that a record be prepared
and maintained to demonstrate that the
customer order was for a spread trade is
unwarranted and unnecessary. The
commenters noted that “legged in"
spreads that are not designated with an
“S” can be related easily to the
underlying documentation for
surveillance purposes.

c. Regulation 155.5(c)(4)(iii)

The Commission agrees that an
exception for spreads can be appropriate
to provide needed liquidity to low-
volume contract months in an affected
contract market. Therefore, the
Commission is expanding the spread

. exception to include intra-commodity

spreads where one leg of the spread is
in a low-volume contract month, i.e.,
futures delivery months or option
expirations that reasonably can be
expected to have an average daily
trading volume of less than 500
contracts. This new exception would
apply only where a contract market has
in effect rules that provide for the low-
volume months exception. The
provision is a logical extension of the
spread exception previously proposed.
Ideally, the contract market would
identify the excepted “legged in”
spreads on the trade register. Such
transactions must be identified on the
trading card and order ticket to permit
compliance personnel to trace the leg

placed in the broker's own account to
the customer’s order ticket reflecting the
spread order. Further, the contract
market must have in place procedures to
monitor this exception.

With respect to CBT's comment
regarding an exception for spreads
involving expiring contracts beginning
at first notice day, the Commission is
making other changes, discussed below,
to address exchange concerns.,

4, Member Customers

a. Proposed Regulation

The proposed regulation allowed an
exception for transactions for members
of the contract market not present on the
floor. This exception recognizes that
members generally are better able than
Eublic customers to assure the proper

andling of their orders. In order to
facilitate surveillance, a contract market
adopting this exception would be
required, on its trade register, to identify
such excepted transactions through
account numbers, a separate CTI, or
otherwise for surveillance purposes.2:

b. Comments Received

CBT commented that it supports this
proposal as long as “member” includes
individual members and member firms.
CBT further commented that given the
necessary flexibility, it could implement
this exception without imposing new
major costs on market users and that a
separate CTI designation is unnecessary.
Comex and NYMEX endorsed the
proposal and agreed with a requirement
of special identification of such
transactions on the exchange's trade
register for surveillance purposes.

c. Regulation 155.5(c)(4)(iii)

A contract market adopting rules to
provide the member customer exception
must identify the excepted transactions,
on the trade register required under
Commission regulation 1.35(e), so that
transactions for member customers off
the exchange floor can be distinguished
from transactions for public customers.
Such identification may be
accomplished through account
identification numbers, a separate CTI
code, or other means which facilitate
surveillance of the excepted
transactions. Thus, in response to the
CBT, a contract market is not required
necessarily to adopt a new CTI code, but

21 Under Commission regulation 1.35(e), a
transaction executed for the account of any type of
customer, including a member customer not present
on the floor, is required to be designated as a CTI
4. It would be dmcult to monitor an exception for
member customers without a method for
differentiating between a floor broker's activity for
member customers off the exchange floor and for
public customers.
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may determine the recordkeeping
requirement most appropriate for its
ingividual markets to provide the
needed information on the trade register
for ready computer monitoring.

The Commission considered the
CBT's comment that it endorses the
exception as long as “member” includes
individual members and member firms.
The Commission believes that the same
rationale for allowing an exception for
individual members not present on the
floor applies to member firms.22
However, the excepted transaction must
be of the member firm’s proprietary
account and not for any customer of the
member firm.22 In this regard, a contract
market that wishes to include member
firm orders under the member-customer
exception must be able to ensure that a
dual trading broker accepts orders only
for proprietary, and net customer,
accounts of the member firm.

5. Low-volume Months

a. Proposed Regulation

The proposal permitted an exception
for futures delivery months or option
expirations in affected contract markets
that reasonably can be expected to have
an average daily trading volume of less
than 500 contracts.24 The volume in
such potentiaily excepted months,
however, would be counted for
purposes of computing the contract
market's average daily trading volume to
determine affected contract market
status, Excepted low-volume months
would be identified based on historical
data and an analysis thereof provided by
the contract marlet and other factors
identified. The contract market would
be required to keep full and systematic
records supporting its determinations
and, as part of its trade surveillance
program, to establish special procedures
including appropriate reports to monitor
dual trading activity in the excepted
low-volume futures delivery months
and option expirations.

b. Comments Received

CME and CSC commented that the
average daily trading volume level of
500 contracts per day is too low.

Comex supported the exception but
also believes that exchanges should be

22 The transaction for the member firm to be
excapted from the prohibition is to be distinguished
from a transaction for the broker's clearing
member's house account (CTI 2), which is not
affocted by the dual trading prohibition. Trades for
@ member firm not affiliated with the floor broker
are designated as CTI 4 trades, which, but for the
specific exception, would be affected by the dual
trading prohibition.

23 Commission regulation 1.3(y) defines what
constitutes a proprietary account.

See 58 FR 13025 n. 47 for specific application
of this exception.

permitted to authorize dual trading
during volume surges to assure the
availability of reserve brokerage
services, subject to the constraint that a
floor broker not be permitted to resume
trading for his own account after
handling a customer order.

c. Regulation 155.5{c)(4)(iv]

Final regulation 155.5(c)(4)(iv) retains
the exception for affected contract
markets that reasonably can be expected
to have an average daily trading volume
of less than 500 contracts.2s The
Commission believes that the exception
at the level specified will serve the
intended purpose of minimizing the
effect of a dual trading prohibition in
those contract months where additional
liquidity of any origin may be most
significant.

The Commission reaffirms that
determinations as to the applicability of
this exception must be based on
historical data and an analysis thereof
provided to the Commission by the
contract market and other factors it
identifies to the Commission. The
contract market must keep full and
systematic records supporting these
determinations.

As part of its trade monitoring
program, a contract market must
establish special procedures including
appropriate reports to monitor dual
trading activity in the relevant low-
volume futures delivery months and
option expirations. In addition, any
contract market rule providing for this
exception should address, as necessary,
related matters such as transition issues.
Contract markets also must publish a
list of any excepted low-volume
months, in conjunction with the
quarterly publication of affected
contract markets, in a manner sufficient
to reach all members.

6. Spot Months

The Commission received several
comments pertaining to the impact of a
dual trading prohibition on trading
activity during the spot month. CBT
commented that an exception should be
provided for spread transactions
involving an expiring contract
beginning at first notice day, noting that
the resulting liquidity will assist in the
orderly liquidation of the contract. In
addition, CBT suggested that “average
daily trading volume’ be more narrowly

as [d. As previously noted, the Commission
intends that this exception could apply either to
specific futures delivery months or option
expirations or more generically to designated
delivery months or option expirations specified in
proximity to the n month (e.g., “the fourth
month out™).

defined to reflect accurately the
decreased activity in any spot month.

The Commission recognizes that there
may be periods of trading as & contract
matures when additional liquidity may
be necessary to assure proper
functioning of a market with respect to
hedging and to assist in orderly
liquidation of the contract. For example,
& maturing contract may experience a
large influx of orders from market
participants who do not desirs to take
delivery of the cash commodity or to
have their position cash settled. These
persons, particularly speculative
traders, commonly move their position
to the next expiring future by use of
spread transactions or, in some
instances, liquidate the position in the
expiring future. During this period, the
prices of effectively functioning futures
markets converge with cash prices.
Additional liquidity during this period
may be necessary to facilitate execution
of the influx of orders without impairing
the convergence of cash and futures
prices.

In addition, contracts in which there
is simultaneous trading and delivery
generally exhibit substantially reduced
trading volums and & declining open
interest during the period when notices
are being issued and received. Durin
this period, additional liquidity may%)e
needed to assist in orderly liquidation of
the remaining open interest.

In view of the above, the Commission
has determined to provide an additional
exception to the dual trading

rohibition with respect to specific and

imited periods of trading in the spot
month. The Commission is revising the
regulation to make available an
exception pursuant to exchange rules to
recognize a period of trading in a
maturing futures contract during which
a dual trading prohibition may be
suspended wit.g respect to both outright
transactions in the expiring month and
spread transactions between the
expiring month and the next deferred
month. The regulation provides that a
contract market may specify such a
period provided that it demonstrates
that during the specified period,
liquidity in the maturing futures
contract reasonably can be expected, on
the basis of historical data and an
analysis thereof and other factors
identified, to shift to the next contract
month.26 A contract market also would
have to demonstrate that effective
surveillance will be conducted for dual

45 CME, the only contract market that restricts
dual trading, similarly allows flexibility with
respect to application of the dual trading restriction
during a period immediately prior to and including
the last day of trading. CME Interpretation of Rule
552. Dual Trading Restrictions.
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trading-related abuses during the
specified period.
7. Market Emergencies

The proposal would permit a contract
market to suspend the dual trading
prohibition in the event of a market
emergency that required the contract
market to take a temporary emergency
action under recently amended
Commission regulation 1.41(f). A
contract market would be able to
suspend the dual trading prohibition
through emergency action to maintain
an orderly market in the event of
emergency conditions, such as abruptly
changing market conditions that may
result in an extraordinary influx of
orders. Temporary emergency actions
taken pursuant to Commission
regulation 1.41(f) would be subject to
Commission review and the various
requirements mandated by the 1992
Act.27

NYMEX, CBT, and Comex endorsed
this exception as being in the public
interest and facilitating the ability of an
exchange to maintain an orderly market,
The Commission is making no changes
to this provision.

D, Exemption Petitions
1, Standards
a. Proposed Regulation

Proposed regulation 155.5(d)(1)
required a contract market to apply for
an exemption from the dual trading
prohibition by filing a written petition,
signed by the contract’s chief operating
officsr. In that petition, the contract
market would ired to
demonstrate that its trade monitoring
system is capable of detecting and
deterring, and is used on a regular basis
to detect and deter, all types of
violations attributable to dual trading.
The contract market’s trade monitoring
system also would have to be capable of
generating an audit trail that satisfies
the requirements of Commission
regulation 1.35.

The Commission proposed to
establish guidelines as to what would be
required for a contract market to
demonstrate successfully that its trade
monitoring system components are

27 Regulation 1.41(f) requires a contract market to
make every effort practicable to give the
Commission notice of its intention to implement,
modify, or terminate a temporary smergency rule

before taking action. A temporary emergency rule
will remain in effect unless the Commission
suspends the effect of the rule pending review
under section 5a(a)(12)(A) or otherwise based upon
a determination that the emergency action was
arbitrary, or an abuse of discretion;
lacking reasonable basis in fact; or taken in bad
faith by the coniract market or its officials. 58 FR
26229 (May 3, 1993).

sufficient to detect and deter violations
attributable to dual trading. The
proposed guidslines, contained in
Appendix A to the proposed regulation,
set forth minimum standards with
respect to each component of the
contract market's trade monitoring
system and would be applied to
determine whether a particuler contract
market's trade monitoring system
satisfies the exemption requirements.
Specifically, appendix A contains
guidelines for the following compenents
of a contract market’s trade monitoring
system: Physical observation of trading
areas; audit trail system; recordkeeping
system; surveillance system; dual
trading-related disciplinary actions; and
commitment of resources. The
Commission in its discretion, however,
will consider the contract market’s trade
monitoring system as a whole in
determining whether to grant a
conditional or unconditional
exemption.

b. Comments Received

NYMEX commented that contract
market officials, other than the chief
operating officer, including senior
officials in charge of legal, operations,
trade surveillance, compliance and/or
regulatory affairs should be permitted to
sign the petition in the event the chief
operating officer is not available. CME,
CSC, and Comex stated that the
prccxﬁosal would redundantly require
exchanges to produce information on
their ability to produce an audit trail
that already has been formally reviewed
and approved by the Commission.

CBT commented that the requirement
that an exchange demonstrate that it
satisfies dual trading rules and
guidelines to obtain an exemption has
no statutory basis. It believes that the
Commission can only impose as a
condition to an exemption that an
exchange demonstrate that its trade
monitoring system “satisfies CEA
section 5a(b) with regard to violations
attributable to dual trading at such
contract market.”

In its comments, CBT also argues that
the proposed regulations contravene
Constitutional due process
for both floor brokers and exchan;
because they do not afford trial-type

rocedures to those seeking exemptions
m the ban on dual trading,

c. Regulation 155.5 (d)(1) and
Appendix A

Upon review of NYMEX'’s comment.
regarding the potential unavailability of
the chief operating officer for purposes
of si the exemption petition, the
Commission has determined to amend
this provision. If the chief operating

irements

officer is unavailable, the exemption
petition may be signed by the contract
market official acting in the chief
operating officer’s capacity. The
Commission is adding this degree of
flexibility in order to ensure that the
exemption process is not delayed due to
the absence or unavailability of the chief
operating officer, However, the
Commission believes it is important to
preserve the accountability of high-leve!
contract market officials.

A contract market may not substitute
information contained in a recent rule
enforcement review in place of the
specific information required under the
regulation and the guidelines in
appendix A. In drafting the exemption
provisions, the Commission applied the
new express requirements in the 1992
Act as to an exchange’s trade monitoring
system. The Commission’s regulations
are drafted to require contract markets
to provide current, detailed, and
uniform information in exemption
petitions. However, as the Commission
stated previously, a contract market may
attach excerpts gom recent rule
enforcement reviews in support of its
petition. The relevance of such attached
excerpts will be in part determined
based on the target period of the review
in question,

CBT incorrectly asserts that the rules
and guidelines to obtain an exemption
have no statutory basis, The guidelines
contained in appendix A add specificity
to the statutory requirements of section
5a(b) of the 1992 Act and provide
additional gnidance to a contract market
as to what the Commission believes is
necessary to demonstrate that the
components of a contract market’s trade
monitoring system are sufficient to
detect and deter violations attributable
to dual trading. Furthermore, section
4j(a)(1)(c) requires the Commission to
specify the relevant data required to be
submitted with each exemption
petition. The Commission believes that
the guidelines, as drafted, are consistent
with the purpose and intent of the
exemption process, which is designed to
assess whether a contract market’s trade
monitoring system is sufficient to
qualify it for an exemption from the
dual trading prohibition. Whether a
contract market'’s trade monitoring
system is sufficient to qualify it for an
exem{gtion from the dual trading
prohibition.

The underlying premise of CBT’s due
process contentions is that the practice
of dual trading constitutes a protected
interest, i.e., a property right. We
conclude, however, that the CBT has
failed to demonstrate any protected
property interest in dual trading for
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either the exchanges or the individual
brokers themselves.

As the Supreme Court has stated, “(t)o
have a property interest in a benefit, a
person clearly must have more than an
abstract need or desire for it. He must
have more than a unilateral expectation
of it. He must, instead, have a legitimate
claim of entitlement to it." 28 Generally,
either a statute or a regulation is
evidence of the creation of a property
right by the Government.29

The relevant statutory provision,
section 4j(a)(1) of the Act, prohibits dual
trading in certain markets absent the
grant of an exemption.30 Thus, assuming
without deciding that one could obtain
a “property interest” in dual trading,
whatever “interest" there is could only
arise after obtaining this exemption.

Courts have recognized that an
entitlement may exist for a benefit
sought but not yet obtained, such as a
license to engage in lawful activity, if
the law limits the exercise of discretion
by the official responsible for conferring
the henefit.32 But here Congress has
declared the activity in question to be
unlawful, rather than lawful. Moreover,
the determination whether to grant any
exemption is not “limited,"” but part of
an exercise of broad authority to
determine if a contract market has made
the necessary showing to overcome the
statutory prohibition against dual
trading.

The CBT attempts to show
entitlement under the Act on two bases.
It first argues that a floor broker’s
existing license, authorized by the Act,
incorporates the right to dual trade.
Further, it contends that section 4j(a),
which defines the term “dual trading,"
also creates the right to dual trade.

The notion that a floor broker's
license encompasses a right to dual
trade is not supported by any evidence
of a mutual understanding between the
Commission and the exchanges that this
license subsumed a right to dual trade.
Nothing in the regulations for floor
brokers or in the Act grants or
acknowledges a right to dual trade. To
the contrary, in amending the Act in
1974, Congress instructed the
Commission to determine whether the
practice of dual trading should be

( 20 Board of Regents v. Roth, 408 U.S. 564, 577
1972)

4 See, e.g., Cleveland Board of Education v.
Loudermill, 470 U.S. 532, 538 (1985); Thompson v.
Washington, 487 F.2d 626, 635 (D.C. Cir. 1873), *

0 Prior to the 1992 Act, the Commission, under
section 4, was authorized to prohibit dual trading
by rule. Apart from the statutory ban, the
Commission has retained the authority to ban dual
trading. See section 4j(b) of the Act.

V1 See, e.g., Midnight Sessions, Ltd, v. City o,
Philadelphia, 945 F,2d 667, 680 (3d Clr. 1991).

permitted.32 An ongoing study of
whether dual trading would be allowed
does not rise to the level of creating a
legal guarantee of a protected activity.
Indeed, section 4j(a)(1) of the Act refers
to dual trading as a “‘privilege,”
underscoring that there isno
entitlement to dual trade.

Based on the above, the Commission
concludes that the CBT has articulated
at best an expectation of continuing to
dual trade. As explained, however, a
protectable interest must be more than
a “unilateral expectation.’' 33

The CBT separately raises other
concerns about the exemption process
and its effect on an exchange's legal
status under the Act. Purportedly,
denial of an exemption based on a
finding that the contract market's trade
monitoring system does not satisfy the
standards of section 5a(b) of the Act
would be equivalent to a finding that
the exchange is operating unlawfully
and does not have adequate ability to
police the contract market effectively.34
This, in turn, would: (1) Preclude an
exchange from cbtaining contract
market designations for new products;
(2) result in an automatic suspension or
revocation of the exchange's contract
market designation; and (3) result in
private-right-of-action suits by
customers against the exchange for
failing to enforce its rules. According to
the CBT, these consequences of a denial
make the exemption procedure
adversarial in nature, and thus require
a full evidentiary hearing.

QOur review ?)?{he statute discloses no
intent by Congress to make the
exemption process adversarial in
character. As part of the exemption
analysis, the statute directs the
Commission to exempt a contract
market from the prohibition "“upon
finding that * * * (A) the trading
monitoring system in place at the
contract market satisfies the
requirements of section 5a(b) with
regard to viclations attributable to dual

32 Former section 4j(1) of the Act, as added in
1974, provided in part:

The Commission shall * * * makea
determination * * * whether or not a floor broker
may trade for his own account or any account in
which such broker has trading discretion, and also
execute a customer's order for future dalivery and,
if the Commission determines that such trades and
such executions shall be permitted, the Commission
shall further determine the terms, conditions, and
circumstances under which such trades and such
executions shall be conducted * * *.

33 Board of Regents v. Roth, 408 U.S. at 577. As
noted, the CBT also urges that, by adding the
definition of dual trading to section 4j(a)(2) of the
Act, Congress intended to make dual trading &
property right. A definition alone, however, cannot
create such a right.

34 CBT legal memorandum, attached to dual
trading comment letter, at 8.

trading at such contract market
* = =35 Moreover, section 4j(a)(5)(B)
requires the Commission, before
denying an exemption or granting a
conditional exemption, ta provide the
affected contract market, upon request,
with an opportunity for oral
presentation of views and comments, as
opposed to the taking of oral testimony
common to adversarial proceedings—
under terms set by the Commission.

Such an exemption procedure, which
focuses on the capability of an
exchange's trade monitoring system, is
fundamentally distinct from an
enforcement proceeding instituted
against an exchange by the Commission,
where sanctions may be imposed for the
exchange'’s failure to enforce its own
rules or for engaging in violations of the
Act or the Commission’s rules.36

Even assuming the applicability of
procedural due process considerations
to the exemption denial or revocation
procedure, such process is a flexible
concept and “calls for such procedural
protections as the situation demand.” 37
Where an agency is called upon to
consider whether groups of individuals
are affected by identical operative facts,
there is no requirement of
individualized hearings, let alone trial-
ty%e hearings.38

he same considerations weaken the

CBT's call for a provision for cross-
examination.3® The credibility of
exchange members and individual
brokers is not called into question
anywhere in the applicable regulations.
The focus instead is on the efficacy of
the exchanges' trade monitoring
systems. Consequently, any role of
cross-examination, the hallmark of a full
adversarial hearing, is, at best,
questionable.s0

2. Content Requirements

a. Proposed Regulation

Proposed regulation 155,5(d)(2)
would require a contract market’s
exemption petition to identify each
contract market that is, or is projected
to be, affected. The petition would be
required to include a full description of

35 Section 4j(a)(3) of the Act.

38 See section 6(b), 6b and 6¢ of the Act.

37 Morrissey v. Brewer, 408 U.S. 471, 481 (1872).

38 See, e.g., Thompson v. Washington, 497 F.2d
826, 840 (D.C. Cir. 1973).

39 CBT legal memorandum at 10-12. A

40 See Burr v. New Rochelle Municipal Housing
Authority, 479 F.2d 1165, 1169 (2d Cir. 1973),
quoting Geneva Towers Tenants Organizations et
al. v. Federated Mortgoge Investors et al (N.D. Cal,
Jan. 8, 1972) (““the opportunity tc present oral
evidence is not particularly valuable where
technical financial data is at issue. The ‘credibility’
of conflicting data i not best resolved by evaluating
the demeanor of witnesses; it is best resolved by
independent agency investigation * * *").
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each component of the contract market's
trade monitoring system, including the
systems in place, rules, policies and
procedures in effect, standards t:gpliod.
trading violations targeted, and the
rasults achieved. The petition should
include performance statistics covering
the 12-month period ending with the
month preceding the petition date. If
such statistics are not available, spacific
representative performance examples
should be provided. Contract markets
also could attach materials, such as
excerpts from recent rule enforcement
reviews, and information regarding any
programs adopted independently by the
contract market to monitor certain
trading activity, which the contract
market could include in its ?xemplilon
petition. The proposed ation also
would require that the cr:grract market
set forth in its petition the existing
program or plan and projected
implementation timetable for
conformity with the audit trail
requirements of section 5a(b)(3) of the
1992 Act.

b. Comments Received

CSC commented that unless a contract
market complied with the guidelines
before their publication date, an
exemption request could not be made
until ane year after the effective date of
the regulation, given the 12-month
statistical period. CME stated that the
regulation should clearly indicate that
the Commission will consider, as part of
the systems described in regulation
155.5(2)(iii), exchange rules and other
regulatory measures designed to prevent
dual trading abuses. IGFA, AFBF and
NGFA commented that the proposed
exemption guidslines are consistent
with fair and orderly trading and that
the proposed standards for exemption
are appropriate.

c. Regulation 155.5(d)(2)

A contract market nesd not delay
apply for an exemption because it does
not believe that it comported with the
guidelines set forth in appendix A for
the 12-month statistical period. In this
situation and for other appropriate
reasons, the Commission could consider
whether to grant a conditional
exemption, providing sufficient time for
a contract market to correct any
deficiencies.

In response to the CME's comment,
the Commission amended the regulation
and appendix A to state that the
Commission, in reviewing a contract
market's exemption petition, will
consider contract market rules and other
regulatory measures designed to
upgrade its existing program to prevent
trading abuses attributable to dual

trading. This amendment is consistent
with the Commission’s previous
statement, noted above, that a contract
market could support its exemption
petition with informeation regarding any
programs adopted independently by the
contract market to monitor certain
trading activity. Thus, a contract market
could properly include within its
petition for an exemption a description
of any programs or procedures in place
or to be put in place in the immediate
future to limit dual trading.

3. Audit Trail and Recordkeeping
Systems

a. Proposed Regulation

The proposed regulation would
require a contract market to provide a
detailed description of the methodology
and procedures followed to verify the
accuracy of recorded trade execution
times. Further, the contract market
would be required to demonstrate that
its one-minute trade execution times, as
required under Commission regulation
1.35(g), were accurate to the highest
degree practicable [(but in no event less~
than 90 percent accurate) during four
consecutive months within the 12-
month period ending with the month
preceding the paetition date. This
standard, as well as others, would be
subject to change as, for example, new
statutory standards become effective
and exchange systems evolve.

Contract markets that record trade
execution times manually would be
required to demonstrate the accuracy
rate through, at a minimum, a
comparison of times recorded for both
the buying and sellings sides of the
trade to the times reported in the price
change register. If trads execution times
are imputed at the contract market, the
contract market would be required to
demonstrate its accuracy rate through, at
a minimum, the accuracy of the data
inputted and a description of the
contract market's trade imputation
algorithm program. Such description
would include information as to how
and why the program based on input
data reliably establishes the accuracy of
the imputed trade execution times at the
rate represented. R

With respect to recordkeeping
systems, the contract market would be
required to demonstrate that a
“representative sample” of
documentation required to be prepared
and maintained by each floor member
and member firm regarding the
execution of customer orders and other
trading is reviewed for compliance with
Commission regulation 1.35 at least
once each year. A contract market
should provide a checklist used in the.

annual reviews to evidence the
completion of the required reviews and
the performance of its floor members
over the review period. A contract
market also would have to demonstrate
that evidence of inadequate or violative
recordkesping is incorporated into other
compliance activities as appropriate.

b. Comments Received

NYMEX commented that the 80-
percent test is not appropriate for every
contract market and is not necessarily
indicative of the quality of an audit trail
system. NYMEX r commented,
along with CBT, that the Commission

. should delete reference to the 90-

percent accuracy test and substitute a
qualitative review of each contract
market’s audit trail system. CBT also
stated that the one-minute timing
standard is arbitrary with no statutory
basis and that the Commission should
abandon its reliance on subjective
measures. CME commented that the 90-
percent accuracy standard is undefined
and vague.

Comex asked for clarification of the
description of the comparison
methodology required for exchanges
that rely upon manual trade time
recordation. NYMEX noted that
independent time-stamping by an
exchange’s employee and the use of an
electronic hand-held system for
recording trade execution times
presumably would not be within the
term '‘recorded manually.” Therefore,
NYMEX requested that the Commission
clarify the term “recorded manually" in
the guidelines to the final rule.

CME commented that the Commission
should allow innovative exchanges to
develop alternate surveillance
procedures that otherwise satisfy the
recordkeeping requirements, In this
regard, CME stated that the proposed
rules should be flexible enough to allow
alternate recordkeeping procedures,
which potentially can reduce market
participant costs, to svolve.

c. Regulation 155.5(d}{(2){ii)

Final regulation 155.5 continues to
require contract markets to demonstrate
at least a one-minute trade timing
accuracy rate of 90 percent. The
Commission has considered the
comments regarding the 90-percant
accuracy standard, but believes that the
specified standard is necessary and
appropriate to achieve one-minute trade
execution times that are accurate to the
highest degree practicable. The
Commission reaffirms, howsver, that a
contract market’s trade monitoring
system will not be judged solely on this
standard. Instead, the Commission, in
its discretion, will consider the contract
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market’s trade monitoring system as a
whole in determining whether to grant
a conditional or unconditional
exemption. Also, the Commission has
amended Guideline A expressly to
require that a contract market
demonstrate the effective integration of
trade timing data into the contract
market’s surveillance systems with
respect to dual trading-related abuses.
to the comparison methodology for
a contract market that relies on manual
trade time recordation, the contract
market should compare both the buying
and selling brokers’ recorded execution
times to the price change register. There
is no requirement for com of the
buying broker's time to the selling
broker’s time.41

NYMEX'S trade execution times,
which are independently time-stamped
on a pit card, are not manually recorded
times in that they are not handwritten.
For purposes of determining that
exchange’s one-minute timing accuracy
rate, however, the comparison
methodology is similar to that used by
contract markets that rely on manual
irade time recordation. NYMEX should
compare each pit card time stamp to the
trade time appearing on the price
change register. The Commission is
revising appendix A accordingly.

The Commission also is revising
appendix A to recognize the impending
use of lectronic hand-held trading
cards by stating the methodology for
demonstrating the timing accuracy of
such trading cards.42 If trade execution
times are recorded through electronic
hand-held trading cards, the contract
market must demonstrate the accuracy
rate through, at a minimum, the
accuracy of the timing mechanism (such
as an internal clock), including a
description of how the timing
mechanism is set and the uniformity of
the time set for all the electronic hand-
held trading cards used on the contract
market, and the unalterability of the
trade execution times recorded.

The Commission considered CME's
comment that the regulation should
allow alternate recordkeeping
procedures that otherwise satisfy the
recordkeeping requirements, As the
Commission has stated previously, the
standards set forth in appendix A
should serve as guidelines for a contract
market to demonstrate the efficacy of its
trade monitoring system for purposes of
the exemption process. It is not

_ ) Although there is no Commission requirement
for a broker to broker comparison of trade execution
limes, @ contract market may find such a
comparison useful in other aspects of its trade
practice surveillance program.

42 Curreatly no electronic hand-held trading cards

are in use.

intended to discourage innovative
development of new systems and
procedures which effectively
accomplish the purposes of the
regulation,

4. Appropriate Disciplinary Actions
a. Proposed Regulation

A contract market’s exemption
petition would be to
demonstrate use, on a consistent basis,
of surveillance information to bring dual
trading-related disciplinary actions. A
contract market must submit a list of
sach investigation and related
disciplinary proceeding involving dual
trading-related abuses for the 12-month
statistical review period. The list should
indicate the source of the investigation,
the type of dual trading-related abuse
alleged or found, and the disposition at
each level of the disciplinary process.
For each settlement or adjudication, the
list also must state any penalties
assessed.

b. Comment Received

NYMEX commented that disciplinary
cases included in the exemption
petition should be identified by number
rather than by name for purposes of
confidentiality and in fairness to
persons subject to investigation.

c. Regulation 155.5(d)(2)(iv)

The Commission is adopting this
provision as proposed. In response to
NYMEX's comment, contract markets
must provide the names of persons
subject to investigation and/or
disciplinary action. The Commission
will maintain the confidentiglity of such
information as appropriate under
section 8 of the Act.

5. Remittal of Exemption Petition
a. Proposed Regulation

Pro regulation 155.5(d){(4)
would authorize the Director of the
Division of Trading and Markets (or a
designes) to remit to the contract market
any exemption petition that does not
comply with the content reqilirements
set forth in the regulation. The remittal
letter would provide, where practicable,
an appropriate explanation of the
remittal and would identify the content
deficiencies. The contract market would
have 20 days following receipt of the
remittal letter in which to resubmit the
exemption petition with the deficiencies
corrected. If the corrected petition is not
resubmitted within that time frame, the
Commission could exercise its
discretion to permit the dual trading
prohibition to become effective as to the
affected contract market.

b. Comments Received

NYMEX and COMEX commented that
the Commission should delete the
‘‘where practicable” age and set
forth an appropriate explanation for
remittal of the exemption petition. CBT
and CSC stated that the deadline for
resubmission of an electronic remitted
exemption petition with deficiencies
corrected is unreasonable and
recommended that the Commission
lengthen the time for resubmission to at
least 80 days.

¢. Regulation 155.5(d)(4)

Based on the comments received, the
Commission delsted the “where
practicable” language from the final
rule. Accordingly, the remittal latter
will set forth an appropriate explanation
for remittal of the petition.

The final regulation will continue to
require resubmission of a remitted
exemption petition 20 days following
receipt of the remittal letter. The
Commission believes that 20 days
should be sufficient time to correct the
deficiencies in the contents of the
exemption petition. The specified time
period is intended to ensure that a
contract markst's petition does not
remain in remitted status for an
extended period of time without the
affected market being subject to the dual
trading prohibition. Furthermore, the
Commission, at its discretion, could
extend the time period for resubmission
under exceptional circumstances.

D. Other Commaents

The Commission also received
comments stating concerns regarding
the competitive and systemic
consequences of the dual trading
prohibition from CSC, Comex and
CFBTA. The Commission acknowledges
the commaents, but reiterates that the
regulation responds to a specific
statutory mandate,

III. Related Matters

A. Regulatory Flexibility Act

The Regulatory Flexibility Act

(“RFA") requires federal agencies
(including the Commission), in adopting
rules, to consider the impact of those
rules on small businesses.43 Regulation
155.5 will directly affect certain contract
markets, which are not small entities for
RFA purposes,*s and certain floor
brokers, which may be considered small
entities in the present context.s In

435 1.5.C. 801 of seg. (1988).
4447 FR 18618, 18619 (April 30, 1982).
45 The Commission stated that it would determine
rule proposals whether
considered small entities for
Contiaued

in connection with
floor brokers should
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proposing regulation 155.5, the
Commission stated its belief, and the
Acting Chairman certified, that the
proposal could be implemented without
imposing a significant economic burden
on & substantial number of floor
brokers.4e Consequently, the
Commission did not prepare an initial
reﬁylatory impact analysis.+7
he Commission received two
comment letters on the proposed
regulation that raised issues in
connection with the RFA. In general, the
commenters, CSC and Comex,
contended that regulation 155.5 as
proposed could have a significant
economic impact on a substantial
number of flcor brokers at those
exchanges due to the relatively high
percentage of volume on the likely
affected contract markets attributable to
duel traders and their relatively low
degree of specialization.4s The
Commission has evaluated those
comments carefully and now believes
that it cannot be determined whether or
not regulation 155.5 will have a
significant economic impact on a
substantial number of small entities.
Consequently, in accordance with the
RFA, the Commission prepared a
regulatory impact analysis in
conjunction with the adoption of
regulation 155.5 as a final rule. The
Commission, however, has been unable
to identify any alternatives to regulation
155.5 that would satisfy the statutory
requirements of section 4j(a) at a lower
otential cost to certain dual-trading
oor brokers at CSC and Comex.49 In
anfv event, the Commission’s legal
obligation to impose the dual trading
prohibition in accordance with the
section 4j(a), despite any potentially
significant adverse impact such

RFA purposes, Any floor broker employed by an

FCM, howaver, would not be considered a small
business entity, because such a floor broker is part
of the FCM’s businaess and the Commission
previously delermined that FCMs are not smail
entities under the RFA. Id.

458 FR 13025, 13036-37 (March 9, 1993).

47 The RFA provides that an initial regulatory
impact analysis Is not required in conjunction with
a rule proposal if the head of the agency certifies
that the rule will not, if promulgated, have
significant economic impact on a substantial
number of small entities. 5 U.S.C. 805 (1988).

42 CSC letter dated May 7, 1993; Comex letter
dated May 13, 1093.

49n their comments, CSC and Comex
emphasized the extent to which their members are
not highly specialized between brokerage and
trading and argued the implications thersof. It is
reasonable to expect that, in light of the comments
they submitted, CSC and Comex will seck
exemptions for their affected contract markets. If
the Commission nevertheless denies such an
exemption to any of their affected contract markets,
the degree to which the floor participants do not
specialize in customer or personal trading would be
a factor in the Commission's determination of the
date to be set for the prohibition to take effect.

prohibition may have on a possibly
substantial number of floor brokers that
could be small entities (including those
at CSC and Comex), is not lessened or
superseded by the FRA.50

The analysis, together with a copy of
this notice, has been transmitted to the
Chief Counsel for Advocacy of the Small
Business Administration.s? Copies of
the regulatory impact analysis are
available to the public by contacting the
Office of the Secretariat, Commodity
Futures Trading Commission, 2033 K
Steat, NW., Washington, DC 20581;
telephone: (202) 254-6314/

B. Paperwork Reduction Act

The Paperwork Reduction Act of 1980
(“PRA") impaoses certain requirements
on federal agencies (including the
Commission) in connection with their
conducting or sponsoring any collection
of information as defined by the PRA.52
In compliance with the PRA, the
Commission previously submitted this
regulation in its proposed form and its
associated information collection
requirements to the Office of
Management and Budget (“OMB"). It
has been assigned OMB Control No.
3038-0022,

The burden associated with the entire
collection, including this final rule, is as
follows:

Average burden hours per response
Number of respondents
Frequency of response

The burden associated with this
specific final regulation is as follows:

Average burden hours per response
Number of respondents
Frequency of response

Copies of the OMB approved
information collection package
associated with this rule may be
obtained from Gary Waxman, Office of
Management and Budget, room 3228,
NEOB, Washington, DC 20503; (202)
395-7340.

soExec. Order No. 12,291 § 3(f)(3). 46 FR 13193
(1981), reprinted in 5 U.S.C. 601 (1988) (nothing in
the requirements for regulatory impact analysis and
review under the RFA shall be construed as
displacing the agency's responsibilities delegated
by law).

81 Ordinarily, a final regulatory impact analysis
for a major rule is to be transmitted 30 days prior
to the publication of the rule as a final rule. Exec.
Order No. 12,291 § 3(c)(2). That procedure,
however, does not apply to the extent that it
conflicts with deadlines imposed by statute. Exec.
Order No, 12,291 § 8(a)(2). Given the deadline
imposed on the Commission by the 1982 Act for
issuance of dual trading regulations (July 25, 1993),
transmittal to the Chief Counsel for Advocacy 30
days in advance of publication was impracticabla.

5344 U.S.C. 3501 et.seq. (1888). A collection of
information includes applications to the

government and reporting or recordkeeping
requirements.

List of Subjects in 17 CFR Parts 1 and
155

Commodity futures, Commodity
options, Contract markets, Customers,
Dual trading, Floor brokers, Futures
commission merchants, Members of
contract markets.

For the reasons set out in the
preamble and pursuant to the authority
contained in the Commodity Exchange
Act and, in particular, sections 4, 4b, 4c,
4e, 4, 4j, 5, 5a, 8 and 8a thereof, 7
U.S.C. 6, 6b, 6c, 68, 6g, 6], 7, 7a, 12 and
12a, the Commission amends parts 1
and 155 of title 17 of the Code of
Federal Regulations as follows:

PART 1—GENERAL REGULATIONS
UNDER THE COMMODITY EXCHANGE
ACT

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

Autherity: 7 U.S.C. 2, 2a, 4, 43, 6, 64, 6D,
6c¢, 6d, 6e, 6f, 6g, 6h, 6i, 6k, 61, 6m, n, 60,
7.7a,7b, 8,12, 12a, 12¢, 13a, 13a-1, 16, 16a,
19, 21, 23, and 24, unless otherwise noted.

2. Section 1.35(e)(1) is revised to read
as follows:

§1.35 Records of cash commodity, futures
and option transactions.
- - " - ]

(e) & »

(1) Was trading for his own account
oran account for which he has
discretion;

L] * L] - -

PART 155—TRADING STANDARDS

3. The authority citation for part 155
continues to read as follows:

Authority: 7 U.S.C, 6b, 6g, 6j and 12a,
unless otherwise noted.

4. Section 155.5 is added to read as
follows:

§155.5 Prohibition of dual trading by floor
brokers.

(a) Definitions. For purposes of this
section:

(1) Trading session means the hours
during which a contract market is
scheduled to trade continuously during
a trading day, as set forth in contract
market rules, including any related post-
settlement trading session. A contract
market may have more than one trading
session during a trading day.

(2) Customer means an account owner
for which a trade is designated with the
customer type indicator prescribed
under Commission regulation 1.35(e)(4)

(3) Contract market means any
contract separately designated by the
Commission, provided, that two or more
contracts trading concurrently pursuant
to a single designation order on other
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than a transitory basis and for which the
contract terms differ significantly other
than as to delivery or expiration months
shall each be considered a contract
market for purposes of this section, and
provided further, that screen-based
trading in a contract designated by the
Commission to the extent conducted
through a competitive auction process
pursuant to an algorithm that applies
non-discretionary rules of priority as
permitted under contract market rules
made effective under the Act shall be
considered a separate contract market
for pu of this section.

(4) Dual trading means the execution
of customer orders by a floor breker
during the same trading session in
which the floor broker executes directly
or initiates and passes to another
member for execution a transaction in
the same contract market for:

(i) The floor broker's own account;

(ii) Any account in which the floor
broker’s ownership interest or share of
trading profits is ten percent or more;

(iii) An account for which the floor
broker has trading discretion; or

(iv) Any other account controlled by
a person with whom such floor broker
is subject to trading restrictions under
section 4j(d) to the extent section 4j(d)
has been applied by Commission rule or
order.

(5) Daily trading volume means the
total number of sells (or buys) executed
in any contract market during a trading
day, excluding from the computation
ex-pit transactions as permitted under
contract market rules that have been
made effective under the Act.

(6) Average daily trading volume
means an arithmetic average of daily
trading volume in a contract market
over a specified time period on any day
when any expiration or delivery month
was listed for trading.

(7) Velume year means a continuous
12-month period that includes the last
calendar month-end date prior to the
computation date.

(8) Computation date means the date
on which a contract market computes its
average daily trading volume for the
most recent volume year,

(9) Affected contract market means a
contract market in which the average
daily trading volume equals or exceeds
the threshold level of 8,000 contracts for
each of four quarters during the most
recent volume year. 2

(b) Dual tm&:g prohibitien. No floor
broker shall dual trade in an affected
contract market, except as provided in
contract market rules that have been
made effective pursuant to section
5a(a)(12) of the Act and Commission
regulation 1.41, unless that contract
market is exempted under paragraph (d)

of this section. This prohibition shall
not affect ex-pit transactions as
described in paragraph (s)(5) of this
section.

(c) Contract markets.—{1) Contract
market rules. Prior to the effective date
of the dual trading prohibiticn under
this section or under a Commission
order denying an exemption petition
filed pursuant to paragraph (d) of this
section or revoking an exemption
pursuant to paragraph (e) of this section,
each affected contract market, unless
exempted under paragraph (d) of this
section, shall adopt rules that have been
made effective pursuant to section
5a(a)(12) of the Act and Commission
regulation 1.41 to prohibit dual trading
in accordance with the provisions of
this section. In the absence of such
contract market rules, upon the effective
date of the dual trading prohibition as
implemented either und};r this section
or by Commission order, Commission
regulations 155.5 (a) and (b) shall be
deemed to be rules of the contract
market.

(2) Volume computation. Each
contract market that may be subject to
a dual trading prohibition shall
determine whether it is an affected
contract market by computing at least
quarterly its average daily trading
volume for each :? four quarters during
the most recent volume year. In
addition, the contract market shall:

(i) At least five days before the
effective date of the dual trading
prohibition under this section or under
a Commission order denying an
exemption petition or revoking an
exemption, end thereafter within at least
two business days of each computation
date, publish, in a manner sufficient to
reach all members, a list of the affected
contract markets and the effective date
of the dual trading prohibition and, on
the same date, provide that information
in writing to the Director of the Division
of Trading and Markets, or an employee
of the Commission under the
supervision of such Director, as may be
designated by the Director; and

(ii) Maintain a record of its average
daily trading volume computations
required hereunder. Such record shall
include the computation date, the
beginning and ending dates for the
volume year under consideration, the
beginning and ending dates for each
quarter in the volume year and the
average daily trading volume for sach
quarter,

(3) Newly affected contract market. If
a contract market that was not affected
on the immediately preceding
computation date becomes affected as of
the current computation date, the
effective date of a dual trading

prohibition for that contract market
shall be no more than 30 calendar days
after the current computation date for
that contract markst.

(4) Permitted exceptions.
Notwithstanding the epplicability of a
dual trading prohibition under this
section, dual trading shall be permitted
in affscted contract markets in
accordance with rules that have been
submitted to the Commission pursuant
to section 5a(a)(12) of the Act and
Commission regulation 1.41 as follows:

(i) Correction of errors. To offset
trading errors resulting from the
execution of customer orders, provided,
that the floor broker must liquidate the
position in his personal error account
resulting from that error by open and
competitive means as soon as
practicable, but not later than the close
of business on the business day
following the discovery of the error. In
the event that the daily price fluctuation
limit is reached and a floor broker is
unable to offset the error trade, however,
the floor broker must liquidate the
position in his nal error account
resulting from that error as soon as
practicable thereafter.

(ii) Customer consent. To permit a
customer to designate in writing not less
than once annually a specifically
identified floor broker to dual trade
while executing orders for such
customer’s accounts. An account
controller acting pursuant to a power of
attorney may designate a dual trading
broker on behalf of its customer,
provided, that the customer explicitly
grants in writing to the individual
account controller the authority to select
a dual trading broker. -

(iii) Spread transactions. To permit a
broker who unsuccessfully attempts to
leg into a spread transaction for a
customer to take the executed leg into
his personal account and to offset such
position, provided, that a record is
prepared and maintained to
demonstrate that the customer order
was for a spread trade; to permit a
broker to execute for his personal
account a spread transaction recognized
by a contract market if at least one leg
of the spread is in a non-affected
market; and to permit a broker to
execute for his personal account an
intra-market spread transaction if at
least one leg of the spread is in a low-
volume month as described in
§155.5(c){4)(v).

(iv) Member customers. To permit
transactions for members of the contract
market not present on the floor,
provided, that the contract market,
within the single record required by
Commission regulation 1.35(e),
specifically identifies such transactions
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through account numbers, a separate
customer type indicator, or otherwise
for surveillance purposes.

(v) Low-volume months. To recognize
any expiration or delivery meonth that,
on the basis of historical data and an
analysis thereof and other factors
identified by the contract market,
reasonably can be expected to have an
average daily trading volume of less
than 500 contracts during the period
beginning with the current computation
date and ending with the next
computation date, provided, that the
contract market keeps full and
systematic records supporting these
determinations and, as part of its trade
surveillance program, establishes
special procedures, including
appropriate reports, to monitor dual
trading activity in the relevant low-
volume contract months.

(vi) Spot month. To recognize a ¢
period of trading in a maturing futures
contract, during which period liquidity
in the maturing futures contract
reasonably can be expected on the basis
of historical data and an analysis thereof
and other factors identified by the
contract market, to shift to the next
contract month, provided, that the
contract market can demonstrate that
effective surveillance will be conducted
for dual trading-related abuses during
such period.

(vii) Market emergencies. To address
emergency market conditions resulting
in a temporary emergency action under
Commission regulation 1.41(f).

(d) Exemption petitions.—{1)
Standards. A contract market may apply
for an exemption from the dual trading
prohibition of paragraph (b) of this
section by filing a written petition,
signed by the contract market’s chief
operating officer or, in his absence, an
exchange official acting in the capacity
of chief operating officer, that states
facts sufficient to demonstrate that its
trade monitoring system, consistent
with the standards articulated in
guidelines set forth in appendix A to
this section, is capable of detecting and
deterring, and is used on a regular basis
to detect and deter, all types of
violations attributable to dual trading,
and is capable of generating an audit
trail that satisfies the requirements of
Commission regulation 1.35. The
petition shall be directed to the Office
of the Secretariat, Commodity Futures
Trading Commission, 2033 K Street,
NW., Washington, DC 20581, with a
copy to the Director of the Division of
Trading and Markets.

(2) Content requirements. An
exemption petition must identify each
contract market that is, or is projected
to be, affected. The petition must

include a full description of each
component of the contract market's
trade monitoring system including the
systems in place, rules, policies and
procedures in effect, standards applied,
trading violations targeted, and Lge
results achieved. To the extent
practicable, the petition shall include
performance statistics covering the 12-
month period ending with the month
preceding the petition date. Where such
statistics are not available, specific,
representative performance examples
should be provided. The petition also
must set forth the contract market's
program or plan and projected
implementation timetable for
conformity with the requirements of
section 5a(b)(3) of the Act. An
exemption petition must address, in the
order listed below, the following
components of a contract market's trade
monitoring system:

(i) Physical observation of trading
areas;

(ii) Audit trail and recordkeeping
systems able to, and used to, capture
essential data on the terms, participants,
and sequence of transactions (including
relevant data on unmatched trades and
outtrades) and otherwise satisfy the
requirements of Commission regulation
1.35 and section 5a(b)(3) of the Act, as
implemented by Commission
regulations and orders;

(iii) Systems capable of reviewing,
and used to review, trading data
effectively on a regular basis to detect,
and other measures designed to prevent,
rule violations attributable to dual
trading committed in the execution of
trades and customer orders on the floor
or subject to the rules of the contract
market, including:

(A) Trading ahead of customer orders
directly or indirectly;

(B) Trading against customer orders
directly or indirectly in violation of
contract market rules;

(C) Disclosing, misallocating or
withholding customer orders;

(D) Failing to resolve errors,
unmatched trades or outtrades properly
and promptly; and

(E) Crossing customer orders by
matching or “offsetting" customer
orders directly or indirectly in violation
of contract market rules;

(iv) The use of information gathered
through such systems on a consistent
basis to bring appropriate disciplinary
actions against violators;

(v) The commitment of resources
necessary for such systems to be
effective in detecting and deterring
violations attributable to dual trading,
including adequate staff to investigate
and prosecute disciplinary actions; and

(vi) The assessment of meaningful
penalties against viclators and the
referral of appropriate cases to the
Commission.

(3) Alternative raquirements. If a
contract market believes that its trade
monitoring system does not meet the
standards set forth in paragraph (d)(1) of
this section, the contract market's
petition must include, in addition to the
information required to be provided
under paragraph (d)(2) of this section:

(i) A specific description of the
corrective actions the contract market
will take that it believes to be sufficient
and appropriate to meet the standards in
paragraph (d)(1) of this section, together
with an explanation of the sufficiency
and appropriateness of such actions,
including specific implementation
dates, any related changes in systems,
operations, staffing, policies, rules,
procedures, and budget allocations; and

(ii) Data and an economic analysis of
that data to demonstrate any adverse
impact of a dual trading prohibition on
hedging and price basing at the contract
market.

(4) Remittal. The Director of the
Division of Trading and Markets (or an
employee of the Commission under the
supervision of such Director as may be
designated by the Director) may remit to
the contract market, with an appropriate
explanation, and not accept pursuant to
paragraph (d) of this section, any
petition for exemption that does not
comply with the content requirements
of paragraphs (d)(2) and (3) of this
section, as identified in the remittal
letter. The affected contract market must
resubmit its exemption petition with
deficiencies corrected no more than 20
days after receipt of the remittal notice.
If the exemption petition is not
resubmitted within the prescribed 20-
day period, the Commission, at its
discretion, may permit the dual trading
prohibition provided for in paragraph
(b) of this section to become effective as
to any such affected contract market.

* The Commission’s review period shall

be calculated from the date of
resubmission.

(5) Deferred application of the
prohibition. If & contract market submits
a petition for exemption that satisfies
the content requirements of paragraphs
(d)(2) and (3) of this section prior to the
effective date of the dual trading
prohibition, the Commission will
suspend application of the prohibition
against the contract market unless and
until the petition is denied, pursuant to
the effective date set forth in the denial
order.

(6) Publication. A notice of the
submission of each exemption petiticn
deemed complete under paragraphs
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(d)(2) and (3) of this section will be
published promptly by the Commission
or the Director of the Division of
Trading and Markets (or by an employee
of the Commission under the
supervision of the Director, as may be
designated by the Director) in the
Federal Register. Upon publication of
such notice, copies of each petition,
with the exception of any information or
materials determined by the
Commission to be subject to
confidential treatment, will be publicly
available through the Office of the
Secretariat in accordance with the
provisions of part 145 of this chapter.

(7) Grant ofpexem tion without
conditions—{i) Findings and order. A
contract market’s exemption petition
will be granted without conditions by
Commission order if the Commission
finds that, based on the information,
views and arguments placed before it by
the contract market in writing in its
petition and any attachments or
supplements thereto, and orally in any
presentation pursuant to paragraph
(d)(8)(iii) of this section, and other
relevant information identified by the
Commission, the contract market has
demonstrated conformity with the
standards contained in paragraph (d)(1)
of this section, The Commission’s order
will state the Commission’s findings.

(ii) Publication. A Commission order
granting an exemption pursuant to this
paragraph (d)(7) of this section will be
published promptly in the Federal
Register.

(iii) Effective date. A Commission
order granting an exemption without
conditions pursuant to this paragraph
(d)(7) shall ge effective upon issuance.

(8) Proposed conditional exemption
or petition denial—(i) Notice. If the
Commission intends to deny an
exemption petition or to exempt a
contract market subject to conditions,
the Commission will notify the contract
market in writing that it intends to deny
or condition the petition and state:

(A) Specific deficiencies in the
contract market’s trade monitoring
system;

(B) Any corrective actions to the trade
monitoring system that the Commission
believes the affected contract market
must take to satisfy the standards of
paragraph (d)(1) of this section, and a
tin(xiatable for such corrective actions;
an

(C) Any conditions or limitations that
the Commission proposes to attach to an
exemption under paragraph (d) of this
section,

(ii) Publication. A notice issued to a
contract market under this paragraph
(d)(8) will be published promptly in the
Federal Register.

(iii) Opportunity for written
submission and oral presentation.
Within five days of receipt of the notice
from the Commission, the contract
market may request in writing the
opportunity to make an oral
presentation to the Commission. The
contract market will be notified
promptly by the Commission of the date
and the terms under which the contract
market may make an oral presentation,
The contract market must submit any
written supplemental data, views, or
arguments within 20 days of receipt of
the Commission’s notice, unless the
Commission notifies the contract market
otherwise.

(9) Grant of conditicnal exemption—
(i) Findings and order. A contract
market's exemption petition will be
granted subject to conditions by
Commission order if the Commission
determines, based on the information,
views and arguments placed before it by
the contract market in writing in its
petition and any attachments or
supplements thereto, and orally in any
presentation pursuant to paragraph
(d)(8)(c)(iii) of this section and other
relevant information identified by the
Commission, that:

(A) The contract market's trade
monitoring system does not satisfy the
standards set forth in paragraph (d)(1) of
this section, but other corrective actions
are sufficient and appropriate to mest
the standards in paragraph (d)(1) of this
section;

(B) There is a substantial likelihood
that a dual trading prohibition would
harm the public interest in hedging or
price basing at the contract market; and

(C) The conditions or limitations
being attached to the grant of exemption
by the Commission are appropriate in
light of the purposes of this section,
The Commission’s order will state the
Commission’s findings and the
conditions or limitations placed upon
the contract market.

(ii) Publication. A Commission order
granting a conditional exemption
pursuant to this paragraph (d)(9) will be
published promptly in the Federal
Register.

(iii) Effective date. A Commission
order granting a conditional exemption
gursuant to this paragraph (d)(9) shall

ecome effective 20 days after issuance,
unless the Commission determines that
more immediate action is appropriate in
the public interest and states an earlier
effective date in the order.

(10) Denial of petition.—{i) Findings
and order. A contract market’s
exemption petition will be denied by
Commission order if the Commission
determines, based on the information,

views and arguments placed before it in
connection with the petition and other
relevant information, that:

(A) The contract market has not
demonstrated that its trade monitoring
system satisfies the standards set forth
in paragraph (d)(1) of this section, and
there is not a substantial likelihood that
a dual trading prohibition would harm
the public interest in hedging or price
basing at the contract market; or

(B) The contract market has
demonstrated that there is a substantial
likelihood that a dual trading
prohibition may harm the public
interest in hedging or price basing at the
contract market, but has not
demonstrated that other corrective
actions are sufficient or appropriate to
meet the standards in paragraph (d)(1)
of this section.

The Commission’s order denying the
exemption will state the Commission’s
findings and the date on which the dual
trading prohibition will take effect on
the contract market,

(ii) Publication. A Commission order
denying an exemption pursuant to this
paragraph (d)(10) will be published
promptly by the Commission in the
Federal Register.

(iii) Effective date. A Commission
order denying a contract market’s
petition for an exemption pursuant to
this paragraph (d)(10) of this section
shall become effective at least 20 days"
after issuance, unless the Commission
determines that more immediate action
is appropriate in the public interest.

(e) Exemption revocation. An
exemption may be revoked if the
Commission determines that the
standards in paragraph (d)(1) of this
section are not being met or if any
condition of the exemption has not been
met. The Commission shall notify the
contract market in writing of its intent
to issue an order to revoke the contract
market’s exemption. Such notice shall
include the reasons for the proposed
revocation and the procedures under
which the contract market shall have
the opportunity to be heard. After
considering information relevant to the
proposed revocation, the Commission
shall determine whether to revoke the
exemption. Any Commission revocation
order shall state findings in support of
the revocation and be effective at least
20 days after issuance unless the
Commission determines that more
immediate action is appropriate in the
public interest. Such order shall state
the date on which the dual trading
prohibition shall take effect.

Appendix A to Regulation 155.5 —

Guidelines regarding Contract Market
Petition for Exemption from Dual Trading
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Prohibition Based on Sufficiency of the Trade
Monitoring System.

Regulation 155.5 permits a contract market
to petition the Commission for exemption
from the dual trading prohibition on the basis
that its trade monitoring system satisfies
certain standards. Appendix A is intended to
provide additional guidance to a contract
market as to what is necessary to demonstrate
that the components of a contract market’s
trade monitoring system, as enumerated in
the regulation, are sufficient to detect and
deter violations attributable to dual trading.
Although these guidelines include certain
standards that the Commission intends to
apply in determining whether a particular
contract market’s trade monitoring system
meets the exemption standards in Regulation
155.5, the Commission may, in its discretion,
consider a contract market’s trade monitoring
system as a whole, including contract market
rules and other regulatory measures designed
to prevent trading abuses attributable to dual
trading.

I. Physical Observation of Trading Areas

Demonstrate (e.g., by daily floor
surveillance log) that compliance staff
performs floor surveillance:

(1) To the extent practicable, on each open
and close;

(2) Randomly at other times during each
trading session; and
Demonstrate further that information
developed through such surveillance is
integrated into other compliance activities as
appropriate,

(3) When special market conditions
warrant,

IL. Audit Trail System

Provide a detailed description of the
methodology and procedures followed to
generate and assure the accuracy of recorded
trade execution times, Demonstrate the
highest degree of accuracy practicable (but in
no event less than 90% accuracy) of trade
execution times required under regulation
1.35(g) (within one minute, plus or minus, of
execution) during four consecutive months
within the 12-month period ending with the
month preceding the submission of the
exemption petition, Demonstrate the effective
integration of such trade timing data into the
contract market's surveillance system with
respect to dual trading-related abuses.

If trade execution times are recorded
manually or independently time-stamped at
the contract market, demonstrate accuracy
rate through, st a minimum, a comparison of
the times recorded for both the buying and
selling sides of each trade, or the time stamp
for the sides required to be time-stamped, to
the times reported in the price change
register,

If trade execution times are imputed for
recordation at the contract market,
demonstrate accuracy rate through, ata
minimum, accuracy of the data inputted and
a description of the contract market's trade
imputation algorithm, including how and
why it reliably establishes the accuracy of the
imputed trade execution times.

If trade execution times are recorded
through electronic hand-held trading cards,
demonstrate accuracy rate through, at a

minimum, the accuracy of the timing
mechanism (such as an internal clock),
including a description of how the timing
mechanism is set and the uniformity of the
time set for all the electronic hand-held
trading cards used on the contract market,
and the unalterability of the trade execution
times recorded.

IIL. Recordkeeping System

Demonstrate that a “representative
sample” of documentation required to be
prepared and maintained by each floor
member and member firm regarding the
execution of customer orders and other
trading is reviewed for regulation 1,35
compliance at least once sach year. Provide
checklist used in the review of the
documentation, Demonstrate that
information developed regarding inadequate
or violative recordkeeping is incorporated
into other compliance activities as
appropriate,

IV. Surveillance Systems to Detect Dual
Trading-Related Abuses

Demonstrate (e.g., by description of
procedures and by logs) that the contract
market, on a daily basis, reviews trade
registers and computerized surveillance
reports to detect dual trading-related abuses,
The contract market also must describe:

A. The extent to which available trade
data, including account numbers, are
reviewed; and

B, The cycle and generic content of such
computerized reports.

V. Use, on Consistent Basis, of Information
to Bring Dual Trading-Related Disciplinary
Actions and Assessment of Meaningful
Penalties

Provide a list of each investigation and
disciplinary proceeding involving one or
more dual trading-related abuses, which
investigation or disciplinary proceeding was
in an open status at any time during the 12-
month period ending with the month
preceding the submission of the exemption
petition. Include in list:

A. Source of investigation (e.g., customer
complaint or inquiry; automated report;
manual review; floor surveillance);

B. Type of abuse alleged or found; and

C. Disposition at each level of the process.
For each settlement or adjudication, state any
penalties (monetary or other) assessed.

VI. Commitment of Resources

Include statistics regarding the timeliness
of the completion of investigations and the
initiation of disciplinary proceedings.

Issued in Washington, DC, on July 22,
1993, by the Commission.

Jean A, Webb,

Secretary.

[FR Doc. 93-17965 Filed 7-27-93; 8:45 am]
BILLING CODE 8351-01-M

DEPARTMENT OF THE TREASURY
Customs Service

19 CFR Part 101
[T.D. 93-59]

Customs Field Organization—Portland,
ME

AGENCY: Customs Service, Department
of the Treasury.
ACTION: Final rule.

SUMMARY: This document amends the
Customs Regulations by updating the
list of Customs stations under the
jurisdiction of the district director,
Portland, Maine, Customs has removed
from the list the station at Knoxford
Line (Mars Hill), no longer in operation,
and added the stations at Daaquam,
Estcourt, Ste. Aurelie and St. Pamphile,
which are operational but unlisted,
EFFECTIVE DATE: August 27, 1993.

FOR FURTHER INFORMATION CONTACT: Bob
Jones, Office of Workforce Effectiveness
and Develorment. Office of Inspection
and Control, (202-927-0540).

SUPPLEMENTARY INFORMATION:
Background

As part of Customs continuing
program to obtain more efficient use of
its personnel, facilities, and resources,
and to provide better service to carriers,
importers, and the public, Customs
published a document in the Federal
Register on July 29, 1992 (57 FR 33461),
which proposed to amend the list of
Customs stations contained in
§ 101.4(c), Customs Regulations (19 CFR
101.4(c)). The list shows a station
located at Knoxford Line (Mars Hill),
under the jurisdiction of the district
director, Portland, Maine. The building
at this location was demolished many
years ago, and the road that the station
was located on now serves no useful
purpose. Inasmuch as the station at
Knoxford Line (Mars Hill) is no longer
operational, Customs proposed to
remove this station from its list of
Customs stations. By contrast, four
locations which primarily service
woodcutting operations in the area are
operational and manned. Customs
proposed that these four locations be
added to the list of Customs stations
under the supervision of the district
director, Portland. The stations are
located at Ste. Aurelie, Daaquam, St.
Pamphile and Estcourt, Maine.

No comments from the public were
received in response to this propcsal,
the comment period for which expired
on September 28, 1992, and Customs
has determined to adopt the
amendments without modification.
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Executive Order 12291 and Regulatory
Flexibility Act :

In that this rule relates to agency
organization and management, it is not
subject to E.O. 12291. Likewise,
although Customs solicited public
comment, no notice of proposed
rulemaking was required pursuant to 5
U.S.C. 553(a)(2). Accordingly, the rule is
not subject to the Regulatory Flexibility
Act (5 U.S.C. 601 et seq.). Nevertheless,
it is asserted that it will not have a
significant economic impact on a
substantial number of small entities as
contemplated by that Act.

Drafting Information

The principal author of this document
was Russell Berger, Regulations and
Disclosure Law Branch, U.S. Customs
Service. However, personnel from other
offices participated in its development.

List of Subjects in 19 CFR Part 101

Customs duties and inspection,
Exports, Imports, Organizations and
functions (Government agencies).

Amendment

Part 101, Customs Regulations (19
CFR part 101), is amended as set forth
below.

PART 101—GENERAL PROVISIONS

1. The authority citation for part 101
continues to read as follows:

Authority: 5 U.S.C. 301, 19 U.S.C. 2, 66,
1202 (General Note 8, Harmonized Tariff
Schedule of the United States), 1623, 1624,
unless otherwise noted.

2, Section 101.4(c), Customs
Regulations (19 CFR 101.4(c)), is
amended by removing “Knoxford Line
(Mars Hill) * * * Bridgewater” from the
columns headed, respectively,
"Customs stations™ and “Port of entry
having supervision" for the Portland,
Maine District, and inserting in
appropriate alphabetical order under
these column headings the following
four Customs stations and
corresponding ports of entry having
supervision: “Daaquam, Maine * * *
Jackman"; “Estcourt, Maine * * * Fort
Kent"; “Ste. Aurelie, Maine * * *
Jackman”; and “St. Pamphile, Maine
* * * Jackman”,

George ], Weise,
Commissioner of Customs.
Approved: July 12, 1993.
Ronald K. Noble,
Assistant Secretary of the Treasury.
[FR Doc. 93-17989 Filed 7-27-93; 8:45 am]
BILUNG CODE 4820-02-P

Bureau of Alcohol, Tobacco and
Firearms

27 CFR Parts 4, 5,7, 9, 19, 24, 53, 178,
194, 251, and 252

[T.D. ATF-344]
Technical Amendments

AGENCY: Bureau of Alcohol, Tobacco
and Firearms (ATF), Treasury.

ACTION: Final rule, Treasury decision.

SUMMARY: This Treasury decision makes
technical amendments and conforming
changes to chapter I of title 27 Code of
Federal Regulations (CFR). All changes
are to provide clarity and uniformity
throughout title 27 Code of Federal
Regulations.

EFFECTIVE DATES: July 28, 1993.
FOR FURTHER INFORMATION CONTACT:
Angela R. Shanks, Revenue Programs

Division, Wine and Beer Branch, 650
Massachusetts Avenue, NW.,

Washington, DC 20091, (202-927-8230).

SUPPLEMENTARY INFORMATION: The
Bureau of Alcohol, Tobacco and
Firearms administers regulations
published in chapter I of title 27 Code
of Federal Regulations. These
regulations are updated April 1 of each
year to incorporate new or revised
regulations that were published by ATF
in the Federal Register during the
preceding year. Upon reviewing title 27
for the annual revision ATF and the
CFR Unit of the Office of the Federal
Register identified several amendments
and conforming changes that are needed
to provide uniformity in chapter I of

title 27, Code of the Federal Regulations.

These amendments do not make any
substantive changes and are only
intended to improve the clarity of title
27.

Paperwork Reduction Act

The provisions of the Paperwork
Reduction Act of 1980, Public Law 96~
511, 44 U.S.C. chapter 25, and its
implementing re§ulations. 5 CFR part
1320, do not apply to this final rule
because no requirement to collect
information is imposed.

Regulatory Flexibility Act

Because no notice of proposed
rulemaking is required for this rule, the
provisions of the Regulatory Flexibility
Act (5 U.S.C. 601 et seq.) do not apply.

Executive Order 12291

Because this is a rule of agency
management, it is not subject to
Executive Order 12291.

Administrative Procedures Act

Because this final rule merely makes
technical amendments and conforming
changes to improve the clarity of the
regulations, it is unnecessary to issue
this final rule with notice and public
procedure under 5 U.S.C. 553(b).
Similarly it is unnecessary to subject
this final rule to the effective date
limitation of 5 U.S.C. 553(d).

Drafting Information

The principal author of this document
is Angela R. Shanks, Wine and Beer
Branch, Bureau of Alcohol, Tobacco and
Firearms.

List of Subjects

27 CFR Part 4

Advertising, Consumer protection,
Custom duties and inspection, Imports,
Labeling, Packaging and containers,
Wine.

27 CFR Part 5

Advertising, Consumer protection,
Customs duties and inspection, Imports,
Labeling, Liquors, Packaging and
containers, Reporting and recordkeeping
requirements.

27 CFR Part 7

Advertising, Beer, Consumer
protection, Customs duties and
inspection, Imports, Labeling, Reporting
and recordkeeping requirements.

27 CFR Part 9

Administrative practice and
procedure, Consumer protection,
Viticultural area, Wine.

27 CFR Part 19

Administrative practice and
procedure, Alcohol and alcoholic
beverages, Authority delegations,
Chemicals, Claims, Customs duties and
inspection, Electronic funds transfers,
Excise taxes, Exports, Gasohol, Imports,
Labeling, Liquors, Packaging and
containers, Puerto Rico, Reporting and
recordkeeping requirements, Research,
Security measures, Spices and
flavorings, Surety bonds,
Transportation, U.S. Possession, Virgin
Islands, Warehouses, Wine.

27 CFR Part 24

Administrative practice and
procedure, Authority delegations,
Claims, Electronic fund transfer, Excise
taxes, Exports, Food additives, Fruit
juices, Labeling, Liquors, Packaging and
containers, Reporting and recordkeeping
requirements, Research, Scientific
equipment, Spices and flavoring, Surety
bonds, Taxpaid wine bottling house,
Transportation, Vinegar, Warehouses,
Wine.
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27 CFR Part 53

Administrative practice and
procedure, Arms and munitions,
Authority delegation, Exports, Imports,
Penalties, Reporting and recordkeeping
requirements.

27 CFR Part 178

‘Administrative practice and
procedure, Arms and munitions, Export,
Imports, Intergovernmental relations,
Penalties, Reporting and recordkeeping
requirements, Research, Seizures and
forfeitures, Transportation.

27 CFR Part 194

Alcohcl and alcoholic beverages,
Authority delegations, Beer, Claims,
Excise taxes, Exports, Labeling, Liquors,
Packaging and containers, Penalties,
Reporting and recordkeeping
requirements, Wine.

27 CFR Part 251

Alcohol and alcoholic beverages,
Beer, Cosmetics, Customs duties and
inspection, Electronic funds transfers,
Excise taxes, Imports, Labeling, Liquors,
Packaging and containers, Reporting
and recordkeeping requirements, Wine,

27 CFR Part 252

Aircraft, Alcohol and alcoholic
beverages, Armed forces, Authority
delegations, Beer, Claims, Excise taxes,
Exports, Fishing vessel, Foreign trade
zones, Liquors, Reporting and
recordkeeping requirements, Surety
bonds, Vessels, Warshouses, Wine,

Authority and Issuance

Title 27, Code of Federal Regulations
is amended as follows:

PART 4—LABELING AND
ADVERTISING OF WINE

1. The authority citation for part 4
continuas to read as follows:

Authority: 27 U.S.C. 205.

2.In § 4.40(b) a heading is added to
paragraph (b) to read as follows:

§4.40 Label approval and release.

- L * * *

(b) Release. * * *

§4.50 [Amended]

3, In § 4.50(a) the second and the third
sentence are removed.

PART 5—LABELING AND
ADVERTISING OF DISTILLED SPIRITS

4. The authority citation for part 5
continues to read as follows:

Authority: 26 U.S.C. 5301, 7805, 27 U.S.C.
205.

§5.32 [Amended]

5. Section 5.32(c) is amended by
removing “§ 5.48(a),”” and adding
“§5.46(d),".

PART 7—LABELING AND
ADVERTISING OF MALT BEVERAGES

6. The authority citation for part 7
continues to read as follows:

Authority: 27 U.S.C. 205.

§7.10 [Amended]

7. Section 7.10 is amended by
removing “§7.10" and adding “§7.51"
in the definition of Advertisement.

PART 9—AMERICAN VITICULTURAL
AREAS

8. The authority citation for part 9
continues to read as follows:

Authority: 27 U.S.C. 205.

§9.74 [Amended]

9. Section 9.74(c) introductory text is
amended by revising the word “Fery,”
on the fourth line to read “Ferry,” and
the word “Gillman,” on the eighth line
to read “Gilliman,"’.

§9.101 [Amended]

10-11, Section 9.101(c) introductory
text is amended by removing the word
“Eastern’ and adding “eastern” in the
first sentence.

§9.136 [Amended]

12. Section 9.136(c) introductory text
is amended by removing the word
“Guadalure,"” and adding the word
“Guadalupe,” on the seventh line.

PART 19—DISTILLED SPIRITS
PLANTS

13. The authority citation for part 19
is revised to read as follows:

Authority: 18 U.S.C. 81c, 1311; 26 U.S.C.
5001, 5002, 5004-5006, 5008, 5010, 5041,
5061, 5062, 5066, 5081, 5101, 5111-5113,
5142, 5143, 5146, 5171-5173, 5175, 5176,
5178-5181, 5201-5204, 5206, 5207, 5211~
5215, 5211-5223, 5231, 5232, 5235, 5236,
5241-5243, 5271, 5273, 5301, 5311-5313,
5362, 5370, 5373, 5501-5505, 5551-5555,
5559, 5561, 5562, 5601, 5612, 5682, 6001,
6065, 6109, 6302, 6311, 6676, 6806, 7011,

7510, 7805; 31 U.S.C. 9301, 9303, 9304, 9306.

§19.203 [Amended)

14. Section 19.203(b)(1) is amended
by removing 698 (5120.25)" and
adding “5120.25",

§15.204 [Amended]

15. Section 19.204(b)(1) is amended
by removing 2975 (5140.2)"" and
adding “5120.25",

PART 24—WINE

16. The authority citation for part 24
continues to read as follows:

Authority: 5 U.S.C. 552(a) 26 U.S.C. 5001,
5008, 5041, 5042, 5044, 5061, 5062, 5081,
5111-5113, 5121, 5122, 5142, 5143, 5173,
5206, 5214, 5215, 5351, 5353, 5354, 5356,
5357, 5361, 5362, 5364-5373, 5381-5388,
5391, 5392, 5511, 5551, 5552, 5661, 5662,
5684, 6065, 6091, 6109, 6301, 6302, 6311,
6651, 6676, 7011, 7302, 7342, 7502, 7503,
7606, 7805, 7851; 31 U.S.C. 9301, 9304, 9306,

§24.75 [Amended]

17. Section 24.75(f) is amended by
removing the word “homemakers” and
adding the phrase “home winemaker’s"
in the first sentence.

§24.137 [Amended]

18. Section 24.137(a) is amended by
removing §24.86." and adding
“§24.92."” in the last sentence.

§2