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Rules and Regulations

Federal Register

Vol. 61, No. 251
Monday, December 30, 1996

This section of the FEDERAL REGISTER
contains regulatory documents having general
applicability and legal effect, most of which
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.

DEPARTMENT OF AGRICULTURE
Office of the Secretary

7 CFR Parts 2 and 371
[Docket No. 96—058-1]

Humane Treatment of Slaughter
Horses; Delegation of Authority

AGENCY: Office of the Secretary, USDA.
ACTION: Final rule.

SUMMARY: This document delegates the
authority given to the Secretary of
Agriculture under the Federal
Agriculture Improvement and Reform
Act of 1996 to regulate the care
provided to horses being transported to
slaughter. Authority is delegated from
the Secretary of Agriculture to the
Assistant Secretary for Marketing and
Regulatory Programs; from the Assistant
Secretary for Marketing and Regulatory
Programs to the Administrator of the
Animal and Plant Health Inspection
Service; and from the Administrator of
the Animal and Plant Health Inspection
Service to the Deputy Administrator for
Veterinary Services.

EFFECTIVE DATE: December 30, 1996.
FOR FURTHER INFORMATION CONTACT: Dr.
Tim Cordes, Senior Staff Veterinarian,
National Animal Health Programs, VS,
APHIS, 4700 River Road Unit 43,
Riverdale, MD 20737-1231, (301) 734—
3279.

SUPPLEMENTARY INFORMATION: Sections
901-905 of the Federal Agriculture
Improvement and Reform Act of 1996 (7
U.S.C. 1901 note) authorizes the
Secretary of Agriculture to issue
guidelines for the regulation of the
commercial transportation of equines
for slaughter by persons regularly
engaged in that activity within the
United States. In carrying out this
responsibility, the Secretary of
Agriculture is authorized to regulate the
food, water, and rest provided to such
equines in transit and to require the

segregation of stallions from other
equines during transit. Further, the
Secretary may review other related
issues he considers appropriate.
Additionally, the Secretary may (1)
require any person to maintain such
records and reports, (2) conduct such
investigations and inspections, and (3)
establish and enforce such appropriate
and effective civil penalties, as the
Secretary deems necessary.

This rule delegates that authority from
the Secretary of Agriculture to the
Assistant Secretary for Marketing and
Regulatory Programs; from the Assistant
Secretary for Marketing and Regulatory
Programs to the Administrator of the
Animal and Plant Health Inspection
Service; and from the Administrator of
the Animal and Plant Health Inspection
Service to the Deputy Administrator for
Veterinary Services.

This rule relates to internal agency
management. Therefore, this rule is
exempt from the provisions of Executive
Orders 12866 and 12988. Moreover,
pursuant to 5 U.S.C. 553, notice of
proposed rulemaking and opportunity
for comment are not required for this
rule, and it may be made effective less
than 30 days after publication in the
Federal Register. In addition, under 5
U.S.C. 804, this rule is not subject to
congressional review under the Small
Business Regulatory Enforcement
Fairness Act of 1996, Pub. L. 104-121.
Finally, this action is not a rule as
defined by 5 U.S.C. 601 et seq., the
Regulatory Flexibility Act, and thus is
exempt from the provisions of that Act.

List of Subjects

7 CFR Part 2

Authority delegations (Government
agencies).

7 CFR Part 371

Organization and functions
(Government agencies).

Accordingly, 7 CFR parts 2 and 371
are amended as follows:

PART 2—DELEGATIONS OF
AUTHORITY BY THE SECRETARY OF
AGRICULTURE AND GENERAL
OFFICERS OF THE DEPARTMENT

1. The authority citation for part 2
continues to read as follows:

Authority: Sec. 212(a), Pub. L. 103-354,
108 Stat. 3210, 7 U.S.C. 6912(a)(1); 5 U.S.C.
301; Reorganization Plan No. 2 of 1953, 3
CFR, 1949-1953 Comp., p. 1024.

Subpart C—Delegations of Authority to
the Deputy Secretary, the Under
Secretaries and Assistant Secretaries

2. Section 2.22 is amended by adding
a new paragraph (a)(2)(xlIv) to read as
follows:

§2.22 Assistant Secretary for Marketing
and Regulatory Programs.

a * * *

22)) * * *

(xlv) Sections 901-905 of the Federal
Agriculture Improvement and Reform
Act of 1996 (7 U.S.C. 1901 note).

* * * * *

Subpart N—Delegations of Authority
by the Assistant Secretary for
Marketing and Regulatory Programs

3. Section 2.80 is amended by adding
a new paragraph (a)(50) to read as
follows:

§2.80 Administrator, Animal and Plant
Health Inspection Service.

(a) * * *x

(50) Sections 901-905 of the Federal
Agriculture Improvement and Reform
Act of 1996 (7 U.S.C. 1901 note).

* * * * *

PART 371—ORGANIZATION,
FUNCTIONS, AND DELEGATIONS OF
AUTHORITY

4. The authority citation for part 371
continues to read as follows:

Authority: 5 U.S.C. 301.

5. Section 371.2 is amended by
adding a new paragraph (d)(2)(xix) to
read as follows:

§371.2 The Office of the Administrator.
* * * * *

d * X *

22; * * *

(xix) Sections 901-905 of the Federal
Agriculture Improvement and Reform
Act of 1996 (7 U.S.C. 1901 note).

* * * * *

For Part 2, Subpart C:
Dated: December 23, 1996.
Dan Glickman,
Secretary of Agriculture.
For Part 2, Subpart N:
Dated: December 9, 1996.
Michael V. Dunn,

Assistant Secretary for Marketing and
Regulatory Programs.

For Part 371:
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Dated: November 29, 1996.
Terry L. Medley,

Administrator, Animal and Plant Health
Inspection Service.

[FR Doc. 96-33128 Filed 12-27-96; 8:45 am)]
BILLING CODE 3410-34-P

Federal Crop Insurance Corporation
7 CFR Part 433

Dry Bean Crop Insurance Regulations

AGENCY: Federal Crop Insurance
Corporation, USDA.

ACTION: Interim rule.

SUMMARY: The Federal Crop Insurance
Corporation (FCIC) hereby amends the
Dry Bean Crop Insurance Regulations (7
CFR part 433), effective for the 1997
crop year only, to extend the contract
change date to February 15, 1997.

The intended effect of this rule is to
extend the contract change date, which
is the date by which all contract changes
must be on file in the service office, in
order to provide sufficient time for FCIC
to publish a final rule amending the
policy for insuring dry beans.

DATES: This interim rule is effective
December 30, 1996. Written comments,
data, and opinions on this interim rule
must be submitted not later than
February 28, 1997 to be sure of
consideration.

ADDRESSES: Interested persons are
invited to submit written comments to
the Chief, Product Development Branch,
Federal Crop Insurance Corporation,
United States Department of
Agriculture, 9435 Holmes Road, Kansas
City, MO 64131. Written comments will
be available for public inspection and
copying in room 0324, South Building,
United States Department of
Agriculture, 14th and Independence
Avenue, S.W., Washington, DC, 8:15
a.m. to 4:45 p.m., est, Monday through
Friday, except holidays.

FOR FURTHER INFORMATION CONTACT:
Arden Routh, Program Analyst,
Research and Development Division,
Product Development Branch, Federal
Crop Insurance Corporation, United
States Department of Agriculture, 9435
Holmes Road, Kansas City, MO 64131,
telephone (816) 926-7730.

SUPPLEMENTARY INFORMATION: This
action has been reviewed under the
USDA procedures established by
Departmental Regulation 1521-1. This
action constitutes a review as to the
need, currency, clarity, and
effectiveness of the Dry Bean Crop
Insurance Regulations affected by this
rule under those procedures.

Executive Order No. 12866

The Office of Management and Budget
(OMB) has determined this rule to be
exempt for the purposes of Executive
Order No. 12866, and, therefore, this
rule has not been reviewed by OMB.

Paperwork Reduction Act of 1995

The title of this information collection
is ““Catastrophic Risk Protection Plan
and Related Requirements including,
Common Crop Insurance Regulations;
Dry Bean Crop Insurance Regulations.”
The information to be collected includes
a crop insurance application and an
acreage report. Information collected
from the application and acreage report
is electronically submitted to FCIC by
the reinsured companies. Potential
respondents to this information
collection are producers of fresh market
tomatoes that are eligible for Federal
crop insurance.

The information requested is
necessary for the reinsured companies
and FCIC to provide insurance and
reinsurance, determine eligibility,
determine the correct parties to the
agreement or contract, determine and
collect premiums or other monetary
amounts, and pay benefits.

All information is reported annually.
The reporting burden of this collection
of information is estimated to average
16.9 minutes per response for each of
the 3.6 responses from approximately
1,755,015 respondents. The total annual
burden on the public for this
information collection is 2,669,932
hours.

FCIC is requesting comments for the
following: (a) Whether the proposed
collection of information is necessary
for the proper performance of the
functions of the agency, including
whether the information shall have
practical utility; (b) the accuracy of the
agency’s estimate of the burden of the
proposed collection of information; (c)
ways to enhance the quality, utility, and
clarity of the information to be
collected; and (d) ways to minimize the
burden of the collection of information
on respondents, including through the
use of automated collection techniques
or other forms or information gathering
technology.

Comments regarding paperwork
reduction should be submitted to the
Desk Officer for Agriculture, Office of
Information and Regulatory Affairs,
Office of Management and Budget,
Washington, DC 20503.

FCIC is soliciting comments on this
rule for 60 days following publication in
the Federal Register. This rule will be
scheduled for review so that any
amendment made necessary by public

comments may be published as soon as
possible.

Unfunded Mandates Reform Act of
1995

Title 1l of the Unfunded Mandates
Reform Act of 1995 (UMRA), Public
Law 104-4, establishes requirements for
Federal agencies to assess the effects of
their regulatory actions on state, local,
and tribal governments and the private
sector. This rule contains no Federal
mandates (under the regulatory
provisions of title Il of the UMRA) for
state, local, and tribal governments or
the private sector. Thus, this rule is not
subject to the requirements of sections
202 and 205 of the UMRA.

Executive Order No. 12612

It has been determined under section
6(a) of Executive Order No. 12612,
Federalism, that this rule does not have
sufficient federalism implications to
warrant the preparation of a Federalism
Assessment. The provisions contained
in this rule will not have a substantial
direct effect on states or their political
subdivisions, or on the distribution of
power and responsibilities among the
various levels of government.

Regulatory Flexibility Act

This regulation will not have a
significant impact on a substantial
number of small entities. New
provisions included in this rule will not
impact small entities to a greater extent
than large entities. Under the current
regulations, a producer is required to
complete an application and acreage
report. If the crop is damaged or
destroyed, the insured is required to
give notice of loss and provide the
necessary information to complete a
claim for indemnity. This regulation
does not alter those requirements. The
amount of work required of the
insurance companies delivering and
servicing these policies will not increase
significantly from the amount of work
currently required. This rule does not
have any greater or lesser impact on the
producer. Therefore, this action is
determined to be exempt from the
provisions of the Regulatory Flexibility
Act (5 U.S.C. 605), and no Regulatory
Flexibility Analysis was prepared.

Federal Assistance Program

This program is listed in the Catalog
of Federal Domestic Assistance under
No. 10.450.

Executive Order No. 12372

This program is not subject to the
provisions of Executive Order No.
12372, which require intergovernmental
consultation with state and local
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officials. See the Notice related to 7 CFR
part 3015, subpart V, published at 48 FR
29115, June 24, 1983.

Executive Order No. 12778

The Office of the General Counsel has
determined that these regulations meet
the applicable standards provided in
subsections 2(a) and 2(b)(2) of Executive
Order No. 12778. The provisions of this
rule will not have a retroactive effect
prior to the effective date. The
provisions of this rule will preempt
state and local laws to the extent such
state and local laws are inconsistent
herewith. The administrative appeal
provisions published at 7 CFR parts 11
and 780 must be exhausted before any
action for judicial review may be
brought.

Environmental Evaluation

This action is not expected to have a
significant impact on the quality of the
human environment, health, and safety.
Therefore, neither an Environmental
Assessment nor an Environmental
Impact Statement is needed.

National Performance Review

This regulatory action is not being
taken as part of the National
Performance Review Initiative to
eliminate unnecessary or duplicative
regulations and improve those that
remain in force.

Background

FCIC herewith amends the Dry Bean
Crop Insurance Regulations (7 CFR part
433) to extend the contract change date
to February 15, 1997. This action is
taken in order to provide sufficient time
for FCIC to receive and respond to
comments on the proposed rule and to
publish a final rule for insuring dry
beans.

The contract change date, included in
the crop insurance policy, is the date by
which all contract changes must be on
file in the service office.

FCIC has under consideration a
proposal to add to the Common Crop
Insurance Policy (7 CFR part 457) a new
section, 7 CFR 457.150, Dry Bean Crop
Provisions. It is felt that there is not
sufficient time for FCIC to solicit and
respond to public comment and publish
a final rule addressing the complete
proposed rule before the December 31,
1996, contract change date.

Therefore, Kenneth D. Ackerman,
Manager, FCIC has determined that the
extension of the contract change date is
necessary to provide sufficient time for
FCIC to complete the comment process
and publish a final rule amending the
dry bean crop insurance policy for the
1997 crop year.

It is further determined that such
extension will not be detrimental to any
program recipient, and that publication
of the extended contract change date as
a proposed rule for notice and comment
is impracticable, unnecessary, and
contrary to the public interest.
Therefore, good cause is shown for
making this rule effective upon
publication.

Lists of Subjects in 7 CFR Part 433
Crop insurance, Dry beans.

Interim Rule

Accordingly, for the reasons set forth
in the preamble, the Federal Crop
Insurance Corporation hereby amends 7
CFR part 433, in the following instance:

PART 433—DRY BEAN CROP
INSURANCE REGULATIONS

1. The authority citation for 7 CFR
part 433 is revised to read as follows:

Authority: 7 U.S.C. 1506(1), 1506(p).

2. Section 433.7 is amended by
revising subsection 16 of the policy to
read as follows:

§433.7 The application and policy.
* * * * *

16. Contract changes.

We may change any terms and
provisions of the contract from year to
year. If your price election at which
indemnities are computed is no longer
offered, the actuarial table will provide
the price election which you are
deemed to have elected. All contract
changes will be available at your service
office by December 31 preceding the
cancellation date (February 15, 1997, for
the 1997 crop year only). Acceptance of
any change will be conclusively
presumed in the absence of any notice
from you to cancel the contract.

* * * * *

Signed in Washington, D.C., on December

23, 1996.

Kenneth D. Ackerman,

Manager, Federal Crop Insurance
Corporation.

[FR Doc. 96-33065 Filed 12—-27-96; 8:45 am]
BILLING CODE 3410-FA-P

NUCLEAR REGULATORY
COMMISSION

10 CFR Part 51
RIN 3150-AD63

Environmental Review for Renewal of
Nuclear Power Plant Operating
Licenses; Correction

AGENCY: Nuclear Regulatory
Commission.

ACTION: Final rule: Correction.

SUMMARY: This document corrects a
final rule appearing in the Federal
Register on December 18, 1996 (61 FR
66537), that amends regulations on the
environmental review of applications to
renew the operating licenses of nuclear
power plants. This action is necessary to
remove an unnecessary amendatory
instruction and to correct an erroneous
amendatory instruction.

EFFECTIVE DATE: January 17, 1997.

FOR FURTHER INFORMATION CONTACT:
Michael T. Lesar, telephone (301) 415—-
7163.

SUPPLEMENTARY INFORMATION:

§51.103 [Corrected]

On page 66545, amendatory
instruction 5 is removed.

On page 66546, amendatory
instruction 8 is revised to read as
follows:

“8. In §51.103, paragraphs (a)(3) and
(a)(5) are revised to read as follows:”

Dated at Rockville, Maryland, this 23rd day
of December, 1996.

For the Nuclear Regulatory Commission.
Michael T. Lesar,

Federal Register Liaison Officer.
[FR Doc. 96-33148 Filed 12-27-96; 8:45 am]
BILLING CODE 7590-01-P

DEPARTMENT OF THE TREASURY

Office of the Comptroller of the
Currency

12 CFR Parts 9 and 19

[Docket No. 96-30]

RIN 1557-AB12

Fiduciary Activities of National Banks;
Rules of Practice and Procedure

AGENCY: Office of the Comptroller of the
Currency, Treasury.

ACTION: Final rule.

SUMMARY: The Office of the Comptroller
of the Currency (OCC) is revising its
rules that govern the fiduciary activities
of national banks. The OCC also is
relocating provisions concerning
disciplinary sanctions imposed by
clearing agencies to its rules of practice
and procedure. This final rule is another
component of the OCC’s Regulation
Review Program, which is intended to
update and streamline OCC regulations
and to reduce unnecessary regulatory
costs and other burdens.

EFFECTIVE DATE: January 29, 1997.

FOR FURTHER INFORMATION CONTACT:
Andrew T. Gutierrez, Attorney,
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Legislative and Regulatory Activities
Division, (202) 874-5090; Donald N.
Lamson, Assistant Director, Securities
and Corporate Practices Division, (202)
874-5210; Lisa Lintecum, Director,
Fiduciary Activities, (202) 874-5419;
Dean Miller, Senior Advisor, Fiduciary
Activities, (202) 874-4852; Aida M.
Plaza, Director for Compliance,
Multinational Banking, (202) 874—-4610,
Office of the Comptroller of the
Currency, 250 E Street, SW,
Washington, DC 20219.

SUPPLEMENTARY INFORMATION:
Background

The OCC is revising 12 CFR part 9,
which governs the fiduciary activities of
national banks, based on its authority
under 12 U.S.C. 92a. This action is a
component of its Regulation Review
Program. One goal of the Regulation
Review Program is to review all of the
OCC’s rules with a view toward
eliminating provisions that do not
contribute significantly to maintaining
the safety and soundness of national
banks or to accomplishing the OCC'’s
other statutory responsibilities,
including oversight of national banks’
fiduciary activities. Another goal of the
Program is to improve the clarity of the
OCC’s regulations.

This final rule is the OCC'’s first
comprehensive revision of part 9 since
1963.1 Much about national banks’
fiduciary business has changed since
that time, including the nature and
scope of the fiduciary services that
banks offer and the structures and
operational methods that banks use to
deliver those services. The OCC’s
primary goal in revising part 9 is to
accommodate those changes by
removing unnecessary regulatory
burden and facilitating the continued
development of national banks’
fiduciary business consistent with safe
and sound banking practices and
national banks’ fiduciary obligations.

On December 21, 1995, the OCC
published a notice of proposed
rulemaking to revise part 9 (60 FR
66163) (proposal). The proposal
reflected three principal themes. First,
bank organizational structures—
particularly with respect to the
geographic structure of banking
organizations—have changed
significantly since Congress created the

1National banks have been authorized to exercise
fiduciary powers since 1913. In 1962, the oversight
responsibility for national banks’ fiduciary
activities was transferred from the Board of
Governors of the Federal Reserve System to the
OCC. See 12 U.S.C. 92a. Following the transfer of
oversight responsibility, the OCC promulgated part
9 on October 3, 1962 (27 FR 9764), and revised it
soon thereafter on April 5, 1963 (28 FR 3309).

basic framework for national banks’
fiduciary operations. The OCC proposed
to adjust part 9 to make the
requirements of the rule more workable
for both large, multistate fiduciary
banking organizations and small banks
that conduct fiduciary activities
primarily on a local basis. Second,
national banks’ fiduciary activities are
subject to state law in many respects,
though the OCC often can establish
uniform Federal standards. In the
proposal, the OCC attempted to strike an
appropriate balance between Federal
and state law. Third, over the years, the
OCC has applied part 9 to a wide variety
of investment advisory activities and
related services, not all of which involve
the bank’s exercise of investment
discretion. In some cases, national
banks engaged in these activities operate
under different standards than other
financial services providers that
conduct the same type of business.

Moreover, the proposal reflected an
effort to update, clarify, and streamline
part 9, to incorporate significant
interpretive positions, and to eliminate
unnecessary regulatory burden
wherever possible to promote more
efficient operation and supervision of
national banks’ fiduciary activities. The
proposal added headings for ease of
reference, but, for the most part,
retained the numbering system used in
the former regulation.

The OCC received 57 comments
regarding the proposal, including letters
from banks, bank trade groups, state
bank supervisors, law firms,
consultants, auditors, and a member of
Congress. With the exception of certain
aspects of the rule that concerned state
bank supervisors, the commenters
generally supported the proposal.
However, the commenters
recommended numerous modifications
to the proposal. The OCC carefully
considered these recommendations and
incorporates many of them into this
final rule.

Section-by-Section Discussion

Authority, Purpose, and Scope (§9.1)

The proposal added a new provision
explicitly setting forth the statutory
authority for, and the purpose and scope
of, part 9. One commenter
recommended that the OCC clarify that
part 9 applies to national banks and
their operating subsidiaries, but not to
other subsidiaries or affiliates. The OCC
notes that 12 CFR 5.34(d)(3), as recently
revised at 61 FR 60342 (November 27,
1996), already clarifies that the OCC’s
regulations, including part 9, apply to
national banks’ operating subsidiaries
unless otherwise provided by statute or

regulation. Moreover, the OCC
recognizes that its regulations generally
do not apply to other subsidiaries or
affiliates of national banks, and believes
that it is unnecessary to enumerate
those or other entities excluded from the
coverage of its regulations. However, the
OCC is amending this section to clarify
that part 9 applies to Federal branches
of foreign banks, which, unlike Federal
agencies, may receive fiduciary powers.

Definitions (§9.2)

The proposal modified or removed
some of the former regulation’s
definitions, and added new definitions.
Moreover, the proposal relocated the
definitions from former §9.1 to
proposed §9.2. For the most part, the
OCC is adopting the definitions
contained in the proposal. The
following discussion highlights the
definitions that the OCC has modified
significantly.

Applicable law (8§ 9.2(b)). The former
regulation used the term ““local law,” as
defined at §9.1(g), to refer to the laws
of the state or other jurisdiction
governing a fiduciary relationship. The
proposal replaced the term “local law”
with “applicable law’’ in order to
streamline some of the operative
provisions of the regulation and to
clarify that the law that governs a
national bank’s fiduciary relationships
may include Federal law,2 state law
governing a national bank’s fiduciary
relationships (that is, fiduciary duties
and responsibilities), the terms of the
instrument governing a fiduciary
relationship, and any court order
pertaining to the relationship.

Some commenters supported the
proposed language without reservation.
Others requested that the OCC clarify
what type of law takes precedence.
Some believed that Federal law should
override state law, while others believed
that state law should override Federal
law.

The OCC recognizes that the proposed
definition does not provide a priority
among the various bodies of authority.
Thus, the definition does not resolve
situations in which the terms of a trust
instrument, for example, conflicts with

2The Federal law relevant to a national bank’s
fiduciary activities includes, for example,
provisions of the Federal banking laws (12 U.S.C.
1 et seq.), the Employee Retirement Income Security
Act of 1974 (29 U.S.C. 1001 et seq.) (ERISA), the
Securities Act of 1933 (15 U.S.C. 77a et seq.), the
Securities Exchange Act of 1934 (15 U.S.C. 78a et
seq.), the Investment Company Act of 1940 (15
U.S.C. 80a-1 et seq.), the Investment Advisers Act
of 1940 (15 U.S.C. 80b-1 et seq.) (Advisers Act), the
Trust Indenture Act of 1939 (15 U.S.C. 77aaa et
seq.) (Trust Indenture Act), the Internal Revenue
Code of 1986 (26 U.S.C. 1 et seq.) (Internal Revenue
Code), and the rules issued pursuant to those acts.
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a state statute or a Federal regulation.
Conflicts of law issues in the fiduciary
area are highly fact specific and, thus,
cannot be resolved by reference to a
general rule of priority. The OCC does
not intend the term “‘applicable law’ to
resolve conflicts of law; rather, the OCC
merely intends to identify concisely the
various bodies of authority that may
govern national banks’ fiduciary
activities.

Some commenters were concerned
that the OCC intended this term to
effectuate a wholesale Federal
preemption of conflicting state law, or
otherwise to change the status quo
regarding conflicts of laws. This is not
the case. To clarify the OCC'’s intention,
the OCC is modifying the definition’s
reference to Federal law to read ‘“‘any
applicable Federal law’ governing a
national bank’s fiduciary relationships.
This allows the OCC to use the concise
“applicable law” term, but the
definition does not presume that
Federal law necessarily will apply in
any particular context. Rather, Federal
law is merely one of many sources of
law that may govern a fiduciary
relationship.

Additionally, a few commenters noted
that the proposed definition of
“applicable law” did not mention
foreign law, and asked the OCC to
clarify the extent to which foreign law
governs a national bank’s fiduciary
activities in foreign branches.
Recognizing that the law of other
jurisdictions, including foreign
countries, may apply to a national
bank’s fiduciary activities, the OCC is
modifying the definition to include the
law of the state or other jurisdiction
governing a national bank’s fiduciary
relationships. However, as with other
conflicts of law, the extent to which
foreign law applies to a national bank’s
fiduciary activities in foreign branches
is a complex issue and depends on the
specific factual situation. Thus, the OCC
is not addressing that issue in the
regulation.

Fiduciary capacity (89.2(e)). In the
proposal, the OCC attempted to
establish a clearer and more objective
boundary for the coverage of part 9. The
proposal retained the statutory list of
fiduciary capacities, but, unlike the
former rule, it limited the definition of
other fiduciary activities to: (1) any
other capacity involving investment
discretion on behalf of another; and (2)
any other similar capacity that the OCC
authorizes pursuant to 12 U.S.C. 92a.
Thus, the proposal defined fiduciary
capacity to exclude relationships (other
than those listed in the statute) in which
the bank does not have investment
discretion. Under this approach, an

investment advisory activity for which
the bank does not have investment
discretion generally is not a fiduciary
activity subject to part 9.

The proposal also solicited comment
on an alternative approach under which
part 9 would apply to investment
advisory and other activities if, when
the same or similar activity is conducted
by a competing state bank or
corporation, the state regulates the
activity as a fiduciary activity.

A majority of commenters who
addressed this issue supported the
proposed definition, which utilizes
investment discretion as a test, and
opposed the alternative approach on the
grounds that it would lead to
inconsistent treatment of accounts in a
bank with multistate operations, and
increase risk by creating undue
complexity in fiduciary compliance. A
few commenters voiced concerns with
the proposed definition, and
recommended that the OCC define
“fiduciary capacity” to include any
capacity that is fiduciary under state
law.

The OCC believes that “fiduciary
capacity” should be defined in a
manner that fosters consistent
application of part 9 throughout the
national banking system. Thus, the OCC
is not defining “‘fiduciary capacity”
exclusively with reference to state law.
Rather, the final rule retains the
proposal’s approach and defines
“fiduciary capacity” by using
investment discretion as a test for
determining whether part 9 applies to
certain activities.

With respect to non-discretionary
investment advisory activities,
commenters differed widely as to
whether and the extent to which the
OCC should treat those activities as
fiduciary. After carefully considering
the comment letters, the OCC has
concluded that when a customer pays a
national bank a fee in return for
providing investment advice (whether
or not the customer follows that advice),
the customer has a reasonable
expectation of receiving advice that is
free of conflicts of interest.
Additionally, other Federal statutes
provide heightened fiduciary-type
protection to customers of certain
investment advisers who receive a fee.3
By contrast, when a national bank does
not receive a fee for investment advice

3For example, under ERISA, a person is a
fiduciary with respect to a plan, to the extent he
renders investment advice for a fee or other
compensation. 29 U.S.C. 1002(21)(A). As another
example, the Advisers Act generally applies to any
person who, for compensation, engages in the
business of advising others (although banks are
exempt). 15 U.S.C. 80b-2(a)(11).

(e.g., directed custodian accounts), it
has no contractual or other obligation to
provide investment advice. Therefore,
the bank should not incur fiduciary
liability for any incidental advice it
offers.4 Thus, the OCC is adding
“investment adviser, if the bank
receives a fee for its investment advice”
to the list of fiduciary capacities. The
OCC believes that this distinction
between paid and unpaid investment
advisers reflects the reasonable
expectations of national bank
customers.

Fiduciary records (proposed §9.2(g)).
The proposal defined “fiduciary
records’ and used that term in the
record retention and separation
requirement of §9.8. The final rule,
however, does not use the term. Thus,
the definition is eliminated in the final
rule.

Fiduciary powers (§9.2(g)). The
proposal provided that “fiduciary
powers” means the authority the OCC
permits a national bank to exercise
pursuant to 12 U.S.C. 92a. Moreover, in
the proposal’s preamble, the OCC
discussed and invited comment on the
legal framework set forth in the OCC’s
Interpretive Letter No. 695 (December 8,
1995), in which the OCC analyzed the
authority of a national bank to exercise
fiduciary powers on an interstate basis
under 12 U.S.C. 92a. Some commenters
questioned the analysis contained in
this letter. However, as stated in the
letter, the effect of 12 U.S.C. 92a is that
in any specific state, the extent of
fiduciary powers is the same for out-of-
state national banks as for in-state
national banks, and that extent depends
upon what powers the state grants to the
fiduciaries in the state with which
national banks compete. The OCC has
considered the comments, but continues
to believe that the legal analysis
contained in Interpretive Letter No. 695
reflects a correct interpretation of the
basic fiduciary powers of national banks
under 12 U.S.C. 92a. The definition of
fiduciary powers summarizes this basic
principle. The OCC notes that neither
Interpretive Letter No. 695 nor the
definition of national banks’ fiduciary
powers in §9.2(g) addresses the
applicability of particular state laws to
national banks’ exercise of their
fiduciary powers.s

4The OCC does not treat non-discretionary
custodial activities as fiduciary, and the final rule
continues that approach. Those activities are
authorized under 12 U.S.C. 24 (Seventh).

5To the extent they arise, the OCC intends to
handle specific questions about the applicability of
particular state laws on a case-by-case basis, which
in many cases will involve preemption opinions
developed with the aid of a public notice and
comment process.
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Investment discretion (8 9.2(i)). As
mentioned previously, the proposal
defined the term “fiduciary capacity” to
include any capacity where the bank
possesses investment discretion on
behalf of another, and the final rule
retains this approach. The proposed
term “investment discretion” includes
any account for which a national bank
has the authority to determine what
securities or other assets to purchase or
sell on behalf of the account.

Some commenters recommended that
the OCC clarify that a bank has
investment discretion with respect to an
account whether or not the bank
exercises that discretion. Others
recommended that the OCC clarify
whether a bank has investment
discretion with respect to an account in
which the customer or another fiduciary
also has investment discretion. In
response to these commenters, the OCC
is modifying the proposed definition to
clarify that the term does not depend on
whether or not the bank exercises its
authority over investments, or whether
or not its authority over investments is
sole or shared. Moreover, the OCC is
clarifying that a bank is deemed to have
investment discretion even when it
delegates its authority over investments,
as well as when another fiduciary
delegates its authority over investments
to the bank.

Several commenters asked whether
the OCC considers a national bank to
have investment discretion when it
administers asset allocation accounts or
sweep accounts. Asset allocation
programs differ widely in the extent of
the administering bank’s discretion. In
some asset allocation programs, the
bank has discretion to invest initially
the customer’s assets among several
mutual funds, and to reallocate the
assets as it deems appropriate based on
the customer’s investment profile and
the prevailing market conditions. In
these programs, and in any other
program in which the bank may
purchase or sell an investment without
the customer’s approval, the OCC
considers the bank to have investment
discretion. In sweep programs, on the
other hand, a bank typically has no
investment discretion. Rather, the bank
is automatically sweeping excess cash
into investments pre-selected by the
customer (e.g., money market funds).

Approval Requirements (§9.3)

Consistent with § 9.2 of the former
regulation, the proposal directed an
applicant for fiduciary powers (whether
the applicant is a national bank seeking
approval to exercise fiduciary powers,
or a person seeking approval to organize
a special-purpose national bank limited

to fiduciary powers) to appropriate
provisions in 12 CFR part 5, which
contains rules, policies, and procedures
for corporate activities. This is designed
as a useful reader aid. The OCC received
no specific comments on this section
and adopts this section as proposed.

Administration of Fiduciary Powers
(89.4)

Consistent with §9.7 of the former
rule, the proposal permitted a national
bank’s board of directors to assign
functions related to the exercise of
fiduciary powers to bank directors,
officers, employees, and committees
thereof. The proposal also retained the
requirement that all fiduciary officers
and employees must be bonded
adequately. Moreover, the proposal
permitted a national bank to use
personnel and facilities of the bank to
perform services related to the exercise
of its fiduciary powers, and permitted
any department of the bank to use
fiduciary officers and employees and
facilities to perform services unrelated
to the exercise of fiduciary powers, to
the extent not prohibited by applicable
law. Additionally, the proposal added a
new provision to the section clarifying
that a national bank may enter into an
agency agreement with another entity to
purchase or sell services related to the
exercise of fiduciary powers.

Some commenters recommended that
the OCC allow a national bank to use
personnel and facilities of its affiliates
(and not just other departments of the
bank) to perform services related to its
fiduciary activities, and allow affiliates
to use fiduciary officers and employees
and facilities to perform services
unrelated to the bank’s fiduciary
activities, to the extent not prohibited
by applicable law. The OCC believes
that utilizing affiliates in this manner
enhances efficiency and is consistent
with safety and soundness. Moreover,
this recommendation reflects the
realities of modern bank organizational
structures. Thus, the OCC is modifying
the provision accordingly.

Policies and Procedures (§9.5)

The proposal required a national bank
to establish written policies and
procedures to ensure that its fiduciary
practices comply with applicable law,
and also provided a list of particular
fiduciary practices that a bank’s policies
and procedures should cover. Several
items on the list were derived from
requirements in the former regulation,
including brokerage placement practices
(former §9.5); methods for ensuring that
fiduciary officers and employees do not
use material inside information in
connection with any decision or

recommendation to purchase or sell any
security (former §9.7(d)); selection and
retention of legal counsel readily
available to advise the bank and its
fiduciary officers and employees on
fiduciary matters (former §9.7(c)); and
investment of funds held as fiduciary,
including short-term investments and
the treatment of fiduciary funds
awaiting investment or distribution
(former §9.10(a)).

Other items on the proposed list were
not based on requirements in the former
regulation, including methods for
preventing self-dealing and conflicts of
interest, allocation to fiduciary accounts
of any financial incentives the bank may
receive for investing fiduciary funds in
a particular investment, and disclosure
to beneficiaries and other interested
parties of fees and expenses charged to
fiduciary accounts.

Many commenters were concerned
that specific items on the list,
particularly the items addressing the
allocation of financial incentives and
disclosures to interested parties, could
be construed overbroadly (e.g., to
prohibit otherwise permissible fee
arrangements, or to require disclosures
to creditors of settlors of revocable
trusts). Some commenters suggested that
the OCC not provide a list of required
policies and procedures, but rather
provide guidance through less formal
means.

The OCC is retaining the proposal’s
general requirement that a national bank
adopt and follow written policies and
procedures adequate to maintain its
fiduciary activities in compliance with
applicable law. The OCC is not
attempting to assemble an exhaustive
list of required policies and procedures.
However, the OCC believes that the
regulation should provide examples of
areas that a bank’s policies and
procedures should address. Thus, the
OCC is adopting an abbreviated list of
areas that a bank’s policies and
procedures should address. The list
includes brokerage placement practices,
the prevention of misuse of material
inside information, the prevention of
self-dealing and conflicts of interest, the
selection and retention of legal counsel,
and the investment of funds (including
funds awaiting investment or
distribution).

Review of Assets of Fiduciary Accounts
(89.6)

The proposal, like the former rule,
required national banks to perform
reviews with respect to fiduciary
accounts at least once during each
calendar year, and within 15 months of
the last review. Moreover, the proposal
required two distinct types of annual
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written reviews: individual account
reviews and reviews of assets by issuer.
To contrast the two types of review, a
review of assets by issuer determines
what investments (e.g., common stock of
Corporation X) are appropriate
investments for the bank’s fiduciary
accounts in general. In some banks, the
review of assets by issuer results in a list
of permissible fiduciary investments for
the bank’s fiduciary accounts, and the
person or committee in charge of
investing for a particular fiduciary
account chooses investments from this
list. Under an individual account
review, on the other hand, the person or
committee in charge of a particular
account’s investments determines
whether the current investments are
appropriate, individually and
collectively, given the objectives of the
account.

Several commenters indicated that the
requirement for an annual review of
assets by issuer is burdensome,
redundant, and may conflict with the
modern portfolio theory embraced by
the prudent investor rule.¢ The OCC
agrees with these commenters and, thus,
is eliminating the requirement for an
annual review of assets by issuer.

Some commenters recommended that
the OCC make the requirement for a
“written’ review more flexible by
allowing other forms of evidence of a
review (e.g., an automated screening
process that screens out routine and
non-complex assets and accounts), in
order to allow bank personnel to
conduct their reviews more efficiently.
In response to this recommendation, the
OCC is eliminating the requirement that
the review be “written.”” However, if a
bank adopts a review system in which
reviews are not documented
individually, the bank must be able to
demonstrate that its review system is
designed to perform all required
reviews.

One commenter recommended that
the OCC eliminate the requirement to
perform a review within 15 months after
the last review, and instead rely on the
requirement to perform a review at least
once during each calendar year. The

6 Modern portfolio theory, which underlies
modern asset management practices, focuses on the
reduction of specific risk through portfolio
diversification. This theory, along with
corresponding practice, demonstrated that
“arbitrary restrictions on trust investments are
unwarranted and often counterproductive.” Rest.
3rd, Trusts (Prudent Investor Rule), Introduction
(1992), at 4. The prudent investor rule states that
the standard of prudent investment “is to be
applied to investments not in isolation but in the
context of the trust portfolio and as a part of an
overall investment strategy, which should
incorporate risk and return objectives reasonably
suited to the trust.” Rest. 3rd, Trusts (Prudent
Investor Rule), sec. 227(a) (1992).

OCC has determined that the 15-month
requirement is somewhat rigid, raises
timing issues (e.g., whether to measure
the period from the start date to start
date or end date to start date), and does
not contribute significantly to safety and
soundness. Consequently, the OCC is
eliminating it in favor of a requirement
that a national bank perform a review at
least once during each calendar year.

Recordkeeping (8 9.8)

Section 9.8(a) of the proposal required
a national bank to document the
establishment and termination of
fiduciary accounts and to maintain
adequate records for all fiduciary
accounts. Section 9.8(b) of the proposal
required a national bank to retain all
“fiduciary records” for a specified
period. Section 9.2(g) of the proposal
defined “fiduciary records” to include
all written or otherwise recorded
information that a national bank creates
or receives relating to a fiduciary
account or the fiduciary activities of the
bank.

Some commenters asserted that the
proposed definition of “fiduciary
records” is overly broad, and
recommended that the OCC limit the
record retention requirement of § 9.8(b)
to the records described in §9.8(a). The
OCC agrees that the proposed definition
of fiduciary records is overly broad and
has limited the record retention
requirement accordingly.

Audit of Fiduciary Activities (§9.9)

The proposal required a national bank
to perform, through its fiduciary audit
committee, suitable audits of its
fiduciary activities annually and to
report the results of the audit, including
all actions taken as a result of the audit,
in the minutes of the board of directors.
The proposal also clarified that if a bank
adopts a continuous audit system in lieu
of performing annual audits, the bank
may perform discrete audits of each
fiduciary activity, on an activity-by-
activity basis, at intervals appropriate
for that activity. For example, a bank
may determine that it is appropriate to
audit certain low-risk fiduciary
activities every 18 months. Moreover,
the proposal permitted a national bank
to use an affiliate’s audit committee as
the bank’s fiduciary audit committee.

Most commenters strongly supported
allowing a continuous audit system and
allowing an affiliate’s audit committee
to serve as a bank’s fiduciary audit
committee. The OCC is adopting these
elements. A few commenters
recommended that the OCC clarify
whether a bank may use external
auditors in performing the required
audits. In response, the OCC is adding

parentheticals to clarify that a bank may
use internal or external auditors. A few
commenters expressed concern that the
requirement to note in the board’s
minutes “all’” actions taken as a result
of the audit could be interpreted to
require a board to note excessive detail.
To alleviate this concern, the OCC is
modifying the provision to require the
board to note “‘significant actions”
instead of “‘all actions.”

One commenter also noted that the
proposal required a suitable audit of
“all”” fiduciary activities (or, for
continuous audits, a discrete audit of
“each” fiduciary activity), and pointed
out that certain fiduciary activities at
certain banks may be de minimis (e.g.,

a bank may have only one small account
under a particular fiduciary activity, as
an incidental service for a particular
customer). They asserted that these de
minimis fiduciary activities may not
merit a full-scope audit. To provide a
measure of flexibility with respect to de
minimis activities, the OCC is modifying
the regulation to require a suitable audit
of “all significant” fiduciary activities
(or, for continuous audits, a discrete
audit of “‘each significant” fiduciary
activity). The OCC intends for this
standard to exclude only de minimis
fiduciary activities conducted by a bank.

Moreover, as with annual reviews
under §89.6, the OCC is eliminating the
requirement that a national bank that
performs audits annually (rather than
using a continuous audit system)
perform an audit not later than 15
months after the last audit. The 15-
month requirement is somewhat rigid,
raises timing issues, and does not
contribute significantly to safety and
soundness. The OCC is retaining the
requirement that a national bank
perform an audit at least once during
each calendar year.

The proposal required that a national
bank’s fiduciary audit committee must
not include directors who are members
of a fiduciary committee of the bank.
Several commenters noted that some
banks would experience difficulties in
complying with this restriction due to
their fiduciary committee structure. To
provide those banks with a reasonable
degree of flexibility, the OCC is
modifying this restriction to require that
a national bank’s fiduciary audit
committee must consist of a majority of
members who are not also members of
any committee to which the board of
directors has delegated power to manage
and control the fiduciary activities of
the bank. The OCC believes that this
modification will not impair the safety
and soundness of those banks.
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Fiduciary Funds Awaiting Investment or
Distribution (§9.10)

The proposal retained the former
regulation’s general prohibition against
allowing fiduciary funds to remain
uninvested and undistributed any
longer than reasonable for proper
account management. One commenter
pointed out that directing the treatment
of fiduciary funds is appropriate only if
the bank has investment discretion with
respect to those funds. The OCC agrees
that the duty to invest funds applies
only to accounts for which a bank has
investment discretion. However, the
duty to distribute uninvested funds
within a reasonable time may apply
even in the absence of investment
discretion. Thus, the OCC is limiting
this prohibition to fiduciary accounts
for which a bank has investment
discretion or discretion over
distributions.

The proposal eliminated the
requirement that a bank obtain the
“maximum’ rate of return for fiduciary
funds awaiting investment or
distribution. One commenter asserted
that the OCC should have some policy
with respect to the rate of return for
fiduciary funds awaiting investment or
distribution. The OCC agrees, and is
adopting a requirement that a bank
obtain for such funds a rate of return
consistent with applicable law. Thus, in
states that require their corporate
fiduciaries to obtain a market rate of
return for fiduciary funds awaiting
investment or distribution, a national
bank must do the same. In other states,
national banks are placed on a level
playing field with competing corporate
fiduciaries.

The proposal permitted a national
bank to set aside, as collateral for self-
deposits of fiduciary funds awaiting
investment or distribution, any assets
(including surety bonds) that qualify
under state law as appropriate security.
Several commenters recommended that
the OCC allow a bank to collateralize
self-deposits with surety bonds without
regard to state law. Other commenters
recommended that the OCC allow a
bank to collateralize self-deposits with
surety bonds only if state law permits
that practice. The OCC has determined
that it is consistent with national banks’
fiduciary powers for banks to use surety
bonds as collateral for self-deposits
unless prohibited by applicable law.
This standard grants national banks the
ability to collateralize self-deposits with
surety bonds, yet preserves for each
state the ability to prohibit this practice
for all fiduciaries operating in the state.

The proposal also permitted a
national bank to deposit fiduciary funds

awaiting investment or distribution with
an affiliate and to secure a deposit of
idle fiduciary funds by or with an
affiliate *‘if consistent with applicable
law’. Several commenters
recommended that the OCC modify the
applicable law standard, though the
commenters suggested various
alternatives ranging from “without
regard to state law” to “only if
permitted by applicable law’. After
considering the various standards, the
OCC is adopting “unless prohibited by
applicable law’ as the standard. This
standard allows national banks to secure
deposits of idle fiduciary funds by or
with an affiliate, yet permits a state to
preclude this practice for all fiduciaries
operating in the state, if the state so
chooses.

Investment of Fiduciary Funds (§9.11)

The proposal directed a national bank
to invest fiduciary funds in a manner
consistent with applicable law. One
commenter pointed out that directing a
bank how to invest fiduciary funds is
appropriate only if the bank has
investment discretion. This
commenter’s point is generally true.
However, situations may arise in which
a bank trustee without investment
discretion receives a direction from a
party with investment discretion to
make an investment that violates
applicable law (e.g., ERISA or the trust
instrument). The bank, in these
situations, should comply with
applicable law notwithstanding its lack
of investment discretion. Thus, the OCC
is adopting the provision generally as
proposed.

Self-Dealing and Conflicts of Interest
(89.12)

The proposal clarified that a bank
may not lend to any of its directors,
officers, or employees any funds it holds
as trustee, except with respect to bank’s
own employee benefit plans in
accordance with section 408(b)(1) of
ERISA, which specifically authorizes
loans to participants and beneficiaries of
such plans under certain circumstances.
One commenter noted that section
408(b)(1) covers plans that the bank
administers for other employers, as well
as the bank’s own plans. The OCC
agrees, and is extending the proposed
exception to plans that the bank
administers for other employers.
Moreover, the OCC is broadening the
regulation’s reference to ERISA by citing
to section 408 rather than section
408(b)(1), because section 408 contains
several exemptions from ERISA’s
prohibited transaction provisions, and
not just the exemption found in
408(b)(1).

The proposal authorized a national
bank to make a loan between any of its
fiduciary accounts if the transaction is
authorized by the instrument creating
the account from which the loan is
made and is not prohibited by
applicable law. One commenter
recommended that the OCC change this
standard to “if the transaction is fair to
both accounts and is not prohibited by
applicable law,” in order to be
consistent with the standard for loans to
fiduciary accounts and for sales between
fiduciary accounts. The OCC agrees that
there is no compelling reason to have
different standards for these
transactions and, thus, is modifying the
standard accordingly.

Finally, one commenter pointed out
that these self-dealing and conflicts of
interest provisions are appropriate only
if the bank has investment discretion.
The OCC agrees, and is limiting this
provision to fiduciary accounts for
which a bank has investment discretion.

Custody of Fiduciary Assets (§9.13)

The proposal allowed a national bank
to maintain fiduciary assets off-premises
if the bank maintains adequate
safeguards and controls. However, some
off-premise locations may not be
appropriate for the safekeeping of
fiduciary assets, depending on
applicable law. Consequently, the OCC
is modifying the provision to allow a
bank to maintain fiduciary investments
off-premises only if consistent with
applicable law.

Deposit of Securities With State
Authorities (§9.14)

The proposal allowed a national bank
with fiduciary assets in more than one
state to meet its deposit requirement in
each state based on the amount of trust
assets administered from offices located
in that state. The OCC intended this
provision to avoid duplicative securities
deposits for the same trust asset.

Some commenters requested that the
OCC clarify that the deposit requirement
for a multistate bank depends on the
amount of trust assets that the bank
administers “primarily” or
“principally” from offices in that state.
These commenters were concerned that
the proposed language still could be
interpreted in a manner that results in
duplicative securities deposits for the
same trust asset. To ensure that the
requirement is not interpreted in a
manner that results in duplicative
securities deposits, the OCC is clarifying
that the required deposit for each state
is based on the amount of trust assets
that the bank administers “primarily”
from offices located in that state.
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Fiduciary Compensation (§9.15)

The proposal retained the substance
of former §9.15, which addressed
fiduciary compensation. The proposal
authorized a national bank to charge a
reasonable fee for its fiduciary services
if the amount is not set or governed by
applicable law. Moreover, the proposal
prohibited an officer or an employee of
a national bank from retaining any
compensation for acting as a co-
fiduciary with the bank in the
administration of a fiduciary account,
except with the specific approval of its
board of directors.

One commenter requested that the
OCC provide guidance on what
constitutes a reasonable fee, and that the
OCC allow a bank to rely on their
regularly published fee schedules to
satisfy the reasonableness test. However,
because reasonableness of fiduciary
compensation depends heavily upon the
facts of each situation, the OCC does not
believe that it is possible to establish
specific rules on what is and what is not
reasonable. Thus, the OCC is adopting
this section as proposed. The OCC
points out, however, that the amount of
fiduciary compensation is typically set
or governed by applicable law (e.g., by
the terms of the governing instrument,
state fee schedules, a probate court,
etc.), in which case the general
reasonableness standard does not apply.

Receivership or Voluntary Liquidation
of Bank (§89.16)

The proposal directed a receiver or
liquidating agent for a national bank to
close promptly all fiduciary accounts to
the extent practicable (in accordance
with OCC instructions and the orders of
the court having jurisdiction) and to
transfer all remaining fiduciary accounts
to substitute fiduciaries. Some
commenters recommended that the OCC
modify this provision to reflect that a
national bank’s receiver or liquidating
agent generally transfers fiduciary
accounts to substitute fiduciaries, noting
that the FDIC’s usual practice is to sell
a failed bank’s fiduciary business. The
OCC agrees that a national bank should
have the option to transfer fiduciary
accounts to substitute fiduciaries,
regardless of whether it can practicably
close those accounts. Thus, the OCC is
modifying the provision accordingly.

Additionally, the OCC is clarifying
that this provision does not apply to the
receiver of insured national banks,
which, under 12 U.S.C. 191, is the
Federal Deposit Insurance Corporation.

Surrender or Revocation of Fiduciary
Powers (89.17)

The proposal retained the substance
of former §9.17, which addresses

surrender and revocation of fiduciary
powers. The proposal set forth the
standards and procedures that apply
when a national bank seeks to surrender
its fiduciary powers. The proposal also
described the standards that apply when
the OCC seeks to revoke a bank’s
fiduciary powers. This section provides
useful guidance to banks surrendering
or revoking their fiduciary powers. The
OCC did not receive any comments that
warranted changes to this section and,
thus, the OCC is adopting it as
proposed.

Collective Investment Funds (§9.18)

The proposal retained the general
structure of §9.18. Paragraph (a)
authorized national banks to invest
fiduciary assets in two types of
collective investment funds (called
(a)(1) funds and (a)(2) funds, in
reference to the paragraphs of §9.18 that
authorize them). Paragraph (b) set forth
the requirements applicable to funds
authorized under paragraph (a).
Paragraph (c) described other types of
collective investments available to
national bank fiduciaries. The OCC is
adopting much of proposed §9.18, but
with several significant modifications.

In General (§9.18(a))

The proposal removed a provision
from former § 9.18(b)(3) that specifically
provided that a bank may look at a
collective investment fund’s portfolio in
the aggregate in determining whether it
may invest fiduciary assets in the
collective investment fund. This
treatment is consistent with the prudent
investor rule.” One commenter noted
that not all states have adopted the
prudent investor rule, and
recommended that the OCC retain the
provision. The OCC agrees, and is
retaining the provision as a footnote to
§9.18(a).

Written Plan (§ 9.18(b)(1))

The former regulation required the
full board of directors of a national bank
to approve a new collective investment
fund plan. The proposal provided
additional management flexibility by
allowing a committee of the board of
directors to perform this function. Some
commenters recommended that the OCC
modify this requirement further by
allowing a committee authorized by the
board to approve a new plan. Because
this modification provides banks with
some flexibility in approving new plans
and presents nNo supervisory concerns,
the OCC is adopting it as recommended.

7See Rest. 3rd, Trusts (Prudent Investor Rule),
sec. 227(a) (1992).

Frequency of Valuation (8 9.18(b)(4)(i))

The proposal allowed a bank to value
an illiquid collective investment fund
(i.e., one invested primarily in real
estate or other assets that are not readily
marketable) at least annually rather than
at least quarterly, in an effort to be
consistent with the one-year prior notice
allowance for withdrawals from illiquid
collective investment funds found at
former §9.18(b)(4). Because the prior
notice allowance is limited to (a)(2)
funds, it is appropriate to limit the
valuation exception to (a)(2) funds. The
OCC is modifying the proposed
valuation exception to include this
limitation.

Short-term Investment Funds
(89.18(b)(4)(ii)(B))

The proposal retained the former
regulation’s restrictions on short-term
investment funds. Several commenters
noted, however, that these restrictions
are more stringent than the Securities
and Exchange Commission’s Rule 2a—7
(17 CFR 270.2a-7), which governs
money market funds. The commenters
recommended that the OCC revise the
restrictions to make them more
consistent with Rule 2a—7. The OCC
agrees that its restrictions regarding
short-term investment funds should be
more consistent with Rule 2a-7.
Consequently, the OCC is removing (1)
the requirement that a bank invest at
least 80 percent of the fund’s assets in
instruments payable on demand or that
have a maturity date not exceeding 91
days from the date of purchase, and (2)
the requirement that at least 20 percent
of the fund’s assets must be cash,
demand obligations, or assets that will
mature on the fund’s next business day.
In their place, the OCC is adding a
requirement that a bank maintain a
dollar-weighted average portfolio
maturity of 90 days or less, consistent
with Rule 2a-7.

Method of Distributions (§ 9.18(b)(5)(iv))

The proposal revised substantially the
former regulation’s standard for
distributions to an account withdrawing
from a collective investment fund.
Former §9.18(b)(6) required a bank to
make distributions in cash, ratably in
kind (i.e., a proportional share in each
of the assets held by the collective
investment fund), or a combination of
the two. The proposal allowed a bank to
make any distributions consistent with
applicable law. The proposal reflected
an effort to provide banks with
sufficient flexibility to address complex
distribution problems that may arise
(particularly with respect to collective
investment funds that invest primarily
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in illiquid assets), while maintaining the
basic protections of state fiduciary law.
In the proposal’s preamble, the OCC
invited comment on whether to adopt
this applicable law approach in lieu of
the former regulation’s distribution
options.

Many commenters supported
replacing the former regulation’s
distribution options with the proposed
approach. Several commenters
supported the proposed approach, but
only as a supplement to the former
regulation’s distribution options. Some
commenters noted that relying wholly
on applicable law, as proposed, could
be unworkable for a bank whose
collective investment fund includes
accounts from different states.

The OCC has determined to retain the
former regulation’s distribution options
(i.e., cash, ratably in kind, or a
combination of the two) and to add, as
a fourth option, **any other manner
consistent with applicable law in the
state in which the bank maintains the
fund.” The OCC believes that this
approach provides ample flexibility
while maintaining the basic protections
of state fiduciary law. Moreover, it
resolves the proposal’s potential
problems regarding a fund with
accounts from different states by
clarifying that the only state whose law
applies to the fourth distribution option
is the state in which the bank maintains
the fund (though other forms of
“applicable law,” such as Federal law,

may apply).
Audits and Financial Reports
(89.18(b)(6))

Consistent with OCC precedent, the
proposal clarified that a national bank
must disclose in a collective investment
fund’s annual financial report the fees
and expenses charged to the fund. One
commenter recommended that the OCC
further clarify that the regulation does
not require per se that a national bank
disclose fees and expenses on a line-
item basis, or as a specific dollar
amount (as opposed to a percentage of
assets). The OCC affirms that the
regulation does not require per se a
particular form of disclosure. However,
if state law (or other applicable law)
governing the collective investment
fund requires a particular form of
disclosure, then national banks must
comply with that requirement.8 To
clarify this issue, the OCC is modifying
the provision to clarify that disclosures
of fees and expenses are required in a
manner consistent with applicable law

8See Trust Interpretive Letter #242 (January
1990).

in the state in which the bank maintains
the fund.

Advertising Restriction (8§ 9.18(b)(7))

The proposal retained and clarified
the former regulation’s restriction on
advertising (a)(1) funds. In particular,
the proposal prohibited a bank from
advertising a common trust fund except
in connection with the advertisement of
the general fiduciary services of the
bank.

Many commenters recommended that
the OCC eliminate or at least relax the
restriction on advertising past
performance. Other commenters,
apparently in support of the restriction,
warned that if a bank markets its
common trust fund to the general
public, then that fund will be subject to
registration and regulation under the
securities laws.

The views of commenters opposed to
the advertising restriction may have
some merit. The OCC has carefully
considered their views but has decided
that, on balance, it is not appropriate to
remove the advertising restriction.
Therefore, the OCC is adopting the
provision as proposed.

Self-Dealing and Conflicts of Interest
(89.18(b)(8))

The proposal retained the substance
of former §9.18(b)(8), which addressed
self-dealing and conflicts of interest
specific to collective investment funds.
The OCC noted in the preamble that a
national bank administering a collective
investment fund must comply with not
only these provisions, but also the
general self-dealing and conflicts of
interest provisions found in §9.12. One
commenter recommended that the OCC
clarify this position in the regulatory
text. The OCC agrees, and is amending
the provision accordingly.

Elimination of Mortgage Reserve
Account Provision

The proposal retained the substance
of former §9.18(b)(11), which allowed a
bank administering a collective
investment fund to establish a mortgage
reserve account for overdue interest
payments on mortgages in the fund.
Suspecting that this provision was
outdated, the OCC invited comment on
the extent to which banks use mortgage
reserve accounts. The only commenter
on this provision recommended that the
OCC eliminate it, stating that national
banks no longer maintain mortgage
reserve accounts because they are
unnecessary and may not be appropriate
under generally accepted accounting
principles. Accordingly, the OCC is
eliminating this provision.

Management Fees (8§ 9.18(b)(9))

The proposal retained the quantitative
management fee limitation, found at
former §9.18(b)(12), but invited
comment on whether the OCC should
defer to state law instead of retaining
the fee limitation. Under this limitation,
a bank administering a collective
investment fund may charge a fund
management fee only if the total fees
charged to a participating account
(including the fund management fee)
does not exceed the total fees that the
bank would have charged had it not
invested assets of the fiduciary account
in the fund.

Many commenters supported
eliminating the management fee
limitation altogether in favor of a
“reasonableness” standard or a state law
based approach, arguing that these
alternatives would reflect modern
fiduciary law standards in this area.
However, some commenters supported
retaining the limitation. Other
commenters were concerned that a state
law approach could be unworkable for
a collective investment fund with
participants from different states whose
fee standards differ.

The OCC recognizes the desirability of
providing updated operating standards
for national bank fiduciary activities,
but is concerned that a general
“reasonableness” standard, or even a
state law standard, alone, may not
provide sufficient protections for banks’
fiduciary customers. Accordingly, the
final rule provides that a national bank
may charge a fund management fee only
if: (1) the fee is reasonable; (2) the fee
is permitted under applicable law (and
complies with fee disclosure
requirements, if any) in the state in
which the bank maintains the fund; and
(3) the amount of the fee does not
exceed an amount commensurate with
the value of legitimate services of
tangible benefit to the participating
fiduciary accounts that would not have
been provided to the accounts were they
not invested in the fund.

This modification safeguards the
interests of customers in several ways.
First, a fund management fee is subject
to an overall reasonableness standard.
Second, in order to charge a fund
management fee, applicable law must
allow the type of fee charged. Third, the
bank must justify the amount of a fund
management fee based on particular
services that provide a tangible benefit
to participating fiduciary accounts that
would not have been provided to the
accounts were they not invested in the
fund. Fourth, a bank that charges a fee
under this approach also must comply
with applicable fee disclosure
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requirements. Finally, a separate
provision in the final rule requires a
bank to disclose a management fee,
along with other fees and expenses
charged to the fund, in the annual
financial report in a manner consistent
with applicable law in the state in
which the bank maintains the fund.®

Additionally, this modification
eliminates the possibility that multiple
conflicting states’ laws could apply to
the same fund, and thus is responsive to
commenters’ concerns about
administering a collective investment
fund with participants from different
states.

Expenses (§9.18(b)(10))

The proposal retained the
requirement that the bank absorb
establishment and reorganization
expenses, but eliminated other
provisions that specifically permitted or
prohibited a bank to charge certain
expenses to the fund. Rather than
mandating the treatment of specific
expenses (other than establishment and
reorganization expenses), the proposal
deferred to state law, in effect, by
allowing a bank to charge reasonable
expenses incurred in administering the
fund to the extent not prohibited by
applicable law.

Many commenters supported this
approach. However, some commenters
were concerned that a state law
approach to permissible expenses could
be unworkable for funds with
participants from different states.

The OCC continues to believe that,
when expenses of a fund are reasonable
and permissible under state law, and are
fully disclosed in appropriate
documentation,10 a bank should be
allowed to charge them directly to the
fund. Thus, the final rule retains the
proposal’s approach of allowing a bank
to charge any reasonable expenses
(except expenses incurred in
establishing or reorganizing a collective
investment fund) not prohibited by
applicable law, and clarifies that the
applicable law in the state in which the
bank maintains the fund—including
Federal law where appropriate, and
excluding the law of states other than
the state in which the bank maintains
the fund—determines whether
particular expenses are prohibited. This
standard addresses commenters’
concerns about funds with participants
from different states.

9See §9.18(b)(6)(ii).

10 See §9.18(b)(1)(iii) (disclosure of anticipated
fees and expenses in the written plan) and
§9.18(b)(6)(ii) (disclosure of fees and expenses in
the annual financial report).

Prohibition Against Certificates
(89.18(b)(11))

The proposal prohibited a national
bank from issuing certificates of interest
in a collective investment fund. One
commenter recommended that the OCC
provide an exception allowing a bank to
issue a certificate of participation in a
segregated investment to a customer
withdrawing from a fund, consistent
with OCC fiduciary precedents. The
OCC agrees. The exception for
segregated investments should not raise
any of the securities-related concerns
underlying the prohibition against
certificates. Consequently, the OCC is
adopting the exception.

Elimination of Participation,
Investment, and Liquidity Requirements

The proposal eliminated the 10
percent participation limitation, the 10
percent investment limitation, and the
liquidity requirement applicable to
common trust funds under former
§9.18(b)(9). The OCC received many
comment letters on this issue. All who
commented supported the proposal.
These restrictions have at times
interfered with optimal management of
common trust funds. Moreover, the OCC
believes that the protections found in
state fiduciary law adequately address
the concerns underlying these
restrictions. Consequently, the OCC is
eliminating the participation,
investment, and liquidity requirements.

Other Collective Investments (§9.18(c))

In addition to (a)(1) and (a)(2) funds,
the proposal authorized other means by
which a national bank may invest
fiduciary assets collectively: (1) bank
fiduciary funds, (2) single loans or
obligations, (3) mini-funds (i.e., funds
established for the collective investment
of cash balances), (4) trust funds of
corporations and closely-related settlors,
and (5) special exemption funds. These
other collective investments are not
subject to the requirements of §9.18(b).

While the OCC did not receive any
comments on the provision authorizing
bank fiduciary funds, the OCC believes
that banks no longer maintain this type
of fund. Thus, the OCC is eliminating
the provision.

With respect to single loans or
obligations, the proposal eliminated the
restriction that a bank invest in a
variable-amount note on a short-term
basis only. Those who commented on
this change supported it. The change
will bring that provision in conformity
with §9.18(b)(4)(ii)(B), which allows a
bank to invest fiduciary assets
collectively in short-term investment
fund composed of short-term vehicles,

including variable-amount notes, but
places no limitation on renewals of
those investments. For this reason, the
OCC is adopting the provision as
proposed.

With respect to mini-funds, the
proposal eliminated the requirement
that no participating account’s interest
in the fund may exceed $10,000.
Moreover, the proposal increased the
total amount of assets permitted in a
mini-fund to $1,000,000. Those who
commented on these changes supported
them. These changes remove outdated
limitations on mini-funds.
Consequently, the OCC is adopting the
provision as proposed.

One commenter recommended that
the OCC add a provision that permits a
bank to use any collective investment
authorized by applicable law (e.g., pre-
need funeral statutes). The OCC agrees
that a bank should be permitted to use
any collective investment authorized by
applicable law, and is adding a
provision to this effect.

With respect to special exemption
funds, the proposal provided an
expedited procedure for their review.
While most commenters supported the
expedited review procedure, a few
commenters strongly opposed it. Those
who opposed it objected that the
provision does not require notice and
comment, does not distinguish between
routine and novel applications, and,
because approval is automatic if the
OCC does not act in 30 days, could lead
to inadvertent approvals of common
trust funds that are exempt from the
regulation’s management fee and
common trust fund advertising
provisions. After carefully considering
these concerns, the OCC has decided
that it may not be appropriate to adopt
the proposed expedited review
procedure. Thus, the OCC is modifying
the provision to eliminate the expedited
review procedure.

Finally, one commenter
recommended that the OCC extend the
right to seek special exemptions from
the OCC to state banks and other
corporate fiduciaries that must comply
with the OCC’s collective investment
fund regulation in order to receive
favorable tax treatment under the
Internal Revenue Code (26 U.S.C. 584).
The OCC agrees that those corporate
fiduciaries should have the same
opportunity to establish special
exemption funds as national banks.
Consequently, the OCC is modifying the
proposal to reflect this recommendation.

Transfer Agents (§9.20)

The proposal incorporated by means
of cross-reference the Securities and
Exchange Commission (SEC) rules
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prescribing procedures for registration
of transfer agents for which the SEC is
the appropriate regulatory agency (17
CFR 240.17Ac2-1). The proposal also
clarified that a national bank transfer
agent must comply with rules adopted
by the SEC pursuant to section 17A of
the Securities Exchange Act (15 U.S.C.
789-1), which sets forth operational and
reporting requirements that apply to all
transfer agents (17 CFR 240.17Ac2-2,
and 240.17Ad-1 through 16).

Several commenters noted that the
SEC'’s rules regarding transfer agents do
not apply to activities in foreign
countries. The OCC acknowledges that
the SEC’s rules regarding transfer agents
apply only to domestic activities.
Consequently, the OCC is clarifying this
point in the regulatory text.

Waiver of Regulatory Requirements

In the preamble to the proposal, the
OCC invited comment on whether the
OCC should add a reservation of
authority to part 9 for the purpose of
setting forth standards and procedures
under which a national bank may obtain
a waiver from a specific provision. All
but one of those who commented on
this issue supported the addition of
waiver standards and procedures. Upon
reconsideration, the OCC has concluded
that it is preferable to continue its
current practice of considering any
request to modify the application of any
provision in part 9, and granting a
request if the OCC deems it consistent
with the bank’s fiduciary duties and
with safe and sound banking practices.
The OCC expects that the additional
flexibility it has incorporated into many
of part 9’s provisions will reduce the
need for waivers and modifications.
Moreover, the requests that banks are
likely to file will vary significantly in
subject matter and complexity, reducing
the usefulness of generalized standards.
Therefore, the OCC has decided not to
include a specific waiver provision in
part 9.

Acting as Indenture Trustee and
Creditor (§9.100)

In the proposal’s preamble, the OCC
indicated that it was inclined to modify
its restrictions on allowing an indenture

trustee to act as creditor to the same
debt securities issuance. In particular,
the OCC suggested allowing a national
bank to act both as creditor and
indenture trustee until 90 days after
default, consistent with the Trust
Indenture Act, with the added condition
that the bank maintains adequate
controls to manage any potential
conflicts of interest. Additionally, the
OCC indicated that it would apply this
policy consistently to all debt securities
issuances, including issuances exempt
from the Trust Indenture Act. The OCC
invited comment on how banks are
managing these conflicts, and on the
need to address this issue in part 9.

Commenters supported a revision of
the OCC’s position, and indicated that
bank policies and procedures effectively
manage potential conflicts of interest.
However, most who commented
recommended that the OCC not add
specific requirements to the regulation
on this issue, though most of these
commenters also supported less formal
guidance.

Based on its experience in this area,
the OCC believes that banks generally
have established adequate controls to
manage those conflicts. Moreover, the
OCC believes that it is important to
clarify to all national banks the revised
position on this issue. Consequently, the
OCC is adding a short interpretive
ruling to part 9 explaining that a
national bank may act as creditor and
indenture trustee to any debt securities
issuance (whether or not covered by the
Trust Indenture Act) until 90 days after
default with the added condition that
the bank maintains adequate controls to
manage the potential conflicts of
interest.

Disciplinary Sanctions Imposed by
Clearing Agencies (8§ 19.135)

The proposal eliminated much of the
detail of former 889.21 and 9.22, which
concern applications by national banks
for stays or reviews of disciplinary
sanctions imposed by registered clearing
agencies. Instead, the proposal cross-
referenced the SEC'’s rules in this area,
which are virtually identical to former
889.21 and 9.22. The proposal also
relocated the provision to 12 CFR part

19, the OCC’s rules of practice and
procedure, where readers are more
likely to find it.

The OCC received no comments on
this provision and, thus, is adopting it
as proposed.

Investment Adviser to an Investment
Company

Part 9 has never contained conditions
applicable to national bank operating
subsidiaries engaged in investment
advisory activities. Instead, appropriate
conditions for particular operating
subsidiary activities have been dealt
with by the OCC as part of the
application process. However, one of
the issues related to the treatment of
investment advisory activities under
part 9 that was raised in the proposal
was whether to impose certain
conditions in all situations where a
national bank or its operating subsidiary
acts as investment adviser to an
investment company, and, if so,
whether to include them in part 9.

Most who commented on this issue
expressed concerns that the conditions
could impose unnecessary restrictions
on certain activities. After carefully
considering the comments, the OCC has
decided to continue its current
approach of dealing with conditions
imposed on national bank operating
subsidiaries as part of the corporate
application process. Recent
amendments to 12 CFR part 5 (61 FR
60342, November 27, 1996) also provide
a specific new mechanism for
conditions and policies to be developed
that will be applicable to operating
subsidiaries engaged in particular types
of activities. One of these types of
activities is serving as an investment
adviser to an investment company (see
§5.34(e)(3)(ii)(D)). Accordingly, the
OCC has concluded that it is not
appropriate to deal with conditions
imposed on operating subsidiaries
engaged in such activities as an aspect
of part 9.

Derivation Table for 12 CFR Part 9

This table directs readers to the
provisions of the former 12 CFR part 9
on which the revised 12 CFR part 9 and
the amended 12 CFR part 19 are based.

Revised provision

Former provision

Comments

Added.

Added.

Significantly modified.
Modified.

Modified.
Significantly modified.
Modified.
Significantly modified.
Modified.
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Revised provision Former provision Comments
......................................................................................... Added.
80.2 L Modified.

§9.7(a)(1), (b), and (d)
§89.5, 9.7(c), 9.7(d), and 9.10(a)
§9.7(A)(2) wvvevrrerreereeeeeeeee e
§§0. 7(a)(2) and 9.8 ...

§9 18(a), (b)(2), and (b)(3) ..
(b)(1)
(b)(12) .
B16)
(b)(2), (4), and (15) ....
(b)(4). (6). and (7)
(b)(5)()-(v)

Significantly modified.
Significantly modified.
Significantly modified.
Modified.
Significantly modified.
Significantly modified.
Significantly modified.
Modified.
Modified.
Significantly modified.
Modified.
Modified.
Modified.
Modified.
Significantly modified.
Significantly modified.
Modified.
Significantly modified.
Significantly modified.
Significantly modified.

(b)(B)(iv) and (V) ...

(b)(8)
(b)(12)

§9.20

(b)(5)(|) and (iv), (b)(10) and (b)(12) ..

Significantly modified.
Modified.
Significantly modified.
Significantly modified.
Modified.

Modified.

Modified.
Significantly modified.
Modified.

Added.

Significantly modified.
Modified.

Added.

Modified.

Regulatory Flexibility Act

Pursuant to section 605(b) of the
Regulatory Flexibility Act, the OCC
certifies that this final rule will not have
a significant economic impact on a
substantial number of small entities in
accord with the spirit and purposes of
the Regulatory Flexibility Act (5 U.S.C.
601 et seq.). Accordingly, a regulatory
flexibility analysis is not required. The
final rule’s requirements, for the most
part, are not new to the regulation. The
final rule eases requirements and
reduces burden for all national banks
that exercise fiduciary powers,
regardless of size.

Executive Order 12866

The Office of Management and Budget
has concurred with the OCC’s
determination that this final rule is not
a significant regulatory action under
Executive Order 12866.

Paperwork Reduction Act of 1995

The OCC invites comment on:

(1) Whether the information
collection contained in this final rule is
necessary for the proper performance of
the OCC’s functions, including whether
the information has practical utility;

(2) The accuracy of the OCC’s
estimate of the burden of the
information collection;

(3) Ways to enhance the quality,
utility, and clarity of the information to
be collected;

(4) Ways to minimize the burden of
the information collection on
respondents, including through the use
of automated collection techniques or
other forms of information technology;
and

(5) Estimates of capital or start-up
costs and costs of operation,
maintenance, and purchase of services
to provide information.

The OCC asked similar questions in
the proposed rule, but received no
comments.

Respondents/recordkeepers are not
required to respond to this collection of
information unless it displays a
currently valid OMB control number.

The collection of information
requirements contained in this final rule
have been approved by the Office of
Management and Budget under Control
No. 1557-0140 in accordance with the
Paperwork Reduction Act of 1995 (44
U.S.C. 3507(d)). Comments on the
collection of information requirements
should be sent to the Office of

Management and Budget, Paperwork
Reduction Project (1557-0140),
Washington, DC 20503, with copies to
the Legislative and Regulatory Activities
Division (1557-0140), Office of the
Comptroller of the Currency, 250 E
Street, SW, Washington, DC 20219.

The collection of information
requirements in this final rule are found
in 12 CFR 9.8, 9.9, 9.17, and 9.18. The
OCC requires this information for the
proper supervision of national banks”
fiduciary activities. The likely
respondents/recordkeepers are national
banks.

Estimated average annual burden
hours per respondent/recordkeeper: 15
hours.

Estimated number of respondents
and/or recordkeepers: 1,000.

Estimated total annual reporting and
recordkeeping burden: 15,010 hours.

Start-up costs to respondents: None.

Unfunded Mandates Reform Act of
1995

The OCC has determined that this
final rule will not result in expenditures
by state, local, and tribal governments,
or by the private sector, of $100 million
or more in any one year. Accordingly,

a budgetary impact statement is not
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required under section 202 of the
Unfunded Mandates Reform Act of
1995. The final rule’s requirements, for
the most part, are not new to the
regulation. The final rule eases
requirements and reduces burden for all
national banks that exercise fiduciary
powers, regardless of size.

List of Subjects

12 CFR Part 9

Estates, Investments, National banks,
Reporting and recordkeeping
requirements, Trusts and trustees.

12 CFR Part 19

Administrative practice and
procedure, Crime, Investigations,
National banks, Penalties, Securities.

Authority and Issuance

For the reasons set out in the
preamble, chapter | of title 12 of the
Code of Federal Regulations is amended
as follows:

1. Part 9 is revised to read as follows:

PART 9—FIDUCIARY ACTIVITIES OF
NATIONAL BANKS

Regulations

Sec.
Authority, purpose, and scope.
Definitions.
Approval requirements.
Administration of fiduciary powers.
Policies and procedures.
Review of fiduciary accounts.
Recordkeeping.
Audit of fiduciary activities.
Fiduciary funds awaiting investment
or distribution.
9.11 Investment of fiduciary funds.
9.12 Self-dealing and conflicts of interest.
9.13 Custody of fiduciary assets.
9.14 Deposit of securities with state
authorities.
9.15 Fiduciary compensation.
9.16 Receivership or voluntary liquidation
of bank.
9.17 Surrender or revocation of fiduciary
powers.
9.18 Collective investment funds.
9.20 Transfer agents.

9.9
9.10

Interpretations
9.100 Acting as indenture trustee and
creditor.

Authority: 12 U.S.C. 24 (Seventh), 92a, and
93a; 15 U.S.C. 78q, 78g-1, and 78w.

Regulations

§9.1 Authority, purpose, and scope.

(a) Authority. The Office of the
Comptroller of the Currency (OCC)
issues this part pursuant to its authority
under 12 U.S.C. 24 (Seventh), 92a, and
93a, and 15 U.S.C. 78q, 78g-1, and 78w.

(b) Purpose. The purpose of this part
is to set forth the standards that apply
to the fiduciary activities of national
banks.

(c) Scope. This part applies to all
national banks that act in a fiduciary
capacity, as defined in §9.2(e). This part
also applies to all Federal branches of
foreign banks to the same extent as it
applies to national banks.

89.2 Definitions.

For the purposes of this part, the
following definitions apply:

(a) Affiliate has the same meaning as
in 12 U.S.C. 221a(b).

(b) Applicable law means the law of
a state or other jurisdiction governing a
national bank’s fiduciary relationships,
any applicable Federal law governing
those relationships, the terms of the
instrument governing a fiduciary
relationship, or any court order
pertaining to the relationship.

(c) Custodian under a uniform gifts to
minors act means a fiduciary
relationship established pursuant to a
state law substantially similar to the
Uniform Gifts to Minors Act or the
Uniform Transfers to Minors Act as
published by the American Law
Institute.

(d) Fiduciary account means an
account administered by a national bank
acting in a fiduciary capacity.

(e) Fiduciary capacity means: trustee,
executor, administrator, registrar of
stocks and bonds, transfer agent,
guardian, assignee, receiver, or
custodian under a uniform gifts to
minors act; investment adviser, if the
bank receives a fee for its investment
advice; any capacity in which the bank
possesses investment discretion on
behalf of another; or any other similar
capacity that the OCC authorizes
pursuant to 12 U.S.C. 92a.

(f) Fiduciary officers and employees
means all officers and employees of a
national bank to whom the board of
directors or its designee has assigned
functions involving the exercise of the
bank’s fiduciary powers.

(9) Fiduciary powers means the
authority the OCC permits a national
bank to exercise pursuant to 12 U.S.C.
92a. The extent of fiduciary powers is
the same for out-of-state national banks
as for in-state national banks, and that
extent depends upon what powers the
state grants to the fiduciaries in the state
with which national banks compete.

(h) Guardian means the guardian or
conservator, by whatever name used by
state law, of the estate of a minor, an
incompetent person, an absent person,
or a person over whose estate a court
has taken jurisdiction, other than under
bankruptcy or insolvency laws.

(i) Investment discretion means, with
respect to an account, the sole or shared
authority (whether or not that authority
is exercised) to determine what

securities or other assets to purchase or
sell on behalf of the account. A bank
that delegates its authority over
investments and a bank that receives
delegated authority over investments are
both deemed to have investment
discretion.

§9.3 Approval requirements.

(a) A national bank may not exercise
fiduciary powers unless it obtains prior
approval from the OCC to the extent
required under 12 CFR 5.26.

(b) A person seeking approval to
organize a special-purpose national
bank limited to fiduciary powers shall
file an application with the OCC
pursuant to 12 CFR 5.20.

§9.4 Administration of fiduciary powers.

(a) Responsibilities of the board of
directors. A national bank’s fiduciary
activities shall be managed by or under
the direction of its board of directors. In
discharging its responsibilities, the
board may assign any function related to
the exercise of fiduciary powers to any
director, officer, employee, or
committee thereof.

(b) Use of other personnel. The
national bank may use any qualified
personnel and facilities of the bank or
its affiliates to perform services related
to the exercise of its fiduciary powers,
and any department of the bank or its
affiliates may use fiduciary officers,
employees, and facilities to perform
services unrelated to the exercise of
fiduciary powers, to the extent not
prohibited by applicable law.

(c) Agency agreements. Pursuant to a
written agreement, a national bank
exercising fiduciary powers may
perform services related to the exercise
of fiduciary powers for another bank or
other entity, and may purchase services
related to the exercise of fiduciary
powers from another bank or other
entity.

(d) Bond requirement. A national
bank shall ensure that all fiduciary
officers and employees are adequately
bonded.

§9.5 Policies and procedures.

A national bank exercising fiduciary
powers shall adopt and follow written
policies and procedures adequate to
maintain its fiduciary activities in
compliance with applicable law. Among
other relevant matters, the policies and
procedures should address, where
appropriate, the bank’s:

(a) Brokerage placement practices;

(b) Methods for ensuring that
fiduciary officers and employees do not
use material inside information in
connection with any decision or
recommendation to purchase or sell any
security;
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(c) Methods for preventing self-
dealing and conflicts of interest;

(d) Selection and retention of legal
counsel who is readily available to
advise the bank and its fiduciary officers
and employees on fiduciary matters;
and

(e) Investment of funds held as
fiduciary, including short-term
investments and the treatment of
fiduciary funds awaiting investment or
distribution.

§9.6 Review of fiduciary accounts.

(a) Pre-acceptance review. Before
accepting a fiduciary account, a national
bank shall review the prospective
account to determine whether it can
properly administer the account.

(b) Initial post-acceptance review.
Upon the acceptance of a fiduciary
account for which a national bank has
investment discretion, the bank shall
conduct a prompt review of all assets of
the account to evaluate whether they are
appropriate for the account.

(c) Annual review. At least once
during every calendar year, a bank shall
conduct a review of all assets of each
fiduciary account for which the bank
has investment discretion to evaluate
whether they are appropriate,
individually and collectively, for the
account.

8§9.8 Recordkeeping.

(a) Documentation of accounts. A
national bank shall adequately
document the establishment and
termination of each fiduciary account
and shall maintain adequate records for
all fiduciary accounts.

(b) Retention of records. A national
bank shall retain records described in
paragraph (a) of this section for a period
of three years from the later of the
termination of the account or the
termination of any litigation relating to
the account.

(c) Separation of records. A national
bank shall ensure that records described
in paragraph (a) of this section are
separate and distinct from other records
of the bank.

§9.9 Audit of fiduciary activities.

(a) Annual audit. At least once during
each calendar year, a national bank shall
arrange for a suitable audit (by internal
or external auditors) of all significant
fiduciary activities, under the direction
of its fiduciary audit committee, unless
the bank adopts a continuous audit
system in accordance with paragraph (b)
of this section. The bank shall note the
results of the audit (including
significant actions taken as a result of
the audit) in the minutes of the board of
directors.

(b) Continuous audit. In lieu of
performing annual audits under
paragraph (a) of this section, a national
bank may adopt a continuous audit
system under which the bank arranges
for a discrete audit (by internal or
external auditors) of each significant
fiduciary activity (i.e., on an activity-by-
activity basis), under the direction of its
fiduciary audit committee, at an interval
commensurate with the nature and risk
of that activity. Thus, certain fiduciary
activities may receive audits at intervals
greater or less than one year, as
appropriate. A bank that adopts a
continuous audit system shall note the
results of all discrete audits performed
since the last audit report (including
significant actions taken as a result of
the audits) in the minutes of the board
of directors at least once during each
calendar year .

(c) Fiduciary audit committee. A
national bank’s fiduciary audit
committee must consist of a committee
of the bank’s directors or an audit
committee of an affiliate of the bank.
However, in either case, the committee:

(1) Must not include any officers of
the bank or an affiliate who participate
significantly in the administration of the
bank’s fiduciary activities; and

(2) Must consist of a majority of
members who are not also members of
any committee to which the board of
directors has delegated power to manage
and control the fiduciary activities of
the bank.

§9.10 Fiduciary funds awaiting investment
or distribution.

(a) In general. With respect to a
fiduciary account for which a national
bank has investment discretion or
discretion over distributions, the bank
may not allow funds awaiting
investment or distribution to remain
uninvested and undistributed any
longer than is reasonable for the proper
management of the account and
consistent with applicable law. With
respect to a fiduciary account for which
a national bank has investment
discretion, the bank shall obtain for
funds awaiting investment or
distribution a rate of return that is
consistent with applicable law.

(b) Self-deposits—(1) In general. A
national bank may deposit funds of a
fiduciary account that are awaiting
investment or distribution in the
commercial, savings, or another
department of the bank, unless
prohibited by applicable law. To the
extent that the funds are not insured by
the Federal Deposit Insurance
Corporation, the bank shall set aside
collateral as security, under the control
of appropriate fiduciary officers and

employees, in accordance with
paragraph (b)(2) of this section. The
market value of the collateral set aside
must at all times equal or exceed the
amount of the uninsured fiduciary
funds.

(2) Acceptable collateral. A national
bank may satisfy the collateral
requirement of paragraph (b)(1) of this
section with any of the following:

(i) Direct obligations of the United
States, or other obligations fully
guaranteed by the United States as to
principal and interest;

(ii) Securities that qualify as eligible
for investment by national banks
pursuant to 12 CFR part 1;

(iii) Readily marketable securities of
the classes in which state banks, trust
companies, or other corporations
exercising fiduciary powers are
permitted to invest fiduciary funds
under applicable state law;

(iv) Surety bonds, to the extent they
provide adequate security, unless
prohibited by applicable law; and

(v) Any other assets that qualify under
applicable state law as appropriate
security for deposits of fiduciary funds.

(c) Affiliate deposits. A national bank,
acting in its fiduciary capacity, may
deposit funds of a fiduciary account that
are awaiting investment or distribution
with an affiliated insured depository
institution, unless prohibited by
applicable law. A national bank may set
aside collateral as security for a deposit
by or with an affiliate of fiduciary funds
awaiting investment or distribution,
unless prohibited by applicable law.

§9.11 Investment of fiduciary funds.

A national bank shall invest funds of
a fiduciary account in a manner
consistent with applicable law.

§9.12 Self-dealing and conflicts of
interest.

(a) Investments for fiduciary
accounts—(1) In general. Unless
authorized by applicable law, a national
bank may not invest funds of a fiduciary
account for which a national bank has
investment discretion in the stock or
obligations of, or in assets acquired
from: the bank or any of its directors,
officers, or employees; affiliates of the
bank or any of their directors, officers,
or employees; or individuals or
organizations with whom there exists an
interest that might affect the exercise of
the best judgment of the bank.

(2) Additional securities investments.
If retention of stock or obligations of the
bank or its affiliates in a fiduciary
account is consistent with applicable
law, the bank may:

(i) Exercise rights to purchase
additional stock (or securities
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convertible into additional stock) when
offered pro rata to stockholders; and

(ii) Purchase fractional shares to
complement fractional shares acquired
through the exercise of rights or the
receipt of a stock dividend resulting in
fractional share holdings.

(b) Loans, sales, or other transfers
from fiduciary accounts—(1) In general.
A national bank may not lend, sell, or
otherwise transfer assets of a fiduciary
account for which a national bank has
investment discretion to the bank or any
of its directors, officers, or employees,
or to affiliates of the bank or any of their
directors, officers, or employees, or to
individuals or organizations with whom
there exists an interest that might affect
the exercise of the best judgment of the
bank, unless:

(i) The transaction is authorized by
applicable law;

(ii) Legal counsel advises the bank in
writing that the bank has incurred, in its
fiduciary capacity, a contingent or
potential liability, in which case the
bank, upon the sale or transfer of assets,
shall reimburse the fiduciary account in
cash at the greater of book or market
value of the assets;

(iii) As provided in §9.18(b)(8)(iii) for
defaulted investments; or

(iv) Required in writing by the OCC.

(2) Loans of funds held as trustee.
Notwithstanding paragraph (b)(1) of this
section, a national bank may not lend to
any of its directors, officers, or
employees any funds held in trust,
except with respect to employee benefit
plans in accordance with the
exemptions found in section 408 of the
Employee Retirement Income Security
Act of 1974 (29 U.S.C. 1108).

(c) Loans to fiduciary accounts. A
national bank may make a loan to a
fiduciary account and may hold a
security interest in assets of the account
if the transaction is fair to the account
and is not prohibited by applicable law.

(d) Sales between fiduciary accounts.
A national bank may sell assets between
any of its fiduciary accounts if the
transaction is fair to both accounts and
is not prohibited by applicable law.

(e) Loans between fiduciary accounts.
A national bank may make a loan
between any of its fiduciary accounts if
the transaction is fair to both accounts
and is not prohibited by applicable law.

§9.13 Custody of fiduciary assets.

(a) Control of fiduciary assets. A
national bank shall place assets of
fiduciary accounts in the joint custody
or control of not fewer than two of the
fiduciary officers or employees
designated for that purpose by the board
of directors. A national bank may
maintain the investments of a fiduciary

account off-premises, if consistent with
applicable law and if the bank
maintains adequate safeguards and
controls.

(b) Separation of fiduciary assets. A
national bank shall keep the assets of
fiduciary accounts separate from the
assets of the bank. A national bank shall
keep the assets of each fiduciary
account separate from all other accounts
or shall identify the investments as the
property of a particular account, except
as provided in §9.18.

§9.14 Deposit of securities with state
authorities.

(a) In general. If state law requires
corporations acting in a fiduciary
capacity to deposit securities with state
authorities for the protection of private
or court trusts, then before a national
bank acts as a private or court-appointed
trustee in that state, it shall make a
similar deposit with state authorities. If
the state authorities refuse to accept the
deposit, the bank shall deposit the
securities with the Federal Reserve Bank
of the district in which the national
bank is located, to be held for the
protection of private or court trusts to
the same extent as if the securities had
been deposited with state authorities.

(b) Assets held in more than one state.
If a national bank administers trust
assets in more than one state, the bank
may compute the amount of deposit
required for each state on the basis of
trust assets that the bank administers
primarily from offices located in that
state.

§9.15 Fiduciary compensation.

(a) Compensation of bank. If the
amount of a national bank’s
compensation for acting in a fiduciary
capacity is not set or governed by
applicable law, the bank may charge a
reasonable fee for its services.

(b) Compensation of co-fiduciary
officers and employees. A national bank
may not permit any officer or employee
to retain any compensation for acting as
a co-fiduciary with the bank in the
administration of a fiduciary account,
except with the specific approval of the
bank’s board of directors.

§9.16 Receivership or voluntary
liquidation of bank.

If the OCC appoints a receiver for an
uninsured national bank, or if a national
bank places itself in voluntary
liquidation, the receiver or liquidating
agent shall promptly close or transfer to
a substitute fiduciary all fiduciary
accounts, in accordance with OCC
instructions and the orders of the court
having jurisdiction.

§9.17 Surrender or revocation of fiduciary
powers.

(a) Surrender. In accordance with 12
U.S.C. 92a(j), a national bank seeking to
surrender its fiduciary powers shall file
with the OCC a certified copy of the
resolution of its board of directors
evidencing that intent. If, after
appropriate investigation, the OCC is
satisfied that the bank has been
discharged from all fiduciary duties, the
OCC will provide written notice that the
bank is no longer authorized to exercise
fiduciary powers.

(b) Revocation. If the OCC determines
that a national bank has unlawfully or
unsoundly exercised, or has failed for a
period of five consecutive years to
exercise its fiduciary powers, the
Comptroller may, in accordance with
the provisions of 12 U.S.C. 92a(k),
revoke the bank’s fiduciary powers.

§9.18 Collective investment funds.

(a) In general. Where consistent with
applicable law, a national bank may
invest assets that it holds as fiduciary in
the following collective investment
funds: 1

(1) A fund maintained by the bank, or
by one or more affiliated banks,2
exclusively for the collective investment
and reinvestment of money contributed
to the fund by the bank, or by one or
more affiliated banks, in its capacity as
trustee, executor, administrator,
guardian, or custodian under a uniform
gifts to minors act.

(2) A fund consisting solely of assets
of retirement, pension, profit sharing,
stock bonus or other trusts that are
exempt from Federal income tax.

(i) A national bank may invest assets
of retirement, pension, profit sharing,
stock bonus, or other trusts exempt from
Federal income tax and that the bank
holds in its capacity as trustee in a
collective investment fund established
under paragraph (a)(1) or (a)(2) of this
section.

(ii) A national bank may invest assets
of retirement, pension, profit sharing,
stock bonus, or other employee benefit
trusts exempt from Federal income tax
and that the bank holds in any capacity
(including agent), in a collective
investment fund established under this

1In determining whether investing fiduciary
assets in a collective investment fund is proper, the
bank may consider the fund as a whole and, for
example, shall not be prohibited from making that
investment because any particular asset is
nonincome producing.

2 A fund established pursuant to this paragraph
(a)(1) that includes money contributed by entities
that are affiliates under 12 U.S.C. 221a(b), but are
not members of the same affiliated group, as
defined at 26 U.S.C. 1504, may fail to qualify for
tax-exempt status under the Internal Revenue Code.
See 26 U.S.C. 584.
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paragraph (a)(2) if the fund itself
qualifies for exemption from Federal
income tax.

(b) Requirements. A national bank
administering a collective investment
fund authorized under paragraph (a) of
this section shall comply with the
following requirements:

(1) Written plan. The bank shall
establish and maintain each collective
investment fund in accordance with a
written plan (Plan) approved by a
resolution of the bank’s board of
directors or by a committee authorized
by the board. The bank shall make a
copy of the Plan available for public
inspection at its main office during all
banking hours, and shall provide a copy
of the Plan to any person who requests
it. The Plan must contain appropriate
provisions, not inconsistent with this
part, regarding the manner in which the
bank will operate the fund, including
provisions relating to:

(i) Investment powers and policies
with respect to the fund;

(ii) Allocation of income, profits, and
losses;

(iii) Fees and expenses that will be
charged to the fund and to participating
accounts;

(iv) Terms and conditions governing
the admission and withdrawal of
participating accounts;

(v) Audits of participating accounts;

(vi) Basis and method of valuing
assets in the fund;

(vii) Expected frequency for income
distribution to participating accounts;

(viii) Minimum frequency for
valuation of fund assets;

(ix) Amount of time following a
valuation date during which the
valuation must be made;

(X) Bases upon which the bank may
terminate the fund; and

(xi) Any other matters necessary to
define clearly the rights of participating
accounts.

(2) Fund management. A bank
administering a collective investment
fund shall have exclusive management
thereof, except as a prudent person
might delegate responsibilities to
others.3

(3) Proportionate interests. Each
participating account in a collective
investment fund must have a
proportionate interest in all the fund’s
assets.

3 If a fund, the assets of which consist solely of
Individual Retirement Accounts, Keogh Accounts,
or other employee benefit accounts that are exempt
from taxation, is registered under the Investment
Company Act of 1940 (15 U.S.C. 80a-1 et seq.), the
fund will not be deemed in violation of this
paragraph (b)(2) as a result of its compliance with
section 10(c) of the Investment Company Act of
1940 (15 U.S.C. 80a—10(c)).

(4) Valuation—(i) Frequency of
valuation. A bank administering a
collective investment fund shall
determine the value of the fund’s assets
at least once every three months.
However, in the case of a fund described
in paragraph (a)(2) of this section that is
invested primarily in real estate or other
assets that are not readily marketable,
the bank shall determine the value of
the fund’s assets at least once each year.

(i) Method of valuation—(A) In
general. Except as provided in
paragraph (b)(4)(ii)(B) of this section, a
bank shall value each fund asset at
market value as of the date set for
valuation, unless the bank cannot
readily ascertain market value, in which
case the bank shall use a fair value
determined in good faith.

(B) Short-term investment funds. A
bank may value a fund’s assets on a
cost, rather than market value, basis for
purposes of admissions and
withdrawals, if the Plan requires the
bank to:

(1) Maintain a dollar-weighted
average portfolio maturity of 90 days or
less;

(2) Accrue on a straight-line basis the
difference between the cost and
anticipated principal receipt on
maturity; and

(3) Hold the fund’s assets until
maturity under usual circumstances.

(5) Admission and withdrawal of
accounts—(i) In general. A bank
administering a collective investment
fund shall admit an account to or
withdraw an account from the fund only
on the basis of the valuation described
in paragraph (b)(4) of this section.

(i) Prior request or notice. A bank
administering a collective investment
fund may admit an account to or
withdraw an account from a collective
investment fund only if the bank has
approved a request for or a notice of
intention of taking that action on or
before the valuation date on which the
admission or withdrawal is based. No
requests or notices may be canceled or
countermanded after the valuation date.

(iii) Prior notice period for
withdrawals from funds with assets not
readily marketable. A bank
administering a collective investment
fund described in paragraph (a)(2) of
this section that is invested primarily in
real estate or other assets that are not
readily marketable, may require a prior
notice period, not to exceed one year,
for withdrawals.

(iv) Method of distributions. A bank
administering a collective investment
fund shall make distributions to
accounts withdrawing from the fund in
cash, ratably in kind, a combination of
cash and ratably in kind, or in any other

manner consistent with applicable law
in the state in which the bank maintains
the fund.

(v) Segregation of investments. If an
investment is withdrawn in kind from a
collective investment fund for the
benefit of all participants in the fund at
the time of the withdrawal but the
investment is not distributed ratably in
kind, the bank shall segregate and
administer it for the benefit ratably of all
participants in the collective investment
fund at the time of withdrawal.

(6) Audits and financial reports—(i)
Annual audit. At least once during each
12-month period, a bank administering
a collective investment fund shall
arrange for an audit of the collective
investment fund by auditors responsible
only to the board of directors of the
bank.4

(it) Financial report. At least once
during each 12-month period, a bank
administering a collective investment
fund shall prepare a financial report of
the fund based on the audit required by
paragraph (b)(6)(i) of this section. The
report must disclose the fund’s fees and
expenses in a manner consistent with
applicable law in the state in which the
bank maintains the fund. This report
must contain a list of investments in the
fund showing the cost and current
market value of each investment, and a
statement covering the period after the
previous report showing the following
(organized by type of investment):

(A) A summary of purchases (with
costs);

(B) A summary of sales (with profit or
loss and any other investment changes);
(C) Income and disbursements; and
(D) An appropriate notation of any

investments in default.

(iii) Limitation on representations. A
bank may include in the financial report
a description of the fund’s value on
previous dates, as well as its income
and disbursements during previous
accounting periods. A bank may not
publish in the financial report any
predictions or representations as to
future performance. In addition, with
respect to funds described in paragraph
(a)(2) of this section, a bank may not
publish the performance of individual
funds other than those administered by
the bank or its affiliates.

(iv) Availability of the report. A bank
administering a collective investment

4 If a fund, the assets of which consist solely of
Individual Retirement Accounts, Keogh Accounts,
or other employee benefit accounts that are exempt
from taxation, is registered under the Investment
Company Act of 1940 (15 U.S.C. 80a-1 et seq.), the
fund will not be deemed in violation of this
paragraph (b)(6)(i) as a result of its compliance with
section 10(c) of the Investment Company Act of
1940 (15 U.S.C. 80a-10(c)), if the bank has access
to the audit reports of the fund.
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fund shall provide a copy of the
financial report, or shall provide notice
that a copy of the report is available
upon request without charge, to each
person who ordinarily would receive a
regular periodic accounting with respect
to each participating account. The bank
may provide a copy of the financial
report to prospective customers. In
addition, the bank shall provide a copy
of the report upon request to any person
for a reasonable charge.

(7) Advertising restriction. A bank
may not advertise or publicize any fund
authorized under paragraph (a)(1) of this
section, except in connection with the
advertisement of the general fiduciary
services of the bank.

(8) Self-dealing and conflicts of
interest. A national bank administering
a collective investment fund must
comply with the following (in addition
to §9.12):

(i) Bank interests. A bank
administering a collective investment
fund may not have an interest in that
fund other than in its fiduciary capacity.
If, because of a creditor relationship or
otherwise, the bank acquires an interest
in a participating account, the
participating account must be
withdrawn on the next withdrawal date.
However, a bank may invest assets that
it holds as fiduciary for its own
employees in a collective investment
fund.

(ii) Loans to participating accounts. A
bank administering a collective
investment fund may not make any loan
on the security of a participant’s interest
in the fund. An unsecured advance to a
fiduciary account participating in the
fund until the time of the next valuation
date does not constitute the acquisition
of an interest in a participating account
by the bank.

(iii) Purchase of defaulted
investments. A bank administering a
collective investment fund may
purchase for its own account any
defaulted investment held by the fund
(in lieu of segregating the investment in
accordance with paragraph (b)(5)(v) of
this section) if, in the judgment of the
bank, the cost of segregating the
investment is excessive in light of the
market value of the investment. If a
bank elects to purchase a defaulted
investment, it shall do so at the greater
of market value or the sum of cost and
accrued unpaid interest.

(9) Management fees. A bank
administering a collective investment
fund may charge a reasonable fund
management fee only if:

(i) The fee is permitted under
applicable law (and complies with fee
disclosure requirements, if any) in the

state in which the bank maintains the
fund; and

(i) The amount of the fee does not
exceed an amount commensurate with
the value of legitimate services of
tangible benefit to the participating
fiduciary accounts that would not have
been provided to the accounts were they
not invested in the fund.

(10) Expenses. A bank administering
a collective investment fund may charge
reasonable expenses incurred in
operating the collective investment
fund, to the extent not prohibited by
applicable law in the state in which the
bank maintains the fund. However, a
bank shall absorb the expenses of
establishing or reorganizing a collective
investment fund.

(11) Prohibition against certificates. A
bank administering a collective
investment fund may not issue any
certificate or other document
representing a direct or indirect interest
in the fund, except to provide a
withdrawing account with an interest in
a segregated investment.

(12) Good faith mistakes. The OCC
will not deem a bank’s mistake made in
good faith and in the exercise of due
care in connection with the
administration of a collective
investment fund to be a violation of this
part if, promptly after the discovery of
the mistake, the bank takes whatever
action is practicable under the
circumstances to remedy the mistake.

(c) Other collective investments. In
addition to the collective investment
funds authorized under paragraph (a) of
this section, a national bank may
collectively invest assets that it holds as
fiduciary, to the extent not prohibited
by applicable law, as follows:

(1) Single loans or obligations. In the
following loans or obligations, if the
bank’s only interest in the loans or
obligations is its capacity as fiduciary:

(i) A single real estate loan, a direct
obligation of the United States, or an
obligation fully guaranteed by the
United States, or a single fixed amount
security, obligation, or other property,
either real, personal, or mixed, of a
single issuer; or

(i) A variable amount note of a
borrower of prime credit, if the bank
uses the note solely for investment of
funds held in its fiduciary accounts.

(2) Mini-funds. In a fund maintained
by the bank for the collective
investment of cash balances received or
held by a bank in its capacity as trustee,
executor, administrator, guardian, or
custodian under a uniform gifts to
minors act, that the bank considers too
small to be invested separately to
advantage. The total assets in the fund
must not exceed $1,000,000 and the

number of participating accounts must
not exceed 100.

(3) Trust funds of corporations and
closely-related settlors. In any
investment specifically authorized by
the instrument creating the fiduciary
account or a court order, in the case of
trusts created by a corporation,
including its affiliates and subsidiaries,
or by several individual settlors who are
closely related.

(4) Other authorized funds. In any
collective investment authorized by
applicable law, such as investments
pursuant to a state pre-need funeral
statute.

(5) Special exemption funds. In any
other manner described by the bank in
a written plan approved by the OCC.5 In
order to obtain a special exemption, a
bank shall submit to the OCC a written
plan that sets forth:

(i) The reason that the proposed fund
requires a special exemption;

(ii) The provisions of the proposed
fund that are inconsistent with
paragraphs (a) and (b) of this section;

(iii) The provisions of paragraph (b) of
this section for which the bank seeks an
exemption; and

(iv) The manner in which the
proposed fund addresses the rights and
interests of participating accounts.

§9.20 Transfer agents.

(a) The rules adopted by the
Securities and Exchange Commission
(SEC) pursuant to section 17A of the
Securities Exchange Act of 1934 (15
U.S.C. 78g-1) prescribing procedures for
registration of transfer agents for which
the SEC is the appropriate regulatory
agency (17 CFR 240.17Ac2-1) apply to
the domestic activities of national bank
transfer agents. References to the
“Commission” are deemed to refer to
the “OCC.”

(b) The rules adopted by the SEC
pursuant to section 17A of the
Securities Exchange Act of 1934
prescribing operational and reporting
requirements for transfer agents (17 CFR
240.17Ac2-2, and 240.17Ad-1 through
240.17Ad-16) apply to the domestic
activities of national bank transfer
agents.

Interpretations

§9.100 Acting as indenture trustee and
creditor.

With respect to a debt securities
issuance, a national bank may act both
as indenture trustee and as creditor

5 Any institution that must comply with this
section in order to receive favorable tax treatment
under 26 U.S.C. 584 (namely, any corporate
fiduciary) may seek OCC approval of special
exemption funds in accordance with this paragraph

(©)(5)-
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until 90 days after default, if the bank
maintains adequate controls to manage
the potential conflicts of interest.

PART 19—RULES OF PRACTICE AND
PROCEDURE

2. The authority citation for part 19 is
revised to read as follows:

Authority: 5 U.S.C. 504, 554-557; 12
U.S.C. 93(b), 164, 505, 1817, 1818, 1820,
18310, 1972, 3102, 3108(a), 3909 and 4717;
15 U.S.C. 78(h) and (i), 780-4(c), 780-5, 789—
1, 78s, 78u, 78u—2, 78u-3, and 78w; 28
U.S.C. 2461 note; 31 U.S.C. 330 and 5321;
and 42 U.S.C. 4012a.

3. A new §19.135 is added to subpart
E of part 19 to read as follows:

§19.135 Applications for stay or review of
disciplinary actions imposed by registered
clearing agencies.

(a) Stays. The rules adopted by the
Securities and Exchange Commission
(SEC) pursuant to section 19 of the
Securities Exchange Act of 1934 (15
U.S.C. 78s) regarding applications by
persons for whom the SEC is the
appropriate regulatory agency for stays
of disciplinary sanctions or summary
suspensions imposed by registered
clearing agencies (17 CFR 240.19d-2)
apply to applications by national banks.
References to the “Commission’ are
deemed to refer to the “OCC.”

(b) Reviews. The regulations adopted
by the SEC pursuant to section 19 of the
Securities Exchange Act of 1934 (15
U.S.C. 78s) regarding applications by
persons for whom the SEC is the
appropriate regulatory agency for
reviews of final disciplinary sanctions,
denials of participation, or prohibitions
or limitations of access to services
imposed by registered clearing agencies
(17 CFR 240.19d-3(a)—(f)) apply to
applications by national banks.
References to the ““Commission’ are
deemed to refer to the “OCC.”

Dated: December 23, 1996.
Eugene A. Ludwig,
Comptroller of the Currency.
[FR Doc. 96-32943 Filed 12-27-96; 8:45 am]
BILLING CODE 4810-33-P

FEDERAL DEPOSIT INSURANCE
CORPORATION

12 CFR Part 367
RIN 3064-AB76

Suspension and Exclusion of
Contractors and Termination of
Contracts

AGENCY: Federal Deposit Insurance
Corporation.
ACTION: Final rule.

SUMMARY: The Board of Directors of the
Federal Deposit Insurance Corporation
(FDIC or Corporation) is adopting a final
rule concerning suspension and
exclusion of FDIC contractors and
termination of contracts. The final rule
is adopted pursuant to section 12(f) (4)
and (5) of the Federal Deposit Insurance
Act (FDI Act), and the rule-making
authority of the FDIC found at section

9 of the Act. Additional provisions
implementing these statutory directives
appear in the FDIC’s regulation as
published in the Federal Register on
June 6, 1996 governing contractor
conflicts of interest and the
requirements that FDIC contractors meet
minimum standards of competence,
experience, fitness and integrity. This
final rule is a companion to the conflict
of interest regulation in that it sets forth
procedures for the suspension and/or
exclusion of contractors that have
violated the conflicts of interest
regulations (and hence, fail to meet
minimum standards of fitness and
integrity), or have otherwise acted in a
manner warranting such action. In
addition to FDIC contractors, this final
rule also applies to subcontractors, key
employees, management officials and
affiliated business entities of FDIC
contractors (all such terms are defined
herein), and is designed to inform such
contractors regarding their rights to
notice and an opportunity to be heard
on FDIC suspension and exclusion
actions. The final rule is identical to an
interim final rule adopted by the FDIC
and published as an interim final rule
onJuly 5, 1996 (61 FR 35115) except for
one minor clarifying change.

EFFECTIVE DATE: This final rule is
effective December 30, 1996.

FOR FURTHER INFORMATION CONTACT:
Peter A. Ziebert, Counsel, Legal
Division, (202) 736—0742; or Richard M.
Handy, Assistant Executive Secretary
(Ethics), Office of the Executive
Secretary, (202) 898-7271.

SUPPLEMENTARY INFORMATION:
I. Background

The final rule that is being adopted
herein, to be codified at 12 CFR part
367, sets forth standards and procedures
governing suspension and exclusion of
FDIC contractors, which includes
subcontractors, management officials,
key employees and affiliated business
entities of such contractors, for
violations of 12 CFR part 366, the
FDIC’s contractor conflict of interest
regulation. This final rule also provides
for the termination of awarded contracts
of FDIC contractors. For the most part,
this rule is modeled after the suspension
and exclusion regulation used by the

Resolution Trust Corporation (RTC)
until RTC sunset on December 31, 1995,
which had been codified at 12 CFR part
1618. This rule also bears similarity to
the suspension and debarment
procedures utilized by other federal
entities, which have been developed
after extensive public comment and
have withstood considerable judicial
scrutiny. However, as discussed below,
the rule departs in certain respects from
the procedures used by other federal
entities because the FDIC is not subject
to the Federal Acquisition Regulation
(FAR). The rule also revises the former
RTC regulation in several ways as the
FDIC now promulgates its own
suspension and exclusion regulation.

Generally, this rule provides for more
expedited and less formal procedures
than are used by other federal agencies,
while at the same time satisfying due
process requirements regarding notice
and an opportunity to be heard. These
expedited procedures are necessary due
to the urgent need to protect the FDIC
and the public interest against further
dissipation of assets now under FDIC
control and previously under RTC
control.

As noted above, FDIC has a statutory
mandate to be vigilant in enforcing the
highest ethical standards for its
contractors. Accordingly, it is
imperative that contractor suspension
and exclusion proceedings be processed
as expeditiously as possible consistent
with due process requirements that
affected contractors be afforded notice
and an opportunity to be heard on such
enforcement actions.

1. Summary of Comments

The FDIC did not receive any public
comments to the interim final rule
published on July 5, 1996.

I11. The Final Rule

The FDIC has decided to adopt the
interim final rule, without change, as a
final regulation, except for one minor
clarification. The interim final rule
inadvertently failed to state that causes
for exclusion are to be shown by an
evidentiary standard of a
“preponderance of the evidence”. That
term was defined at 8 367.2(q) of the
interim final rule, and appears at that
section in the final rule. The
clarification will thus make clear that
the causes for exclusion set forth at
§367.6 are to be established by a
preponderance of the evidence. This
clarification will contrast with language,
set forth in the interim final rule and
included in this final rule, concerning
the evidentiary standard to be used in
suspension actions, i.e., suspensions
may be imposed upon a showing of
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“‘adequate evidence’ of one of the
enumerated causes for suspension (See
§367.8).

IV. Regulatory Flexibility Analysis

The Board of Directors has concluded
that the final rule will not impose a
significant economic hardship on small
institutions. Therefore, the Board of
Directors hereby certifies pursuant to
section 605 of the Regulatory Flexibility
Act (5 U.S.C. 605) that the final rule will
not have a significant economic impact
on a substantial number of small
business entities within the meaning of
the Regulatory Flexibility Act (5 U.S.C.
601 et seq.). Therefore, the provisions of
that Act relating to an initial and final
regulatory flexibility analysis do not

apply.
V. Paperwork Reduction Act

The Paperwork Reduction Act (44
U.S.C. 3501 et seq.) is inapplicable to
the final rule as it does not establish any
new recordkeeping or collection of
information requirement or amend any
such existing requirement.

List of Subjects in 12 CFR Part 367

Administrative practice and
procedure, Conflict of interests,
Government contracts.

For the reasons set out in the
preamble, the interim final rule adding
12 CFR part 367 which was published
at 61 FR 35115 on July 5, 1996, is
adopted as a final rule and revised to
read as follows:

PART 367—SUSPENSION AND
EXCLUSION OF CONTRACTOR AND
TERMINATION OF CONTRACTS

Sec.

367.1 Authority, purpose, scope and
application.

367.2 Definitions.

367.3 Appropriate officials.

367.4 [Reserved]

367.5 Exclusions.

367.6 Causes for exclusion.

367.7 Suspensions.

367.8 Causes for suspension.

367.9 Imputation of causes.

367.10-67.11 [Reserved]

367.12 Procedures.

367.13 Notices.

367.14 Responses.

367.15 Additional proceedings as to
disputed material facts.

367.16 Ethics Counselor decisions.

367.17 Duration of suspensions and
exclusions.

367.18 Abrogation of contracts.

367.19 Exceptions to suspensions and
exclusions.

367.20 Review and reconsideration of
Ethics Counselor decisions.

Authority: 12 U.S.C. 1822(f) (4) and (5).

§367.1 Authority, purpose, scope and
application.

(a) Authority. This part is adopted
pursuant to section 12(f) (4) and (5) of
the Federal Deposit Insurance Act, 12
U.S.C. 1822(f) (4) and (5), and the rule-
making authority of the Federal Deposit
Insurance Corporation (FDIC) found at
12 U.S.C. 1819. Other regulations
implementing these statutory directives
appear at 12 CFR part 366.

(b) Purpose. This part is designed to
inform contractors and subcontractors
(including their affiliated business
entities, key employees and
management officials) regarding their
rights to notice and an opportunity to be
heard on FDIC actions involving
suspension and exclusion from
contracting and rescission of existing
contracts. This part is in addition to,
and not in lieu of, any other statute or
regulation that may apply to such
contractual activities.

(c) Scope. This part applies to:

(1) Contractors, other than attorneys
or law firms providing legal services,
submitting offers to provide services or
entering into contracts to provide
services to the FDIC acting in any
capacity; and

(2) Subcontractors entering into
contracts to perform services under a
proposed or existing contract with the
FDIC.

(d) Application. (1) This part will
apply to entities that become
contractors, as defined in 8 367.2(f), on
or after December 30, 1996. In addition,
this part will apply to contractors as
defined in §367.2(f) that are performing
contracts on December 30, 1996.

(2) This part will also apply to actions
initiated on or after December 30, 1996
regardless of the date of the cause giving
rise to the actions.

(3) Contracts entered into by the
former Resolution Trust Corporation
(RTC) that were transferred to the FDIC
will be treated in the same manner as
FDIC contracts under this part.

(4) RTC actions taken under the RTC
regulations on or before December 31,
1995, will be honored as if taken by the
FDIC. A contractor subject to an RTC
exclusion or suspension will be
precluded thereby from participation in
the FDIC’s contracting program unless
that exclusion or suspension is modified
or terminated under the provisions of
this part.

§367.2 Definitions.

(a) Adequate evidence means
information sufficient to support the
reasonable belief that a particular act or
omission has occurred.

(b) Affiliated business entity means a
company that is under the control of the

contractor, is in control of the
contractor, or is under common control
with the contractor.

(c) Civil judgment means a judgment
of a civil offense or liability by any court
of competent jurisdiction in the United
States.

(d) Company means any corporation,
firm, partnership, society, joint venture,
business trust, association, consortium
or similar organization.

(e) Conflict of interest means a
situation in which:

(1) A contractor; any management
officials or affiliated business entities of
a contractor; or any employees, agents,
or subcontractors of a contractor who
will perform services under a proposed
or existing contract with the FDIC:

(i) Has one or more personal,
business, or financial interests or
relationships which would cause a
reasonable individual with knowledge
of the relevant facts to question the
integrity or impartiality of those who are
or will be acting under a proposed or
existing FDIC contract;

(ii) Is an adverse party to the FDIC,
RTC, the former Federal Savings and
Loan Insurance Corporation (FSLIC), or
their successors in a lawsuit; or

(iii) Has ever been suspended,
excluded, or debarred from contracting
with a federal entity or has ever had a
contract with the FDIC, RTC, FSLIC or
their successors rescinded or terminated
prior to the contract’s completion and
which rescission or termination
involved issues of conflicts of interest or
ethical responsibilities; or

(2) Any other facts exist which the
FDIC, in its sole discretion, determines
may, through performance of a proposed
or existing FDIC contract, provide a
contractor with an unfair competitive
advantage which favors the interests of
the contractor or any person with whom
the contractor has or is likely to have a
personal or business relationship.

(f) Contractor means a person or
company which has submitted an offer
to perform services for the FDIC or has
a contractual arrangement with the FDIC
to perform services. For purposes of this
part, contractor also includes:

(1) A contractor’s affiliated business
entities, key employees, and
management officials of the contractor;

(2) Any subcontractor performing
services for the FDIC and the
management officials and key
employees of such subcontractors; and

(3) Any entity or organization seeking
to perform services for the FDIC as a
minority or woman-owned business
(MWOB).

(9) Contract(s) means agreement(s)
between FDIC and a contractor,
including, but not limited to,
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agreements identified as “Task Orders”,
for a contractor to provide services to
FDIC. Contracts also mean contracts
between a contractor and its
subcontractor.

(h) Control means the power to vote,
directly or indirectly, 25 percent or
more of any class of the voting stock of
a company; the ability to direct in any
manner the election of a majority of a
company’s directors or trustees; or the
ability to exercise a controlling
influence over the company’s
management and policies. For purposes
of this definition, a general partner of a
limited partnership is presumed to be in
control of that partnership.

(i) Conviction means a judgment or
conviction of a criminal offense by any
court of competent jurisdiction, whether
entered upon a verdict or plea, and
includes pleas of nolo contendere.

(j) FDIC means the Federal Deposit
Insurance Corporation acting in its
receivership and corporate capacities,
and FDIC officials or committees acting
under delegated authority.

(k) Indictment shall include an
information or other filing by a
competent authority charging a criminal
offense.

(I) Key employee means an individual
who participates personally and
substantially in the negotiation of,
performance of, and/or monitoring for
compliance under a contract with the
FDIC. Such participation is made
through, but is not limited to, decision,
approval, disapproval, recommendation,
or the rendering of advice under the
contract.

(m) Management official means any
shareholder, employee or partner who
controls a company and any individual
who directs the day-to-day operations of
a company. With respect to a
partnership, all partners are deemed to
be management officials unless the
partnership is governed by a
management or executive committee
with responsibility for the day-to-day
operations. In partnerships with such
committees, management official means
only those partners who are a member
of such a committee.

(n) Material fact means one that is
necessary to determine the outcome of
an issue or case and without which the
case could not be supported.

(o) Offer means a proposal or other
written or oral offer to provide services
to FDIC.

(p) Pattern or practice of defalcation
regarding obligations means two or
more instances in which a loan or
advance from an insured depository
institution:

(1) Is in default for ninety (90) or more
days as to payment of principal,

interest, or a combination thereof, and
there remains a legal obligation to pay
an amount in excess of $50,000; or

(2) Where there has been a failure to
comply with the terms of a loan or
advance to such an extent that the
collateral securing the loan or advance
was foreclosed upon, resulting in a loss
in excess of $50,000 to the insured
depository institution.

(q) Preponderance of the evidence
means proof by information that,
compared with that opposing it, leads to
the conclusion that the fact at issue is
more probably true than not.

(r) Subcontractor means an entity or
organization that enters into a contract
with an FDIC contractor or another
subcontractor to perform services under
a proposed or existing contract with the
FDIC.

(s) Substantial loss to federal deposit
insurance funds means:

(1) A loan or advance from an insured
depository institution, which is
currently owed to the FDIC, RTC, FSLIC
or their successors, or the Bank
Insurance Fund (BIF), the Savings
Association Insurance Fund (SAIF), the
FSLIC Reserve Fund (FRF), or funds that
were maintained by the RTC for the
benefit of insured depositors, that is or
has ever been delinquent for ninety (90)
or more days as to payment of principal,
interest, or a combination thereof and
on which there remains a legal
obligation to pay an amount in excess of
$50,000;

(2) An obligation to pay an
outstanding, unsatisfied, final judgment
in excess of $50,000 in favor of the
FDIC, RTC, FSLIC, or their successors,
or the BIF, the SAIF, the FRF or the
funds that were maintained by the RTC
for the benefit of insured depositors; or

(3) A loan or advance from an insured
depository institution which is
currently owed to the FDIC, RTC, FSLIC
or their successors, or the BIF, the SAIF,
the FRF or the funds that were
maintained by the RTC for the benefit of
insured depositors, where there has
been a failure to comply with the terms
to such an extent that the collateral
securing the loan or advance was
foreclosed upon, resulting in a loss in
excess of $50,000.

§367.3 Appropriate officials.

(a) The Ethics Counselor is the
Executive Secretary of the FDIC. The
Ethics Counselor shall act as the official
responsible for rendering suspension
and exclusion decisions under this part.
In addition to taking suspension and/or
exclusion action under this part, the
Ethics Counselor has authority to
terminate exclusion and suspension
proceedings. As used in this part,

“Ethics Counselor” includes any official
designated by the Ethics Counselor to
act on the Ethics Counselor’s behalf.

(b) The Corporation Ethics Committee
is the Committee appointed by the
Chairman of the FDIC, or Chairman’s
designee, which provides review of any
suspension or exclusion decision
rendered by the Ethics Counselor that is
appealed by a contractor who has been
suspended and/or excluded from FDIC
contracting.

(c) Information concerning the
possible existence of any cause for
suspension or exclusion shall be
reported to the Office of the Executive
Secretary (Ethics Section). This part
does not modify the responsibility to
report allegations of fraud, waste and
abuse, including but not limited to
criminal violations, to the Office of
Inspector General.

§367.4 [Reserved]

§367.5 Exclusions.

(a) The Ethics Counselor may exclude
a contractor from the FDIC contracting
program for any of the causes set forth
in §367.6, using procedures established
in this part.

(b) Exclusion is a serious action to be
imposed when there exists a
preponderance of the evidence that a
contractor has violated one or more of
the causes set forth in § 367.6.
Contractors excluded from FDIC
contracting programs are prohibited
from entering into any new contracts
with FDIC for the duration of the period
of exclusion as determined pursuant to
this part. The FDIC shall not solicit
offers from, award contracts to, extend
or modify existing contracts, award task
orders under existing contracts, or
consent to subcontracts with such
contractors. Excluded contractors are
also prohibited from conducting
business with FDIC as agents or
representatives of other contractors.
Provided however, that these limitations
do not become effective upon the
notification of the contractor that there
is a possible cause to exclude under
§367.13. Rather, they become effective
only upon the Ethics Counselor’s
decision to exclude the contractor
pursuant to § 367.16. Provided further,
that the causes for exclusion set forth in
§367.6(a)(1) through (4) reflect
statutorily established mandatory bars
to contracting with the FDIC.

(c) Except when one or more of the
statutorily established mandatory bars
to contracting are shown to exist, the
existence of a cause for exclusion does
not necessarily require that the
contractor be excluded; the seriousness
of the contractor’s acts or omissions and
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any mitigating or aggravating
circumstances shall be considered in
making any exclusion decision.

§367.6 Causes for exclusion.

The FDIC may exclude a contractor,
in accordance with the procedures set
forth in this part, upon a finding that:

(a) The contractor has been convicted
of any felony;

(b) The contractor has been removed
from, or prohibited from participating in
the affairs of, any insured depository
institution pursuant to any final
enforcement action by the Office of the
Comptroller of the Currency, the Office
of Thrift Supervision, the Board of
Governors of the Federal Reserve
System, or the FDIC or their successors;

(c) The contractor has demonstrated a
pattern or practice of defalcation;

(d) The contractor has caused a
substantial loss to Federal deposit
insurance funds;

(e) The contractor has failed to
disclose, pursuant to 12 CFR 366.6, a
material fact to the FDIC;

(f) The contractor has failed to
disclosed any material adverse change
in the representations and certifications
provided to FDIC under 12 CFR 366.6;

(9) The contractor has miscertified its
status as a minority and/or woman
owned business (MWOB);

(h) The contractor has a conflict of
interest that was not waived by the
Ethics Counselor or designee;

(i) The contractor has been subject to
a final enforcement action by any
federal financial institution regulatory
agency, or has stipulated to such action;

(j) The contractor is debarred from
participating in other federal programs;

(k) The contractor has been convicted
of, or subject to a civil judgment for:

(1) Commission of fraud or a criminal
offense in connection with obtaining,
attempting to obtain, or performing a
public or private agreement or
transaction, or conspiracy to do the
same;

(2) Violation of federal or state
antitrust statutes, including those
proscribing price fixing between
competitors, allocation of customers
between competitors, and bid rigging, or
conspiracy to do the same;

(3) Commission of embezzlement,
theft, forgery, bribery, falsification or
destruction of records, making false
statements, receiving stolen property,
making false claims, obstructing of
justice, or conspiracy to do the same;

(4) Commission of any other offense
indicating a breach of trust, dishonesty
or lack of integrity, or conspiracy to do
the same;

(I) The contractor’s performance
under previous contract(s) with FDIC or
RTC has resulted in:

(1) The FDIC or RTC declaring such
contract(s) to be in default; or

(2) The termination of such contract(s)
for poor performance; or

(3) A violation of the terms of a
contract that would have resulted in a
default or termination of the contract for
poor performance if that violation had
been discovered during the course of the
contract; or

(m) The contractor has engaged in any
conduct:

(1) Indicating a breach of trust,
dishonesty, or lack of integrity that
seriously and directly affects its ability
to meet standards of present
responsibility required of an FDIC
contractor; or

(2) So serious or compelling in nature
that it adversely affects the ability of a
contractor to meet the minimum ethical
standards required by 12 CFR part 366.

§367.7 Suspensions.

(a) The Ethics Counselor may suspend
a contractor for any of the causes in
§367.8 using the procedures established
in this section.

(b) Suspension is an action to be
imposed when there exists adequate
evidence of one or more of the causes
set out in 8367.8. This includes, but is
not limited to, situations where
immediate action is necessary to protect
the integrity of the FDIC contracting
program and/or the security of FDIC
assets during the pendency of legal or
investigative proceedings initiated by
FDIC, any federal agency or any law
enforcement authority.

(c) The duration of any suspension
action shall be for a temporary period
pending the completion of an
investigation and such other legal
proceedings as may ensue.

(d) A suspension shall become
effective immediately upon issuance of
the notice specified in §367.13(b).

(e) Contractors suspended from FDIC
contracting programs are prohibited
from entering into any new contracts
with the FDIC for the duration of the
period of suspension. The FDIC shall
not solicit offers from, award contracts
to, extend or modify existing contracts,
award task orders under existing
contracts, or consent to subcontracts
with such contractors. Suspended
contractors are also prohibited from
conducting business with FDIC as
agents or representatives of other
contractors.

§367.8 Causes for suspension.

(a) Suspension may be imposed under
the procedures set forth in this section
upon adequate evidence:

(1) Of suspension by another federal
agency;

(2) That a cause for exclusion under
§367.6 may exist;

(3) Of the commission of any other
offense indicating a breach of trust,
dishonesty, or lack of integrity that
seriously and directly affects the
minimum ethical standards required of
an FDIC contractor; or

(4) Of any other cause so serious or
compelling in nature that it adversely
affects the ability of a contractor to meet
the minimal ethical standards required
by 12 CFR part 366.

(b) Indictment for any offense
described in §367.6 is adequate
evidence to suspend a contractor.

(c) In assessing the adequacy of the
evidence, FDIC will consider how much
information is available, how credible it
is given the circumstances, whether or
not important allegations are
corroborated and what inferences can
reasonably be drawn as a result.

§367.9 Imputation of causes.

(a) Where there is cause to suspend
and/or exclude any affiliated business
entity of the contractor, that conduct
may be imputed to the contractor if the
conduct occurred in connection with
the affiliated business entity’s
performance of duties for or on behalf
of the contractor, or with the
contractor’s knowledge, approval, or
acquiescence. The contractor’s
acceptance of the benefits derived from
the conduct shall be evidence of such
knowledge, approval, or acquiescence.

(b) Where there is cause to suspend
and/or exclude any contractor, that
conduct may be imputed to any
affiliated business entity, key employee,
or management official of a contractor
who participated in, knew of or had
reason to know of the contractor’s
conduct.

(c) Where there is cause to suspend
and/or exclude a key employee or
management official of a contractor, that
cause may be imputed to the contractor
if the conduct occurred in connection
with the key employee or management
official’s performance of duties for or on
behalf of the contractor, or with the
contractor’s knowledge, approval, or
acquiescence. The contractor’s
acceptance of the benefits derived from
the conduct shall be evidence of such
knowledge, approval, or acquiescence.

(d) Where there is cause to suspend
and/or exclude one contractor
participating in a joint venture or
similar arrangement, that cause may be
imputed to other participating
contractors if the conduct occurred for
or on behalf of the joint venture or
similar arrangement, or with the
knowledge, approval, or acquiescence of
these contractors. Acceptance of the
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benefits derived from the conduct shall
be evidence of such knowledge,
approval, or acquiescence.

(e) Where there is cause to suspend
and/or exclude a subcontractor, that
cause may be imputed to the contractor
for which the subcontractor performed
services, if the conduct occurred for or
on behalf of the contractor and with the
contractor’s knowledge, approval, or
acquiescence. Acceptance of the
benefits derived from the conduct shall
be evidence of such knowledge,
approval, or acquiescence.

§367.10-367.11 [Reserved]

§367.12 Procedures.

(a) FDIC shall process suspension and
exclusion actions as informally as
practicable, consistent with its policy of
providing contractors with adequate
information on the grounds that give
rise to the proposed action and affording
contractors with a reasonable
opportunity to respond.

(b) For purposes of determining filing
dates for the pleadings required by this
part, including responses, notices of
appeal, appeals and requests for
reconsideration, the provisions relating
to the construction of time limits in 12
CFR 308.12 will control.

§367.13 Notices.

(a) Exclusions. Before excluding a
contractor, the FDIC shall send it a
written notice of possible cause to
exclude. Such notice shall include:

(1) Notification that exclusion for a
specified period of time is being
considered based on the specified
cause(s) in §367.6 to be relied upon;

(2) Identification of the event(s),
circumstance(s), or condition(s) that
indicates that there is cause to believe
a cause for exclusion exists, described
in sufficient detail to put the contractor
on notice of the conduct or
transaction(s) upon which an exclusion
proceeding is based;

(3) Notification that the contractor is
not prohibited from contracting with the
FDIC unless and until it is either
suspended from FDIC contracting or the
FDIC Ethics Counselor issues a decision
excluding the contractor, provided
however, in any case where the possible
cause for exclusion would also be an
impediment to the contractor’s
eligibility pursuant to 12 CFR part 366,
the contractor’s eligibility for any
contract will be determined under that
part; and

(4) Notification of the regulatory
provisions governing the exclusion
proceeding and the potential effect of a
final exclusion decision.

(b) Suspensions. Before suspending a
contractor, the FDIC shall send it notice,
including:

(1) Notice that a suspension is being
imposed based on specified causes in
§367.8;

(2) Identification of the event(s),
circumstance(s), or condition(s) that
indicate that there is adequate evidence
to believe a cause for suspension exists,
described in sufficient detail to put the
contractor on notice of the basis for the
suspension, recognizing that the
conduct of ongoing investigations and
legal proceedings, including criminal
proceedings, place limitations on the
evidence that can be released;

(3) Notification that the suspension
prohibits the contractor from
contracting with the FDIC for a
temporary period, pending the
completion of an investigation or other
legal proceedings; and

(4) Notification of the regulatory
provisions governing the suspension
proceeding.

(c) Service of notices. Notices will be
sent to the contractor by first class mail,
postage prepaid. For purposes of
compliance with this section, notice
shall be considered to have been
received by the contractor if the notice
is properly mailed to the last known
address of such contractor. Whenever
practical, a copy of the notice will also
be transmitted to the contractor by
facsimile. In the event the notice is not
sent by facsimile, a copy will be sent by
an overnight delivery service such as
Express Mail or a commercial
equivalent.

§367.14 Responses.

(a) The contractor will have 15 days
from the date of the notice within which
to respond.

(b) The response shall be in writing
and may include: information and
argument in opposition to the proposed
exclusion and/or suspension, including
any additional specific information
pertaining to the possible causes for
exclusion; and information and
argument in mitigation of the proposed
period of exclusion.

(c) The response may request a
meeting with an FDIC official identified
in the notice to permit the contractor to
discuss issues of fact or law relating to
the suspension and/or proposed
exclusion or to otherwise resolve the
pending matters.

(1) Any such meetings between a
contractor and FDIC shall take such
form as the FDIC deems appropriate.

(2) In cases of suspensions, no
meeting will be held where a
representative of the Department of
Justice has advised in writing that the

substantial interests of the Government
would be prejudiced by such a meeting
and the Ethics Counselor determines
that a suspension is based on the same
facts as pending or contemplated legal
proceedings referenced by the
representative of the Department of
Justice.

(d) Failure to respond to the notice
shall be deemed an admission of the
existence of the cause(s) for suspension
and/or exclusion set forth in the notice
and an acceptance of the period of
exclusion proposed therein. In such
circumstances, the FDIC may proceed to
a final decision without further
proceedings.

(e) Where a contractor has received
more than one notice, the FDIC may
consolidate the pending proceedings,
including the scheduling of any
meetings, in accordance with this
section.

§367.15 Additional proceedings as to
disputed material facts.

(a) In actions not based upon a
conviction or civil judgment, if the
Ethics Counselor finds that the
contractor’s submission raises a genuine
dispute over facts material to the
proposed suspension and/or exclusion,
the contractor shall be afforded an
opportunity to appear (with counsel, if
desired), submit documentary evidence,
present witnesses, and confront any
witnesses the FDIC presents.

(b) The Ethics Counselor may refer
disputed material facts to another
official for analysis and
recommendation.

(c) If requested, a transcribed record
of any additional proceedings shall be
made available at cost to the contractor.

§367.16 Ethics Counselor decisions.

(a) Standard of proof:

(1) An exclusion must be based on a
finding that the cause(s) for exclusion is
established by a preponderance of the
evidence in the administrative record of
the case; and

(2) A suspension must be based on a
finding that the cause(s) for suspension
is established by adequate evidence in
the administrative record of the case.

(b) The administrative record consists
of the portion of any information,
reports, documents or other evidence
identified and relied upon in the Notice
of Possible Cause to Exclude, the Notice
of Suspension and/or supplemental
notices, if any, together with any
material portions of the contractor’s
response. When additional proceedings
are necessary to determine disputed
material facts, the Ethics Counselor
shall base the decision on the facts as
found, together with any information
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and argument submitted by the
contractor and any other information in
the administrative record.

(c) In actions based upon a
conviction, judgment, a final
enforcement action by a federal
financial institution regulatory agency,
or in which all facts and circumstances
material to the exclusion action have
been finally adjudicated in another
forum, the Ethics Counselor may
exclude a contractor without regard to
the procedures set out in §8367.13 and
367.14. Any such decisions will be
subject to the review and
reconsideration provisions of § 367.20.

(d) Notice of decisions. Contractors
shall be given prompt notice of the
Ethics Counselor’s decision in the
manner described in §367.13(c). If the
Ethics Counselor suspends a contractor
or imposes a period of exclusion, the
decision shall:

(1) Set forth the cause(s) for
suspension and/or exclusion included
in the notice that were found by a
preponderance of the evidence with
reference to the administrative record
support for that finding;

(2) Set forth the effect of the exclusion
action and the effective dates of that
action;

(3) Refer the contractor to its
procedural rights of review and
reconsideration under 8 367.20; and

(4) Inform the contractor that a copy
of the exclusion decision shall be placed
in the FDIC Public Reading Room.

(e) If the FDIC Ethics Counselor
decides that a period of exclusion is not
warranted, the Notice of Possible Cause
to Exclude may be withdrawn or the
proceeding may be otherwise
terminated. A decision to terminate an
exclusion proceeding may include the
imposition of appropriate conditions on
the contractor in their future dealings
with the FDIC.

§367.17 Duration of suspensions and
exclusions.

(a) Suspensions. (1) Suspensions shall
be for a temporary period pending the
completion of an investigation or other
legal or exclusion proceedings.

(2) If legal or administrative
proceedings are not initiated within 12
months after the date of the suspension
notice, the suspension shall be
terminated unless a representative of the
Department of Justice requests its
extension in writing. In such cases, the
suspension may be extended for an
additional six months. In no event may
a suspension be imposed for more than
18 months, unless such proceedings
have been initiated within that period.

(3) FDIC shall notify the Department
of Justice of an impending termination

of a suspension at least 30 days before
the 12-month period expires to give the
Department of Justice an opportunity to
request an extension.

(4) The time limitations for
suspension in this section may be
waived by the affected contractor.

(b) Exclusions. (1) Exclusions shall be
for a period commensurate with the
seriousness of the cause(s) after due
consideration of mitigating evidence
presented by the contractor.

(2) If a suspension precedes an
exclusion, the suspension period shall
be considered in determining the
exclusion period.

(3) Exclusion for causes other than the
mandatory bars in 12 CFR 366.4(a)
generally should not exceed three years,
but where circumstances warrant, a
longer period of exclusion may be
imposed.

(4) The Ethics Counselor may extend
an existing exclusion for an additional
period if the Ethics Counselor
determines that an extension is
necessary to protect the integrity of the
FDIC contracting program and the
public interest. However, an exclusion
may nhot be extended solely on the basis
of the facts and circumstances upon
which the initial exclusion action was
based. The standards and procedures in
this part shall be applied in any
proceeding to extend an exclusion.

§367.18 Abrogation of contracts.

(a) The FDIC may, in its discretion,
rescind or terminate any contract in
existence at the time a contractor is
suspended or excluded.

(b) Any contract not rescinded or
terminated shall continue in force in
accordance with the terms thereof.

(c) The right to rescind or terminate
a contract in existence is cumulative
and in addition to any other remedies or
rights the FDIC may have under the
terms of the contract, at law, or
otherwise.

§367.19 Exceptions to suspensions and
exclusions.

(a) Exceptions to the effects of
suspensions and exclusions may be
available in unique circumstances,
where there are compelling reasons to
utilize a particular contractor for a
specific task. Requests for such
exceptions may be submitted only by
the FDIC program office requesting the
contract services.

(b) In the case of the modification or
extension of an existing contract, the
Ethics Counselor may except such a
contracting action from the effects of
suspension and/or exclusion upon a
determination, in writing, that a
compelling reason exists for utilization

of the contractor in the particular
instance. The Ethics Counselor’s
authority under this section shall not be
delegated to any lower official.

(c) In the case of new contracts, the
Corporation Ethics Committee may
except a particular new contract from
the effects of suspension and/or
exclusion upon a determination in
writing that a compelling reason exists
for utilization of the contractor in the
particular instance.

§367.20 Review and reconsideration of
Ethics Counselor decisions.

(a) Review. (1) A suspended and/or
excluded contractor may appeal the
exclusion decision to the Corporation
Ethics Committee.

(2) In order to avail itself of the right
to appeal, a suspended and/or excluded
contractor must file a written notice of
intent to appeal within 5 days of the
Ethics Counselor’s decision.

(3) The appeal shall be filed in writing
within 30 days of the decision.

(4) The Corporation Ethics
Committee, at its discretion and after
determining that it is in the best
interests of the FDIC, may stay the effect
of the suspension and/or exclusion
pending conclusion of its review of the
matter.

(b) Reconsideration. (1) A suspended
and/or excluded contractor may submit
a request to the Ethics Counselor to
reconsider the suspension and/or
exclusion decision, reduce the period of
exclusion or terminate the suspension
and/or exclusion.

(2) Such requests shall be in writing
and supported by documentation that
the requested action is justified by:

(i) Reversal of the conviction or civil
judgment upon which the suspension
and/or exclusion was based,;

(ii) Newly discovered material
evidence;

(iii) Bona fide change in ownership or
management;

(iv) Elimination of other causes for
which the suspension and/or exclusion
was imposed; or

(v) Other reasons the FDIC Ethics
Counselor deems appropriate.

(3) A request for reconsideration
based on the reversal of the conviction
or civil judgment may be filed at any
time.

(4) Requests for reconsideration based
on other grounds may only be filed
during the period commencing 60 days
after the Ethics Counselor’s decision
imposing the suspension and/or
exclusion. Only one such request may
be filed in any twelve month period.

(5) The Ethics Counselor’s decision on
a request for reconsideration is subject
to the review procedure set forth in
paragraph (a) of this section.
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By order of the Board of Directors.

Dated at Washington, DC, this 11th day of
December, 1996.

Federal Deposit Insurance Corporation.
Jerry L. Langley,

Executive Secretary.

[FR Doc. 96—-32281 Filed 12—-27-96; 8:45 am]
BILLING CODE 6714-01-P

DEPARTMENT OF TRANSPORTATION
Federal Aviation Administration

14 CFR Part 39

[Docket No. 95-NM-265—-AD; Amendment
39-9851; AD 96-25-08]

RIN 2120-AA64
Airworthiness Directives; de Havilland
Model DHC-7 Series Airplanes

AGENCY: Federal Aviation
Administration, DOT.

ACTION: Final rule.

SUMMARY: This amendment adopts a
new airworthiness directive (AD),
applicable to all de Havilland Model
DHC-7 series airplanes, that requires
performing a review of the airplane
maintenance records to determine if any
insulation blankets have been repaired
or changed during service, and various
follow-on actions, if necessary. This
amendment is prompted by reports of
corrosion forming on areas of the
airplane structure where black film
thermal insulation blankets are used.
The actions specified by this AD are
intended to prevent such corrosion,
which could result in degradation of the
structural capability of the airplane
fuselage and consequent sudden loss of
cabin pressure.

DATES: Effective February 3, 1997.

The incorporation by reference of
certain publications listed in the
regulations is approved by the Director
of the Federal Register as of February 3,
1997.

ADDRESSES: The service information
referenced in this AD may be obtained
from Bombardier, Inc., Bombardier
Regional Aircraft Division, Garratt
Boulevard, Downsview, Ontario M3K
1Y5, Canada. This information may be
examined at the Federal Aviation
Administration (FAA), Transport
Airplane Directorate, Rules Docket,
1601 Lind Avenue, SW., Renton,
Washington; or at the FAA, New York
Aircraft Certification Office, Engine and
Propeller Directorate, 10 Fifth Street,
Third Floor, Valley Stream, New York;
or at the Office of the Federal Register,
800 North Capitol Street, NW., suite
700, Washington, DC.

FOR FURTHER INFORMATION CONTACT: Sol
Maroof, Aerospace Engineer, Airframe
and Propulsion Branch, ANE-171, FAA,
New York Aircraft Certification Office,
Engine and Propeller Directorate, 10
Fifth Street, Third Floor, Valley Stream,
New York 11581, telephone (516) 256—
7522; fax (516) 568—2716.
SUPPLEMENTARY INFORMATION: A
proposal to amend part 39 of the Federal
Aviation Regulations (14 CFR part 39) to
include an airworthiness directive (AD)
that is applicable to all de Havilland
Model DHC-7 series airplanes was
published in the Federal Register on
September 30, 1996 (61 FR 51062). That
action proposed to require performing a
review of the airplane maintenance
records to determine if any insulation
blankets have been repaired or changed
during service, and various follow-on
actions, if necessary.

Interested persons have been afforded
an opportunity to participate in the
making of this amendment. No
comments were submitted in response
to the proposal or the FAA’s
determination of the cost to the public.

Conclusion

The FAA has determined that air
safety and the public interest require the
adoption of the rule as proposed.

Cost Impact

The FAA estimates that 50 de
Havilland Model DHC-7 series
airplanes of U.S. registry will be affected
by this AD, that it will take
approximately 1 work hour per airplane
to accomplish the required actions, and
that the average labor rate is $60 per
work hour. Based on these figures, the
cost impact of the AD on U.S. operators
is estimated to be $3,000, or $60 per
airplane.

The cost impact figure discussed
above is based on assumptions that no
operator has yet accomplished any of
the requirements of this AD action, and
that no operator would accomplish
those actions in the future if this AD
were not adopted.

Regulatory Impact

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, |
certify that this action (1) is not a

“significant regulatory action” under
Executive Order 12866; (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 part 39 of the
Federal Aviation Regulations (14 CFR
part 39) as follows:

PART 39—AIRWORTHINESS
DIRECTIVES

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

Authority: 49 U.S.C. 106(g), 40113, 44701.

§39.13 [Amended]

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

96-25-08 De Havilland, Inc.: Amendment
39-9851. Docket 95-NM-265-AD.

Applicability: All Model DHC-7 series
airplanes, certificated in any category.

Note 1: This AD applies to each airplane
identified in the preceding applicability
provision, regardless of whether it has been
otherwise modified, altered, or repaired in
the area subject to the requirements of this
AD. For airplanes that have been modified,
altered, or repaired so that the performance
of the requirements of this AD is affected, the
owner/operator must request approval for an
alternative method of compliance in
accordance with paragraph (e) of this AD.
The request should include an assessment of
the effect of the modification, alteration, or
repair on the unsafe condition addressed by
this AD; and, if the unsafe condition has not
been eliminated, the request should include
specific proposed actions to address it.

Compliance: Required as indicated, unless
accomplished previously.

To prevent degradation of the structural
capability of the fuselage and sudden loss of
cabin pressure, accomplish the following:

(a) Within six months after the effective
date of this AD, perform a review of the
airplane maintenance records to determine if
any insulation blankets have been repaired or
changed during service, in accordance with
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de Havilland Service Bulletin S.B. 7-21-30,
dated July 6, 1994.

(b) If no insulation blanket has been
repaired or changed, no further action is
required by this AD.

(c) If any insulation blanket has been
repaired or changed, prior to further flight,
perform a visual inspection to detect black
film insulation of the air conditioning
system, in accordance with de Havilland
Service Bulletin S.B. 7-21-30, dated July 6,
1994.

(2) If no black film insulation is detected,
prior to further flight, perform a review of the
airplane modification records to determine if
any kit listed in “Table 1—Modification List”
has been installed, in accordance with the
service bulletin.

(i) If no kit listed in “Table 1-Modification
List” is found to be installed, no further
action is required by this AD.

(i) If any kit listed in “Table 1-
Modification List” is found to be installed,
prior to further flight, perform the various
follow-on actions in accordance with the
service bulletin. (The follow-on actions
include an inspection to detect black film
insulation, removal of any black film
insulation, an inspection to detect corrosion,
repair of corroded structure, and installation
of new silver blankets.) However, in lieu of
repairing corroded structure in accordance
with service bulletin, the repair of any
corrosion shall be done in accordance with
a method approved by the Manager, New
York Aircraft Certification Office (ACO),
FAA, Engine and Propeller Directorate.

(2) If any black film insulation is detected,
prior to further flight, perform the follow-on
actions in accordance with the service
bulletin. (The follow-on actions include
removal of any black film insulation, an
inspection to detect corrosion, repair of any
corroded structure, and installation of new
silver blankets.) However, in lieu of repairing
corroded structure in accordance with
service bulletin, the repair of any corrosion
shall be done in accordance with a method
approved by the Manager, New York ACO.

(d) As of the effective date of this AD, no
person shall install black Orcon film
insulation, part number AN46B/AN36B, on
any airplane.

(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, New York
ACO, FAA, Engine and Propeller Directorate.
Operators shall submit their requests through
an appropriate FAA Principal Maintenance
Inspector, who may add comments and then
send it to the Manager, New York ACO.

Note 2: Information concerning the
existence of approved alternative methods of
compliance with this AD, if any, may be
obtained from the New York ACO.

(f) Special flight permits may be issued in
accordance with sections 21.197 and 21.199
of the Federal Aviation Regulations (14 CFR
21.197 and 21.199) to operate the airplane to
a location where the requirements of this AD
can be accomplished.

(9) The actions shall be done in accordance
with de Havilland Service Bulletin S.B. 7—
21-30, dated July 6, 1994. 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 Bombardier, Inc.,
Bombardier Regional Aircraft Division,
Garratt Boulevard, Downsview, Ontario M3K
1Y5, Canada. Copies may be inspected at the
FAA, Transport Airplane Directorate, 1601
Lind Avenue, SW., Renton, Washington; or at
the FAA, New York Aircraft Certification
Office, Engine and Propeller Directorate, 10
Fifth Street, Third Floor, Valley Stream, New
York; or at the Office of the Federal Register,
800 North Capitol Street, NW., suite 700,
Washington, DC.

(h) This amendment becomes effective on
February 3, 1997.

Issued in Renton, Washington, on
December 5, 1996.

S. R. Miller,

Acting Manager, Transport Airplane
Directorate, Aircraft Certification Service.

[FR Doc. 96-31525 Filed 12—-27-96; 8:45 am]
BILLING CODE 4910-13-U

14 CFR Part 39

[Docket No. 96-NM—-23—-AD; Amendment
39-9860; AD 96-25-17]

RIN 2120-AA64
Airworthiness Directives; Boeing

Model 737-300, —400, and —500 Series
Airplanes

AGENCY: Federal Aviation
Administration, DOT.

ACTION: Final rule.

SUMMARY: This amendment adopts a
new airworthiness directive (AD),
applicable to certain Boeing Model 737—
300, —400, and —500 series airplanes,
that requires inspections to detect bent
or damaged tie links and washers of the
elevator feel and centering unit, and
replacement of the centering unit with
a new or serviceable unit, if necessary.
This amendment also provides an
optional replacement of the centering
unit, which, if accomplished with the
installation of supports and a stop bolt,
constitutes terminating action for the
repetitive inspections. This amendment
is prompted by a report of high control
column forces that occurred during
takeoff and landing. The actions
specified by this AD are intended to
prevent such high forces, which could
result in restriction of elevator control
during takeoff, climbout, and landing.
DATES: Effective February 3, 1997.

The incorporation by reference of
certain publications listed in the
regulations is approved by the Director
of the Federal Register as of February 3,
1997.

ADDRESSES: The service information
referenced in this AD may be obtained
from Boeing Commercial Airplane

Group, P.O. Box 3707, Seattle,
Washington 98124-2207. This
information may be examined at the
Federal Aviation Administration (FAA),
Transport Airplane Directorate, Rules
Docket, 1601 Lind Avenue, SW.,
Renton, Washington; or at the Office of
the Federal Register, 800 North Capitol
Street, NW., suite 700, Washington, DC.

FOR FURTHER INFORMATION CONTACT:
Kristin Larson, Aerospace Engineer,
Systems and Equipment Branch, ANM-
130S, FAA, Seattle Aircraft Certification
Office, 1601 Lind Avenue, SW., Renton,
Washington; telephone (206) 227-1760;
fax (206) 227-1181.

SUPPLEMENTARY INFORMATION: A
proposal to amend part 39 of the Federal
Aviation Regulations (14 CFR part 39) to
include an airworthiness directive (AD)
that is applicable to certain Boeing
Model 737-300, —400, and -500 series
airplanes was published in the Federal
Register on June 26, 1996 (61 FR 33049).
That action proposed to require
repetitive visual inspections to detect
bent or damaged tie links of the elevator
centering unit, and replacement of the
elevator centering unit with a new or
serviceable unit, if necessary.

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

Support for the Proposal
One commenter supports the rule.

Request to Extend the Initial Inspection
Compliance Time

Several commenters request that the
proposed compliance time of 6 months
for the initial inspection be extended to
at least 12 or 15 months. The
commenters express concern that there
may be a shortage of available tie link
units to use as replacement units since
the proposed rule would require
replacement of damaged tie links with
new or serviceable parts prior to further
flight.

The FAA does not concur with the
commenters’ request to extend the
compliance time. Replacement of the
feel and centering unit prior to further
flight is required only if the tie links
have damage that exceeds the limits as
specified in Boeing Alert Service
Bulletin 737-27A1194. The
manufacturer specifically devised the
inspection plan described in the service
bulletin to address the concern of the
availability of an ample number of
replacement tie link units. Damage
found to be within the service bulletin’s
specified limits requires certain
repetitive inspections until the elevator
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feel and centering unit can be serviced
or replaced. This is intended to allow
relief for the operators if a spare feel and
centering unit is not readily available. In
developing an appropriate compliance
time for this proposal, the FAA
considered the safety implications and
the parts availability, and finds no basis
to extend the 6-month compliance time.
However, paragraph (f) of the final rule
does provide affected operators the
opportunity to request an adjustment of
the compliance time if data are
presented to justify such an extension.

Request to Revise Inspection Times and
Mandate the Terminating Action

Another commenter requests that:

1. The compliance time for the initial
inspection be extended to 12 months,

2. Repetitive inspections be required
every 12 months thereafter, and

3. ““the modification” specified in
Boeing Alert Service Bulletin 737—
27A1194 should be required to be
installed within 2 years.

This commenter states that changing
the elevator feel and centering unit is
labor-intensive and would require at
least 8 hours to accomplish. However,
this commenter offered no data or
technical basis for revising the
compliance times or for mandating the
terminating action provided in
paragraph (e) of the proposed rule.

As for the commenter’s request to
extend the compliance time to extend
the compliance time of the initial and
repetitive inspections, the FAA does not
concur. As previously explained, the
FAA considered the safety implications,
parts availability, and maintenance
schedules when developing the
compliance time. The commenter has
offered no new technical data that
would indicate a need to revise the
compliance times. However, paragraph
(F) of the final rule does provide affected
operators the opportunity to request an
adjustment of the compliance time if
data are presented to justify such an
extension.

As for the commenter’s request to
mandate ‘‘the modification,” the FAA
infers that the modification the
commenter is referring to is that of the
feel and centering unit. (The referenced
Boeing alert service bulletin actually
describes two different modifications:
modification of the supports and stop-
bolt, and modification of the feel and
centering unit.) The FAA does not
concur with this request. The
commenter offered no data to justify a
compliance time of 2 years for
mandating the installation of this
modification. The FAA considers that,
by providing the modification as an
optional terminating action for this AD,

prudent operators may accomplish that
action at a time of their own discretion.
Additionally, the optional terminating
action does not preclude any operator
from installing the modification before
an arbitrary 2-year period, as suggested
by the commenter. Further, the FAA
finds that the required inspections, and
replacement action as necessary, are
both adequate and appropriate in
addressing the subject damage
associated with the elevator feel and
centering unit.

Request to Extend the Repetitive
Inspection Interval

Two commenters state that, when the
stop bolt and support are installed, they
will prevent excessive travel of the
elevator feel actuator and preclude
further damage to the tie links.
Therefore, one of these commenters
requests that, once the stop bolt and
support are installed, the repetitive
inspection intervals be extended from
those intervals specified in proposed
paragraph (c) (and specified in Figure 1
of Boeing Alert Service Bulletin 737—
27A1194). This commenter, an operator,
proposes that the inspection intervals be
increased to coincide with the current
maintenance schedules established for
its fleet of airplanes.

The FAA does not concur. The
commenter provided no substantiating
evidence to justify extending the
repetitive inspection intervals; and the
FAA does not consider it appropriate to
revise provisions in an AD to
accommodate a single operator’s
maintenance schedule. The FAA has
determined that the repetitive
inspection interval described in Boeing
Alert Service Bulletin 737-27A1194 (the
appropriate service information for this
AD) will ensure that any damage to the
tie links is identified and corrected in a
timely manner. However, paragraph (f)
of the final rule does provide affected
operators the opportunity to request an
adjustment of the compliance time if
data are presented to justify such an
extension.

Request to Clarify Damage Limits

One commenter, the manufacturer,
states that the phrase “* * * and
damage is within limits specified in
Figure 1 * * *” as used in paragraphs
(c) and (d) of the proposal is confusing.
The manufacturer notes that Figure 1 of
Boeing Alert Service Bulletin 737—
27A1194, which is referenced as the
appropriate source of service
information in the proposal, has two
action paths: One path depicts actions
to follow if damage is within acceptable
limits (which starts an inspection
program); the other path depicts actions

to follow if damage is outside the
acceptable limits (which specifies
replacement of the unit). The
manufacturer requests that the phrase be
clarified to read “* * * and damage is
within acceptable limits as specified in
Figure 1 * * >,

The FAA concurs and has revised
paragraphs (c) and (d) of the AD
accordingly.

Request to Clarify the Unsafe Condition

The manufacturer also suggests that
the wording, “Since an unsafe condition
has been identified that is likely to exist
or develop * * *.”’, which appeared in
the preamble to the notice, be changed.
The manufacturer requests that this
language be revised to specify that a
“possible unsafe condition” has been
identified. The manufacturer states that
this change of wording is warranted,
since the worst scenario that has been
identified is ““high control column
forces’ and, even in that situation, an
airplane still would be controllable.

The FAA does not concur with the
commenter’s suggestion. First, all unsafe
conditions are “‘possible” events that
“could occur.” In fact, they are
described in the regulations as
conditions that are “likely to exist or
develop” in aircraft. Second, as for this
specific AD, in the event that the tie
links were to become bent, it could lead
to the elevator control forces being
higher than normal, thus restricting the
elevator control. This would be
especially noticeable when larger
elevator inputs are necessary, such as
during takeoff, climb, and landing. The
FAA considers this restriction of
elevator control during these critical
flight regimes to be an unsafe condition.
(Further, since that language is not
repeated in this final rule, no change is
necessary.)

Request to Refer to Terminating Action

The manufacturer requests that
reference to ‘‘see paragraph (e) for
terminating action” be added to
paragraph (c)(2) of the proposed rule.

The FAA does not concur. The FAA
finds that it is unnecessary to reference
paragraph (e) for operators who may be
required to accomplish paragraph (c)(2)
of the AD, since the terminating action
specified in paragraph (e) of this AD is
not a required terminating action.

Request to Change the Date of the
Referenced Alert Service Bulletin

Additionally, the manufacturer
requests that the release date of Boeing
Alert Service Bulletin 737-27A1194 be
changed from February 1, 1996, as
specified in the proposed rule, to the
actual release date of February 8, 1996.
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The FAA concurs. The FAA notes that
the subject alert service bulletin dated
February 1, 1996, has been replaced
with the February 8, 1996, version. The
FAA has revised the final rule
accordingly.

Additional Sources of Service
Information

Since the issuance of the proposed
rule, the FAA has reviewed and
approved Boeing Notices of Status
Change (NSC) 737-27A1194 NSC 01,
dated March 7, 1996, and 737-27A1194
NSC 02, dated April 4, 1996; and Boeing
Alert Service Bulletin 737-27A1194,
Revision 1, dated September 26, 1996.
The NSC’s and service bulletin revision
provide further clarification of the
inspection and modification procedures
required by this AD. Therefore, the FAA
has revised the AD to cite those
documents as additional sources of
service information.

Conclusion

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
previously described. The FAA has
determined that these changes will
neither increase the economic burden
on any operator nor increase the scope
of the AD.

Cost Impact

There are approximately 1,618 Boeing
Model 737-300, —400, and -500 series
airplanes of the affected design in the
worldwide fleet. The FAA estimates that
684 airplanes of U.S. registry will be
affected by this AD, that it will take
approximately 3 work hours per
airplane to accomplish the required
actions, and that the average labor rate
is $60 per work hour. Required parts
will cost approximately $140 per
airplane. Based on these figures, the cost
impact of the AD on U.S. operators is
estimated to be $218,880, or $320 per
airplane.

The cost impact figure discussed
above is based on assumptions that no
operator has yet accomplished any of
the requirements of this AD action, and
that no operator would accomplish
those actions in the future if this AD
were not adopted.

Regulatory Impact

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, |
certify that this action (1) is not a
“significant regulatory action’” under
Executive Order 12866; (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 part 39 of the
Federal Aviation Regulations (14 CFR
part 39) as follows:

PART 39—AIRWORTHINESS
DIRECTIVES

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

Authority: 49 U.S.C. 106(g), 40113, 44701.

§39.13 [Amended]

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

96-25-17 Boeing: Amendment 39-9860.
Docket 96—-NM-23—-AD.

Applicability: Model 737-300, —400 and
—500 series airplanes through line position
2764, inclusive; certificated in any category.

Note 1: This AD applies to each airplane
identified in the preceding applicability
provision, regardless of whether it has been
otherwise modified, altered, or repaired in
the area subject to the requirements of this
AD. For airplanes that have been modified,
altered, or repaired so that the performance
of the requirements of this AD is affected, the
owner/operator must request approval for an
alternative method of compliance in
accordance with paragraph (f) of this AD. The
request should include an assessment of the
effect of the modification, alteration, or repair
on the unsafe condition addressed by this
AD; and, if the unsafe condition has not been
eliminated, the request should include
specific proposed actions to address it.

Compliance: Required as indicated, unless
accomplished previously.

To prevent restriction of elevator control
during takeoff, climbout, and landing, due to
higher than normal elevator control forces
caused by damaged tie links in the elevator
centering unit, accomplish the following:

(a) Within 6 months after the effective date
of this AD: Perform a visual inspection to
detect any bent or damaged tie links of the
elevator feel and centering unit, in
accordance with Boeing Alert Service
Bulletin 737-27A1194, dated February 8,
1996, as revised by Boeing Notice of Status
Change 737-27A1194 NSC 01, dated March
7, 1996, and Boeing Notice of Status Change
737-27A1194 NSC 02, dated April 4, 1996;
or Boeing Alert Service Bulletin 737—
27A1194, Revision 1, dated September 26,
1996.

(b) If no tie link is found to be broken, bent,
or damaged during the inspection required
by paragraph (a) of this AD: Accomplish
either paragraph (b)(1) or (b)(2) of this AD, in
accordance with Boeing Alert Service
Bulletin 737-27A1194, dated February 8,
1996, as revised by Boeing Notice of Status
Change 737-27A1194 NSC 01, dated March
7, 1996, and Boeing Notice of Status Change
737-27A1194 NSC 02, dated April 4, 1996;
or Boeing Alert Service Bulletin 737—
27A1194, Revision 1, dated September 26,
1996.

(1) Prior to further flight, install supports
and a stop-bolt on the elevator centering unit.
Once this installation is accomplished, no
further action is required by this AD. Or

(2) Repeat the inspection required by
paragraph (a) of this AD thereafter at
intervals not to exceed 1,000 flight cycles.
Installation of supports and a stop-bolt in
accordance with the alert service bulletin,
constitutes terminating action for the
repetitive inspections required by this AD,
provided that no damage is detected during
any inspection required by paragraph (a) of
this AD.

(c) If any tie link is found to be bent or
damaged during the inspection required by
paragraph (a) of this AD, and damage is
within acceptable limits as specified in
Figure 1 of Boeing Alert Service Bulletin
737-27A1194, dated February 8, 1996,
Boeing Notice of Status Change 737-27A1194
NSC 01, dated March 7, 1996, and Boeing
Notice of Status Change 737-27A1194 NSC
02, dated April 4, 1996; or as specified in
Boeing Alert Service Bulletin 737-27A1194,
Revision 1, dated September 26, 1996:
Accomplish paragraphs (c)(1) and (c)(2) of
this AD in accordance with the alert service
bulletin:

(1) Repeat the inspection required by
paragraph (a) of this AD thereafter at
intervals not to exceed those specified in
Figure 1 of the alert service bulletin. And

(2) Within 6 months after the effective date
of this AD, install supports and a stop-bolt
on the elevator centering unit. This
installation does not terminate the repetitive
inspection requirements of this paragraph.

(d) If any tie link is found to be bent or
damaged during any inspection required by
this AD, and the damage is beyond the
acceptable limits as specified in Figure 1 of
Boeing Alert Service Bulletin 737-27A1194,
dated February 8, 1996, Boeing Notice of
Status Change 737-27A1194 NSC 01, dated
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March 7, 1996, and Boeing Notice of Status
Change 737-27A1194 NSC 02, dated April 4,
1996; or Boeing Alert Service Bulletin 737—
27A1194, Revision 1, dated September 26,
1996: Prior to further flight, replace the
elevator centering unit with a new or
serviceable unit and accomplish either
paragraph (d)(1) or (d)(2) of this AD in
accordance with the alert service bulletin:

(1) Install supports and a stop-bolt on the
elevator centering unit; or

(2) Repeat the inspection required by
paragraph (a) of this AD thereafter at
intervals not to exceed 1,000 flight cycles
until the installation specified in paragraph
(d)(2) of this AD is accomplished.

(e) Replacement of the elevator centering
unit with a unit in which the tie links have
been inspected and determined to be
acceptable and in which supports and a stop-
bolt have been installed, in accordance with
Boeing Alert Service Bulletin 737-27A1194,
dated February 8, 1996, as revised by Boeing
Notice of Status Change 737-27A1194 NSC
01, dated March 7, 1996, and Boeing Notice
of Status Change 737-27A1194 NSC 02,
dated April 4, 1996; or Boeing Alert Service
Bulletin 737-27A1194, Revision 1, dated
September 26, 1996, constitutes terminating
action for the requirements of this AD.

(f) 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, Seattle
Aircraft Certification Office (ACO), FAA,
Transport Airplane Directorate. Operators
shall submit their requests through an
appropriate FAA Principal Maintenance
Inspector, who may add comments and then
send it to the Manager, Seattle ACO.

Note 2: Information concerning the
existence of approved alternative methods of
compliance with this AD, if any, may be
obtained from the Seattle ACO.

(9) Special flight permits may be issued in
accordance with sections 21.197 and 21.199
of the Federal Aviation Regulations (14 CFR
21.197 and 21.199) to operate the airplane to
a location where the requirements of this AD
can be accomplished.

(h) The actions shall be done in accordance
with Boeing Alert Service Bulletin 737—
27A1194, dated February 8, 1996, as revised
by Boeing Notice of Status Change 737—
27A1194 NSC 01, dated March 7, 1996, and
Boeing Notice of Status Change 737-27A1194
NSC 02, dated April 4, 1996; or in
accordance with Boeing Alert Service
Bulletin 737-27A1194, Revision 1, dated
September 26, 1996. 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 Boeing Commercial Airplane
Group, P.O. Box 3707, Seattle, Washington
98124-2207. Copies may be inspected at the
FAA, Transport Airplane Directorate, 1601
Lind Avenue, SW., Renton, Washington; or at
the Office of the Federal Register, 800 North
Capitol Street, NW., suite 700, Washington,
DC.

(i) This amendment becomes effective on
February 3, 1997.

Issued in Renton, Washington, on
December 11, 1996.

James V. Devany,

Acting Manager, Transport Airplane
Directorate, Aircraft Certification Service.

[FR Doc. 96-32053 Filed 12—27-96; 8:45 am]
BILLING CODE 4910-13-U

14 CFR Part 39

[Docket No. 95-NM-257-AD; Amendment
39-9859; AD 96-25-16]

RIN 2120-AA64
Airworthiness Directives; de Havilland
Model DHC-7 Series Airplanes

AGENCY: Federal Aviation
Administration, DOT.

ACTION: Final rule.

SUMMARY: This amendment adopts a
new airworthiness directive (AD),
applicable to certain de Havilland
Model DHC-7 series airplanes, that
requires modification of the power
control relay installation of the
emergency lights. This amendment also
requires revising the FAA-approved
Airplane Flight Manual to include
procedures for turning off and on the
emergency lights switch in certain
conditions. This amendment is
prompted by a report that the
emergency lights do not automatically
illuminate when all generated electrical
power on the airplane is lost and the
power to the left essential bus is
maintained from the aircraft batteries.
The actions specified by this AD are
intended to ensure that the emergency
lights illuminate when needed in an
emergency situation.

DATES: Effective February 3, 1997.

The incorporation by reference of
certain publications listed in the
regulations is approved by the Director
of the Federal Register as of February 3,
1997.

ADDRESSES: The service information
referenced in this AD may be obtained
from Bombardier, Inc., Bombardier
Regional Aircraft Division, Garratt
Boulevard, Downsview, Ontario M3K
1Y5, Canada. This information may be
examined at the Federal Aviation
Administration (FAA), Transport
Airplane Directorate, Rules Docket,
1601 Lind Avenue, SW., Renton,
Washington; or at the FAA, New York
Aircraft Certification Office, Engine and
Propeller Directorate, 10 Fifth Street,
Third Floor, Valley Stream, New York
11581; or at the Office of the Federal
Register, 800 North Capitol Street, NW.,
suite 700, Washington, DC.

FOR FURTHER INFORMATION CONTACT:
Wing Chan, Aerospace Engineer,

Systems and Flight Test Branch, ANE-
172, FAA, New York Aircraft
Certification Office, Engine and
Propeller Directorate, 10 Fifth Street,
Third Floor, Valley Stream, New York;
telephone (516) 256-7511; fax (516)
568-2716.

SUPPLEMENTARY INFORMATION: A
proposal to amend part 39 of the Federal
Aviation Regulations (14 CFR part 39) to
include an airworthiness directive (AD)
that is applicable to certain de
Havilland Model DHC-7 series
airplanes was published in the Federal
Register on September 11, 1996 (61 FR
47834). That action proposed to require
modification of the power control relay
installation of the emergency lights.
Following accomplishment of the
proposed modification, that action also
proposed to require revising the
Limitations Section of the FAA-
approved Airplane Flight Manual to
include procedures for turning off and
on the emergency lights switch.

Interested persons have been afforded
an opportunity to participate in the
making of this amendment. No
comments were submitted in response
to the proposal or the FAA’s
determination of the cost to the public.

Conclusion

The FAA has determined that air
safety and the public interest require the
adoption of the rule as proposed.

Cost Impact

The FAA estimates that 47 de
Havilland Model DHC-7 series
airplanes of U.S. registry will be affected
by this AD.

It will take approximately 4 work
hours per airplane to accomplish the
required modification, at an average
labor rate of $60 per work hour.
Required parts will cost approximately
$2,713 per airplane. Based on these
figures, the cost impact of the
modification required by this AD on
U.S. operators is estimated to be
$138,791, or $2,953 per airplane.

It will take approximately 1 work
hour per airplane to accomplish the
required AFM revision, at an average
labor rate of $60 per work hour. Based
on these figures, the cost impact of the
AFM revision required by this AD on
U.S. operators is estimated to be $2,820,
or $60 per airplane.

The cost impact figures discussed
above are based on assumptions that no
operator has yet accomplished any of
the requirements of this AD action, and
that no operator would accomplish
those actions in the future if this AD
were not adopted.
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Regulatory Impact

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, |
certify that this action (1) is not a
“significant regulatory action” under
Executive Order 12866; (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 part 39 of the
Federal Aviation Regulations (14 CFR
part 39) as follows:

PART 39—AIRWORTHINESS
DIRECTIVES

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

Authority: 49 U.S.C. 106(g), 40113, 44701.

§39.13 [Amended]

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

96-25-16 De Havilland, Inc.: Amendment
39-9859. Docket 95—-NM—-257—-AD.

Applicability: Model DHC-7 series
airplanes, serial numbers 003 through 113
inclusive; certificated in any category.

Note 1: This AD applies to each airplane
identified in the preceding applicability
provision, regardless of whether it has been
otherwise modified, altered, or repaired in
the area subject to the requirements of this
AD. For airplanes that have been modified,
altered, or repaired so that the performance
of the requirements of this AD is affected, the
owner/operator must request approval for an
alternative method of compliance in

accordance with paragraph (c) of this AD.
The request should include an assessment of
the effect of the modification, alteration, or
repair on the unsafe condition addressed by
this AD; and, if the unsafe condition has not
been eliminated, the request should include
specific proposed actions to address it.

Compliance: Required as indicated, unless
accomplished previously.

To ensure that the emergency lights
illuminate when needed in an emergency
situation, accomplish the following:

(a) Within 6 months after the effective date
of this AD, modify the power control relay
installation of the emergency lights, in
accordance with de Havilland Service
Bulletin S.B. 7-33-23, Revision ‘A’, dated
October 20, 1995.

(b) Following accomplishment of
paragraph (a) of this AD, revise the
Limitations Section of the FAA-approved
Airplane Flight Manual (AFM) by inserting a
copy of de Havilland Dash 7 Flight Manual
PSM 1-71A-1A, Revision 39, dated August
22, 1994, into the AFM.

(c) 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, New York
Aircraft Certification Office (ACO), FAA,
Engine and Propeller Directorate. Operators
shall submit their requests through an
appropriate FAA Principal Maintenance
Inspector, who may add comments and then
send it to the Manager, New York ACO.

Note 2: Information concerning the
existence of approved alternative methods of
compliance with this AD, if any, may be
obtained from the New York ACO.

(d) Special flight permits may be issued in
accordance with sections 21.197 and 21.199
of the Federal Aviation Regulations (14 CFR
21.197 and 21.199) to operate the airplane to
a location where the requirements of this AD
can be accomplished.

(e) The modification shall be done in
accordance with de Havilland Service
Bulletin S.B. 7-33-23, Revision ‘A’, dated
October 20, 1995. The AFM revision shall be
done in accordance with de Havilland Dash
7 Flight Manual PSM 1-71A-1A, Revision
39, dated August 22, 1994. 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
Bombardier, Inc., Bombardier Regional
Aircraft Division, Garratt Boulevard,
Downsview, Ontario M3K 1Y5, Canada.
Copies may be inspected at the FAA,
Transport Airplane Directorate, 1601 Lind
Avenue, SW., Renton, Washington; or at the
FAA, New York Aircraft Certification Office,
Engine and Propeller Directorate, 10 Fifth

Street, Third Floor, Valley Stream, New York;

or at the Office of the Federal Register, 800
North Capitol Street, NW., suite 700,
Washington, DC.

(f) This amendment becomes effective on
February 3, 1997.

Issued in Renton, Washington, on
December 11, 1996.

James V. Devany,

Acting Manager, Transport Airplane
Directorate, Aircraft Certification Service.

[FR Doc. 96-32052 Filed 12-27-96; 8:45 am]
BILLING CODE 4910-13-U

14 CFR Part 39

[Docket No. 95-ANE-47; Amendment 39—
9854; AD 96-25-11]

RIN 2120-AA64
Airworthiness Directives; CFM

International Model CFM56-3C-1 and
CFM56-3B-2 Turbofan Engines

AGENCY: Federal Aviation
Administration, DOT.

ACTION: Final rule.

SUMMARY: This amendment supersedes
an existing airworthiness directive (AD),
applicable to all CFM International
(CFMI) CFM56-3C-1 and certain
CFM56-3B-2 engines, that currently
requires the removal from service of
certain fan disk and fan blade hardware,
and limits the use of CFM56-3C-1
thrust levels. This amendment requires
removal of additional fan blade
hardware, requires an Airplane Flight
Manual (AFM) revision to impose thrust
level limitations for airplanes equipped
with affected engines, and requires the
installation of redesigned fan blades as
a terminating action to the thrust level
limitations of this AD. The existing AD
requirements for certain CFM56—-3B-2
engines are unchanged and carried over
into this final rule AD. This amendment
is prompted by the availability of
redesigned fan blades that are not
subject to the thrust level limitations,
and the need to clarify the AD
requirements by deleting references to
specific AFMs. The actions specified by
this AD are intended to prevent a fan
blade failure that can result in complete
loss of engine power.

DATES: Effective January 29, 1997.

The incorporation by reference of
certain publications listed in the
regulations is approved by the Director
of the Federal Register as of January 29,
1997.

ADDRESSES: The service information
referenced in this AD may be obtained
from Boeing Commercial Airplanes,
Publications Department, P.O. Box
3707, Seattle, WA 98124-2207;
telephone (206) 544-9058, fax (206)
544-9178; and CFM International,
Technical Publications Department, 1
Neumann Way, Cincinnati, OH 45215;
telephone (513) 552-2981, fax (513)
552-2816. This information may be
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examined at the Federal Aviation
Administration (FAA), New England
Region, Office of the Assistant Chief
Counsel, 12 New England Executive
Park, Burlington, MA 01803-5299; or at
the Office of the Federal Register, 800
North Capitol Street, NW., suite 700,
Washington, DC.

FOR FURTHER INFORMATION CONTACT:
Glorianne Messemer, Aerospace
Engineer, Engine Certification Office,
FAA, Engine and Propeller Directorate,
12 New England Executive Park,
Burlington, MA 01803-5299; telephone
(617) 238-7132, fax (617) 238-7199.

SUPPLEMENTARY INFORMATION: A
proposal to amend part 39 of the Federal
Aviation Regulations (14 CFR part 39)
by superseding AD 89-13-51,
Amendment 39-6425 (55 FR 1401,
January 16, 1990), which is applicable
to all CFM International (CFMI)
CFM56-3C-1 and certain CFM56-3B-2
model turbofan engines, was published
in the Federal Register on October 16,
1995 (60 FR 53550). That action
proposed to require removal of
additional fan blade hardware, thrust
level limitations for airplanes equipped
with affected engines, and the
installation of redesigned fan blades as
a terminating action to the thrust level
limitations of this AD. The existing AD
requirements for certain CFM56—3B-2
engines are unchanged and carried over
into this final rule AD. The actions are
required to be accomplished in
accordance with Boeing Service Bulletin
(SB) No. 737-71-1203, Revision 10,
dated July 21, 1994, and CFMI CFM56—
3/-3B/-3C SB No. 72-543, Revision 4,
dated July 29, 1992.

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 incorrect
fan blade part numbers, 7M99P08,
9527M99P09, 9527M99P10,
9527M99P11, and 1285M39P01 were
added to compliance paragraph (c). The
FAA concurs and has revised this final
rule accordingly.

Two comments support the rule as
proposed.

Although no comments were received
regarding the compliance end-date
noted in compliance paragraph (c), the
FAA has replaced June 30, 1996, with
August 30, 1997, based on the
anticipated effective date of this AD.

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

determined that these changes will
neither increase the economic burden
on any operator nor increase the scope
of the AD.

There are approximately 289 CFMI
CFM56—-3C-1 and CFM56-3B-2 series
engines of the affected design in the
worldwide fleet. The FAA has been
advised by the manufacturer that there
are no engines on U.S. registered aircraft
that are affected by this AD. Therefore,
there is no associated cost impact on
U.S. operators as a result of this AD.

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, |
certify that this action (1) is not a
“significant regulatory action’” under
Executive Order 12866; (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 part 39 of the
Federal Aviation Regulations (14 CFR
part 39) as follows:

PART 39—AIRWORTHINESS
DIRECTIVES

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

Authority: 49 USC 106(g), 40113, 44701.

§39.13 [Amended]

2. Section 39.13 is amended by
removing Amendment 39-6425 (55 FR
1401, January 16, 1990) and by adding
a new airworthiness directive,

Amendment 39-9854, to read as
follows:

96-25-11 CFM International: Amendment
39-9854. Docket 95-ANE-47.
Supersedes AD 89-13-51, Amendment
39-6425.

Applicability: CFM International (CFMI)
CFM56-3B-2 and CFM56-3C—1 model
turbofan engines installed on but not limited
to Boeing 737 series aircraft.

Note 1: This airworthiness directive (AD)
applies to each engine identified in the
preceding applicability provision, regardless
of whether it has been modified, altered, or
repaired in the area subject to the
requirements of this AD. For engines that
have been modified, altered, or repaired so
that the performance of the requirements of
this AD is affected, the owner/operator must
request approval for an alternative method of
compliance in accordance with paragraph (g)
of this AD. The request should include an
assessment of the effect of the modification,
alteration, or repair on the unsafe condition
addressed by this AD; and, if the unsafe
condition has not been eliminated, the
request should include specific proposed
actions to address it.

Compliance: Required as indicated, unless
accomplished previously.

To prevent fan blade failure that may result
in complete loss of power, accomplish the
following:

(a) For CFM56—3C—-1 model turbofan
engines:

(1) Prior to further flight, remove from
service stage 1 fan disk Part Number (P/N)
335-014-511-0 that have operated at
unrestricted CFM56-3C-1 thrust levels with
fan blade P/N’s 9527M99P08, 9527M99P09,
9527M99P10, 9527M99P11, or 1285M39P01
and replace with a serviceable fan disk.

(2) Prior to further flight, remove from
service stage 1 fan blade P/N’s 9527M99P08,
9527M99P09, 9527M99P10, 9527M99P11,
and 1285M39P01 that have operated at
unrestricted CFM56-3C-1 thrust levels and
replace with a serviceable fan blade.

(b) For CFM56-3C-1 model turbofan
engines equipped with fan blade P/N’s
9527M99P08, 9527M99P09, 9527M99P10,
9527M99P11, or 1285M39P01:

(1) Prior to further flight, for aircraft that
have not already complied with any of the
revision levels 3 through 10 of Boeing
Service Bulletin (SB) No. 737-71-1203,
incorporate the provisions of Boeing SB No.
737-71-1203, Revision 10, dated July 21,
1994, as described in item 11l titled,
“Accomplishment Instructions”, part V,
“Airplane Wiring Modification for Operation
at 22,000 Pounds Thrust Levels with two
CFM56-3C-1 Engines Installed.”

(2) Prior to further flight, revise the engine
limitations section of the Boeing 737-400
series Airplane Flight Manuals (AFM) by
adding the operational restrictions contained
in Appendix I. This may be accomplished by
inserting a copy of Appendix | of this AD in
the AFM.

(3) Operate engines at or below CFM56—
3B-2 thrust levels, or in accordance with the
limitations contained in Appendix | of this
AD.
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Appendix I—Operational Restrictions
Referenced in Paragraphs (b)(2) and
(b)3)

(a) Use of fan speed (N1) values for take-
off and maximum continuous thrust levels at
CFM56-3C-1 (23.5K) thrust levels are
restricted.

(b) The following limitations must be
observed for all CFM56-3C-1 (23.5K)
operations:

(1) Airport pressure altitude must be 2,500
feet or less for take-off.

(2) The auto-throttle must be OFF and the
thrust must be set manually for take-off.

(3) Both power management controls
(PMCs) must be operative for airplane
dispatch.

(4) Maximum take-off thrust for CFM56—
3C-1 (23.5K) rating must not be used above
5,000 feet pressure altitude, or the 5-minute
time limit, whichever occurs first.

(5) Maximum continuous or maximum
climb thrust for CFM56-3C-1 (23.5K) rating
must not be used above 10,000 feet pressure
altitude.

(6) LANDING:

(i) For landing at destination airport or for
less than maximum landing weight the
CFM56-3B-2 (22K) go-around rating should
be used.

(ii) Go-around at CFM56—3C-1 (23.5K)
rating should be used when returning to
departure airport or diverting in an
emergency situation providing airport
pressure altitude is 2,500 feet or less and the
landing weight is greater than maximum
landing weight.

End of Appendix |

(c) For CFM56-3C—1 model turbofan
engines equipped with fan blade P/N’s
9527M99P08, 9527M99P09, 9527M99P10,
9527M99P11, or 1285M39P01, install fan
blade P/N’s 1590M21P01, 1663M24P01,
1663M24P02, 1663M24P03, 1663M24P04, or
1663M24P05 in accordance with CFMI
CFM56-3/-3B/-3C SB No. 72-543, Revision
4, dated July 29, 1992, prior to August 30,
1997. The installation of new fan blades in
accordance with this paragraph constitutes
terminating action to the thrust level
limitations required by paragraph (b) of this
AD.

(d) For CFM56-3B-2 model turbofan
engines, Serial Number (S/N) 725101,
725102, 725103, 725104, 725105, 725107,
725108, 725141, and 725142:

(1) Prior to further flight, remove from
service stage 1 fan disk P/N 335-014-511-0
that have operated at unrestricted CFM56—
3C-1 thrust levels with fan blade P/N’s
9527M99P08, 9527M99P09, 9527M99P10,
9527M99P11, or 1285M39P01 and replace
with a serviceable fan disk.

(2) Prior to further flight, remove from
service stage 1 fan blade P/N’s 9527M99P08,
9527M99P09, 9257M99P10, 9257M99P11,
and 1285M39P01 that have operated at
unrestricted CFM56—3C-1 thrust levels and
replace with a serviceable fan blade.

Note 2: Ground running for maintenance
purposes should be conducted in accordance
with CFM56-3B-2 rating limitations.

(e) Fan disk removal, fan blade removal,
and airplane wiring modifications done in

accordance with AD 89-13-51 satisfies the
corresponding requirements of paragraphs
(@), (b), and (d) of this AD.

(f) For the purpose of this AD, unrestricted
CFM56-3C-1 thrust levels include operation
at either of the following:

(1) More than CFM56-3B-2 maximum
take-off thrust above 5,000 feet pressure
altitude.

(2) More than CFM56—-3B-2 maximum
continuous or maximum climb thrust above
10,000 feet pressure altitude.

(9) 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 3: Information concerning the
existence of approved alternative method of
compliance with this AD, if any, may be
obtained from the Engine Certification Office.

(h) Special flight permits may be issued in
accordance with sections 21.197 and 21.199
of the Federal Aviation Regulations (14 CFR
21.197 and 21.199) to operate the aircraft to
a location where the requirements of this AD
can be accomplished.

(i) The actions required by this AD shall be
done in accordance with the following SBs:

Revi-
Document No. Pages sion Date
B0EING SB NO. 737—71-1203 ....ciieiitiiiieetie et etee ettt et e e s be et e e sheeaabeeasee e beeshe e e bt e eabeebeeasbeeabeeembeenbeeanbeeseeeannes 1-35 10 | July 21, 1994.
Total pages: 35.
CFMI:
CFM56-3/-3B/-3C.
S I o R Y ST TP P TSP 1-26 4 | July 29, 1992
Total pages: 26.

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 Boeing Commercial Airplanes,
Publications Department, P.O. Box 3707,
Seattle, WA 98124-2207; telephone (206)
544-9058, fax (206) 544-9178; and CFM
International, Technical Publications
Department, 1 Neumann Way, Cincinnati,
OH 45215; telephone (513) 552-2981, fax
(513) 552-2816. 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.

(i) This amendment becomes effective on
January 29, 1997.

Issued in Burlington, Massachusetts, on
December 4, 1996.

James C. Jones,

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

[FR Doc. 96-32435 Filed 12—-27-96; 8:45 am]
BILLING CODE 4910-13-U

DEPARTMENT OF COMMERCE
Bureau of Export Administration

15 CFR Parts 730, 732, 734, 736, 738,
740, 742, 744, 748, 750, 768, 772, and
774

[Docket No. 960918265-6366—03]
RIN 0694—-AB09
Encryption Items Transferred From the

U.S. Munitions List to the Commerce
Control List

AGENCY: Bureau of Export
Administration, Commerce.
ACTION: Interim rule.

SUMMARY: This interim rule amends the
Export Administration Regulations
(EAR) by exercising jurisdiction over,
and imposing new combined national
security and foreign policy controls on,
certain encryption items that were on
the United States Munitions List,
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consistent with Executive Order 13026
and pursuant to the Presidential
Memorandum of that date, both issued
by President Clinton on November 15,
1996.

On October 1, 1996, the
Administration announced a plan to
make it easier for Americans to use
stronger encryption products to protect
their privacy, intellectual property and
other valuable information. The plan
envisions a worldwide key management
infrastructure with the use of key
escrow and key recovery encryption
items to promote electronic commerce
and secure communications while
protecting national security and public
safety. To provide for a transition period
for the development of this key
management infrastructure, this rule
permits the export and reexport of 56-
bit key length DES or equivalent
strength encryption items under the
authority of a License Exception, if an
exporter makes satisfactory
commitments to build and/or market
recoverable encryption items and to
help build the supporting international
infrastructure. This policy will apply to
hardware and software.

DATES: Effective Date: This rule is
effective December 30, 1996.

Comment Date: February 13, 1997.

ADDRESSES: Written comments (six
copies) should be sent to: Nancy Crowe,
Regulatory Policy Division, Bureau of
Export Administration, Department of
Commerce, 14th Street and
Pennsylvania Ave., N.W., Room 2705,
Washington, D.C. 20230.
FOR FURTHER INFORMATION CONTACT:
James A. Lewis, Office of Strategic
Trade and Foreign Policy Controls,
Telephone: (202) 482-0092.

SUPPLEMENTARY INFORMATION:
Background

Following upon the Administration’s
October 1 announcement, on November
15, 1996, the President issued the
Memorandum directing that all
encryption items controlled on the U.S.
Munitions List, except those specifically
designed, developed, configured,
adapted, or modified for military
applications, be transferred to the
Commerce Control List. The
Memorandum and Executive Order
13026 (November 15, 1996, 61 FR
58767) also set forth certain additional
provisions with respect to controls on
such encryption items to be imposed by
the Department of Commerce. The
Executive Order also provides for
appropriate controls on the export and
foreign dissemination of encryption
items controlled on the U.S. Munitions
List that are placed on the Commerce

Control List. In issuing the
Memorandum the President stated:

Encryption products, when used outside
the United States, can jeopardize our foreign
policy and national security interests.
Moreover, such products, when used by
international criminal organizations, can
threaten the safety of U.S. citizens here and
abroad, as well as the safety of the citizens
of other countries. The exportation of
encryption products must be controlled to
further U.S. foreign policy objectives, and
promote our national security, including the
protection of the safety of U.S. citizens
abroad.

This initiative will support the growth
of electronic commerce; increase the
security of the global information
infrastructure; protect privacy,
intellectual property and other valuable
information; and sustain the economic
competitiveness of U.S. encryption
product manufacturers during the
transition to a key management
infrastructure. Under this initiative,
non-recoverable encryption items up to
56-bit key length DES or equivalent
strength will be permitted for export
and reexport after a one-time review of
the strength of the item and if the
exporter makes satisfactory
commitments to build and/or market
recoverable encryption items, to support
an international key management
infrastructure. This policy will apply to
hardware and software and will last
through December 31, 1998.

The initiative addresses important
foreign policy and national security
concerns identified by the President.
Export controls on cryptographic items
are essential to controlling the spread
abroad of powerful encryption products
which could be harmful to critical U.S.
national security, foreign policy and law
enforcement interests. This initiative
will preserve such controls and foster
the development of a key management
infrastructure necessary to protect
important national security, foreign
policy and law enforcement concerns.

Encryption software can be used to
maintain the secrecy of information, and
thereby may be used by persons abroad
to harm national security, foreign policy
and law enforcement interests. As the
President indicated in E.O. 13026 and in
his Memorandum of November 15,
1996, export of encryption software, like
export of encryption hardware, is
controlled because of this functional
capacity to encrypt information on a
computer system, and not because of
any informational or theoretical value
that such software may reflect, contain,
or represent, or that its export may
convey to others abroad. For this reason,
export controls on encryption software

are distinguished from other software
regulated under the EAR.

The government recognizes that
several factors, including the
development of common international
encryption policies, the need for an
international key recovery
infrastructure, and technological
change, will influence market
development in key recovery products.
At the same time, the government is
committed to a two-year transition
period. The government will
continually evaluate progress towards
key recovery throughout and beyond the
two-year period and will tailor the
implementation of its policies in
consultation with the public.

This interim rule implements the
Administration’s policy on encryption
exports and reexports. This rule amends
the Export Administration Regulations
(EAR) by imposing national security and
foreign policy controls (“EI’ for
Encryption Items) on certain
information security systems and
equipment, cryptographic devices,
software and components specifically
designed or modified therefor, and
related technology (‘“‘encryption items’).
“Encryption items” subject to the EAR
do not include encryption items
specifically designed, developed,
configured, adapted or modified for
military applications (including
command, control and intelligence
applications). Such items remain on the
U.S. Munitions List, and continue to be
controlled by the Department of State,
Office of Defense Trade Controls. El
controls apply to encryption software
transferred from the U.S. Munitions List
to the Commerce Control List consistent
with E.O. 13026 of November 15, 1996
(61 FR 58767) and pursuant to the
Presidential Memorandum of the same
date.

This interim rule also amends the
Export Administration Regulations by
requiring a license for exports and
reexports to all destinations, except
Canada, of certain encryption items
controlled for El reasons. Except as
otherwise noted, applications will be
reviewed on a case-by-case basis by
BXA in conjunction with other agencies
to determine whether the export or
reexport is consistent with U.S. national
security and foreign policy interests.
Exporters should allow 40 days for the
processing of licenses, consistent with
E.O. 12981. The licensing policy is as
follows:

(1) Certain mass-market encryption
software. Certain encryption software
that was transferred from the U.S.
Munitions List to the Commerce Control
List consistent with E.O. 13026 of
November 15, 1996 (61 FR 58767) and



68574 Federal Register / Vol. 61, No. 251 / Monday, December 30, 1996 / Rules and Regulations

pursuant to the Presidential
Memorandum of that date may be
released from “EI’’ controls and thereby
made eligible for mass market treatment
after a one-time BXA review. To
determine eligibility for mass market
treatment, exporters must submit a
classification request to BXA. 40-bit
mass market encryption software may
be eligible for a 7-day review process,
and company proprietary software may
be eligible for 15-day processing. See
new Supplement No. 6 to part 742 and
§ 748.3(b)(3) for additional information.
Note that the one-time review is for a
determination to release encryption
software in object code only. Exporters
requesting release of the source code
should refer to paragraph (b)(3)(v)(E) of
Supplement No. 6 to part 742. If, after

a one-time review, BXA determines that
the software is released from EIl controls,
such software is eligible for all
provisions of the EAR applicable to
other software, such as License
Exception TSU for mass-market
software. If BXA determines that the
software is not released from El
controls, a license is required for export
and reexport to all destinations, except
Canada, and license applications will be
considered on a case-by-case basis.

(2) Key Escrow, Key Recovery and
Recoverable encryption software and
commodities. Recovery encryption
software and equipment controlled for
El reasons under ECCN 5D002 or under
ECCN 5A002, including encryption
equipment designed or modified to use
recovery encryption software, may be
made eligible for License Exception KMI
after a one-time BXA review. License
Exception KMI is available for all
destinations except Cuba, Iran, Iraq,
Libya, North Korea, Syria and Sudan. To
determine eligibility, exporters must
submit a classification request to BXA.
Requests for one-time review of key
escrow and key recovery encryption
products will receive favorable
consideration provided that, prior to the
export or reexport, a key recovery agent
satisfactory to BXA has been identified
(refer to new Supplement No. 5 to part
742) and security policies for
safeguarding the key(s) or other
material/information required to
decrypt ciphertext as described in
Supplement No. 5 to part 742 are
established to the satisfaction of BXA
and are maintained after export or
reexport as required by the EAR. If the
exporter or reexporter intends to be the
key recovery agent, then the exporter or
reexporter must meet all of the
requirements of a key recovery agent
identified in Supplement No. 5 to part
742. In addition, the key escrow or key

recovery system must meet the criteria
identified in Supplement No. 4 to part
742. Note that eligibility is dependent
on continued fulfilment of the
requirements of a key recovery agent
identified in Supplement No. 5 to part
742. Since the establishment of a key
management infrastructure and key
recovery agents may take some time,
BXA will, while the infrastructure is
being built, consider exports of key
recovery encryption products which
facilitate establishment of the key
management infrastructure before a key
recovery agent is named, consistent
with national security and foreign
policy. When BXA approves such cases,
exporters of products described in
Supplement No. 4 to part 742 are
required to furnish the name of an agent
by December 31, 1998. Requests for one-
time review of recoverable products
which allow government officials to
obtain, under proper legal authority and
without the cooperation or knowledge
of the user, the plaintext of the
encrypted data and communications
will also receive favorable
consideration.

(3) Non-recovery encryption items up
to 56-bit key length DES or equivalent
strength supported by a satisfactory
business and marketing plan for
exporting recoverable items and
services. Manufacturers of non-recovery
encryption items up to 56-bit key length
DES or equivalent strength will be
permitted to export and reexport under
the authority of License Exception KMI,
provided that the requirements and
conditions of the License Exception are
met. Exporters must submit a
classification request for an initial BXA
review of the item and a satisfactory
business and marketing plan that
explains in detail the steps the applicant
will take during the two-year transition
period beginning January 1, 1997 to
develop, produce, and/or market
encryption items and services with
recoverable features. Producers would
commit to produce key recovery
products. Others would commit to
incorporate such products into their
own products or services. Plans will be
evaluated in consideration of good faith
efforts by the exporter to promote key
recovery products and infrastructure.
Such efforts can include: the scale of
key recovery research and development,
product development, and marketing
plans; significant steps to reflect
potential customer demand for key
recovery products in the firm’s
encryption-related business; and how
soon a key recovery agent will be
identified. Note that BXA will accept
requests for classification of non-

recoverable encryption items up to 56-
bit key length DES or equivalent
strength under this paragraph from
distributors, re-sellers, integrators, and
other entities that are not manufacturers
of the encryption items. The use of
License Exception KMI is not automatic;
eligibility must be renewed every six
months. Renewal after each six-month
period will depend on the applicant’s
adherence to explicit benchmarks and
milestones as set forth in the plan
approved with the initial classification
request and amendments as approved
by BXA. This relaxation of controls and
use of License Exception KMI will last
through December 31, 1998. The plan
submitted with classification requests
for the export of non-recoverable
encryption items up to 56-bit key length
DES or equivalent strength must include
the elements in new Supplement No. 7
to part 742. Note that distributors, re-
sellers, integrators, and other entities
that are not manufacturers of the
encryption items are permitted to use
License Exception KMI for exports and
reexports of such items only in
instances where a classification has
been granted to the manufacturer of the
encryption items. The authority to so
export or reexport will be for a time
period ending on the same day the
producer’s authority to export or
reexport ends.

Exporters authorized to export 56-bit
DES or equivalent strength non-key
recovery products in exchange for
commitments to key recovery will be
allowed to service and support the
customers of those products during and
after the two-year period. Support and
service includes maintenance or
replacement of products to correct
defects or maintain existing
functionality. It also includes upgrades
that do not increase the strength of the
encryption in the product.

Exporters authorized to export 56-bit
DES or equivalent strength non-key
recovery products during the interim
period may also export under a license
additional quantities of those 56-bit DES
or equivalent strength non-key recovery
products after the two-year period to
existing customers. Such sales may be
made to the customers of any exporter
that was authorized to export such
products in exchange for key recovery
commitments during the two-year
period. The additional quantities sold
may not be disproportionate to the
customer’s embedded base.

(4) All other encryption items—(i)
Encryption licensing arrangement. This
is intended to continue without change
the regulatory treatment of the
distribution and warehouse
arrangements currently permitted under
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the International Traffic in Arms
Regulations. Applicants may submit
license applications for exports and
reexports of certain encryption
commodities and software in unlimited
quantities for all destinations except
Cuba, Iran, Iraq, Libya, North Korea,
Syria, and Sudan. Applications will be
reviewed on a case-by-case basis.
Encryption licensing arrangements may
be approved with extended validity
periods specified by the applicant in
block #24 on Form BXA-748P. In
addition, the applicant must specify the
sales territory and classes of end-users.
Such licenses may require the license
holder to report to BXA certain
information such as item description,
guantity, value, and end-user name and
address.

(i) Applications for encryption items
not authorized under an encryption
licensing arrangement. Applications for
the export and reexport of all other
encryption items will be considered on
a case-by-case basis.

(5) Applications for encryption
technology. Applications for the export
and reexport of encryption technology
will be considered on a case-by-case
basis.

Note that all “EI’’ encryption items
are not subject to any mandatory foreign
availability procedures of the EAA or
the EAR. In section 1(a) of Executive
Order 13026, the President states:

| have determined that the export of
encryption products described in this section
may harm national security and foreign
policy interests even where comparable
products are or appear to be available from
sources outside the United States, and that
facts and questions concerning the foreign
availability of such encryption products
cannot be subject to public disclosure or
judicial review without revealing or
implicating classified information that could
harm United States national security and
foreign policy interests. Accordingly, section
4(c) and 6(h)(2)—(4) of the Export
Administration Act of 1979 (“the EAA™)
* * *_all other analogous provisions of the
EAA relating to foreign availability, and the
regulations in the EAR relating to such EAA
provisions, shall not be applicable with
respect to export controls on such encryption
products.

This interim rule amends part 768,
Foreign Availability, to make clear that
the provisions of that part do not apply
to encryption items transferred to the
Commerce Control List.

This interim rule also amends part
734 to exclude encryption items
transferred from the U.S. Munitions List
to the Commerce Control List consistent
with E.O. 13026 (61 FR 58767,
November 15, 1996) and pursuant to the
Presidential Memorandum of that date
from the de minimis provisions for

items exported from abroad. This rule
also amends part 734 of the EAR to
reflect that encryption software
controlled for El reasons under ECCN
5D002 that has been transferred to the
Department of Commerce from the
Department of State by Presidential
Memorandum will be subject to the EAR
even when publicly available. A printed
book or other printed material setting
forth encryption source code is not itself
subject to the EAR (see § 734.3(b)(2)).
However, notwithstanding 8§ 734.3(b)(2),
encryption source code in electronic
form or media (e.g., computer diskette
or CD ROM) remains subject to the EAR
(see § 734.3(b)(3)). The administration
continues to review whether and to
what extent scannable encryption
source or object code in printed form
should be subject to the EAR and
reserves the option to impose export
controls on such software for national
security and foreign policy reasons.
Note that there is a new definition of
“export of encryption source code and
object code software” (see § 734.2(b)(9)).

This rule creates a new License
Exception KMI for exports of certain
encryption software and equipment.
This rule also amends part 740 and
Supplement No. 2 to part 774 to reflect
that encryption software will not be
eligible for ““mass market’ treatment
under the General Software Note or for
export as beta-test software under
License Exception BETA unless released
from EI controls through a one-time
BXA review (refer to new Supplement
No. 6 to part 742). Encryption items
transferred from the USML to the CCL
prior to November 15, 1996 are not
controlled for El reasons. Note that
License Exception TMP is available for
temporary exports and reexports of
encryption items except under the
provisions for beta-test software.
License Exceptions TMP and BAG
effectively replace the Department of
State’s personal use exemption.
Software and technology that was
controlled by the Department of
Commerce prior to December 30, 1996
are not affected by this rule and will
continue to be eligible for the publicly
available treatment. Software controlled
by the Department of Commerce prior to
December 30, 1996 will continue to be
eligible for mass market treatment under
the General Software Note, and License
Exception TSU for mass-market
software.

For purposes of this rule, “‘recovery
encryption products” refers to
encryption products (including
software) that allow government
officials to obtain under proper legal
authority and without the cooperation
or knowledge of the user, the plaintext

of encrypted data and communications.
Such products fulfill the objectives of
the Administration’s encryption policy.
Other approaches to access and recovery
may be defined in the future.

This interim rule also amends part
742 to reflect the new combined
national security and foreign policy
controls imposed by this rule, and adds
a new Supplement No. 4 titled “Key
Escrow or Key Recovery Products
Criteria” that includes product criteria,
a new Supplement No. 5 titled “Key
Escrow or Key Recovery Agent Criteria,
Security Policies, and Key Escrow or
Key Recovery Procedures’ that includes
interim requirements for key recovery
agents, a new Supplement No. 6 titled
“*Guidelines for Submitting a
Classification Request for a Mass Market
Software Product that contains
Encryption” that includes the criteria
for the one-time review of classification
requests for release of certain encryption
software from El controls, and a new
Supplement No. 7 titled “Review
Criteria for Exporter Key Escrow or Key
Recovery Development Plans.”

This interim rule also amends part
744 to add a general prohibition in
§744.9 with respect to technical
assistance in the development or
manufacture abroad of encryption
commodities and software controlled for
El reasons and makes conforming
changes throughout the EAR.

This interim rule makes conforming
changes in part 748 for classification
requests, amends part 750 of the EAR to
reflect the Department of Justice role in
the review of encryption license
applications, adds new definitions to
part 772, and amends the Commerce
Control List (Supplement No. 1 to part
774) by adding new EI controls under
ECCNs 5A002, 5D002, and 5E002 for
commodities, software and technology
that are placed under Commerce
Department jurisdiction, consistent with
E.O. 13026, by Presidential
Memorandum.

In certain cases, semiannual reporting
requirements on quantities shipped and
country of destination will be imposed
on exporters, in order to allow the
United States to fulfill the reporting
requirements of its international
obligations, such as the Wassenaar
Arrangement.

The scope of controls on the release
to foreign nationals of technology and
software subject to the EAR may be
amended in a separate Federal Register
Notice.

This rule involves no new curtailment
of exports, because the transfer or
removal of items from the United States
Munitions List to the CCL maintains a
continuity of controls. Therefore, the
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provisions regarding the impact of new
controls do not apply, and contract
sanctity also does not apply to this
imposition of controls.

U.S. persons holding valid USML
licenses and other approvals issued by
the Department of State prior to
December 30, 1996 may ship remaining
balances authorized by such licenses or
approvals under the authority of the
EAR by filing Shippers Export
Declarations (SEDs) with District
Directors of Customs, citing this Federal
Register Notice and the State
Department license number. Such
shipments shall be in accordance with
the terms and conditions, including the
expiration date, existing at the time of
issuance of the State license. Any
reports required for distribution and
other types of agreements previously
authorized by the Department of State,
valid at the time of this publication,
should be henceforth submitted to the
Department of Commerce. Actions
pending at the Department of State on
December 30, 1996, including pending
license applications, must be refiled
with the Department of Commerce.
Export violations, including the terms
and conditions of export, shall hereafter
constitute a violation of the EAR.

Consistent with the provisions of
section 6 of the Export Administration
Act, a foreign policy report was
submitted to Congress on December 24,
1996, notifying the Congress of the
Department’s intention to impose
controls on certain information security
systems and equipment, cryptographic
devices, software and components
specifically designed or modified
therefor, and related technology that
will be controlled on the CCL and that
will be subject to new control
procedures.

Although the Export Administration
Act (EAA) expired on August 20, 1994,
the President invoked the International
Emergency Economic Powers Act and
continued in effect, to the extent
permitted by law, the provisions of the
EAA and the EAR in Executive Order
12924 of August 19, 1994, notice of
August 15, 1995 (60 FR 42767), and
notice of August 14, 1996 (60 FR 42527).

Rulemaking Requirements

1. This interim rule has been
determined to be significant for
purposes of E.O. 12866. A cost benefit
analysis has been prepared and is
available upon request by contacting
James A. Lewis at (202) 482-0092.

2. Notwithstanding any other
provision of law, no person is required
to respond to, nor shall any person be
subject to a penalty for failure to comply
with a collection of information, subject

to the requirements of the Paperwork
Reduction Act (PRA), unless that
collection of information displays a
currently valid OMB Control Number.
This rule involves collections of
information subject to the Paperwork
Reduction Act of 1995 (44 U.S.C. 3501
et seq.). These collections have been
approved by the Office of Management
and Budget under control numbers
0694-0048 and 0694—-0088. This rule
also contains a new collection-of-
information requirement subject to the
PRA that has received emergency
approval under OMB control number
0694-0104. The new information
requirement and estimated public
burden hours include: marketing plans
(40 hours each); semiannual progress
reports (8 hours each); safeguard
procedures (4 hours); recordkeeping (2
hours); and annual reports (4 hours).
These estimates include the time for
reviewing instructions, searching
existing data sources, gathering and
maintaining the data needed, and
completing and reviewing the
collections of information. Send
comments regarding these burden
estimates or any other aspect of these
collections of information, including
suggestions for reducing the burden, to
OMB Desk Officer, New Executive
Office Building, Washington, DC 20503.

3. This rule does not contain policies
with Federalism implications sufficient
to warrant preparation of a Federalism
assessment under Executive Order
12612.

4. The provisions of the
Administrative Procedure Act (5 U.S.C.
553) requiring notice of proposed
rulemaking, the opportunity for public
participation, and a delay in effective
date, are inapplicable because this
regulation involves a military and
foreign affairs function of the United
States (Sec. 5 U.S.C. 553(a)(1)). Further,
no other law requires that a notice of
proposed rulemaking and an
opportunity for public comment be
given for this interim rule. Because a
notice of proposed rulemaking and an
opportunity for public comment are not
required to be given for this rule under
5 U.S.C. or by any other law, the
requirements of the Regulatory
Flexibility Act (5 U.S.C. 601 et seq.) are
not applicable.

However, because of the importance
of the issues raised by these regulations,
this rule is issued in interim form and
comments will be considered in the
development of final regulations.
Accordingly, the Department
encourages interested persons who wish
to comment to do so at the earliest
possible time to permit the fullest
consideration of their views.

The period for submission of
comments will close February 13, 1997.
The Department will consider all
comments received before the close of
the comment period in developing final
regulations. Comments received after
the end of the comment period will be
considered if possible, but their
consideration cannot be assured. The
Department will not accept public
comments accompanied by a request
that a part or all of the material be
treated confidentially because of its
business proprietary nature or for any
other reason. The Department will
return such comments and materials to
the person submitting the comments
and will not consider them in the
development of final regulations. All
public comments on these regulations
will be a matter of public record and
will be available for public inspection
and copying. In the interest of accuracy
and completeness, the Department
requires comments in written form.

Oral comments must be followed by
written memoranda, which will also be
a matter of public record and will be
available for public review and copying.
Communications from agencies of the
United States Government or foreign
governments will not be made available
for public inspection.

The public record concerning these
regulations will be maintained in the
Bureau of Export Administration
Freedom of Information Records
Inspection Facility, Room 4525,
Department of Commerce, 14th Street
and Pennsylvania Avenue, N.W.,
Washington, D.C. 20230. Records in this
facility, including written public
comments and memoranda
summarizing the substance of oral
communications, may be inspected and
copied in accordance with regulations
published in Part 4 of Title 15 of the
Code of Federal Regulations.
Information about the inspection and
copying of records at the facility may be
obtained from Margaret Cornejo, Bureau
of Export Administration Freedom of
Information Officer, at the above
address or by calling (202) 482-5653.

This rule has been determined to be
a major rule as defined in 5 U.S.C.
§804(2) for purposes of Congressional
review under 5 U.S.C. ch. 8.
Notwithstanding 5 U.S.C. § 801(a)(3),
this rule is effective December 30, 1996
pursuant to authority at 5 U.S.C.
§808(2) as there is good cause to waive
the requirement to provide notice and
public procedure thereon. This action
implements an Administration initiative
that is intended to protect the national
security and foreign policy interests of
the United States and streamlines export
controls for encryption items. Therefore,
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notice and public procedure that would
delay implementation of this rule is
contrary to the public interest.

List of Subjects
15 CFR Part 730

Administrative practice and
procedure, Advisory committees,
Exports, Foreign trade, Reporting and
recordkeeping requirements, Strategic
and critical materials.

15 CFR Parts 732, 740, 748, 750, and
768

Administrative practice and
procedure, Exports, Foreign trade,
Reporting and Record keeping
requirements.

15 CFR Part 734

Administrative practice and
procedure, Exports, Foreign trade.

15 CFR Parts 736, 738, 742, 772, and
774

Exports, Foreign trade.
15 CFR Part 744

Exports, Foreign trade, Reporting and
Recordkeeping requirements.

Accordingly, parts 730, 732, 734, 736,
738, 740, 742, 744, 748, 750, 768, 772,
and 774 of the Export Administration
Regulations (15 CFR Parts 730-799) are
amended as follows:

1. The authority citation for 15 CFR
part 730 is revised to read as follows:

Authority: 50 U.S.C. app. 2401 et seq.; 50
U.S.C. 1701 et seq.; 10 U.S.C. 7420; 10 U.S.C.
7430(e); 18 U.S.C. 2510 et seq.; 22 U.S.C.
287c; 22 U.S.C. 3201 et seq.; 22 U.S.C. 6004;
Sec. 201, Pub. L. 104-58, 109 Stat. 557 (30
U.S.C. 185(s)); 30 U.S.C. 185(u); 42 U.S.C.
2139a; 42 U.S.C. 6212; 43 U.S.C. 1354; 46
U.S.C. app. 466¢; 50 U.S.C. app. 5; E.O.
12924, 59 FR 43437, 3 CFR, 1994 Comp., p.
917; E.O. 11912, 41 FR 15825, 3 CFR, 1976
Comp., p. 114; E.O. 12002, 42 FR 35623, 3
CFR, 1977 Comp., p.133; E.O. 12058, 43 FR
20947, 3 CFR, 1978 Comp., p. 179; E.O.
12214, 45 FR 29783, 3 CFR, 1980 Comp., p.
256; E.O. 12851, 58 FR 33181, 3 CFR, 1993
Comp., p. 608; E.O. 12867, 58 FR 51747, 3
CFR, 1993 Comp., p. 649; E.O. 12918, 59 FR
28205, 3 CFR, 1994 Comp., p. 899; E.O.
12924, 59 FR 43437, 3 CFR, 1994 Comp., p.
917; E.O. 12938, 59 FR 59099, 3 CFR, 1994
Comp., p. 950; Executive Order 13026
(November 15, 1996, 61 FR 58767); Notice of
August 15, 1995 (60 FR 42767, August 17,
1995); and Notice of August 14, 1996 (61 FR
42527); E.O. 12981 (60 FR 62981).

2. The authority citation for 15 CFR
parts 732, 736, 740, 748, 768, and 772
is revised to read as follows:

Authority: 50 U.S.C. app. 2401 et seq.; 50
U.S.C. 1701 et seq.; E.O. 12924, 59 FR 43437,
3 CFR, 1994 Comp., p. 917; Executive Order
13026 (November 15, 1996, 61 FR 58767)
Notice of August 15, 1995 (60 FR 42767,

August 17, 1995); and Notice of August 14,
1996 (61 FR 42527).

3. The authority citation for 15 CFR
part 734 is revised to read as follows:

Authority: 50 U.S.C. app. 2401 et seq.; 50
U.S.C. 1701 et seq.; E.O. 12924, 59 FR 43437,
3 CFR, 1994 Comp., p. 917; E.O. 12938, 59
FR 59099, 3 CFR, 1994 Comp., p. 950;
Executive Order 13026 (November 15, 1996,
61 FR 58767); Notice of August 15, 1995 (60
FR 42767, August 17, 1995); and Notice of
August 14, 1996 (61 FR 42527).

4. The authority citation for 15 CFR
parts 738 and 774 is revised to read as
follows:

Authority: 50 U.S.C. app. 2401 et seq.; 50
U.S.C. 1701 et seq.; 10 U.S.C. 7420; 10 U.S.C.
7430(e); 18 U.S.C. 2510 et seq.; 22 U.S.C.
287c; 22 U.S.C. 3201 et seq.; 22 U.S.C. 6004;
Sec. 201, Pub. L. 104-58, 109 Stat. 557 (30
U.S.C. 185(s)); 30 U.S.C. 185(u); 42 U.S.C.
2139a; 42 U.S.C. 6212; 43 U.S.C. 1354, 46
U.S.C. app. 466¢; 50 U.S.C. app. 5; E.O.
12924, 59 FR 43437, 3 CFR, 1994 Comp., p.
917; Executive Order 13026 (November 15,
1996, 61 FR 58767); Notice of August 15,
1995 (60 FR 42767, August 17, 1995); and
Notice of August 14, 1996 (61 FR 42527).

5. The authority citation for 15 CFR
part 742 is revised to read as follows:

Authority: 50 U.S.C. app. 2401 et seq.; 50
U.S.C. 1701 et seq.; 18 U.S.C. 2510 et seq.;
22 U.S.C. 3201 et seq.; 42 U.S.C. 2139a; E.O.
12058, 43 FR 20947, 3 CFR, 1978 Comp., p.
179; E.O. 12851, 58 FR 33181, 3 CFR, 1993
Comp., p. 608; E.O. 12924, 59 FR 43437, 3
CFR, 1994 Comp., p. 917; E.O. 12938, 59 FR
59099, 3 CFR, 1994 Comp., p. 950; Executive
Order 13026 (November 15, 1996, 61 FR
58767); Notice of August 15, 1995 (60 FR
42767, August 17, 1995); and Notice of
August 14, 1996 (61 FR 42527).

6. The authority citation for 15 CFR
part 744 is revised to read as follows:

Authority: 50 U.S.C. app. 2401 et seq.; 50
U.S.C. 1701 et seq.; 22 U.S.C. 3201 et seq.;
42 U.S.C. 2139a; E.O. 12058, 43 FR 20947, 3
CFR, 1978 Comp., p. 179; E.O. 12851, 58 FR
33181, 3 CFR, 1993 Comp., p. 608; E.O.
12924, 59 FR 43437, 3 CFR, 1994 Comp., p.
917; E.O. 12938, 59 FR 59099, 3 CFR, 1994
Comp., p. 950; Notice of August 15, 1995 (60
FR 42767, August 17, 1995); and Notice of
August 14, 1996 (61 FR 42527).

7. The authority citation for 15 CFR
part 750 is revised to read as follows:

Authority: 50 U.S.C. app. 2401 et seq.; 50
U.S.C. 1701 et seq.; E.O. 12924, 59 FR 43437,
3 CFR, 1994 Comp., p. 917; Executive Order
13026 (November 15, 1996, 61 FR 58767);
Notice of August 15, 1995 (60 FR 42767,
August 17, 1995); E.O. 12981, 60 FR 62981;

and Notice of August 14, 1996 (61 FR 42527).

PART 730—[AMENDED]

8. Section 730.5 is amended by
adding a new sentence to the end of
paragraph (d) to read as follows:

§730.5 Coverage of more than exports.
* * * * *

(d) * * * The EAR also restrict
technical assistance by U.S. persons
with respect to encryption commodities
or software.

PART 732—[AMENDED]

9. Section 732.2 is amended by
adding two new sentences at the end of
the introductory text to paragraph (b)
and by adding two new sentences at the
end of the introductory text to
paragraph (d) to read as follows:

§732.2 Steps regarding scope of the EAR.
* * * * *

(b) * * * Note that encryption
software controlled for El reasons under
ECCN 5D002 on the Commerce Control
List (refer to Supplement No.1 to Part
774 of the EAR) shall be subject to the
EAR even if publicly available.
Accordingly, the provisions of the EAR
concerning the public availability of
items are not applicable to encryption
items controlled for “EI"’ reasons under
ECCN 5D002.

* * * * *

(d) * * * Note that encryption items
controlled for El reasons under ECCN
5A002 or ECCN 5D002 on the
Commerce Control List (refer to
Supplement No.1 to Part 774 of the
EAR) shall be subject to the EAR even
if they incorporate less than the de
minimis level of U.S. content.
Accordingly, the provisions of the EAR
concerning de minimis levels are not
applicable to encryption items
controlled for “EI’’ reasons under ECCN
5A002, ECCN 5D002, or ECCN 5E002.
* * * * *

10. Section 732.3 is amended by
adding two new sentences to the end of
paragraph (e)(2) to read as follows:

§732.2 Steps regarding the ten general
prohibitions.
* * * * *

(e) Step 10: Foreign-made items
incorporating U.S.-origin items and the
de minimis rule. * * *

(2) * * * Note that encryption items
controlled for El reasons under ECCN
5A002 or ECCN 5D002 on the
Commerce Control List (refer to
Supplement No.1 to Part 774 of the
EAR) shall be subject to the EAR even
if they incorporate less than the de
minimis level of U.S. content.
Accordingly, the provisions of the EAR
concerning de minimis levels are not
applicable to encryption items
controlled for “EI’’ reasons under ECCN
5A002, ECCN 5D002, or ECCN 5E002.

PART 734—[AMENDED]

11. Section 734.2 is amended by
revising paragraphs (b)(1) and (b)(2)
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introductory text and by adding a new
paragraph (b)(9) to read as follows:

§734.2 Important EAR terms and
principles.
* * * * *

(b) Export and reexport—(1)
Definition of export. “Export’” means an
actual shipment or transmission of
items subject to the EAR out of the
United States, or release of technology
or software subject to the EAR to a
foreign national in the United States, as
described in paragraph (b)(2)(ii) of this
section. See part 772 of the EAR for the
definition that applies to exports of
satellites subject to the EAR. See
paragraph (b)(9) of this section for the
definition that applies to exports of
encryption source code and object code
software subject to the EAR.

(2) Export of technology or software.
(See paragraph (b)(9) for provisions that
apply to encryption source code and
object code software.) “Export” of
technology or software, excluding
encryption software subject to “EI”
controls, includes:

* * * * *

(9) Export of encryption source code
and object code software. (i) For
purposes of the EAR, the export of
encryption source code and object code
software means:

(A) An actual shipment, transfer, or
transmission out of the United States
(see also paragraph (b)(9)(ii) of this
section); or

(B) A transfer of such software in the
United States to an embassy or affiliate
of a foreign country.

(ii) The export of encryption source
code and object code software
controlled for El reasons under ECCN
5D002 on the Commerce Control List
(see Supplement No. 1 to part 774 of the
EAR) includes downloading, or causing
the downloading of, such software to
locations (including electronic bulletin
boards, Internet file transfer protocol,
and World Wide Web sites) outside the
U.S., or making such software available
for transfer outside the United States,
over wire, cable, radio, electromagnetic,
photooptical, photoelectric or other
comparable communications facilities
accessible to persons outside the United
States, including transfers from
electronic bulletin boards, Internet file
transfer protocol and World Wide Web
sites, unless the person making the
software available takes precautions
adequate to prevent unauthorized
transfer of such code outside the United
States. Such precautions shall include:

(A) Ensuring that the facility from
which the software is available controls
the access to and transfers of such
software through such measures as:

(1) The access control system, either
through automated means or human
intervention, checks the address of
every system requesting or receiving a
transfer and verifies that such systems
are located within the United States;

(2) The access control system,
provides every requesting or receiving
party with notice that the transfer
includes or would include
cryptographic software subject to export
controls under the Export
Administration Act, and that anyone
receiving such a transfer cannot export
the software without a license; and

(3) Every party requesting or receiving
a transfer of such software must
acknowledge affirmatively that he or she
understands that the cryptographic
software is subject to export controls
under the Export Administration Act
and that anyone receiving the transfer
cannot export the software without a
license; or

(B) Taking other precautions,
approved in writing by the Bureau of
Export Administration, to prevent
transfer of such software outside the
U.S. without a license.

12. Section 734.3 is amended by
revising paragraph (b)(3) and by adding
a note to paragraphs (b)(2) and (b)(3) to
read as follows:

§734.3 Items subject to the EAR.
* * * *
(b) * X *

(3) Publicly available technology and
software, except software controlled for
El reasons under ECCN 5D002 on the
Commerce Control List, that:

(i) Are already published or will be
published as described in § 734.7 of this
part;

(ii) Arise during, or result from,
fundamental research, as described in
§734.8 of this part;

(iii) Are educational, as described in
§734.9 of this part;

(iv) Are included in certain patent
applications, as described in § 734.10 of
this part.

Note to paragraphs (b)(2) and (b)(3) of this
section: A printed book or other printed
material setting forth encryption source code
is not itself subject to the EAR (see
§734.3(b)(2)). However, notwithstanding
§734.3(b)(2), encryption source code in
electronic form or media (e.g., computer
diskette or CD ROM) remains subject to the
EAR (see §734.3(b)(3)).

13. Section 734.4 is amended by
revising paragraph (b) and revising
paragraph (h) to read as follows:

8734.4 De minimis U.S. content.
* * * * *

(b) There is no de minimis level for
the reexport of foreign-origin items that
incorporate the following:

(1) Items controlled by ECCN
9A004.a; or

(2) “Information security’” systems
and equipment, cryptographic devices,
software and components specifically
designed or modified therefor, and
related technology controlled for “EI”
reasons under ECCN, 5A002 ECCN
5D002, and 5E002. Certain mass market
encryption software may become
eligible for de minimis only after a one-
time BXA review (refer to
§742.15(b)(2)).

*

* * * *

(h) Notwithstanding the provisions of
paragraphs (c) and (d) of this section,
U.S.-origin technology controlled by
ECCN 9E003a.1 through a.12, and .f, and
related controls, and encryption
software controlled for “EI”’ reasons
under ECCN 5D002 or encryption
technology controlled for “EI’’ reasons
under ECCN 5E002 do not lose their
U.S.-origin when redrawn, used,
consulted, or otherwise commingled
abroad in any respect with other
software or technology of any other
origin. Therefore, any subsequent or
similar software or technology prepared
or engineered abroad for the design,
construction, operation, or maintenance
of any plant or equipment, or part
thereof, which is based on or uses any
such U.S.-origin software or technology
is subject to the EAR.

14. Section 734.5 is amended by
adding paragraph (c) to read as follows:

§734.5 Activities of U.S. and foreign
persons subject to the EAR.

* * * * *

(c) Technical assistance by U.S.
persons with respect to encryption
commodities or software as described in
§744.9 of the EAR.

15. Section 734.7 is amended by
revising paragraph (b) and by adding
paragraph (c) to read as follows:

8§734.7 Published information and
software.
* * * * *

(b) Software and information is
published when it is available for
general distribution either for free or at
a price that does not exceed the cost of
reproduction and distribution. See
Supplement No. 1 to this part,
Questions G(1) through G(3).

(c) Notwithstanding paragraphs (a)
and (b) of this section, note that
encryption software controlled under
ECCN 5DO002 for “EI”’ reasons on the
Commerce Control List (refer to
Supplement No. 1 to part 774 of the
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EAR) remains subject to the EAR even
when publicly available.

16. Section 734.8 is amended by
adding a sentence to the end of
paragraph (a) to read as follows:

§734.8 Information resulting from
fundamental research.

(@ * * * Note that the provisions of
this section do not apply to encryption
software controlled under ECCN 5D002
for “EI’” reasons on the Commerce
Control List (refer to Supplement No. 1
to part 774 of the EAR).

* * * * *

17. Section 734.9 is revised to read as
follows:

§734.9 Educational information.

“Educational information” referred to
in §734.3(b)(3)(iii) of this part is not
subject to the EAR if it is released by
instruction in catalog courses and
associated teaching laboratories of
academic institutions. Dissertation
research is discussed in § 734.8(b) of
this part. (Refer to Supplement No. 1 to
this part, Question C(1) through C(6)).
Note that the provisions of this section
do not apply to encryption software
controlled under ECCN 5D002 for “EI”
reasons on the Commerce Control List
(refer to Supplement No. 1 to part 774
of the EAR).

18. Supplement No.1 to Part 734 is
amended by revising the introductory
paragraph to read as follows:

Supplement No. 1 to Part 734—
Questions and Answers—Technology
and Software Subject to the EAR

This Supplement No. 1 contains
explanatory questions and answers
relating to technology and software that
is subject to the EAR. It is intended to
give the public guidance in
understanding how BXA interprets this
part, but is only illustrative, not
comprehensive. In addition, facts or
circumstances that differ in any material
way from those set forth in the
questions or answers will be considered
under the applicable provisions of the
EAR. Exporters should note that the
provisions of this supplement do not
apply to encryption software (including
source code) transferred from the U.S.
Munitions List to the Commerce Control
List consistent with E.O. 13026 of
November 15, 1996 (61 FR 58767) and
pursuant to the Presidential
Memorandum of that date. See § 742.15
of the EAR. This Supplement is divided
into nine sections according to topic as
follows:

* * * * *

PART 736—[AMENDED]

19. Section 736.2 is amended by
revising paragraph (b)(7) to read as
follows:

§736.2 General prohibitions and
determination of applicability.
* * * * *

(7) General Prohibition Seven—
Support of Certain Activities by U.S.
persons—(i) Support of Proliferation
Activities (U.S. Person Proliferation
Activity). If you are a U.S. Person as that
term is defined in § 744.6(c) of the EAR,
you may not engage in any activities
prohibited by § 744.6 (a) or (b) of the
EAR which prohibits the performance,
without a license from BXA, of certain
financing, contracting, service, support,
transportation, freight forwarding, or
employment that you know will assist
in certain proliferation activities
described further in part 744 of the EAR.
There are no License Exceptions to this
General Prohibition Seven in part 740 of
the EAR unless specifically authorized
in that part.

(i) You may not, without a license
from BXA, provide certain technical
assistance to foreign persons with
respect to encryption items, as
described in § 744.9 of the EAR.

* * * * *

PART 738—[AMENDED]

§738.2 [Amended]

20. Section 738.2 is amended by
adding “El Encryption Items” in
alphabetical order to the list of Reasons
for Control in paragraph (d)(2)(i)(A).

PART 740—[AMENDED]

21. Part 740 is amended by
redesignating §8 740.8 through 740.15 as
8§ 740.9 through 740.16 and by adding
a new §740.8 to read as follows:

§740.8 Key management infrastructure.

(a) Scope. License Exception KMI
authorizes the export and reexport of
certain encryption software and
equipment.

(b) Eligible software and equipment—
(1) Recovery encryption items. Eligible
items are recovery encryption software
and equipment controlled under ECCNs
5D002 or 5A002 made eligible as a
result of a one-time BXA review. You
may initiate this review by submitting a
classification request for your product
in accordance with paragraph (d)(1) of
this section.

(2) Non-recoverable encryption items.
Eligible items are 56-bit DES or
equivalent strength non-key recovery
software and equipment controlled
under ECCNs 5D002 or 5A002 made

eligible as a result of a one-time BXA
review. You may initiate this review by
submitting a classification request for
your product in accordance with
paragraph (d)(2) of this section.

(c) Eligible destinations. License
Exception KMI is available for all
destinations, except Cuba, Libya, North
Korea, Irag, Iran, Syria, and Sudan.

(d) Additional eligibility
requirements—(1) Recovery encryption
items. Classification requests for
recovery encryption software and
equipment must meet the following
criteria:

(i) Key escrow and key recovery
products. (A) Key escrow and key
recovery products must meet the criteria
identified in Supplement No. 4 to part
742 of the EAR;

(B) Key recovery agents must meet the
criteria identified in Supplement No. 5
to part 742 of the EAR,;

(C) Key recovery agents must
implement the security policies and key
escrow/key recovery procedures
identified in Supplement No. 5 to part
742 of the EAR,;

(D) Key recovery agents must comply
with all applicable EAR Record keeping
requirements, including record
retention requirements; and

(E) Key recovery agents must carry out
the key holding obligations as approved
by BXA, and any violation of any of the
key holding obligations shall also
constitute a violation of the EAR. Note
that the key recovery agent’s continuing
compliance with key recovery agent
requirements and key safeguard
procedures is a condition for use of
License Exception KMI. The exporter or
reexporter, whether that person is the
key recovery agent or not, must submit
a new classification request to BXA if
there are any changes (e.g., termination,
replacement, additions) to the
previously approved key recovery agent.

(ii) Other recoverable encryption
items. Requests for one-time review of
recoverable products which allow
government officials to obtain, under
proper legal authority and without the
cooperation or knowledge of the user,
the plaintext of the encrypted data and
communications will receive favorable
consideration.

(2) Non-recoverable encryption items.
Upon approval of your classification
request submitted in accordance with
this paragraph (d)(2), you will become
eligible to use License Exception KMI
for six months. In order to continue
using this License Exception, you must
renew your eligibility by submitting the
progress report described in paragraph
(d)(2)(ii) of this section. Classification
requests for 56-bit DES or equivalent
strength non-key recovery software and
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equipment must meet the following
criteria:

(i) Initial request must be submitted
with a business plan that explains in
detail the steps the applicant will take
during the two-year transition period
according to the criteria identified in
Supplement No. 7 to part 742 of the
EAR;

(ii) Renewal for use of this License
Exception is contingent upon progress
reports sent to BXA every six months
and the applicant’s adherence to
benchmarks and milestones as set forth
in the plan submitted for the initial
classification request.

(iii) Applicants may inform their
authorized distributors that an approved
classification and plan has been granted
to them and the distributors’ authority
to so export or reexport will be for a
time period ending on the same day the
applicant’s authority to export or
reexport ends.

(e) Reporting requirements. (1) You
must provide semiannual reports to
BXA identifying:

(i) Ultimate consignee; specific end-
user name and address, if available; and
country of ultimate destination; and

(i1) Quantities of each encryption item
shipped.

(2) You must submit reports no later
than March 1 and no later than
September 1 of any given year.

22. Newly designated § 740.9 is
amended by revising paragraph (c)(3) to
read as follows:

§740.9 Temporary imports, exports, and
reexports (TMP).

* * * * *

(C * * *

(3) Exports of beta test software. All
software that is controlled by the
Commerce Control List (Supplement
No. 1 to part 774 of the EAR), and under
Commerce licensing jurisdiction, is
eligible for export and reexport, subject
to the restrictions of this paragraph,
except encryption software controlled
for El reasons under ECCN 5D002.
Certain encryption software may
become eligible after a one-time BXA
review (refer to § 742.15(b)(1) of the
EAR).

* * * * *

23. Newly designated § 740.11 is
amended by revising paragraphs
(b)(2)(iii) and (b)(2)(iv) to read as
follows:

8§740.11 Governments and international
organizations (GOV).
* * * * *

b * X *

(2) * X *

(iii) Items for official use within
national territory by agencies of

cooperating governments. This License
Exception is available for all items
consigned to and for the official use of
any agency of a cooperating government
within the territory of any cooperating
government, except:

(A) Computers with a CTP greater
than 10,000 MTOPS when destined for
Argentina, Hong Kong, South Korea,
Singapore or Taiwan;

(B) Items identified on the Commerce
Control List as controlled for missile
technology (MT), chemical and
biological warfare (CB), or nuclear
nonproliferation (NP) reasons;

(C) Regional stability items controlled
under Export Control Classification
Numbers (ECCNs) 6A002, 6A003,
6D102, 6E001, 6E002, 7D001, 7E001,
7E002, and 7E101 as described in
§742.6(a)(1) of the EAR; or

(D) Encryption items controlled for El
reasons as described in the Commerce
Control List.

(iv) Diplomatic and consular missions
of a cooperating government. This
License Exception is available for all
items consigned to and for the official
use of a diplomatic or consular mission
of a cooperating government located in
any country in Country Group B (see
Supplement No. 1 to part 740), except:

(A) Computers with a CTP greater
than 10,000 MTOPS when destined for
Argentina, Hong Kong, South Korea,
Singapore or Taiwan;

(B) Items identified on the Commerce
Control List as controlled for missile
technology (MT), chemical and
biological warfare (CB), or nuclear
nonproliferation (NP) reasons;

(C) Regional stability items controlled
under Export Control Classification
Numbers (ECCNs) 6A002, 6A003,
6D102, 6E001, 6E002, 7D001, 7E001,
7E002, and 7E101 as described in
§742.6(a)(1) of the EAR; or

(D) Encryption items controlled for El
reasons as described in the Commerce
Control List.

* * * * *

24, Newly designated § 740.13 is
amended by revising paragraph (d)(2) to
read as follows:

§740.13 Technology and software—
unrestricted (TSU).
* * * * *

(d) * X *

(2) Software not eligible for this
License Exception. This License
Exception is not available for encryption
software controlled for ““EI”’ reasons
under ECCN 5D002. (Refer to
88742.15(b)(1) and 748.3(b) of the EAR
for information on item classifications
regarding a one-time BXA review for
release from El controls.)

* * * * *

PART 742—[AMENDED]

25. Part 742 is amended by revising
§742.15 to read as follows:

§742.15 Encryption items.

Encryption items can be used to
maintain the secrecy of information, and
thereby may be used by persons abroad
to harm national security, foreign policy
and law enforcement interests. As the
President indicated in E.O. 13026 and in
his Memorandum of November 15,
1996, export of encryption software, like
export of encryption hardware, is
controlled because of this functional
capacity to encrypt information on a
computer system, and not because of
any informational or theoretical value
that such software may reflect, contain,
or represent, or that its export may
convey to others abroad. For this reason,
export controls on encryption software
are distinguished from controls on other
software regulated under the EAR.

(a) License requirements. Licenses are
required for all destinations, except
Canada, for ECCNs having an “EI” (for
“encryption items”) under the
“Control(s)” paragraph. Such items
include: encryption commodities
controlled under ECCN 5A002;
encryption software controlled under
ECCN 5D002; and encryption
technology controlled under ECCN
5E002. (Refer to part 772 of the EAR for
the definition of “‘encryption items’).
For encryption items previously on the
U.S. Munitions List and currently
authorized for export or reexport under
a State Department license, distribution
arrangement or any other authority of
the State Department, U.S. persons
holding valid USML licenses and other
approvals issued by the Department of
State prior to December 30, 1996 may
ship remaining balances authorized by
such licenses or approvals under the
authority of the EAR by filing Shippers
Export Declarations (SEDs) with District
Directors of Customs, citing the
provisions of this section effective on
December 30, 1996 and the State
Department license number. Such
shipments shall be in accordance with
the terms and conditions, including the
expiration date, existing at the time of
issuance of the State license. Violations
of such authorizations, terms and
conditions constitute violations of the
EAR. Any reports required for
distribution and other types of
agreements previously authorized by the
Department of State, valid prior to
December 30, 1996, should be
henceforth submitted to BXA at the
following address: Office of Strategic
Trade and Foreign Policy Controls,
Bureau of Export Administration,
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Department of Commerce, 14th Street
and Pennsylvania Ave., N.W., Room
2705, Washington, D.C. 20230.

(b) Licensing policy. The following
licensing policies apply to items
identified in paragraph (a) of this
section. This section refers you to
Supplements No. 4, No. 5, and No. 7 to
this part 742. For purposes of these
supplements, “products” refers to
commodities and software. Except as
otherwise noted, applications will be
reviewed on a case-by-case basis by
BXA, in conjunction with other
agencies, to determine whether the
export or reexport is consistent with
U.S. national security and foreign policy
interests.

(1) Certain mass-market encryption
software. Consistent with E.O. 13026 of
November 15, 1996 (61 FR 58767),
certain encryption software that was
transferred from the U.S. Munitions List
to the Commerce Control List pursuant
to the Presidential Memorandum of
November 15, 1996 may be released
from “EI”’ controls and thereby made
eligible for mass market treatment after
a one-time review. To determine
eligibility for mass market treatment,
exporters must submit a classification
request to BXA. 40-bit mass market
encryption software may be eligible for
a 7-day review process, and company
proprietary software may be eligible for
15-day processing. Refer to Supplement
No. 6 to part 742 and § 748.3(b)(3) of the
EAR for additional information. Note
that the one-time review is for a
determination to release encryption
software in object code only unless
otherwise specifically requested.
Exporters requesting release of the
source code should refer to paragraph
(b)(3)(V)(E) of Supplement No. 6 to part
742. If, after a one-time review, BXA
determines that the software is released
from EIl controls, such software is
eligible for all provisions of the EAR
applicable to other software, such as
License Exception TSU for mass-market
software. If BXA determines that the
software is not released from El
controls, a license is required for export
and reexport to all destinations, except
Canada, and license applications will be
considered on a case-by-case basis.

(2) Key Escrow, Key Recovery and
Recoverable encryption software and
commodities. Recovery encryption
software and equipment controlled for
El reasons under ECCN 5D002 or under
ECCN 5A002, including encryption
equipment designed or modified to use
recovery encryption software, may be
made eligible for license exception KMI
after a one-time BXA review. License
Exception KMI is available for all
destinations except Cuba, Iran, Iraq,

Libya, North Korea, Syria and Sudan. To
determine eligibility, exporters must
submit a classification request to BXA.
Requests for one-time review of key
escrow and key recovery encryption
items will receive favorable
consideration provided that, prior to the
export or reexport, a key recovery agent
satisfactory to BXA has been identified
(refer to Supplement No. 5 to part 742)
and security policies for safeguarding
the key(s) or other material/information
required to decrypt ciphertext as
described in Supplement No. 5 to part
742 are established to the satisfaction of
BXA and are maintained after export or
reexport as required by the EAR. If the
exporter or reexporter intends to be the
key recovery agent, then the exporter or
reexporter must meet all of the
requirements of a key recovery agent
identified in Supplement No. 5 to part
742. In addition, the key escrow or key
recovery system must meet the criteria
identified in Supplement No. 4 to part
742. Note that eligibility is dependent
on continued fulfilment of the
requirements of a key recovery agent
identified in Supplement No. 5 to part
742. Since the establishment of a key
management infrastructure and key
recovery agents may take some time,
BXA will, while the infrastructure is
being built, consider requests for
eligibility to export key recovery
encryption products which facilitate
establishment of the key management
infrastructure before a key recovery
agent is named, consistent with national
security and foreign policy. When BXA
approves such cases, exporters of
products described in Supplement No. 4
to part 742 are required to furnish the
name of an agent by December 31, 1998.
Requests for one-time review of
recoverable products which allow
government officials to obtain, under
proper legal authority and without the
cooperation or knowledge of the user,
the plaintext of the encrypted data and
communications will receive favorable
consideration.

(3) Non-recovery encryption items up
to 56-bit key length DES or equivalent
strength supported by a satisfactory
business and marketing plan for
exporting recoverable items and
services. (i) Manufacturers of non-
recovery encryption items up to 56-bit
key length DES or equivalent strength
will be permitted to export and reexport
under the authority of License
Exception KMI provided that the
requirements and conditions of the
License Exception are met. Exporters
must submit a classification request for
an initial BXA review of the item and
a satisfactory business and marketing

plan that explains in detail the steps the
applicant will take during the two-year
transition period beginning January 1,
1997 to develop, produce, and/or
market encryption items and services
with recoverable features.
Manufacturers would commit to
produce key recovery products. Others
would commit to incorporate such
products into their own products or
services. Such efforts can include: the
scale of key recovery research and
development, product development,
and marketing plans; significant steps to
reflect potential customer demand for
key recovery products in the firm’s
encryption-related business; and how
soon a key recovery agent will be
identified. Note that BXA will accept
requests for classification of non-
recoverable encryption items up to 56-
bit key length DES or equivalent
strength under this paragraph from
distributors, re-sellers, integrators, and
other entities that are not manufacturers
of the encryption items. The use of
License Exception KMI is not automatic;
eligibility must be renewed every six
months. Renewal after each six-month
period will depend on the applicant’s
adherence to explicit benchmarks and
milestones as set forth in the plan
approved with the initial license
classification and amendments as
approved by BXA. This relaxation of
controls and use of License Exception
KMI will last through December 31,
1998. The plan submitted with
classifications for the export of non-
recoverable encryption items up to 56-
bit key length DES or equivalent
strength must include the elements in
Supplement No. 7 to part 742.

(ii) BXA will make a determination on
such classification requests within 15
days of receipt. Exports and reexports of
non-recoverable encryption items up to
56-bit key length DES or equivalent
strength will be authorized under the
provisions of License Exception KMI,
contingent upon BXA'’s review and
approval of a satisfactory progress report
related to the ongoing plan submitted by
the applicant. The applicant must
submit a letter to BXA every six months
requesting approval of the progress
report. Note that distributors, re-sellers,
integrators, or other entities that are not
manufacturers of the encryption items
are permitted to use License Exception
KMI for exports and reexports of such
items only in instances where a
classification has been granted to the
manufacturer of the encryption items or
a classification has been granted to the
distributors, re-sellers, integrators, or
other entities. The authority to so export
or reexport will be for a time period
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ending on the same day the producer’s
authority to export or reexport ends.

(4) All other encryption items—(i)
Encryption licensing arrangement.
Applicants may submit license
applications for exports and reexports of
certain encryption commodities and
software in unlimited quantities for all
destinations except, Cuba, Iran, Iraq,
Libya, North Korea, Syria, and Sudan.
Applications will be reviewed on a case-
by-case basis. Encryption licensing
arrangements may be approved with
extended validity periods specified by
the applicant in block #24 on Form
BXA-748P. In addition, the applicant
must specify the sales territory and
classes of end-users. Such licenses may
require the license holder to report to
BXA certain information such as item
description, quantity, value, and end-
user name and address.

(ii) Applications for encryption items
not authorized under an encryption
licensing arrangement. Applications for
the export and reexport of all other
encryption items will be considered on
a case-by-case basis.

(5) Applications for encryption
technology. Applications for the export
and reexport of encryption technology
will be considered on a case-by-case
basis.

(c) Contract sanctity. Contract sanctity
provisions are not available for license
applications reviewed under this
section.

(d) [Reserved]

26. Part 742 is amended by revising
Supplement No. 4 and Supplement No.
5, and by adding a new Supplement No.
6 and a new Supplement No. 7 to read
as follows:

Supplement No. 4 to Part 742—Key Escrow
or Key Recovery Products Criteria

Key Recovery Feature

(1) The key(s) or other material/
information required to decrypt ciphertext
shall be accessible through a key recovery
feature.

(2) The product’s cryptographic functions
shall be inoperable until the key(s) or other
material/information required to decrypt
ciphertext is recoverable by government
officials under proper legal authority and
without the cooperation or knowledge of the
user.

(3) The output of the product shall
automatically include, in an accessible
format and with a reasonable frequency, the
identity of the key recovery agent(s) and
information sufficient for the key recovery
agent(s) to identify the key(s) or other
material/information required to decrypt the
ciphertext.

(4) The product’s key recovery functions
shall allow access to the key(s) or other
material/information needed to decrypt the
ciphertext regardless of whether the product
generated or received the ciphertext.

(5) The product’s key recovery functions
shall allow for the recovery of all required
decryption key(s) or other material/
information required to decrypt ciphertext
during a period of authorized access without
requiring repeated presentations of access
authorization to the key recovery agent(s).

Interoperability Feature

(6) The product’s cryptographic functions
may interoperate with:

(i) Other key recovery products that meet
these criteria, and shall not interoperate with
products whose key recovery feature has
been altered, bypassed, disabled, or
otherwise rendered inoperative; and

(ii) Non-key recovery products only when
the key recovery product permits access to
the key(s) or other material/information
needed to decrypt ciphertext generated or
received (i.e., one direction at a minimum) by
the key recovery product.

Design, Implementation and Operational
Assurance

(7) The product shall be resistant to efforts
to disable or circumvent the attributes
described in criteria one through six.

(8) The product’s cryptographic function’s
key(s) or other material/information required
to decrypt ciphertext shall be escrowed with
a key recovery agent(s) (who may be a key
recovery agent(s) internal to the user’s
organization) acceptable to BXA, pursuant to
the criteria in Supplement No. 5 to Part 742.
Since the establishment of a key management
infrastructure and key recovery agents may
take some time, BXA will, while the
infrastructure is being built, consider exports
of key recovery encryption products which
facilitate establishment of the key
management infrastructure before a key
recovery agent is named.

Exporters of products described in this
Supplement No. 4 to part 742 are required to
furnish the name of an agent by December 31,
1998.

Supplement No. 5 to Part 742—Key Escrow
or Key Recovery Agent Criteria, Security
Policies, and Key Escrow or Key Recovery
Procedures

Key Escrow or Key Recovery Agent
Requirements; Security Policies; Key Escrow
or Key Recovery Procedures

This Supplement sets forth criteria that the
Department of Commerce will use to approve
key recovery agents to support approval of
the export or reexport of key recovery
encryption items controlled for El reasons
under ECCNs 5A002 and 5D002. Any
arrangements between the exporter or
reexporter and the key recovery agent must
reflect the provisions contained in this
Supplement in a manner satisfactory to BXA,
in conjunction with other agencies. This
Supplement outlines the criteria for
employing key recovery agent personnel for
key recovery procedures. An applicant for
eligibility to export or reexport key recovery
items shall provide, or cause the proposed
key recovery agent to provide, to BXA
sufficient information concerning any
proposed key recovery agent arrangements to
permit BXA'’s evaluation of the key recovery
agent’s security policies, key recovery

procedures, and suitability and
trustworthiness to maintain the
confidentiality of the key(s) or other material/
information required to decrypt ciphertext.
The key recovery agent, who must be
approved by BXA, may be the applicant for
the classification request. When there is no
key recovery agent involved, or the customer
will self-escrow abroad, with or without a
legal obligation to the exporter, the customer
must be approved by BXA. BXA retains the
right, in addition to any other remedies, to
revoke eligibility for License Exception KMI
if BXA determines that a key recovery agent
no longer meets these criteria. The
requirements related to the suitability and
trustworthiness, security policies, and key
recovery procedures of the key recovery
agent shall be made terms and conditions of
the License Exception for key recovery items.
BXA shall require the key recovery agent to
provide a representation that it will comply
with such terms and conditions.

Note: Use of key recovery agents located
outside the U.S. is permitted if acceptable to
BXA in consultation with the host
government, as appropriate.

|. Key Recovery Agent Requirements

(1)(a) A key recovery agent must identify
by name, date and place of birth, and social
security number, individual(s) who:

(i) Is/are directly involved in the escrowing
of key(s) or other material/information
required to decrypt ciphertext; or

(i) Have access to key(s) or other material/
information required to decrypt ciphertext, or

(iii) Have access to information concerning
requests for key(s) or other material/
information required to decrypt ciphertext; or

(iv) Respond to requests for key(s) or other
material/information required to decrypt
ciphertext; or

(v) Is/are in control of the key recovery
agent and have access or authority to obtain
key(s) or other material/information required
to decrypt ciphertext, and

(b) Must certify that such individual(s)
meet the requirements of the following
paragraphs (b)(i) or (b)(ii). BXA reserves the
right to determine at any time the suitability
and trustworthiness of such individual(s).
Evidence of an individual’s suitability and
trustworthiness shall include:

(i) Information indicating that the
individual(s):

(A) Has no criminal convictions of any
kind or pending criminal charges of any
kind;

(B) Has not breached fiduciary
responsibilities (e.g., has not violated any
surety or performance bonds); and

(C) Has favorable results of a credit check;
or,

(ii) Information that the individual(s) has
an active U.S. government security clearance
of Secret or higher issued or updated within
the last five years.

(2) The key recovery agent shall timely
disclose to BXA when an individual no
longer meets the requirements of paragraphs
1.(1)(b)(i) or (ii).

(3) A key recovery agent must, to remain
eligible for License Exception KMI, identify
to BXA by name, date and place of birth, and
social security number any new individual(s)
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who will assume the responsibilities set forth
in paragraph 1.(1)(a) of this Supplement.
Before that individual(s) assumes such
responsibilities, the key recovery agent must
certify to BXA that the individual(s) meets
the criteria set forth in subparagraphs
1.(2)(b)(i) or (b)(ii) of this Supplement. BXA
reserves the right to determine at any time
the suitability and trustworthiness of such
personnel.

(4) If ownership or control of a key
recovery agent is transferred, no export may
take place under previously issued approvals
until the successor key recovery agent
complies with the criteria of this
Supplement.

(5) Key recovery agents shall submit
suitable evidence of the key recovery agent’s
corporate viability and financial
responsibility (e.g., a certificate of good
standing from the state of incorporation,
credit reports, and errors/omissions
insurance).

(6) Key recovery agents shall disclose to
BXA any of the following which have
occurred within the ten years prior to the
application:

(a) Federal or state felony convictions of
the business;

(b) Material adverse civil fraud judgments
or settlements; and

(c) Debarments from federal, state, or local
government contracting.

The applicant shall also timely disclose to
BXA the occurrence of any of the foregoing
during the use of License Exception KMI.

(7) Key recovery agent(s) shall designate an
individual(s) to be the security and
operations officer(s).

(8) A key recovery agent may be internal
to a user’s organization and may consist of
one or more individuals. BXA may approve
such key recovery agents if sufficient
information is provided to demonstrate that
appropriate safeguards will be employed in
handling key recovery requests from
government entities. These safeguards should
ensure: the key recovery agent’s structural
independence from the rest of the
organization; security; and confidentiality.

Il. Security Policies

(1) Key recovery agents must implement
security policies that assure the
confidentiality, integrity, and availability of
the key(s) or other material/information
required for decryption of the ciphertext.

(a) Procedures to assure confidentiality
shall include:

(i) Encrypting all key(s) or other material/
information required to decrypt ciphertext
while in storage, transmission, or transfer; or

(ii) Applying reasonable measures to limit
access to the database (e.g. using keyed or
combination locks on the entrances to escrow
facilities and limiting the personnel with
knowledge of or access to the keys/
combinations).

(b) Procedures to assure the integrity of the
database (i.e. assuring the key(s) and other
material/information required to decrypt
ciphertext are protected against unauthorized
changes) shall include the use of access
controls such as database password controls,
digital signatures, system auditing, and
physical access restrictions.

(c) Procedures to assure the availability of
the database (i.e. assuring that key(s) and
other material/information required to
decrypt ciphertext are retrievable at any time)
shall include system redundance, physical
security, and the use of cryptography to
control access.

(2) Policies and procedures shall be
designed and operated so that a failure by a
single person, procedure, or mechanism does
not compromise the confidentiality, integrity
and availability of key(s)or other material/
information required to decrypt ciphertext.
Security policies and procedures may
include, but are not limited to, multi-person
control of access to recoverable keys, split
keys, and back-up capabilities.

(3) Key recovery agents shall implement
policies that protect against unauthorized
disclosure of information regarding whose
encryption material is stored, the fact that
key(s) or other material/information required
to decrypt ciphertext was requested or
provided, and the identity of a requester.
Procedures to assure the confidentiality of
this information shall include those
described in paragraph 11.(1)(a) of this
supplement.

(4) Key recovery agents shall provide to
BXA prompt notice of a compromise of a
security policy or of the confidentiality of
key(s) or other material/information required
to decrypt ciphertext.

I11. Key Recovery Procedures

(1) Key recovery agents shall maintain the
ability to make the key(s) or other material/
information required to decrypt ciphertext
available until notified otherwise by BXA.
Key recovery agents shall make requested
key(s) or other material/information required
to decrypt ciphertext available, to the extent
required by the request, within two hours
from the time they receive a request from a
government agency acting under appropriate
legal authority.

(2) Key recovery agents shall maintain data
regarding key recovery requests received,
release of key(s) or other material/
information required to decrypt ciphertext,
database changes, system administration
access, and dates of such events for purposes
of audits by BXA.

(3) The key recovery agent must transfer all
key recovery equipment, key(s) and/or other
material/information required to decrypt
ciphertext, key recovery database, and all
administrative information necessary to its
key recovery operations to another key
recovery agent approved by BXA in the event
that:

(a) The key recovery agent dissolves or
otherwise terminates escrowing operations,
or

(b) BXA determines that there is a risk of
such dissolution or termination, or

(c) BXA determines that the key recovery
agent is no longer suitable or trustworthy.

Supplement No. 6 to Part 742—Guidelines
for Submitting a Classification Request for a
Mass Market Software Product That
Contains Encryption

Classification requests for release of certain
mass market encryption software from El
controls must be submitted on Form BXA-

748P, in accordance with § 748.3 of the EAR.
To expedite review of the request, clearly
mark the envelope “Attn.: Mass Market
Encryption Software Classification Request”.
In Block 9: Special Purpose of the Form BXA-
748P, you must insert the phrase ‘“Mass
Market Encryption Software. Failure to insert
this phrase will delay processing. In
addition, the Bureau of Export
Administration recommends that such
requests be delivered via courier service to:
Bureau of Export Administration, Office of
Exporter Services, Room 2705, 14th Street
and Pennsylvania Ave., N.W., Washington,
D.C. 20230.

(a) Requests for mass market encryption
software that meet the criteria in paragraph
(a)(2) of this Supplement will be processed
in seven (7) working days from receipt of a
properly completed request. Those requests
for mass market encryption software that
meet the criteria of paragraph (a)(1) of this
Supplement only will be processed in fifteen
(15) working days from receipt of a properly
completed request. When additional
information is requested, the request will be
processed within 15 working days of the
receipt of the requested information.

(1) A mass market software product that
meets all the criteria established in this
paragraph will be processed in fifteen (15)
working days from receipt of the properly
completed request:

(i) The commodity must be mass market
software. Mass market software is computer
software that is available to the public via
sales from stock at retail selling points by
means of over-the-counter transactions, mail
order transactions, or telephone call
transactions;

(ii) The software must be designed for
installation by the user without further
substantial support by the supplier.
Substantial support does not include
telephone (voice only) help line services for
installation or basic operation, or basic
operation training provided by the supplier;
and

(iii) The software includes encryption for
data confidentiality.

(2) A mass market software product that
meets all the criteria established in this
paragraph will be processed in seven
working days from receipt of the properly
completed request:

(i) The software meets all the criteria
established in paragraph (a)(1) (i) through
(iii) of this Supplement;

(ii) The data encryption algorithm must be
RC4 and/or RC2 with a key space no longer
than 40 bits. The RC4 and RC2 algorithms are
proprietary to RSA Data Security, Inc. To
ensure that the subject software is properly
licensed and correctly implemented, contact
RSA Data Security, (415) 595-8782;

(iii) If both RC4 and RC2 are used in the
same software, their functionality must be
separate. That is, no data can be operated
sequentially on by both routines or multiply
by either routine;

(iv) The software must not allow the
alteration of the data encryption mechanism
and its associated key spaces by the user or
any other program;

(v) The key exchange used in data
encryption must be:
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(A) A public key algorithm with a key
space less than or equal to a 512 bit modulus
and/or;

(B) A symmetrical algorithm with a key
space less than or equal to 64 bits; and

(vi) The software must not allow the
alteration of the key management mechanism
and its associated key space by the user or
any other program.

(b) Instructions for the preparation and
submission of a classification request that is
eligible for seven day handling are as follows:

(2) If the software product meets the
criteria in paragraph (a)(2) of this
Supplement, you must call the Department of
Commerce on (202) 482—0092 to obtain a test
vector. This test vector must be used in the
classification process to confirm that the
software has properly implemented the
approved encryption algorithms.

(2) Upon receipt of the test vector, the
applicant must encrypt the test plain text
input provided using the commodity’s
encryption routine (RC2 and/or RC4) with
the given key value. The applicant should
not pre-process the test vector by any
compression or any other routine that
changes its format. Place the resultant test
cipher text output in hexadecimal format on
an attachment to form BXA-748P.

(3) You must provide the following
information in a cover letter to the
classification request:

(i) Clearly state at the top of the page ‘“Mass
Market Encryption Software—7 Day
Expedited Review Requested’”;

(ii) State that you have reviewed and
determined that the software subject to the
classification request meets the criteria of
paragraph (a)(2) of this Supplement;

(iii) State the name of the single software
product being submitted for review. A
separate classification request is required for
each product;

(iv) State how the software has been
written to preclude user modification of the
encryption algorithm, key management
mechanism, and key space;

(v) Provide the following information for
the software product:

(A) Whether the software uses the RC2
and/or the RC4 algorithm and how the
algorithm(s) is used. If both of these
algorithms are used in the same product, also
state how the functionality of each is
separated to assure that no data is operated
on by both algorithms;

(B) Pre-processing information of plain text
data before encryption (e.g. the addition of
clear text header information or compression
of the data);

(C) Post-processing information of cipher
text data after encryption (e.g. the addition of
clear text header information or packetization
of the encrypted data);

(D) Whether a public key algorithm or a
symmetric key algorithm is used to encrypt
keys and the applicable key space;

(E) For classification requests regarding
source code:

(1) Reference the applicable executable
product that has already received a one-time
review;

(2) Include whether the source code has
been modified by deleting the encryption
algorithm, its associated key management

routine(s), and all calls to the algorithm from
the source code, or by providing the
encryption algorithm and associated key
management routine(s) in object code with
all calls to the algorithm hidden. You must
provide the technical details on how you
have modified the source code;

(3) Include a copy of the sections of the
source code that contain the encryption
algorithm, key management routines, and
their related calls; and

(F) Provide any additional information
which you believe would assist in the review
process.

(c) Instructions for the preparation and
submission of a classification request that is
eligible for 15 day handling are as follows:

(1) If the software product meets only the
criteria in paragraph (a)(1) of this
supplement, you must prepare a
classification request. Send the original to the
Bureau of Export Administration. Send a
copy by Express Mail to:

Attn.: 15 day Encryption Request
Coordinator P.O. Box 246 Annapolis
Junction, MD 20701-0246.

(2) You must provide the following
information in a cover letter to the
classification request:

(i) Clearly state at the top of the page ““Mass
Market Software and Encryption—15 Day
Expedited Review Requested’’;

(ii) State that you have reviewed and
determined that the software subject of the
classification request, meets the criteria of
paragraph (a)(1) of this Supplement;

(iii) State the name of the single software
product being submitted for review. A
separate classification request is required for
each product;

(iv) State that a duplicate copy, in
accordance with paragraph (c)(1) of this
Supplement, has been sent to the 15 day
Encryption Request Coordinator; and

(v) Ensure that the information provided
includes brochures or other documentation
or specifications relating to the software, as
well as any additional information which
you believe would assist in the review
process.

(3) Contact the Bureau of Export
Administration on (202) 482—-0092 prior to
submission of the classification to facilitate
the submission of proper documentation.

Supplement No. 7 to Part 742—Review
Criteria for Exporter Key Escrow or Key
Recovery Development Plans

Exporter Key Recovery Plan

(1) Export of 56-bit digital encryption
standard (DES) or equivalent strength
encryption products, without key recovery,
will be permitted, in exchange for specific
commitments to key recovery products and
services and a key management
infrastructure. After a one-time review of the
strength of the product, the 56-bit DES or
equivalent strength products will be eligible
for export License Exception KMI, provided
that the exporter submits an acceptable plan.

(2) Acceptable plans include: export
licenses issued for, and demonstrations of,
key recovery products to appropriate U.S.
agencies; plans describing products under
development with key recovery features (see
paragraph (3) of this Supplement), and for

distributors, a plan describing intentions to
offer for distribution key recovery products.

(3) Following are topical areas to include
in the plan, which should be submitted to the
Department of Commerce, Bureau of Export
Administration, in the form of a letter from
senior corporate management:

(i) Steps the applicant has taken or will
take (depending on its line of business) to
develop, produce, distribute, market, and/or
transition to encryption products with key
recovery features. The plan should include
benchmarks and milestones for incorporating
key recovery features into products and
services, and for the supporting key
management infrastructure, including key
recovery agent(s); and

(i) Provision, at the applicant’s discretion,
of other information to indicate commitment
to the development of a key management
infrastructure, such as participation in U.S.
Government pilot programs, current key
recovery products or services provided, role
in NIST’s Technical Advisory Committee on
a Key Management Infrastructure,
participation in other encryption policy
committees or groups, or other support for
the key management infrastructure.

(4) Renewal of License Exception KMI
must be sought by sending a letter to BXA
every six months reporting progress in
meeting milestones set forth in the exporter’s
plan for key recovery products and services.

PART 744—[AMENDED]

27. Part 744 is amended by adding a
new §744.9 to read as follows:

§744.9. Restrictions on technical
assistance by U.S. persons with respect to
encryption items.

(a) General prohibition. No U.S.
person may, without a license from
BXA, provide technical assistance
(including training) to foreign persons
with the intent to aid a foreign person
in the development or manufacture
outside the United States of encryption
commodities and software that, if of
United States origin, would be
controlled for “EI’” reasons under ECCN
5A002 or 5D002. Note that this
prohibition does not apply if the U.S.
person providing the assistance has a
license or is otherwise entitled to export
the encryption commodities and
software in question to the foreign
person(s) receiving the assistance. Note
in addition that the mere teaching or
discussion of information about
cryptography, including, for example, in
an academic setting, by itself would not
establish the intent described in this
section, even where foreign persons are
present.

(b) Definition of U.S. person. For
purposes of this section, the term U.S.
person includes:

(1) Any individual who is a citizen or
permanent resident alien of the United
States;
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(2) Any juridical person organized
under the laws of the United States or
any jurisdiction within the United
States, including foreign branches; and

(3) Any person in the United States.

(c) License review standards.
Applications involving activities
described in this section will be
reviewed on a case-by-case basis to
determine whether the activity is
consistent with U.S. national security
and foreign policy interests.

PART 748—[AMENDED]

28. Section 748.3 is amended by
adding a new paragraph (b)(3) to read as
follows:

§748.3 Classification and Advisory

Opinions.
* * * * *
b) * * *

(3) Classification requests for a one-
time Department of Commerce review of
encryption software transferred from the
U.S. Munitions List consistent with E.O.
13026 of November 15, 1996 (61 FR
58767) and pursuant to the Presidential
Memorandum of that date are required
prior to export to determine eligibility
for release from EIl controls. Refer to
Supplement No. 6 to part 742 for
instructions on submitting such requests
for mass market encryption software.
For requests for Key Escrow, Key
Recovery, or Recovery encryption
products, include the word
“Encryption” in Block 24: Additional
Information.

* * * * *

PART 750—[AMENDED]

29. Section 750.3 is amended by
adding a new paragraph (b)(2)(v) to read
as follows:

§750.3 Review of license applications by
BXA and other government agencies and
departments.

* * * * *

(v) The Department of Justice is
concerned with controls relating to
encryption items.

PART 768—[AMENDED]

30. Section 768.1(b) is revised to read
as follows:

§768.1 Introduction.
* * * * *

(b) Scope. This part applies only to
the extent that items are controlled for
national security purposes. This part
does not apply to encryption items that
were formerly controlled on the U.S.
Munitions List and that were transferred

to the Commerce Control List consistent
with E.O. 13026 of November 15, 1996
(61 FR 58767) and pursuant to the
Presidential Memorandum of that date,
which shall not be subject to any
mandatory foreign availability review
procedures.
* * * * *

31. Section 768.3 is amended by
adding a new sentence at the end of
paragraph (a) to read as follows:

§768.3 Foreign availability assessment.
(@) * * * The effect of any such

determination on the effectiveness of

foreign policy controls may be

considered independent of this part.
* * * * *

PART 772—[AMENDED]

32. Part 772 is amended by adding
new definitions of “Encryption items,”
“Encryption object code,” ““Encryption
software,” and “Encryption source
code,” in alphabetical order and by
revising the definitions of “Advisory
Committee on Export Policy (ACEP),”
“Commodity,” “Export Administration
Review Board (EARB),” and “Operating
Committee (OC),” to read as follows:

PART 772—DEFINITIONS OF TERMS
* * * * *

Advisory Committee on Export Policy
(ACEP). The ACEP voting members
include the Assistant Secretary of
Commerce for Export Administration,
and Assistant Secretary-level
representatives from the Departments of
State, Defense, Justice (for encryption
exports), Energy, and the Arms Control
and Disarmament Agency. The
appropriate representatives of the Joint
Chiefs of Staff and the Director of the
Nonproliferation Center of the Central
Intelligence Agency are non-voting
members. The Assistant Secretary of
Commerce for Export Administration is
the Chair. Appropriate acting Assistant
Secretary, Deputy Assistant Secretary or
equivalent strength of any agency or
department may serve in lieu of the
Assistant Secretary of the concerned
agency or department. Such
representatives, regardless of rank, will
speak and vote on behalf of their
agencies or departments. The ACEP may
invite Assistant Secretary-level
representatives of other Government
agencies or departments (other than
those identified above) to participate in
the activities of the ACEP when matters
of interest to such agencies or
departments are under consideration.
Decisions are made by majority vote.

* * * * *

Commodity. Any article, material, or

supply except technology and software.

Note that the provisions of the EAR
applicable to the control of software
(e.g. publicly available provisions) are
not applicable to encryption software.
Encryption software is controlled
because, like the items controlled under
ECCN 5A002, it has a functional
capacity to encrypt information on a
computer system, and not because of
any informational or theoretical value
that such software may reflect, contain
or represent, or that its export may
convey to others abroad.

* * * * *

Encryption items. The phrase
encryption items includes all
encryption commodities, software, and
technology that contain encryption
features and are subject to the EAR. This
does not include encryption items
specifically designed, developed,
configured, adapted or modified for
military applications (including
command, control and intelligence
applications) which are controlled by
the Department of State on the U.S.
Munitions List.

Encryption object code. Computer
programs containing an encryption
source code that has been compiled into
a form of code that can be directly
executed by a computer to perform an
encryption function.

Encryption software. Computer
programs that provide capability of
encryption functions or confidentiality
of information or information systems.
Such software includes source code,
object code, applications software, or
system software.

Encryption source code. A precise set
of operating instructions to a computer
that, when compiled, allows for the
execution of an encryption function on
a computer.

* * * * *

Export Administration Review Board
(EARB). EARB voting members are the
Secretary of Commerce, the Secretary of
State, the Secretary of Defense, the
Secretary of Energy, the Attorney
General (for encryption exports), and
the Director of the Arms Control and
Disarmament Agency. The Chairman of
the Joint Chiefs of Staff and the Director
of Central Intelligence are non-voting
members. The Secretary of Commerce is
the Chair of the EARB. No alternate
EARB members may be designated, but
the acting head or deputy head of any
agency or department may serve in lieu
of the head of the concerned agency or
department. The EARB may invite the
heads of other Government agencies or
departments (other than those identified
in this definition) to participate in the
activities of the EARB when matters of
interest to such agencies or departments
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are under consideration. Decisions are
made by majority vote.
* * * * *

Operating Committee (OC). The OC
voting members include representatives
of appropriate agencies in the
Departments of Commerce, State,
Defense, Justice (for encryption exports),
and Energy and the Arms Control and
Disarmament Agency. The appropriate
representatives of the Joint Chiefs of
Staff and the Director of the
Nonproliferation Center of the Central
Intelligence Agency are non-voting
members. The Department of Commerce
representative, appointed by the
Secretary, is the Chair of the OC and
serves as the Executive Secretary of the
Advisory Committee on Export Policy.
The OC may invite representatives of
other Government agencies or
departments (other than those identified
in this definition) to participate in the
activities of the OC when matters of
interest to such agencies or departments

are under consideration.
* * * * *

PART 774—[AMENDED]

33. In Supplement No. 1 to part 774
(the Commerce Control List), Category
5—Telecommunications and
Information Security is amended by
revising ECCNs 5A002, 5D002 and
5E002, to read as follows:

Category 5—Telecommunications and
Information Security

* * * * *

Il. Information Security

* * * * *

5A002 Systems, Equipment,
Application Specific “Electronic
Assemblies”, Modules or Integrated
Circuits for “Information Security”,
and Specially Designed Components
Therefor

License Requirements

Reason for Control: NS, AT, El
Control(s) Country Chart
NS applies to entire entry—NS
Column 1
AT applies to entire entry—AT
Column 1
El applies only to encryption items
transferred from the U.S. Munitions List
to the Commerce Control List consistent
with E.O. 13026 of November 15, 1996
(61 FR 58767) and pursuant to the
Presidential Memorandum of that date.
Refer to § 742.15.

License Exceptions

LVS: N/A
GBS: N/A
CIV: N/A

List of Items Controlled

Unit: $ value

Related Controls: N/A
Related Definitions: N/A
Items:

a. Designed or modified to use
“cryptography’” employing digital
techniques to ensure “information
security’’;

b. Designed or modified to perform
cryptanalytic functions;

c. Designed or modified to use
“cryptography’ employing analog
techniques to ensure “information
security’’;

Note: 5A002.c does not control the
following:

1. Equipment using ““fixed”” band
scrambling not exceeding 8 bands and
in which the transpositions change not
more frequently than once every second;

2. Equipment using “fixed” band
scrambling exceeding 8 bands and in
which the transpositions change not
more frequently than once every ten
seconds;

3. Equipment using ‘““fixed” frequency
inversion and in which the
transpositions change not more
frequently than once every second;

4. Facsimile equipment;

5. Restricted audience broadcast
equipment; and

6. Civil television equipment;

d. Designed or modified to suppress
the compromising emanations of
information-bearing signals;

Note: 5A002.d does not control equipment
specially designed to suppress emanations
for reasons of health and safety.

e. Designed or modified to use
cryptographic techniques to generate the
spreading code for ‘“‘spread spectrum”
or hopping code for “frequency agility”
systems;

f. Designed or modified to provide
certified or certifiable “multilevel
security’ or user isolation at a level
exceeding Class B2 of the Trusted
Computer System Evaluation Criteria
(TCSEC) or equivalent;

g. Communications cable systems
designed or modified using mechanical,
electrical or electronic means to detect
surreptitious intrusion.

Note: 5A002 does not control:

a. ““Personalized smart cards’ or
specially designed components therefor,
with any of the following
characteristics:

1. Not capable of message traffic
encryption or encryption of user-
supplied data or related key
management functions therefor; or

2. When restricted for use in
equipment or systems excluded from

control under the note to 5A002.c, or
under paragraphs b through h of this
note.

b. Equipment containing “fixed”” data
compression or coding techniques;

c. Receiving equipment for radio
broadcast, pay television or similar
restricted audience television of the
consumer type, without digital
encryption and where digital decryption
is limited to the video, audio or
management functions;

d. Portable or mobile radiotelephones
for civil use (e.g., for use with
commercial civil cellular
radiocommunications systems) that are
not capable of end-to-end encryption;

e. Decryption functions specially
designed to allow the execution of copy-
protected ‘‘software”’, provided the
decryption functions are not user-
accessible;

f. Access control equipment, such as
automatic teller machines, self-service
statement printers or point of sale
terminals, that protects password or
personal identification numbers (PIN) or
similar data to prevent unauthorized
access to facilities but does not allow for
encryption of files or text, except as
directly related to the password or PIN
protection;

g. Data authentication equipment that
calculates a Message Authentication
Code (MAC) or similar result to ensure
no alteration of text has taken place, or
to authenticate users, but does not allow
for encryption of data, text or other
media other than that needed for the
authentication;

h. Cryptographic equipment specially
designed and limited for use in
machines for banking or money
transactions, such as automatic teller
machines, self-service statement
printers or point of sale terminals.

5D002 Information Security
“Software”

License Requirements

Reason for Control: NS, AT, El
Control(s) Country Chart
NS applies to entire entry—NS
Column 1
AT applies to entire entry—AT
Column 1

El controls apply to encryption
software transferred from the U.S.
Munitions List to the Commerce Control
List consistent with E.O. 13026 of
November 15, 1996 (61 FR 58767) and
pursuant to the Presidential
Memorandum of that date. Refer to
§742.15 of the EAR.

Note: Encryption software is controlled
because of its functional capacity, and not
because of any informational value of such
software; such software is not accorded the
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same treatment under the EAR as other
“software’’; and for export licensing purposes
encryption software is treated under the EAR
in the same manner as a commodity included
in ECCN 5A002. License Exceptions for
commodities are not applicable.

Note: Encryption software controlled for El
reasons under this entry remains subject to
the EAR even when made publicly available
in accordance with part 734 of the EAR, and
it is not eligible for the General Software
Note (‘““mass market” treatment under
License Exception TSU for mass market
software). After a one-time BXA review,
certain encryption software may be released
from EIl controls and made eligible for the
General Software Note treatment as well as
other provisions of the EAR applicable to
software. Refer to § 742.15(b)(1) of the EAR,
and Supplement No. 6 to part 742.

License Exceptions

CIV: N/A
TSR: N/A

List of Items Controlled

Unit: $ value
Related Controls: N/A
Related Definitions: 5D002.a controls

“software’ designed or modified to

use “‘cryptography’” employing digital

or analog techniques to ensure

“information security”.

Items:

a. “‘Software’ specially designed or
modified for the ‘““development”,
“production” or ““‘use’’ of equipment or
“software’ controlled by 5A002, 5B002
or 5D002.

b. “Software” specially designed or
modified to support “technology”
controlled by 5E002.

c. Specific “‘software’ as follows:

c.1. “Software” having the
characteristics, or performing or
simulating the functions of the
equipment controlled by 5A002 or
5B002;

c.2. “Software” to certify “‘software”
controlled by 5D002.c.1;

c.3. ““Software’” designed or modified
to protect against malicious computer
damage, e.g., viruses;

Note: 5D002 does not control:

a. “‘Software required” for the “use”
of equipment excluded from control
under the Note to 5A002;

b. “Software” providing any of the
functions of equipment excluded from
control under the Note to 5A002.

5E002 ““Technology’ According to the
General Technology Note for the
“Development”, “Production” or Use of
Equipment Controlled by 5A002 or
5B002 or “Software” Controlled by
5D002

License Requirements

Reason for Control: NS, AT, El
Control(s) Country Chart

NS applies to entire entry—NS
Column 1
AT applies to entire entry—AT
Column 1
El controls applies only to encryption
technology transferred from the U.S.
Munitions List consistent with E.O.
13026 of November 15, 1996 (61 FR
58767) and pursuant to the Presidential
Memorandum of that date. Refer to
§742.15 of the EAR.

License Exceptions

CIV: N/A
TSR: N/A

List of Items Controlled

Unit: N/A

Related Controls: N/A
Related Definitions: N/A
Items:

The list of items controlled is
contained in the ECCN heading.

34. In Supplement No. 2 to Part 774
the ““General Software Note” is revised
to read as follows:

Supplement No. 2 to Part 774—General
Technology and Software Notes

I. General Technology Note. * * *
* * * * *

Il. General Software Note. License
Exception TSU (““mass market”
software) is available to all destinations,
except Cuba, Iran, Iraq, Libya, North
Korea, Sudan, and Syria, for release of
software that is generally available to
the public by being:

a. Sold from stock at retail selling
points, without restriction, by means of:

1. Over the counter transactions;

2. Mail order transactions; or

3. Telephone call transactions; and

b. Designed for installation by the
user without further substantial support
by the supplier.

Note: License Exception TSU for mass
market software does not apply to encryption
software controlled for El reasons under
ECCN 5D002. Encryption software may
become eligible after a one-time BXA review

according to the provision of § 742.15(b)(1) of
the EAR.

Dated: December 23, 1996.
Sue E. Eckert,

Assistant Secretary for Export
Administration.

[FR Doc. 96-33030 Filed 12—-26-96; 8:45 am]
BILLING CODE 3510-33-P

SECURITIES AND EXCHANGE
COMMISSION

17 CFR Part 240

[Release Nos. 33-7376; 34-38068; IC—
22413; File No. S7-12-96]

RIN 3235-AG78

Odd-Lot Tender Offers by Issuers

AGENCY: Securities and Exchange
Commission.

ACTION: Final rule.

SUMMARY: The Securities and Exchange
Commission (““Commission”) is
adopting an amendment to Rule 13e—4
under the Securities Exchange Act of
1934 (“Exchange Act”). The amendment
removes the rule’s requirement that an
issuer cash tender offer made to odd-lot
holders specify a record date of
ownership for eligibility to tender into
the offer. The amendment enables
issuers to conduct continuous, periodic,
or extended odd-lot offers for their
equity securities. The Commission also
is granting a class exemption from Rule
10b-13, and a temporary class
exemption from Rule 10b—6, under the
Exchange Act to permit issuers to
conduct odd-lot offers, to “round-up”
odd-lots on behalf of odd-lot holders,
and to make purchases of their
securities otherwise than pursuant to
the odd-lot offer.

EFFECTIVE DATE: December 30, 1996.

FOR FURTHER INFORMATION CONTACT:
Lauren C. Mullen, Attorney, Office of
Risk Management and Control, Division
of Market Regulation, Securities and
Exchange Commission, 450 Fifth Street,
NW., Stop 5-1, Washington, DC 20549,
at (202) 942-0772.

SUPPLEMENTARY INFORMATION:
|. Executive Summary

The Commission is adopting an
amendment to paragraph (h)(5) of Rule
13e—4 (“Rule 13e—4" or ““Rule’) 1 under
the Exchange Act,2 and is granting a
class exemption from Rule 10b-13,3 and
a temporary class exemption from Rule
10b-6,4 under the Exchange Act in
connection with issuers’ odd-lot tender
offers. The amendment, which was
published for comment on April 25,
1996 (““Proposing Release’),5 and the
class exemptions permit issuers to
conduct continuous, periodic, or
extended odd-lot offers for their equity

117 CFR 240.13e—-4.

215 U.S.C. 78a et seq.

317 CFR 240.10b-13.

417 CFR 240.10b-6.

5Securities Exchange Act Release No. 37132
(April 25, 1996), 61 FR 18306.
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securities without seeking exemptions
from Rules 10b—6, 10b-13, and 13e—4
from the Commission.

I1. Discussion of the Amendment

Rule 13e—4 governs cash tender and
exchange offers by issuers for their
equity securities. Paragraph (h)(5) of
Rule 13e—4 excepts issuers’ odd-lot
offers from the provisions of the Rule,
other than the ““all holders” and *‘best
price” provisions of paragraphs (f)(8)(i)
and (f)(8)(ii), respectively.6 In an odd-lot
offer, the offer to purchase is limited to
securityholders who own fewer than
100 shares of the subject security.

Prior to this amendment, paragraph
(h)(5) of Rule 13e—4 required an issuer
making an odd-lot offer to set a record
date prior to the offer’s announcement
for the purpose of determining a
securityholder’s eligibility to participate
in the offer. As discussed in the
Proposing Release, the record date
requirement was imposed to prevent
certain perceived abuses.” The
Commission’s experience with odd-lot
offers, and the two comments received
in response to the Proposing Release,
indicate that such abuses rarely, if ever,
occur. Therefore, to reduce the
regulatory burdens for issuers
conducting odd-lot offers, and to
eliminate the need for the Commission
to grant exemptions from Rule 13e—4 on
a case-by-case basis for extended odd-lot
offers, the Commission proposed
amending Rule 13e—4 to delete the
record date requirement from paragraph
(h)(5). The amendment was proposed to
permit issuers to conduct odd-lot offers
on a continuous, extended, or periodic
basis, and also to enable odd-lot holders
who obtain their holdings prior to or
during the odd-lot offer to participate in
the offer.

The Commission has determined to
adopt the amendment to Rule 13e—
4(h)(5) as proposed, with a minor
modification.8 In order to provide

617 CFR 240.13e-4(h)(5); see Securities Exchange
Act Release No. 19988 (July 21, 1983), 48 FR 34251
(“Release No. 34-19988"") (adopting the paragraph
now designated as (h)(5) of Rule 13e—4, which
excepts odd-lot offers from the Rule’s
requirements).

Rule 13e—4(f)(8)(i) requires that the tender offer
be open to all securityholders of the class of
securities subject to the tender offer. 17 CFR
240.13e-4(f)(8)(i). Rule 13e—4(f)(8)(ii) requires that
consideration paid to any securityholder pursuant
to an issuer tender offer be the highest
consideration paid to any other security holder
during such tender offer. 17 CFR 240.13e-4(f)(8)(ii).

7See Securities Exchange Act Release No. 19246
(November 17, 1982), 47 FR 53398, 53400 (‘“‘Release
34-19246"") (proposing adoption of the paragraph
now designated as (h)(5) of Rule 13e—4).

80ne commenter suggested that the Commission
exempt issuers that conduct odd-lot offers from the
broker-dealer registration requirements under
Section 15(a) of the Exchange Act. The Commission

issuers with flexibility, the rule as
amended permits, but does not require,
an issuer to set a record date for
eligibility to participate in an odd-lot
offer.

One commenter requested
clarification regarding the appropriate
procedures under the Rule for notifying
beneficial holders of odd-lots about the
offer. As previously noted, paragraph
(h)(5) of Rule 13e—4 excepts issuers from
the Rule’s requirements other than the
“all holders’ and “‘best price”
provisions. Nonetheless, in proposing
paragraph (h)(5), the Commission noted
an issuer’s affirmative duty under the
Exchange Act, and various rules
promulgated thereunder, to disclose
material information to its shareholders
as well as its own interest in the success
of an odd-lot offer.® In adopting the odd-
lot exception, the Commission further
stated that odd-lot offers are required to
be extended equally to beneficial
holders and record holders.10

The ability to participate equally
means that beneficial holders should
have the same access to information
about the offer as record holders.11
Accordingly, while Rule 13e-4(h)(5)
does not contain dissemination
requirements, an issuer or its agent must
take reasonable steps to disseminate
information about an odd-lot offer to
beneficial holders in a manner
comparable to the dissemination to
record holders.

The same commenter also suggested
excepting issuer tender offers made to a
class of shareholders owning, in the
aggregate, less than five percent of the
issuer’s outstanding securities; this
commenter also suggested redefining
the term “odd-lot” to include more than
99 shares. The Commission believes that
the odd-lot exception to Rule 13e—4 is
meant to cover an offer for economically
de minimis holdings, e.g., an amount of
securities for which high transaction
costs create a disincentive for trading
the shares and which also is too small
to warrant servicing by the issuer.
Moreover, increasing the exception’s
threshold to an amount greater than 99
shares would raise various concerns
under the Rule, including the “all-
holders” provisions. Nevertheless, the

notes that this commenter’s concerns were
specifically addressed by the staff in Letter
regarding Shareholder Communications
Corporation (July 25, 1996), 1996 SEC. No-Act.
LEXIS 610. This letter discusses the extent to which
issuers may participate in an odd-lot offer without
requiring registration as a broker-dealer.

9Release No. 34-19246, 47 FR at 53399 n. 18.

10Release No. 34-19988, 48 FR at 34252.

11Cf. paragraph (e)(1)(ii) of Rule 13e-4, 17 CFR
240.13e—-4(e)(1)(ii), and paragraph (a)(2) of Rule
14a-7 under the Exchange Act, 17 CFR 240.14a—
7(a)(2), respectively.

Commission recognizes that the odd-lot
exception is intended to allow issuers to
reduce the number of small
shareholdings where the costs to issuers
of servicing small shareholders, and the
costs to shareholders of selling small
holdings, are disproportionate to the
value of the security. Accordingly, the
Commission will consider, on a case-by-
case basis, issuer offers involving
tenders of more than 99 shares from
each holder, where such offers involve
a number of securities that represent a
de minimis proportion of the value of
the issuer’s outstanding securities.12

I11. Class Exemption From Rule 10b-13
and Temporary Class Exemption From
Rule 10b-6

As discussed in the Proposing
Release, odd-lot offers also raise issues
under Rule 10b-13, which prohibits an
issuer conducting a cash tender or
exchange offer from purchasing the
same security that is the subject of the
offer (or any other security which is
immediately convertible into or
exchangeable for such security)
otherwise than pursuant to the offer.
Rule 10b-13 is designed, inter alia, to
prevent larger shareholders from
demanding greater or different
consideration for the tender of their
shares than that which is paid pursuant
to the tender offer. Larger shareholders
are ineligible to participate in odd-lot
offers because, by definition, an odd-lot
offer is available only to shareholders
owning 99 or fewer shares of the issuer’s
securities. Accordingly, the Commission
believes that purchases of an issuer’s
securities otherwise than pursuant to an
odd-lot offer do not raise the concerns
that Rule 10b-13 is designed to address.

The Commission, therefore, hereby
grants an exemption from Rule 10b-13
to permit any issuer or agent acting on
behalf of an issuer in connection with
an odd-lot offer to purchase or arrange
to purchase the security that is the
subject of the offer (or any other security
which is immediately convertible into
or exchangeable for such security)
otherwise than pursuant to the odd-lot
offer from the time that the odd-lot offer
is publicly announced or otherwise
made known to odd-lot holders, until
the offer’s expiration. Among other
things, this will allow the issuer or its
agent to purchase the issuer’s securities
to satisfy requests of odd-lot holders to

12The Commission, through its Division of
Market Regulation, will consider requests regarding
such programs. Such requests should be directed to
the Office of Risk Management and Control,
Division of Market Regulation, Securities and
Exchange Commission, 450 Fifth Street, NW., Stop
5-1, Washington, DC 20549 at (202) 942-0772.
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“round-up”’ their holdings to 100
shares.

Also, the Commission today is
adopting Regulation M under the
Exchange Act, the Securities Act of
1933,13 and the Investment Company
Act of 1940,14 and is rescinding Rule
10b-6 under the Exchange Act, among
other rules.15 Rule 102 of Regulation M,
which along with Rule 101 replaces
Rule 10b-6, contains an exception that
permits issuers to purchase odd-lots
while engaged in a distribution of the
same or related securities. This
exception allows issuers to conduct
odd-lot tender offers, including
continuous, periodic, or extended odd-
lot offers, during a distribution of the
same or related securities. The
exception also allows issuers to
purchase securities on behalf of odd-lot
holders who wish to “round-up” their
holdings to a round lot (i.e., 100
shares).16 The exceptions for odd-lot
transactions under Regulation M will
accomplish the same relief intended by
the class exemption from Rule 10b-6
that was discussed in the Proposing
Release.1” The exception for odd-lot
transactions from Rule 102 of
Regulation M, and a similar exception
from Rule 101 for distribution
participants and their affiliated
purchasers, will be effective as of 60
days from publication of Regulation M
in the Federal Register.

To accommodate odd-lot offers in the
interim, the Commission hereby grants
an exemption from Rule 10b—6 on a
temporary basis to permit an issuer, or
an agent acting on behalf of the issuer,
to bid for or purchase odd-lots, or to
effect transactions to allow odd-lot
holders to “round-up” their holdings to
100 shares during an odd-lot offer
conducted pursuant to Rule 13e-4(h)(5),
during a distribution for the purposes of
Rule 10b-6. This class exemption will
terminate as of the effective date of
Regulation M.

1V. Regulatory Flexibility Act Analysis

The Chairman of the Securities and
Exchange Commission certified in
connection with the Proposing Release
that the proposed amendment to Rule
13e—4 and the proposed class
exemptions from Rules 10b—6 and 10b—

1315 U.S.C. 77a et seq.

1415 U.S.C. 80a-1 et seq.

15 Securities Exchange Act Release No. 38067
(December 20, 1996).

16 Additionally, the Commission notes that sales
of tendered odd-lots into the open market are not
subject to Rules 101 and 102 of Regulation M (or
Rule 10b—6) where such sales do not satisfy the
magnitude and special selling efforts and selling
methods elements of a distribution for purposes of
those provisions.

17 Proposing Release, 61 FR at 18307.

13, if adopted, would not have a
significant impact on a substantial
number of small entities. None of the
comments addressed the certification.

V. Effects on Competition and Other
Findings

Section 23(a)(2) of the Exchange
Act 18 requires the Commission, in
adopting rules under the Exchange Act,
to consider the anti-competitive effects
of such rules, if any, and to balance any
impact against regulatory benefits
gained in terms of furthering the
purposes of the Exchange Act.
Furthermore, Section 2 of the Securities
Act of 193319 and Section 3 of the
Exchange Act,20 as amended by the
recently enacted National Securities
Markets Improvement Act of 1996
(““Markets Improvement Act’’),21
provide that whenever the Commission
is engaged in rulemaking, and is
required to consider or determine
whether an action is necessary or
appropriate in the public interest, the
Commission also shall consider, in
addition to the protection of investors,
whether the action will promote
efficiency, competition, and capital
formation.

The Commission has considered the
amendment to Rule 13e—4 and the class
exemption from Rule 10b-13 in light of
the standards cited in Sections 3 and
23(a)(2) of the Exchange Act and
believes that, for the reasons stated
herein, the adoption of the amendment
and the granting of the class exemption
will promote efficiency for issuers
conducting odd-lot offers, will have no
adverse effect on capital formation, and
will not impose any burden on
competition not necessary or
appropriate in furtherance of the
Exchange Act.

The Commission finds, in accordance
with the Administrative Procedure
Act,22 that the adoption of the
amendment to Rule 13e—4 and the class
exemptions from Rules 10b—6 and 10b—
13 relieve mandatory restrictions and
are exemptive in nature. Accordingly,
the foregoing action becomes effective
immediately.

VI. Statutory Basis

Pursuant to Sections 3(b), 9(a)(6),
10(b), 13(e), 14(e), and 23(a) of the
Exchange Act; 15 U.S.C. 78c(b),
78i(a)(6), 78j(b), 78m(e), 78n(e), and
78w(a); the Commission amends Rule
13e—4 in Chapter Il of Title 17 of the

1815 U.S.C. 78w(a)(2).

1915 U.S.C. 77b.

2015 U.S.C. 78c.

21pyb. L. No. 104-290, § 106, 110 Stat. 3416
(1996).

225 U.8.C. 553(d).

Code of Federal Regulations by
amending paragraph (h)(5) of § 240.13e—
4,

List of Subjects in 17 CFR Part 240

Brokers, Confidential business
information, Fraud, Reporting and
recordkeeping requirements, Securities.

Text of the Proposed Amendment

For the reasons set out in the
preamble, the Commission amends Title
17, Chapter Il of the Code of Federal
Regulations as follows:

PART 240—GENERAL RULES AND
REGULATIONS, SECURITIES
EXCHANGE ACT OF 1934

1. The authority citation for part 240
continues to read, in part, as follows:

Authority: 15 U.S.C. 77c, 77d, 779, 77j,
77s, T7eee, 77999, 77nnn, 77sss, 77ttt, 78c,
78d, 78f, 78i, 78j, 78k, 78k-1, 78I, 78m, 78n,
780, 78p, 78q, 78s, 78w, 78x, 78l1(d), 79q,
79t, 80a—20, 80a—23, 80a—29, 80a—37, 80b-3,
80b—4 and 80b-11, unless otherwise noted.

* * * * *

2. Section 240.13e—4 is amended by
revising paragraph (h)(5) to read as
follows:

§240.13e-4 Tender offers by issuers.

* * * * *

(h) * * *

(5) Offers to purchase from security
holders who own an aggregate of not
more than a specified number of shares

that is less than one hundred: Provided,
however, That:

(i) The offer complies with paragraph
(F(8)(i) of this section with respect to
security holders who own a number of
shares equal to or less than the specified
number of shares, except that an issuer
can elect to exclude participants in an
issuer’s plan, as that term is defined in
§242.100 of Regulation M, or to exclude
security holders who do not own their
shares as of a specified date determined
by the issuer; and

(ii) The offer complies with paragraph
(F(8)(ii) of this section or the
consideration paid pursuant to the offer
is determined on the basis of a
uniformly applied formula based on the
market price of the subject security;

* * * * *
Dated: December 20, 1996.
By the Commission.
Margaret H. McFarland,
Deputy Secretary.
[FR Doc. 96-33061 Filed 12—-27-96; 8:45 am]
BILLING CODE 8010-01-P
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RIN 3235-AH10
Securities Transactions Exempt From
Transaction Fees

AGENCY: Securities and Exchange
Commission.

ACTION: Final Rule.

SUMMARY: The Securities and Exchange
Commission (““SEC” or “Commission’’)
is adopting amendments to Rule 31-1
under the Securities Exchange Act of
1934 and an amendment to Rule 24e-2
under the Investment Company Act of
1940. The purpose of these amendments
is to conform Rules 31-1 and 24e-2 to
recently enacted legislation. Rule 31-1
is being amended to conform the Rule
to legislation which extends transaction
fees to transactions in OTC securities
(other than bonds, debentures, and other
evidences of indebtedness) subject to
prompt last-sale reporting.

EFFECTIVE DATES: Section 270.24e-2
paragraph (a) is effective December 30,
1996

Section 240.31-1 Preliminary Notes
and paragraph (f) are revised effective
January 1, 1997.

Section 240.31-1 is revised effective
September 1, 1997.

Section 240.31-1 Preliminary Note is
revised effective October 1, 1997.

FOR FURTHER INFORMATION CONTACT:
David Oestreicher, Esg. or James
McHale, Esq. regarding the amendments
to Rule 31-1 under the Securities
Exchange Act of 1934 at 202/942-0173
or 202/942—-0190; Office of Market
Supervision, Division of Market
Regulation, Mail Stop 5-1. For further
information regarding the amendment to
Rule 24e-2 under the Investment
Company Act of 1940, please contact
Robin Gross at 202/942-0640; Office of
Regulatory Policy, Division of
Investment Management, Mail Stop 10—
2, Securities and Exchange Commission,
450 Fifth Street, NW., Washington, DC.
20549.

SUPPLEMENTARY INFORMATION:
l. Introduction

Pursuant to recently enacted
legislation, beginning January 1, 1997,
transaction fees will be collected on all
Nasdagq securities. Initially, for
transactions occurring over-the-counter
(““OTC”) these fees will be collected
pursuant to the Omnibus Consolidated
Appropriations Act for Fiscal Year 1997
(“Appropriations Act”).1 Beginning on

1Pub. L. 104-208, 110 Stat. 3009 (1996).

September 1, 1997, these fees will be
collected under Section 31 of the
Exchange Act as amended.

The amendments to Rule 31-12 under
the Securities Exchange Act of 1934
(“Exchange Act”) will modify, effective
January 1, 1997, the existing exemption
from transaction fees for Nasdaq
securities contained in Rule 31-1 so that
transactions in OTC securities occurring
on a national securities exchange
pursuant to unlisted trading privileges
(“UTP”’) would be subject to transaction
fees collected by national securities
exchanges. The amendments also would
revise the Preliminary Notes to Rule 31—
1 in three phases to coincide with
legislative changes. The amendments
will be effective January 1, 1997,
September 1, 1997, and October 1, 1997.
Moreover, the Commission also is taking
action to eliminate the existing
exemption for Nasdag securities in its
entirety. Finally, the amendments
clarify that off-exchange transactions in
OTC securities subject to UTP will be
subject to section 31(d) of the Exchange
Act, as amended (rather than section
31(c)).

The Commission also is adopting an
amendment to Rule 24e—2 under the
Investment Company Act of 1940
(“Investment Company Act”), the rule
that governs the payment of fees by
certain registered investment companies
for additional securities registered on a
post-effective amendment to a
registration statement.

1l. Background

Section 31 of the Exchange Act3
currently requires transaction fees to be
paid to the Commission based on sales
of securities registered on a national
securities exchange. Specifically,
section 31 requires every national
securities exchange to pay an annual fee
to the Commission based on the
aggregate dollar amount of the sale of
securities (other than bonds, debentures,
and other evidences of indebtedness)
transacted on that exchange.4 In
addition, section 31 requires payment of
similar fees by broker-dealers for OTC
transactions in securities registered on a
national securities exchange (“‘third
market trades”).5 Section 31 also
provides the Commission with authority

217 CFR 240.31-1

315 U.S.C. 78ee.

4The fee is equal to 1/300 of one percent of the
aggregate dollar value of securities sold.

5 For transactions otherwise than on a national
securities exchange, the fee is currently paid by the
broker-dealer on the sale side of the transaction. If,
however, there is no broker-dealer on the sale side
of the transaction, then the broker-dealer on the buy
side of the transaction is required to pay the fee.
Where no broker-dealer is involved in the
transaction, no fee is required. See Rule 31-1.

to exempt any sale of securities or any
class of sales of securities from
imposition of the transaction fee if the
Commission finds that such exemption
is consistent with the public interest,
the equal regulation of markets and
brokers and dealers, and the
development of a national market
system.6

In September 1985, the Commission
allowed exchanges to trade OTC
securities without listing these
securities, on a UTP basis (“OTC/UTP
securities”).” A collateral effect of this
action would have been to subject
securities principally traded OTC (i.e.
Nasdag securities) to section 31 fees,
even though section 31 was not
designed to apply to transactions in
such securities.8 Therefore, pursuant to
its exemptive authority, the Commission
amended Rule 31-1 to exempt
transactions in Nasdaq securities from
section 31 by adding paragraph (f).®
This exemption was predicated on the
Commission’s belief that it was
preferable to address the application of
section 31 fees to the OTC market in a
uniform and orderly manner, rather
than through the automatic application

6In response to The National Securities Markets
Improvement Act of 1996, the Commission plans at
a later time to solicit comment on a prior
Commission proposal to exempt certain
transactions effected after regular trading hours
from the imposition of transaction fees. See
Securities Exchange Act Release No. 29238 (May
28, 1991), 56 FR 25056 (June 3, 1991).

7The Commission’s grant of UTP was
conditioned on, among other things, the
Commission approving a joint plan to consolidate
exchange and OTC quotations and transaction
reports in OTC securities upon which UTP are
granted. See Securities Exchange Act Release No.
22412 (September 16, 1985), 50 FR 38640
(September 24, 1985); and Securities Exchange Act
Release No. 22413 (September 16, 1985), 50 FR
38515 (September 23, 1985).

8 As a technical matter, under section 12(f)(6) of
the Exchange Act (15 U.S.C. 781(f)(6)), securities
trading OTC, which are also admitted to UTP on an
exchange are deemed to be “registered.”” Therefore,
if construed literally, section 31 would have
required payment of fees by the exchange(s) for
transactions in OTC/UTP securities occurring on
the exchange, as well as by broker-dealers trading
such securities OTC. Similarly, stocks that were
listed on a regional exchange and then received
concurrent Nasdaq National Market System
(““NMS”") designation would have been subject to
section 31, i.e., both the exchange and OTC trades
in such securities would have been subject to
section 31 transaction fees.

9 See Securities Exchange Act Release No. 23229
(May 13, 1986), 51 FR 18578 (May 21, 1986). The
Commission amended the Rule again in June 1987.
See Securities Exchange Act Release No. 24635
(June 23, 1987), 52 FR 24149 (June 29, 1987). In
May 1988, the Commission extended the
effectiveness of Rule 31-1(f) for an additional year.
See Securities Exchange Act Release No. 25671
(May 6, 1988), 53 FR 17180 (May 16, 1988). Finally,
in May 1989, the Commission extended the
effectiveness of Rule 31-1(f) indefinitely. See
Securities Exchange Act Release No. 26790 (May 6,
1989), 54 FR 20524 (May 12, 1989).
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of section 31 as a result of an exchange’s
decision to trade OTC/UTP securities or
the concurrent designation of Nasdag/
NMS securities. 10 In light of recent
legislation, however, the exemption
afforded to these Nasdaq securities is no
longer appropriate.

I11. Discussion

On September 30, 1996, the SEC’s
appropriation for fiscal year 1997 was
enacted as part of the Appropriations
Act. In addition to funding the agency
for fiscal year 1997, the Appropriations
Act extends transaction fees to all sales
of securities transacted otherwise than
on a national securities exchange (other
than bonds, debentures and other
evidences of indebtedness) subject to
prompt last-sale reporting, 11 effective
January 1, 1997.12

On October 11, 1996, The National
Securities Markets Improvement Act of
1996 (“Improvement Act’’),13 was
signed into law. The Improvement Act
amends section 31 of the Exchange Act
to extend transaction fees to
transactions in OTC securities subject to
prompt last sale reporting, effective
September 1, 1997.14 The Improvement

10Without the exemption, the application of
section 31 fees to all transactions in particular OTC
securities would have depended entirely on
exchange decisions to trade OTC/UTP securities, or
on issuer decisions to retain an exchange listing
despite the stock being designated an Nasdag/NMS
security.

11 The Commission notes that Congress intended
transaction fees to be applied to OTC securities
subject to prompt last sale reporting in the same
circumstances as section 31 fees currently are
applied to transactions in exchange-traded
securities. Accordingly, all of the exemptions
presently contained in Rule 31-1 (for example,
initial public offering transactions) will apply to
transactions in securities subject to the
Appropriations Act fee, except for the exemption
for Nasdaq securities in paragraph “(f)” of Rule 31—
1.

12 Specifically, the Appropriations Act provides
that effective January 1, 1997, every national
securities association shall pay to the Commission
a fee at a rate of 1/300th of one percent of the
aggregate dollar amount of sales transacted by or
through any member of such association otherwise
than on a national securities exchange (of
securities) (other than bonds, debentures, and other
evidences of indebtedness), subject to prompt last
sale reporting pursuant to the rules of the
Commission or a registered national securities
association, excluding any sales for which (a) fee is
paid under section 31 of the Exchange Act.
Moreover, the legislation requires every national
securities association to pay the fee on or before
September 30, 1997, with respect to transactions
and sales occurring during the period beginning on
January 1, 1997, and ending at the close of August
31, 1997. Beginning September 1, 1997, a similar
fee will be required by section 31(d) of the
Exchange Act as amended by Title IV of the
National Securities Markets Improvement Act of
1996. See section Ill, C “Off-Exchange Trades of
OTC Securities,” infra.

13Pub. L. No. 104-290, 110 Stat. 3416 (1996).

14 Specifically, section 31(d)(1) of the Exchange
Act will provide, in part, that ““(e)ach national

Act also explicitly amends section 31 of
the Exchange Act to provide that,
effective October 1, 1997, the
transaction fee arising out of the sale of
third market trades will be payable by
each national securities association.15
The Improvement Act further amends
section 31, effective October 1, 1997, to
require payment of section 31 fees to the
Commission two times per year, instead
of one time per year as section 31
presently requires.16

Currently, sales of OTC/UTP
securities occurring on a national
securities exchange are exempted from
section 31 fees. This exemption is no
longer appropriate in view of Congress’
express intention to extend transaction
fees to all OTC securities subject to
prompt last sale reporting. The
Commission believes that the law
intends fees on transactions in Nasdaq
securities to apply equally, whether
such transactions occur on an exchange
or OTC. Accordingly, the Commission is
eliminating, effective January 1, 1997,
the current exemption in Rule 31-1(f)
with respect to transactions in those
Nasdaq securities occurring on a
national securities exchange pursuant to
OTC/UTP. As aresult, as of January 1,
1997, the same fees will apply to OTC
and exchange trades in Nasdaq
securities, consistent with the equal
regulation of markets, brokers and
dealers, and the development of a
national market system.

The Commission also is phasing in
amendments to the Preliminary Notes to
Rule 31-1 on three dates (January 1,
1997, September 1, 1997, and October 1,
1997), to make them consistent with the
changes in law. Finally, effective

securities association shall pay to the Commission
a fee at a rate equal to 1/300 of one percent of the
aggregate dollar amount of sales transacted by or
through any member of such association otherwise
than on a national securities exchange of securities
(other than bonds, debentures, and other evidences
of indebtedness) subject to prompt last sale
reporting pursuant to the rules of the Commission
or a registered national securities association,
excluding any sales for which a fee is paid under
subsection (c) * * *.”

15 Presently, section 31 requires broker-dealers to
remit directly to the Commission transaction fees
arising out of third market trades. This procedure
will continue until October 1, 1997. See section IlI,
D “Third Market Transactions,” infra.

16 Section 31(e) will require payment of all
transaction fees on or before March 15, with respect
to transactions occurring during the period
beginning on the preceding September 1 and ending
at the close of the preceding December 31. The fee
for transactions occurring during the period
beginning on the preceding January 1 and ending
at the close of the preceding August 31, will be
payable to the Commission on September 30.
Pursuant to section 31(g) of the Exchange Act, as
amended, the Commission will publish in the
Federal Register notices of the fee rates applicable
under section 31 for each fiscal year, beginning
with fiscal year 1998.

September 1, 1997, the Commission is
implementing a technical amendment to
Rule 31-1 to clarify that fees arising out
of off-exchange transactions in OTC/
UTP securities will be collected
pursuant to section 31(d) of the
Exchange Act, and not section 31(c).17
In amending the Rule, the Commission
has considered the amendments’ impact
on efficiency, competition, and capital
formation.18

Because the Appropriations Act
extends transaction fees to the OTC
market effective January 1, 1997, the
Commission is issuing this release and
amending Rule 31-1 on an emergency
basis. A delay in amending the Rule
could lead to confusion over the
responsibilities of those persons affected
by the new legislation.

Although the Administrative
Procedure Act (“APA”) states that an
agency must provide general notice of
proposed rulemaking and an
opportunity for comment, these
requirements do not apply if the agency,
for good cause, finds that those
procedures are “impracticable,
unnecessary, or contrary to the public
interest.”” 19 The Commission finds that
good cause exists, and that notice and
comment are unnecessary, because the
amendments to Rule 31-1 are being
adopted to make the Rule consistent
with the Appropriations Act and the
Improvement Act. In addition, the
Commission finds that good cause
exists, and that notice and comment are
unnecessary for the amendment to Rule
24e-2 under the Investment Company
Act (eliminating the $100 minimum
fee), because the Commission has
ceased collecting the fee pursuant to the
Improvement Act.

Moreover, although the APA generally
requires publication of an adopted rule
at least thirty days before its effective
date,20 this requirement does not apply
if the agency determines, for good cause,
not to provide pre-effective publication.
As mentioned above, a delay in
amending Rule 31-1 until after the
January 1, 1997 effective date of the
Appropriations Act could lead to
confusion over the responsibilities of
those persons affected by the legislation.
Accordingly, the Commission finds
good cause not to provide pre-effective
publication for the amendments to Rule

17The Commission notes that the purpose of this
exemption is to carry out the intent of Congress,
based on the revenue projections used by Congress
at the time of the Appropriations Act and the
Improvement Act, that transaction fees for these
types of trades be collected pursuant to section
31(d) of the Exchange Act.

1815 U.S.C. 78c(f) and 15 U.S.C. 80a—-2(c).

195 U.S.C. 553(b)(B).

205 U.S.C. 553(d).



68592 Federal Register / Vol. 61, No. 251 / Monday, December 30, 1996 / Rules and Regulations

31-1. The Commission also finds that
good cause exists not to provide pre-
effective publication for the amendment
to Rule 24e-2 under the Investment
Company Act because the amendment is
intended to eliminate a source of
confusion for registrants and a delay
would only serve to prolong the
potential confusion of registrants.
Finally, under 5 U.S.C. 804, the
revisions to Rules 31-1 and 24e-2 are
exempt from the definition of the term
“rule” for purposes of Chapter 8,
entitled ““Congressional Review of
Agency Rulemaking,” because the
revisions are to rules of ‘““agency
organization, procedure, or practice

* * * and conform agency practice
and procedure to that required by the
Appropriations Act and the
Improvement Act.

The following sections describe the
interim and permanent obligations of
each national securities exchange,
national securities association and
broker-dealer with regard to the
payment of transaction fees.

A. Exchange-Registered Securities
Transacted on an Exchange

The only substantive change for a
national securities exchange remitting
transaction fees arising out of the sale of
exchange-registered securities 21 on the
exchange is the timing for payment of
such fees.22 As noted above, the
amendments made to section 31 by the
Improvement Act require, among other
things, payment of transaction fees two
times per year, instead of one time per
year. This change, however, does not go
into effect until October 1, 1997, and
will not affect the fee payment schedule
until January 1, 1998. Accordingly, the
fee arising out of transactions occurring
between January 1, 1996 and December
31, 1996 will be payable on March 15,
1997. Likewise, the fee arising out of
transactions occurring between January
1, 1997 and December 31, 1997 will be
payable to the Commission on March
15, 1998. Pursuant to section 31(e),
however, the section 31 fee arising from
transactions that occur between January
1, 1998 and August 31, 1998, will be
due to the Commission on or before

21 As used herein, the term “‘exchange-registered
securities” refers to those securities registered on a
national securities exchange by an issuer taking an
affirmative action (e.g. filing Form 8-A), and not
OTC securities deemed ‘“‘registered” under section
12(f)(6) of the Exchange Act based on OTC/UTP
trading. Cf. note 8, supra.

22 The Commission also notes that, as a result of
the amendments to Rule 31-1 made herein,
effective January 1, 1997, every national securities
exchange will be responsible for remitting section
31 transaction fees based on sales of OTC/UTP
securities transacted on such exchange. See “OTC
Securities Transacted on an Exchange pursuant to
OTC/UTP,” section Ill, B, infra.

September 30, 1998. The fee arising
from transactions between September 1,
1998 and December 31, 1998, will be
payable to the Commission on or before
March 15, 1999. This payment schedule
will continue in this manner
indefinitely.

B. OTC Securities Transacted on an
Exchange Pursuant to OTC/UTP

Effective January 1, 1997, Rule 31-1(f)
will be amended to effectively include
within the coverage of existing section
31 of the Exchange Act transactions in
those Nasdaq securities occurring on a
national securities exchange pursuant to
OTC/UTP. Therefore, beginning January
1, 1997, every national securities
exchange will be responsible for
remitting transaction fees to the
Commission for exchange transactions
in OTC/UTP securities, pursuant to
existing section 31 of the Exchange Act.
Effective October 1, 1997, every national
securities exchange will be responsible
for the payment of these fees pursuant
to section 31(b) of the Exchange Act, as
revised by the Improvement Act.

Once section 31(e) of the Exchange
Act becomes effective on October 1,
1997, the transaction fee payable by an
exchange arising from the sale of OTC/
UTP securities on such exchange will be
payable in two installments per year.
Accordingly, the payment schedule for
fees arising out of transactions in OTC/
UTP securities is identical to the
payment schedule for fees arising out of
transactions in exchange-registered
securities effected on an exchange.23

C. Off-Exchange Trades of OTC
Securities

As discussed above, both the
Appropriations Act and section 31 as
amended by the Improvement Act
extend transaction fees to securities
(other than bonds, debentures and other
evidences of indebtedness) traded
otherwise than on a national securities
exchange, and subject to prompt last
sale reporting pursuant to the rules of
the Commission or a registered national
securities association. The phrase
‘“‘securities subject to prompt last sale
reporting” as used in the legislation
includes securities designated as
Nasdaq National Market securities,24
securities designated as Nasdaq
SmallCap securities,2s and securities
traded on the NASD’s Bulletin Board
system (“OTCBB’).26 Moreover,
although the NASD’s rules do not

23See Section IIl, A, “Exchange-Registered
Securities Transacted on an Exchange,” supra.

24See National Association of Securities Dealers,
Inc. (“NASD”’) Rule 4632.

25See NASD Rule 4642.

26See NASD Rule 6550.

require transaction reporting for certain
types of transactions, if the underlying
securities are subject to prompt last sale
reporting, the NASD is responsible for
collecting a transaction fee even if the
particular transaction is not subject to
last-sale reporting.27?

Pursuant to the Appropriations Act,
fees arising from off-exchange
transactions in OTC securities occurring
between January 1, 1997 and August 31,
1997 will be payable to the Commission
by a national securities association on or
before September 30, 1997.28 Pursuant
to sections 31(d) and 31(e) of the
Exchange Act as amended by the
Improvement Act, transaction fees
arising from such trades occurring from
September 1, 1997 to December 31, 1997
will be due from a national securities
association on March 15, 1998.29 Off-
exchange transactions in OTC securities
occurring between January 1, 1998 and
August 31, 1998 will result in a fee due
to the Commission from a national
securities association on or before
September 30, 1998. Fees due for such
transactions occurring between
September 1, 1998 and December 31,
1998 will be payable on or before March
15, 1999. This payment schedule will
continue in this manner indefinitely.

D. Third Market Transactions

Broker-dealers will continue to remit
transaction fees arising out of third

27 Among other trades, NASD Rule 4632(e)
excludes from its transaction reporting
requirements odd-lot transactions, and purchases or
sales of securities effected upon the exercise of an
option. The NASD, however, is required to collect
fees on both of these types of transactions, unless
the underlying security is not subject to prompt last
sale reporting. The NASD also is required to collect
transaction fees for after-hours trades in securities
subject to prompt last sale reporting. The
Commission notes, however, that no transaction fee
will arise for transactions where the buyer and
seller have agreed to trade at a price substantially
unrelated to the current market for the security, e.g.
to enable the seller to make a gift. See NASD Rules
4632(e)(5), 4642(e)(4), 6420(e)(5), and 6620(e)(3).
Finally, the Commission notes that as prompt last
sale reporting is extended to additional securities,
such securities will become subject to transaction
fees.

28Even though Rule 31-1(f) will continue to
exempt these types of transactions from existing
Section 31 of the Exchange Act until September 1,
1997, when section 31(d) of the Exchange Act takes
effect, these transactions will be covered by the
Appropriations Act beginning January 1, 1997.

29Effective September 1, 1997, fees arising out of
off-exchange trades of OTC securities subject to
OTC/UTP will be payable pursuant to section 31(d).
A clarifying amendment to Rule 31-1(f) will
become effective on September 1, 1997, in order to
exempt these types of trades from the payment of
fees under section 31(c). As a result, fees arising out
of these types of transactions will be collected
pursuant to Section 31(d). As noted above, this
technical amendment is necessary in order to carry
out the intent of Congress that all trades in OTC
securities be treated equally no matter where those
trades occur.
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market trades directly to the
Commission until October 1, 1997,
pursuant to existing section 31 of the
Exchange Act. Section 31(c) of the
Exchange Act as amended by the
Improvement Act, requires fees arising
out of third market trades to be paid by
each national securities association
effective October 1, 1997.30 Specifically,
the fee arising from third market
transactions occurring between January
1, 1997 and September 30, 1997 will be
payable by each broker-dealer on or
before March 15, 1998, pursuant to
current section 31 of the Exchange Act.
Based on the Improvement Act’s
amendments to section 31, the fee
arising from third market transactions
occurring between October 1, 1997 and
December 31, 1997 also will be due
from a national securities association on
or before March 15, 1998. The fee
arising from third market transactions
occurring between January 1, 1998 and
August 31, 1998 will be due from a
national securities association on or
before September 30, 1998. For third
market trades occurring between
September 1, 1998 and December 31,
1998, the transaction fee is due from a
national securities association on or
before March 15, 1999. This payment
schedule will continue in this manner
indefinitely.

E. Options Transactions

With respect to options transactions
occurring on a national securities
exchange, the options exchanges, or the
Options Clearing Corporation (“*“OCC”)
on behalf of the exchanges, will
continue to be responsible for the
payment of section 31 fees on such
options transactions.3! Moreover, any
sale of exchange-registered securities to
or by a person exercising an exchange-
registered option contract shall require
the exchange itself or the OCC on behalf
of the exchange to pay a section 31 fee
in an amount determined on the basis
of the exercise price. In addition, as a
result of the Appropriations Act,
effective January 1, 1997, any sale of
OTC securities (subject to prompt last
sale reporting) to or by a person
exercising an exchange-registered
option contract shall require payment of
a transaction fee, in an amount

30Section 31(d) of the Exchange Act as amended
by the Improvement Act, excludes any sales for
which a fee is paid under section 31(c).

31 The Commission notes that this transaction fee
arises on the options transaction regardless of
whether the underlying security is traded on a
national securities exchange, or otherwise than on
an exchange. Moreover, the payment schedule for
fees arising out of options transactions occurring on
a national securities exchange is the same as for
exchange-registered equity securities discussed
above.

determined on the basis of the exercise
price, by the appropriate national
securities association or the OCC on
behalf of the association.32 Further,
when section 31(d) of the Exchange Act
becomes effective on September 1, 1997,
any sale of securities covered by section
31(d) to or by a person exercising an
exchange-registered option contract will
require payment of a section 31 fee, in
an amount determined on the basis of
the exercise price, by the appropriate
national securities association or the
OCC on behalf of such association.
With regard to transactions in OTC
options, no transaction fee will arise
because these securities are not
currently subject to prompt last sale
reporting.33 However, broker-dealers
will continue to remit section 31 fees
directly to the Commission for any sale
of exchange-registered securities to or
by a person exercising an OTC option,
in an amount determined on the basis
of the exercise price, until October 1,
1997, when these fees will be collected
by the appropriate national securities
association.34 Moreover, as a result of
the Appropriations Act and the Reform
Act, effective January 1, 1997, any sale
of OTC securities to or by a person
exercising an OTC option also shall
require payment of a transaction fee, in
an amount determined on the basis of
the exercise price, by the appropriate
national securities association.35

V. Amendment to Rule 24e-2 Under the
Investment Company Act

The Commission is adopting an
amendment to Rule 24e—2 under the
Investment Company Act of 1940, the
rule that governs the payment of fees by
certain registered investment companies
for additional securities registered on a
post-effective amendment to a
registration statement filed under the
Securities Act of 1933 (15 U.S.C. 77a et
seq.) (“‘Securities Act”). The amendment
eliminates the $100 minimum fee
currently in the Rule. The Rule’s $100
minimum fee was designed to

32The payment schedule for these fees is the
same as the payment schedule for off-exchange
trades of OTC securities discussed above.

33Pursuant to the Appropriations Act and the
Improvement Act, should options traded otherwise
than on a national securities exchange become
subject to prompt last sale reporting in the future,
transaction fees also will be applicable to those
options transactions. Accordingly, effective October
1, 1997, the Preliminary Notes to Rule 31-1 will
provide for the collection of section 31 fees for
transactions in OTC options subject to prompt last
sale reporting.

34See section I, D, “Third Market Transactions,”
supra.

35The Commission notes that the NASD, as the
only currently registered national securities
association, will be responsible for the collection of
these fees effective January 1, 1997.

correspond to the $100 minimum fee
requirement under section 6(b) of the
Securities Act (15 U.S.C. 77f(b)), which
was eliminated by the Improvement
Act. The Commission ceased collecting
the fee under Rule 24e—2 on October 11,
1996 and the amendment would
eliminate a source of confusion for
registrants.

V. Effects on Competition and
Regulatory Flexibility Act
Considerations

Section 23(a)(2) of the Exchange
Act,36 requires the Commission, in
adopting rules under the Exchange Act,
to consider the competitive effects of
such rules, if any, and to balance any
impact with the regulatory benefits
gained in terms of furthering the
purposes of the Exchange Act. As noted
above, in amending Rule 31-1 the
Commission is merely conforming the
Rule to recently enacted legislation.
Moreover, adoption of the amendment
to Rule 31-1 will not impose any
burden on competition not necessary or
appropriate in furtherance of the
purposes of the Exchange Act. The
amendment will promote efficiency and
capital formation by equalizing the
treatment of exchange-listed and OTC
securities.

The Regulatory Flexibility Act37 is
not applicable to the revisions to Rule
31-1, nor is it applicable to the
amendment to Rule 24e-2 under the
Investment Company Act. The
Regulatory Flexibility Act’s flexibility
analysis requirements are limited to
rulemaking for which the Commission
would be required by the APA to
publish general notice of proposed
rulemaking.38

The Paperwork Reduction Act does
not apply because the proposed
amendments do not impose
recordkeeping or information collection
requirements, or other collections of
information which require the approval
of the Office of Management and Budget
under 44 U.S.C. 3501, et seq.

VI. Statutory Basis

The amendments to Rule 31-1 under
the Exchange Act are being adopted
pursuant to 15 U.S.C. 78a et seq.,
particularly sections 23(a) and 31 of the
Exchange Act, and pursuant to Pub. L.
No. 104-208. The amendment to Rule
24e—2 under the Investment Company
Act is being adopted pursuant to 15

3615 U.S.C. 78w(a)(2).

375 U.S.C. 601-612.

385 U.S.C. 603(a). As noted above, the
Commission is not required to solicit public
comment due to the nature of the Commission’s
revisions to Rule 31-1.
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U.S.C. 80a-1 et seq., 80a—37, and 80a—
39 unless otherwise noted.

List of Subjects in 17 CFR Part 240

Reporting and recordkeeping
requirements, Securities.

VII. Text of the Amendments

For the reasons set forth above, the
Commission amends part 240 of chapter
I, title 17 of the Code of Federal
Regulations as follows:

PART 240—GENERAL RULES AND
REGULATIONS, SECURITIES
EXCHANGE ACT OF 1934

1. The authority citation for part 240
continues to read in part as follows:

Authority: 15 U.S.C. 77c, 77d, 779, 77j,
77s, T7eee, 7799g, 77nnn, 77sss, 77ttt, 78c,
78d, 78f, 78i, 78j, 78k, 78k-1, 78I, 78m, 78n,
780, 78p, 78q, 78s, 78w, 78x, 78l1(d), 79q,
79t, 80a 20, 80a-23, 80a—29, 80a—37, 80b-3,
80b—4 and 80b—11, unless otherwise noted.

* * * * *

2. Effective January 1, 1997, § 240.31—
1 is amended by revising the
Preliminary Notes and paragraph (f) to
read as follows:

§240.31-1 Securities transactions exempt
from transaction fees.

Preliminary Notes

If a sale of a security for which a fee is paid
under section 31 of the Act is effected on a
national securities exchange, the transaction
fee must be paid by that exchange. With
regard to sales of securities for which a fee
is paid under section 31, effected otherwise
than on a national securities exchange, the
fee is to be paid by the registered broker or
dealer on the sale side of the transaction.
When there is no registered broker or dealer
on the sale side of the transaction (as, for
example, where a third market dealer
purchases securities for its own account from
a public customer), the fee is to be paid by
the registered broker or dealer on the
purchase side of the transaction. Where no
registered broker or dealer is involved in the
transaction, no fee arises.

The fee for options transactions occurring
on a national securities exchange is to be
paid by the exchange itself, or by the Options
Clearing Corporation on behalf of the
exchange, and such fee is to be computed on
the basis of the option premium (market
price) for the sale of the option, and the
exercise price of the option in the event of
its exercise. In addition, any sale of securities
for which a fee is paid under section 31,
occurring otherwise than on a national
securities exchange, to or by a person
exercising an option contract shall require
payment of a section 31 fee, in an amount
determined on the basis of the exercise price,
by the registered broker or dealer selling the
securities. If there is no registered broker or
dealer on the sale side of such transaction,
then the fee is to be paid by the registered
broker or dealer on the purchase side of the

transaction. If no registered broker or dealer
is involved in the transaction, no fee arises.
* * * * *

(f) Transactions in Nasdaq securities
as defined in §240.11Aa3-1 (Rule
11Aa3-1 under the Act) except for:

(1) Transactions in those Nasdaq
securities for which transaction reports
are collected, processed, and made
available pursuant to the plan originally
submitted to the Commission pursuant
to § 240.17a-15 (subsequently amended
and redesignated as Rule 11Aa3-1)
under the Act, which plan was declared
effective as of May 17, 1974; and

(2) Transactions in those Nasdaq
securities occurring on a national
securities exchange pursuant to unlisted
trading privileges.

3. Effective September 1, 1997,
§240.31-1 is revised to read as follows:

§240.31-1 Securities transactions exempt
from transaction fees.

Preliminary Notes

If a sale of a security for which a fee is paid
under section 31 of the Act is effected on a
national securities exchange, the transaction
fee must be paid by that exchange. With
regard to sales of securities for which a fee
is paid under section 31, effected otherwise
than on a national securities exchange
(except those securities for which a fee is
paid under section 31(d)), the fee is to be
paid by the registered broker or dealer on the
sale side of the transaction. When there is no
registered broker or dealer on the sale side of
the transaction (as, for example, where a
third market dealer purchases securities for
its own account from a public customer), the
fee is to be paid by the registered broker or
dealer on the purchase side of the
transaction. Where no registered broker or
dealer is involved in the transaction, no fee
arises.

The fee for options transactions occurring
on a national securities exchange is to be
paid by the exchange itself, or by the Options
Clearing Corporation on behalf of the
exchange, and such fee is to be computed on
the basis of the option premium (market
price) for the sale of the option, and the
exercise price of the option in the event of
its exercise. In addition, any sale of securities
for which a fee is paid under section 31
(except those securities for which a fee is
paid under section 31(d)), occurring
otherwise than on a national securities
exchange, to or by a person exercising an
option contract, shall require payment of a
section 31 fee, in an amount determined on
the basis of the exercise price, by the
registered broker or dealer selling the
securities. If there is no registered broker or
dealer on the sale side of such transaction,
then the fee is to be paid by the registered
broker or dealer on the purchase side of the
transaction. If no registered broker or dealer
is involved in the transaction, no fee arises.
Finally, any sale of securities for which a fee
is paid under section 31(d), to or by a person
exercising an option contract, shall require
payment of a section 31 fee, in an amount

determined on the basis of the exercise price,
by the appropriate national securities
association or by the Options Clearing
Corporation on behalf of the association.

(a) The following shall be exempt
from section 31 of the Act:

(1) Transactions in securities offered
pursuant to an effective registration
statement under the Securities Act of
1933 (except transactions in put or call
options issued by the Options Clearing
Corporation) or offered in accordance
with an exemption from registration
afforded by section 3(a) or 3(b) thereof
(15 U.S.C. 77c(a) or 77c(b)), or arule
thereunder.

(2) Transactions by an issuer not
involving any public offering within the
meaning of section 4(2) of the Securities
Act of 1933 (15 U.S.C. 77d(2));

(3) The purchase or sale of securities
pursuant to and in consummation of a
tender or exchange offer;

(4) The purchase or sale of securities
upon the exercise of a warrant or right
(except a put or call), or upon the
conversion of a convertible security; and

(5) Transactions which are executed
outside the United States and are not
reported, or required to be reported, to
a transaction reporting association as
defined in §240.11Aa3-1 (Rule 11Aa3-
1 under the Act) and any approved plan
filed thereunder;

(b) Over-the-counter (**OTC")
transactions in OTC securities which are
subject to unlisted trading privileges on
a national securities exchange shall be
exempt only from section 31(c) of the
Act.

4. Effective October 1, 1997, the
Preliminary Note to § 240.31-1 is
revised to read as follows:

§240.31-1 Securities transactions exempt
from transaction fees.

Preliminary Note

The section 31 fee for options transactions
occurring on a national securities exchange,
or transactions in options subject to prompt
last sale reporting occurring otherwise than
on an exchange, is to be paid by the exchange
or the national securities association itself,
respectively, or the Options Clearing
Corporation on behalf of the exchange or
association, and such fee is to be computed
on the basis of the option premium (market
price) for the sale of the option. In the event
of the exercise of an option, whether such
option is traded on an exchange or otherwise,
a section 31 fee is to be paid by the exchange
or the national securities association itself, or
the Options Clearing Corporation on behalf of
the exchange or association, and such fee is
to be computed on the basis of the exercise
price of the option.

* * * * *
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PART 270—RULES AND
REGULATIONS, INVESTMENT
COMPANY ACT OF 1940

5. The authority citation for part 270
continues to read, in part, as follows:

Authority: 15 U.S.C. 80a-1 et seq., 80a—37,
80a—39 unless otherwise noted;
* * * * *

6. Section 270.24e-2 is amended by
revising paragraph (a) to read as follows:

§270.24e-2 Computation of fee.

* * * * *

(a) The fee to be paid at the time of
filing of such amendment shall be
calculated in the manner specified in
section 6(b) of the Securities Act of 1933
except that, for the purposes of such
calculation, the maximum aggregate
price at which the securities are
proposed to be offered may be deemed
to be the maximum aggregate offering
price, as determined by Rule 457(d) (17
CFR 230.457(d)) under the Securities
Act of 1933, of:

(1) The amount of securities (number
of shares or other units) being registered
reduced by;

(2) The amount of securities (number
of shares or other units) of the same
class redeemed or repurchased by the
issuer in its previous fiscal year (which
amount of securities must, for purposes
of this paragraph (a)(2), be reduced by
the amount of any securities used in a
reduction made by the issuer with
respect to such shares pursuant to
paragraph (c) of section 24f-2 of the Act
during the current fiscal year) provided
that, when more than one such
amendment is filed by an issuer in any
one fiscal year, the total amount of
securities used for such reductions
during any fiscal year in which such
reductions are made may not exceed the
total amount of securities which were
redeemed or repurchased by the issuer
during its previous fiscal year; and

* * * * *
Dated: December 23, 1996.
By the Commission.
Margaret H. McFarland,
Deputy Secretary.
[FR Doc. 96-33056 Filed 12—-24-96; 2:38 pm]
BILLING CODE 8010-01-P

DEPARTMENT OF ENERGY

Federal Energy Regulatory
Commission

18 CFR Part 2
[Docket No. RM96—-6—-000; Order No. 592]
Inquiry Concerning the Commission’s

Merger Policy Under the Federal Power
Act; Policy Statememt

Issued December 18, 1996.
AGENCY: Federal Energy Regulatory
Commission.

ACTION: Policy statement.

SUMMARY: The Federal Energy
Regulatory Commission (Commission) is
amending its regulations to update and
clarify the Commission’s procedures,
criteria and policies concerning public
utility mergers in light of dramatic and
continuing changes in the electric
power industry and the regulation of
that industry. The purpose of this Policy
Statement is to ensure that mergers are
consistent with the public interest and
to provide greater certainty and
expedition in the Commission’s analysis
of merger applications.

EFFECTIVE DATE: December 18, 1996.
FOR FURTHER INFORMATION CONTACT:

Jan Macpherson (Legal Matters),
Kimberly D. Bose (Legal Matters),
Office of the General Counsel, Federal
Energy Regulatory Commission, 888
First Street, N.E., Washington, D.C.
20426; Telephone: (202) 208-0921,
(202) 208-2284.

Wilbur C. Earley (Technical Matters),
Office of Economic Policy, Federal
Energy Regulatory Commission, 888
First Street, N.E., Washington, D.C.
20426; Telephone: (202) 208-0023.

Michael A. Coleman (Technical
Matters), Office of Electric Power
Regulation, Federal Energy Regulatory
Commission, 888 First Street, N.E.,
Washington, D.C. 20426; Telephone:
(202) 208-1236.

SUPPLEMENTARY INFORMATION: In

addition to publishing the full text of

this document in the Federal Register,
the Commission also provides all
interested persons an opportunity to
inspect or copy the contents of this
document during normal business hours
in the Commission’s Public Reference

Room, Room 2A, 888 First Street, N.E.,

Washington, D.C. 20426.

The Commission Issuance Posting
System (CIPS), an electronic bulletin
board service, provides access to the
texts of formal documents issued by the
Commission. CIPS is available at no
charge to the user and may be accessed
using a personal computer with a

modem by dialing (202) 208-1397 if
dialing locally or 1-800-856—-3920 if
dialing long distance. CIPS is also
available through the Fed World System
(by Modem or Internet). To access CIPS,
set your communications software to
19200, 14400, 12000, 9600, 7200, 4800,
2400 or 1200bps full duplex, no parity,
8 data bits, and 1 stop bit. The full text
of this final rule will be available on
CIPS in ASCII indefinitely and
WordPerfect 5.1 format for one year.
The complete text on diskette in
Wordperfect format may also be
purchased from the Commission’s copy
contractor, LaDorn Systems
Corporation, also located in Room 2A,
888 First Street, N.E., Washington, D.C.
20426.

The Commission’s bulletin board
system also can be accessed through the
FedWorld system directly by modem or
through the Internet. To access the
FedWorld system by modem:

« Dial (703) 321-3339 and logon to
the FedWorld system

« After logging on, type: /go FERC

To access the FedWorld system
through the Internet, a telnet application
must be used either as a stand-alone or
linked to a Web browser:

e Telnet to: fedworld.gov

¢ Select the option: [1] FedWorld

« Logon to the FedWorld system

e Type: /go FERC
or

¢ Point your Web Browser to: http://
www.fedworld.gov

« Scroll down the page to select
FedWorld Telnet Site

« Select the option: [1] FedWorld

« Logon to the FedWorld system

¢ Type: /go FERC

Policy Statement Establishing Factors
the Commission Will Consider in
Evaluating Whether a Proposed Merger
Is Consistent With the Public Interest

Issued December 18, 1996.
l. Introduction

This Policy Statement updates and
clarifies the Federal Energy Regulatory
Commission’s (Commission)
procedures, criteria and policies
concerning public utility mergers in
light of dramatic and continuing
changes in the electric power industry
and corresponding changes in the
regulation of that industry. The
Commission believes it is particularly
important to refine and modify its
merger policy at this critical juncture for
the electric industry. The Commission
recognizes that the electric industry
now is in the midst of enormous
technological, regulatory and economic
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changes. At the heart of these changes
is the transition to competitive power
supply markets, prompted in part by
this Commission’s open access
transmission policies. These changes are
fundamental, and mergers and
consolidations are among the strategic
options available for companies seeking
to reposition themselves in response to
the emerging competitive business
landscape.

In this Policy Statement, the
Commission has two broad goals. First,
we intend to ensure that future mergers
are consistent with the competitive
goals of the Energy Policy Act of 1992
(EPAct) 1 and the Commission’s recent
Open Access Rule.2 This means that the
Commission, in applying the Federal
Power Act standard that mergers must
be consistent with the public interest,
must account for changing market
structures and pay close attention to the
possible effect of a merger on
competitive bulk power markets and the
consequent effects on ratepayers.
Second, the Commission believes that as
the pace of industry change increases,
market participants require greater
regulatory certainty and expedition of
regulatory action in order to respond
quickly to rapidly changing market
conditions. Accordingly, this Policy
Statement offers procedural innovations
and more specific information that we
would expect applicants to file to
facilitate the Commission acting more
quickly on merger requests. 3

We will generally take into account
three factors in analyzing proposed
mergers: the effect on competition, the
effect on rates, and the effect on
regulation. First, our analysis of the
effect on competition will more
precisely identify geographic and
product markets and will adopt the
Department of Justice/Federal Trade
Commission Merger Guidelines
(Guidelines) as the analytical framework
for analyzing the effect on competition.
The Guidelines adopt a five-step
procedure for analyzing mergers

First, the Agency assesses whether the
merger would significantly increase
concentration and result in a
concentrated market, properly defined

1Energy Policy Act of 1992, Pub. L. No. 102-486,
106 Stat. 2776, 2905 (1992).

2See Promoting Wholesale Competition Through
Open Access Non-Discriminatory Transmission
Services by Public Utilities and Recovery of
Stranded Costs by Public Utilities and Transmitting
Utilities, Order No. 888, (Open Access Rule) 61 FR
21540 (May 10, 1996), Il FERC Stats. & Regs.
931,036 (1996), reh’g pending.

3In the near future, the Commission will also
issue a notice of proposed rulemaking to set forth
more specific filing requirements consistent with
this Policy Statement and additional procedures for
improving the merger hearing process.

and measured. Second, the Agency
assesses whether the merger, in light of
market concentration and other factors
that characterize the market, raises
concern about potential adverse
competitive effects. Third, the Agency
assesses whether entry would be timely,
likely and sufficient either to deter or to
counteract the competitive effects of
concern. Fourth, the Agency assesses
any efficiency gains that reasonably
cannot be achieved by the parties
through other means. Finally, the
Agency assesses whether, but for the
merger, either party to the transaction
would be likely to fail, causing its assets
to exit the market.4

By applying an analytic “‘screen”
based on the Guidelines early in the
merger review process, the Commission
will be able to identify proposed
mergers that clearly will not harm
competition.

Second, in assessing the effect of a
proposed merger on rates, we will no
longer require applicants and
intervenors to estimate the future costs
and benefits of a merger and then
litigate the validity of those estimates.
Instead, we will require applicants to
propose appropriate rate protection for
customers. The most promising and
expeditious means of addressing this
issue is for parties to engage in a pre-
filing consensus-building effort that will
result in a filing that includes
appropriate rate protection. If merger
applicants and their affected wholesale
customers are able to agree on
appropriate ratepayer safeguards, it
should not be necessary to set this
aspect of the merger for hearing.5 Even
where the parties have been unable to
come to an agreement before the merger
is filed, they should continue to attempt
to negotiate a settlement. While there
are several potential mechanisms
available, which we discuss herein,
adequate ratepayer protection will
necessarily depend on the particular
circumstances of the merging utilities
and their ratepayers. There is no one-
size-fits-all approach, and the
Commission strongly encourages parties
to resolve this issue without a formal
hearing. However, we also recognize the
possibility that parties may not be able
to reach an agreement on appropriate
ratepayer protection and that there may
be situations in which the Commission
nevertheless would be able to approve
a merger. This could occur either after
a hearing or on the basis of parties’

4U.S. Department of Justice and Federal Trade
Commission, Horizontal Merger Guidelines, issued
April 2, 1992, 57 FR 41552 (1992).

5Parties may choose to use alternative dispute
resolution or other settlement processes to reach

mutually agreeable ratepayer protection resolutions.

filings if we determine that the
applicants’ proposal sufficiently
insulates the ratepayers from harm.

Finally, with regard to the effect of the
merger on regulation, we will adopt the
approach we have used in recent cases.
With respect to shifts of regulatory
authority to the Securities and Exchange
Commission (SEC) where the applicants
will be part of a registered public utility
holding company, they may either
commit themselves to abide by this
Commission’s policies with regard to
affiliate transactions, or we will set the
issue for hearing. With respect to the
merger’s effect on state regulation,
where the state commissions have
authority to act on the merger, we
intend to rely on the state commissions
to exercise their authority to protect
state interests.

In order to provide more certainty and
expedition in our handling of merger
applications, this Policy Statement
explains how merger applicants should
address each of the three factors as part
of their case-in-chief in support of their
application. For the effect on
competition factor, applicants who
demonstrate that their merger passes the
market power screen established in this
Policy Statement will establish a
presumption that the merger raises no
market power concerns. In that event, a
trial-type hearing on this factor should
not be necessary. We are also setting
forth guidance on the other two factors
and ways to resolve any concerns about
these factors without a trial-type
hearing.

For mergers that do not pass the
market power screen, we will engage in
a more detailed analysis, which may
include a trial-type hearing. As
discussed below, if we find that a
merger will have an adverse effect on
competition, and if the additional
factors examined do not mitigate or
counterbalance the adverse competitive
effects of the merger, we may impose
various remedies where necessary to
make a merger consistent with the
public interest.

In this Policy Statement, we also
provide guidance on what kind of
evidence is needed for each factor.
Thus, applicants will be able to provide
the necessary information at the outset.
This should provide more certainty and
help focus our review on specific issues
that require more scrutiny. We believe
that the additional information that we
would expect parties to file will
expedite the merger review process and
enable the Commission to act on section
203 applications more quickly. We
intend to process most merger
applications within 12—-15 months after
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the applications are completed, as
discussed below under ““Procedures.”

In general, we expect that a merger
approved by the Commission will
satisfy each of the three factors that form
the basis of our merger review, i.e., post-
merger market power must be within
acceptable thresholds or be satisfactorily
mitigated, acceptable customer
protections must be in place, and any
adverse effect on regulation must be
addressed. However, we recognize that
there may be unusual circumstances in
which, for example, a merger that raises
competitive concerns may nevertheless
be in the public interest because
customer benefits (such as the need to
ensure reliable electricity service from a
utility in severe financial distress) may
clearly compel approval. Consistent
with the Guidelines, the Commission
would continue to account for such
circumstances and could, in a particular
case, conclude that on balance the
merger is consistent with the public
interest.

Finally, the Commission recognizes
that, as the industry evolves to meet the
challenges of a more competitive
marketplace, new types of mergers and
consolidations will be proposed. For
example, in addition to mergers
between public utilities, market
participants already are considering
restructuring options that include
mergers between public utilities and
natural gas distributors and pipelines,
consolidations of electric power
marketer businesses with other electric
or gas marketer businesses, and
combinations of jurisdictional electric
operations with other energy services.®
As a consequence, our merger policy
must be sufficiently flexible to
accommodate the review of these new
and innovative business combinations
that are subject to our jurisdiction under
section 203 and to determine their
implications on competitive markets.
We believe that the analytical
framework articulated in this Policy
Statement provides a suitable
methodology for determining whether
such mergers will be consistent with the
public interest.” However, it will not be
necessary for the merger applicants to

6See, for example, among others, the proposed
merger of Enron Corporation with Portland General
Corporation (Docket No. ER96-36—-000) and the
proposed acquisition of PanEnergy Corporation by
Duke Power Company, announced November 25,
1996.

7We recognize that, as some energy products
possibly become more suitable alternatives to
others, or as the combination of complementary
energy services possibly affects barriers to entry, the
focus of our analysis may have to be adjusted to
encompass those products, markets, and factors that
are relevant to analyzing the exercise of market
power in the future business environment.

perform the screen analysis or file the
data needed for the screen analysis in
cases where the merging firms do not
have facilities or sell relevant products
in common geographic markets. In these
cases, the proposed merger will not
have an adverse competitive impact
(i.e., there can be no increase in the
applicants’ market power unless they
are selling relevant products in the same
geographic markets) so there is no need
for a detailed data analysis. If the
Commission is unable to conclude that
the applicants meet this standard, the
Commission will require the applicants
to supply the competitive analysis
screen data described in Appendix A.

11. Background

Section 203(a) of the Federal Power
Act (FPA) provides that no public utility
shall sell, lease, or otherwise dispose of
the whole of its facilities that are subject
to the Commission’s jurisdiction, or any
part thereof with a value in excess of
$50,000, or by any means whatsoever,
directly or indirectly, merge or
consolidate such facilities with those of
any other person, or purchase, acquire,
or take any security of another public
utility without first securing the
Commission’s approval.8 Section 203(a)
also says that “‘if the Commission finds
that the proposed * * * [merger] will be
consistent with the public interest, it
shall approve the same.”” © Under section
203(b), the Commission may approve a
proposed merger “in whole or in part
and upon such terms and conditions as
it finds necessary or appropriate.

* * * This power is to be exercised
‘‘to secure the maintenance of adequate
service and the coordination in the
public interest of facilities subject to the
jurisdiction of the Commission.’ 10

Thirty years ago, in the
Commonwealth case,! the Commission
set forth six non-exclusive factors for
evaluating mergers:

(1) the effect of the proposed merger
on competition;

(2) the effect of the proposed merger
on the applicants’ operating costs and
rate levels;

(3) the reasonableness of the purchase
price;

(4) whether the acquiring utility has
coerced the to-be-acquired utility into
acceptance of the merger;

8While many types of transactions, including
relatively minor ones, may require section 203
authorization, this Policy Statement focuses on
mergers.

916 U.S.C. 824b(a) (1994).

1016 U.S.C. 824h(b) (1994).

11See Commonwealth Edison Company
(Commonwealth), Opinion No. 507, 36 F.P.C. 927,
936-42 (1966), aff'd sub nom. Utility Users League
v. FPC, 394 F.2d 16 (7th Cir. 1968), cert. denied,
393 U.S. 953 (1969).

(5) the impact of the merger on the
effectiveness of state and federal
regulation; and

(6) the contemplated accounting
treatment. Of these factors, the first
two—the effect on competition and the
effect on costs and rates—have
presented the most significant issues in
recent merger cases.

Since Commonwealth, however, both
the electric utility industry and utility
regulation have changed dramatically.
The Commission’s Open Access Rule 12
describes these changes at length.
Advances in technology now allow
scale economies to be exploited by
smaller-size units, thereby allowing
smaller new plants to be brought on line
at costs below those of the large plants
of the 1970s and earlier.13 Technological
advances in transmission have made
possible the economic transmission of
electric power over long distances at
higher voltages.14 State public utility
commissions have been relying more on
competitive contracting as the primary
vehicle for adding new generating
capacity.15 This Commission has
authorized market-based rates for
wholesale electricity sales when it has
found that the public utilities lack
market power.

In 1992, a landmark change occurred
when Congress enacted the EPAct. That
statute permitted new power suppliers,
called exempt wholesale generators, to
enter wholesale power markets, and
expanded the Commission’s authority to
require transmitting utilities to provide
eligible third parties with transmission
access. In 1996, consistent with the
competitive goals of EPAct, the
Commission adopted a sweeping
regulatory policy change with the
promulgation of the Open Access Rule.
That rule requires each public utility
that owns, operates or controls interstate
transmission facilities to file an open
access transmission tariff that offers
both network and point-to-point service.
The rule is designed to remedy the
undue discrimination that is inherent
when a utility does not offer truly
comparable transmission service to
others, and to promote competitive bulk
power markets. Thus, EPAct and the
Commission’s Open Access Rule have
fundamentally changed federal
regulation of the electric utility
industry. In addition, many states are
contemplating retail access, which may

12See Open Access Rule, 61 FR at 21540.

13See Id. at 21544.

14See Id. at 21544-45.

15See Paul L. Joskow, Regulatory Failure,
Regulatory Reform, and Structural Change in the
Electrical Power Industry, in Brookings Papers on
Econ. Activity, Microeconomics 125 (1989).
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prompt even more significant changes
in the industry.

Because these changes have
implications for the Commission’s
regulation of mergers, 16 we issued a
Notice of Inquiry (NOI) 17 soliciting
comments on whether our thirty-year-
old criteria for evaluating mergers
should be revised. While most
commenters agree that we should revise
our merger policies, there are
differences of opinions on the general
direction of the change needed. The
comments are summarized in Appendix
D.18

I11. Discussion

A. General Comments on Revising
Merger Policy

1. Direction of Change

As noted above, under section 203,
the Commission evaluates mergers to
determine whether they are “consistent
with the public interest.”” Congress did
not intend the Commission to be hostile
to mergers. 1° We have found that the
transaction taken as a whole must be
consistent with the public interest. 20
Thus, even if certain aspects of a
proposed merger are detrimental, the
merger can still be consistent with the
public interest if there are
countervailing benefits that derive from
the merger. 21

Almost all commenters argue that we
need to revise our merger policies and
standards in light of the changes in the
industry.22 On one side, many
commenters argue that mergers may
prevent markets from becoming truly
competitive.23 On the other side, some
commenters suggest that the
Commission should approve a merger
unless harm to the public interest is
demonstrated.24 These commenters
claim that most mergers are

16 Many of the commenters in the Open Access
Rule proceeding suggested that the Commission
reevaluate its merger policy in concert with the
open access rulemaking. See Open Access Rule at
61 FR 21555.

17See Inquiry Concerning the Commission’s
Merger Policy Under the Federal Power Act, Docket
No. RM96-6-000, 61 FR 4596 (February 7, 1996),
FERC Stats. & Regs. 135,531.

18 Appendix C sets forth the full names and
acronyms of the commenters.

19Pacific Power & Light Co. v. FPC, 111 F.2d
1014, 1016 (9th Cir. 1940) (PP&L); also see
Northeast Utilities Service Co. v. FERC (NU), 993
F.2d 937 (1st Cir. 1993).

20Entergy Services Inc. and Gulf States Utilities
Company (Entergy), Opinion No. 385, 65 FERC
961,332 at 62,473 (1993), order on reh’g, Opinion
No. 385-A, 67 FERC 161,192 (1994), appeal
pending.

21See NU, 993 F.2d at 945.

22See Appendix D, Section IA.

23For example, APPA, NRECA at 7-8; ELCON at
12-13.

24For example, Utilicorp United at 2, 7, 10.

procompetitive and should be approved
unless a problem is identified.

We do not agree either with
commenters who argue that we should
actively encourage mergers or those who
argue that we should discourage them.
The statutory standard is that a merger
must be “consistent with’’ the public
interest. While we believe that the
Commission has broad flexibility in
determining what is in the public
interest, particularly in light of changing
conditions in the industry, we do not
read the statutory language as creating a
presumption against mergers.25 Nor are
we prepared to presume that all mergers
are beneficial. It is the applicants’
responsibility to demonstrate that the
merger is consistent with the public
interest.

We believe that if the Commission is
to fulfill its statutory responsibilities, it
must determine what is consistent with
the public interest in light of conditions
in the electric industry in general as
well as the specific circumstances
presented by a proposed merger. In an
era of traditional, cost-of-service based
regulation, the Commission defined its
public interest responsibilities
consistent with that structure. Today,
we believe that the public interest
requires policies that do not impede the
development of vibrant, fully
competitive generation markets. We are
refining our analysis of the effects of
proposed mergers on competition in
order to protect the public interest in
the development of such highly
competitive markets, as discussed
below.

The Commission’s interpretation of
the public interest standard has never
been static. In the El Paso case, 26 we
explained that our view of what it takes
to mitigate market power sufficiently to
allow approval of a merger had evolved
over time. We pointed out that as the
industry had become more competitive,
we began examining market power in
transmission more closely, and that
comparable access was now required.
Moreover, we explained in El Paso that
while in the past we had focused only
on increases in market power, we no
longer believed that we could find any
merger to be consistent with the public
interest, whether or not the merger
created increased market power, unless
the merging utilities provided open
access. We adopted this revised view of
the public interest in light of EPAct’s

25|n NU, 993 F.2d at 947, the court pointed out
that the FPA differs from the Bank Merger Act in
that the latter contains an ““‘implicit presumption
that mergers are to be disapproved.”

26 E] Paso Electric Company and Central and
Southwest Services Inc., 68 FERC 161,181 61,914—
15 (1994), dismissed, 72 FERC 161,292 (1995).

goal of encouraging greater wholesale
competition and the significant increase
in actual competition.

2. How to Implement New Policies

We are adopting our new policies
through this Policy Statement rather
than through other means, such as
acting on a case-by-case basis or through
a rulemaking. While some commenters
suggested other means, 27 we believe
that a Policy Statement is needed.
Proceeding on a case-by-case basis
would not give applicants and
intervenors the guidance needed to
facilitate the presentation of the kinds of
well-focused evidence and arguments
that will improve and expedite the
merger review process. On the other
hand, a binding rule would be too rigid
at this time. Because the industry
continues to change rapidly, we must
maintain flexibility in fulfilling our
statutory responsibilities.

Commenters disagree on whether we
should apply the new policy to pending
merger proposals. 28 Those proposing
mergers have been on notice since we
issued the NOI that the Commission is
considering revising its criteria for
evaluating proposed mergers. In several
recent merger hearing orders, we have
discussed the NOI and have indicated
that we intend to evaluate pending
proposals in light of any new criteria we
might adopt. 22 We do not believe that
any applicants will be seriously
disadvantaged by application of this
policy to pending cases. Our analysis of
the effect of a proposed merger on
competition has been evolving for some
time, particularly since the enactment of
EPAct and the issuance of the Open
Access Rule. Thus, we are not applying
radically new analyses or standards.
The same is true of the other two
remaining factors, the effects on
regulation and on rates. We will address
the specific application of the policy to
pending cases on a case-by-case basis. If
necessary, we will require the parties to
supplement the record in any pending
case, and we do not expect that this will
cause any substantial delay. In fact, if
anything, we expect this Policy
Statement will make it easier to resolve
any remaining issues, because of our
clarification of our policies.

27 See Appendix D at Section IB.

28|d.

29Union Electric Company and Central Illinois
Public Service Company (Union Electric), 77 FERC
961,026 (1996), reh’g pending; Public Service
Company of Colorado and Southwestern Public
Service Company (PS Colorado), 75 FERC 161,325
(1996), reh’g pending; Baltimore Gas & Electric and
Potomac Electric Power Company, 76 FERC
61,111 (1996).
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B. Effect on Competition and Remedies

1. Background

In response to the NOI, we received
many comments on our market power
analysis. Commenters generally divide
into two groups, one recommending
stricter scrutiny of the effect of mergers
on competition, while the other argues
that less concern is warranted in today’s
more competitive environment.

Those in the first group support more
stringent scrutiny because they believe
that mergers can cause competitive
harm, particularly in a transitional era.
Many commenters 30 argue that mergers
increase generation market power,
increase monopsony buying power,
encourage self-dealing, discourage
alternative suppliers under retail access,
and tend to preserve certain competitive
advantages associated with vertical
integration. These commenters criticize
the analysis the Commission has been
using to evaluate mergers. They argue
that the Commission has not given
enough consideration to important
factors, including generation
dominance, the effect of transmission
constraints on competition, the merged
company’s ability to exercise market
power in localized areas and in short-
term energy sales, the effects on markets
in which little or no effective
competition exists, and the significant
anticompetitive advantages that
vertically integrated utilities possess as
a result of the long-existing statutory
and regulatory system.

The second broad group of
commenters 31 argues that mergers are
procompetitive. These commenters
maintain that mergers lower costs,
create economies of scale and
geographic scope, create large strong
competitors, allow rapid movement into
new markets, allow diversification to
minimize shareholder exposure to
business fluctuation, and let the most
efficient companies operate facilities,
among other reasons.

2. Discussion

a. The role of competition. The
electric industry’s rapid restructuring,
and the Commission’s regulatory
response to it, have made the effect of
mergers on competition, and the way
the Commission evaluates that effect,
critically important.

The Open Access Rule was a
watershed for electric industry
regulation. In the Rule, we recognized

30These include, for example, CA Com, Joint
Consumer Advoc., APPA, NRECA, Environmental
Action et al., RUS, Salt River, Lubbock, Wisconsin
Customers, and TAPS.

31Such as UtiliCorp, Southern, PanEnergy, and
Southwestern.

that, where it exists, competition has
become the best way to protect the
public interest and to ensure that
electricity consumers pay the lowest
possible price for reliable service. Before
the Open Access Rule, the Commission
took the approach that traditional
regulation could cure many market
power problems. The size of the
company, the territory it covered, and
the assets it held did not matter greatly
because regulatory oversight could hold
market power in check. Indeed, the
creation of larger utilities allowed some
utilities to take advantage of scale
economies and pass the cost savings on
to consumers under regulatory
supervision.

With the open transmission access
resulting from the Open Access Rule
and the continuing evolution of
competitive wholesale power markets,
we believe that competition is now the
best tool to discipline wholesale electric
markets and thereby protect the public
interest. But the competition needed to
protect the public interest will not be
efficient and deliver lower prices in
poorly structured markets. For example,
a concentration of generation assets that
allows a company to dominate a market
will dampen or preclude the benefits of
competition. In sum, as customer
protection is increasingly dependent
upon vibrant competition, it is critically
important that mergers be evaluated on
the basis of their effect on market
structure and performance.

This means that the Commission must
find ways to assess more accurately the
competitive impact of merger proposals.
In doing so, however, we must be
sensitive to another pressing concern:
the industry’s need for more analytic
and procedural certainty from the
Commission. The increased pace of
merger proposals has tested our ability
to respond in a timely way. We
recognize that merger proposals are
business decisions made in response to
market pressures and opportunities.
Some merger proposals may strengthen
weak firms and create stronger
competitors. Some, however, may result
in firms that will dominate or
manipulate electricity markets and
thwart competition. In either case,
applicants are entitled to timely
decisions from this Commission. The
policies and procedures adopted in this
Policy Statement are intended to
promote that goal.

b. Definition of markets. An accurate
assessment of the effect on markets
depends on an accurate definition of the
markets at issue. The Commission’s
current analytic approach defines
geographic markets in a manner that
does not always reflect accurately the

economic and physical ability of
potential suppliers to access buyers in
the market. This approach uses what
has come to be known as a hub-and-
spoke method. It identifies affected
customers as those that are directly
interconnected with the merging parties.
It then identifies potential suppliers as:
(1) those suppliers that are directly
interconnected with the customer (the
“first-tier”” suppliers); and (2) those
suppliers that are directly
interconnected with the merging parties
and that the customer thus can reach
through the merging parties’ open
access transmission tariff (the “‘second-
tier” suppliers).

A drawback of this method of
defining geographic markets is that it
does not account for the range of
parameters that affect the scope of trade:
relative generation prices, transmission
prices, losses, and transmission
constraints. Taking these factors into
account, markets could be broader or
narrower than the first- or second-tier
entities identified under the hub-and-
spoke analysis. For example, a supplier
that is directly interconnected with a
buyer may not be an economic supplier
to that buyer if transmission capability
across that interconnection is severely
constrained or if the transmission
charges are greater than the difference
between the decremental cost of the
buyer and the price at which the
supplier is willing to sell. In contrast, a
supplier that is three or four “wheels”
away from the same buyer may be an
economic supplier if the sum of the
wheeling charges and the effect of losses
is less than the difference between the
decremental cost of the buyer and the
price at which the supplier is willing to
sell. In other words, mere proximity is
not always indicative of whether a
supplier is an economic alternative.

Another concern with the approach
we have used in the past is its analytic
inconsistency. It defines the scope of the
market to include the directly
interconnected utilities that are
accessible due to the applicants’ open
access tariff, but does not expand the
market to recognize the access afforded
by other utilities’ tariffs. This was
acceptable before open access was
established as an industry-wide
requirement for public utilities. Now
that virtually all public utilities have
open access transmission tariffs on file,
it is no longer appropriate to recognize
only the effect of certain entities’ tariffs
on the size of the market.

In modifying our competitive
analysis, we are adopting the Guidelines
as the basic framework for evaluating
the competitive effects of merger
proposals. The Guidelines are a well-
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accepted standard approach for
evaluating the competitive effects of
mergers, and they received substantial
support from commenters.

c. Use of the Guidelines. The
Guidelines set out five steps for merger
analysis: (1) define markets likely to be
affected by the merger and measure the
concentration and the increase in
concentration in those markets; (2)
evaluate whether the extent of
concentration and other factors that
characterize the market raise concerns
about potential adverse competitive
effects; (3) assess whether entry would
be timely, likely, and sufficient to deter
or counteract any such concern; (4)
assess any efficiency gains that
reasonably cannot be achieved by other
means; and (5) assess whether either
party to the merger would be likely to
fail without the merger, causing its
assets to exit the market. We note,
however, that the Guidelines are just
that—quidelines. They provide
analytical guidance but do not provide
a specific recipe to follow. Indeed,
applying the Guidelines to the electric
power industry is one of our biggest
analytic challenges, both because the
industry is evolving very rapidly and
because the industry has some unique
features, such as very limited
opportunities for storage (hence the
importance of time-differentiated
markets). An analysis that follows the
Guidelines still requires many
assumptions and judgments to fit
specific fact situations.

While this Policy Statement provides
guidance on how the Commission
intends to more sharply focus its
analysis of a merger’s effect on
competition, we cannot reduce this
analysis to a purely mechanized
computation of the same data inputs for
all merger applications. Rather, the
Commission will need to evaluate the
relevant product and geographic
markets affected by each merger
proposal; these markets, in turn, depend
on the specific characteristics of the
merger applicants and the products and
markets in which they potentially trade.
Consequently, mergers may require
analysis of different product and
geographic markets due to factors (such
as the existence of constrained
transmission paths) that affect the size
of a particular market or the hours in
which trade of the product is critical to
determine whether merger applicants
possess market power. Such
distinguishing factors will need to be
identified and analyzed on a case-by-
case basis. Thus, the analytical process
explained in this Policy Statement is a
framework under which appropriate
adjustments may be required to be

incorporated to take account of factors
unique to a merger. Furthermore, as
noted above, this Policy Statement also
is intended to be sufficiently flexible to
accommodate the kinds of new merger
proposals that will be presented to the
Commission as the energy industry
evolves to meet the challenges of a more
competitive marketplace.

We note that the Guidelines
contemplate using remedies to mitigate
any harm to competition. There will be
mergers where, at the end of an analysis,
market power concerns persist but that
could be made acceptable with
measures to mitigate potential market
power problems. We encourage
applicants to identify market power
problems and to propose remedies for
such problems in their merger
proposals. In many cases, such a remedy
could avoid the need for a formal
hearing on competition issues and thus
result in a quicker decision. As
discussed further in Section 11l B (2)(e),
if a proposed long-term remedy is not
capable of being effectuated at the time
the merger is consummated, applicants
may propose effective interim remedial
measures.

d. Analytic screen. It is important to
give applicants some certainty about
how filings will be analyzed and what
will be an adequate showing that the
merger would not significantly increase
market power. This will allow
applicants to avoid or minimize a
hearing on this issue. Consequently, we
will to use an analytic screen (described
in Appendix A) that is consistent with
the Guidelines. If applicants satisfy this
analytic screen in their filings, they
typically would be able to avoid a
hearing on competition. We would
expect applicants to perform the screen
analysis as part of their application and
to supply the Commission and the
public with electronic files of all data
used in the analysis as well as other
related specified data. The Commission
will need this information in order to
perform its competitive analysis. If an
adequately supported screen analysis
shows that the merger would not
significantly increase concentration, and
there are no interventions raising
genuine issues of material fact that
cannot be resolved on the basis of the
written record, the Commission will not
set this issue for hearing. Applicants
may, of course, submit an alternative
competitive analysis in addition to the
screen.

The Commission believes that the
screen will be a valuable analytical tool
in all cases. It is conservative enough so
that parties and the Commission can be
confident that an application that clears
the screen would have no adverse effect

on competition. The screen also will be
valuable in identifying potential
competitive problems early in the
process. The result will be more
narrowly focused issues at hearings
when they are necessary. We also note
that the screen is intended to be
somewhat flexible. It sets out a general
method, but we will consider other
methods and factors where applicants
properly support them.

We believe that the analytic screen
will produce a reliable, conservative
analysis of the competitive effects of
proposed mergers. However, it is not
infallible. In some cases, the screen may
not detect certain market power
problems. There also may be disputes
over the data used by applicants or over
the way applicants have conducted the
screen analysis. These claims may be
raised through interventions and by the
Commission staff. However, such claims
must be substantial and specific. In
other words, they should focus on errors
in or other factual challenges to the data
or assumptions used in the analysis, or
whether the analysis has overlooked
certain effects of the merger.
Unsupported, general claims of harm
are insufficient grounds to warrant
further investigation of an otherwise
comprehensive analysis developed by
the applicants. Intervenors may also file
an alternative competitive analysis,
accompanied by appropriate data, to
support their arguments. The
Commission realizes that the need for
more rigor in intervention showings
could require additional efforts by
potential intervenors. We will therefore
routinely allow 60 days from filing for
intervenors and others to comment on a
merger filing.32

A detailed illustrative description of
the analytic screen that we will use is
in Appendix A. The following is a brief
summary of the screen. There are four
steps the applicant must complete and
the Commission will follow:

(1) Identify the relevant products.
Relevant products are those electricity
products or substitutes for such
products sold by the merging entities.

(2) Geographic markets: identify
customers who may be affected by the
merger. Generally, these would include,
at a minimum, all entities directly
interconnected to a merging party and
those that historical transaction data
indicate have traded with a merging

party.

32 Merger applicants that wish to facilitate the
merger review process should serve potential
intervenors with copies of their filing (via overnight
delivery), including electronic versions, when they
file their applications with the Commission. Cf.
Open Access Rule, 61 FR 21618 n.510.
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(3) Geographic markets: identify
potential suppliers that can compete to
serve a given market or customer.
Suppliers must be able to reach the
market both physically and
economically. There are two parts to
this analysis. One is determining the
economic capability of a supplier to
reach a market. This is accomplished by
a delivered price test, which accounts
for the supplier’s relative generation
costs and the price of transmission
service to the customer, including
ancillary services and losses. The
second part evaluates the physical
capability of a supplier to reach the
customer, that is, the amount of electric
energy a supplier can deliver to a
market based on transmission system
capability.

(4) Analyze concentration.
Concentration statistics must be
calculated and compared with the
market concentration thresholds set
forth in the Guidelines.33

The usefulness of the screen analysis
depends critically on the data that are
supplied with the application. These
data are described in Appendix A.
Applicants should file in electronic
format the data specified as well as any
other data used in their analysis.

If the Guidelines’ thresholds are not
exceeded, no further analysis need be
provided in the application. As stated
earlier, if an adequately supported
screen analysis shows that the merger
would not significantly increase
concentration, and there are no
interventions raising genuine issues of
material fact that cannot be resolved on
the basis of the written record, the
Commission will not set this issue for
hearing. If the thresholds are exceeded,
then the application should present
further analysis consistent with the
Guidelines. The Commission will also
consider any applicant-proposed
remedies at this stage. If none is
presented, or if the analysis does not
adequately deal with the issues, we will
need to examine the merger further.

The Commission will set for hearing
the competitive effects of merger
proposals if they fail the above screen

33The Guidelines address three ranges of market
concentration: (1) an unconcentrated post-merger
market—if the post-merger Herfindahl-Hirschman
Index (HHI) is below 1000, regardless of the change
in HHI the merger is unlikely to have adverse
competitive effects; (2) a moderately concentrated
post-merger market—if the post merger HHI ranges
from 1000 to 1800 and the change in HHI is greater
than 100, the merger potentially raises significant
competitive concerns; and (3) a highly concentrated
post-merger market—if the post-merger HHI
exceeds 1800 and the change in the HHI exceeds
50, the merger potentially raises significant
competitive concerns; if the change in HHI exceeds
100, it is presumed that the merger is likely to
create or enhance market power.

analysis, if there are problems
concerning the assumptions or data
used in the screen analysis, or if there
are factors external to the screen which
put the screen analysis in doubt. We
may also set for hearing applications
that have used an alternative analytic
method the results of which are not
adequately supported. As discussed in
Section Il F, the Commission will
attempt to summarily address issues
where possible and may use procedural
mechanisms that permit us to dispose of
issues without having a trial-type
hearing.

e. Mitigation. Although a competitive
analysis pursuant to the Guidelines may
show that a proposed merger would
have anticompetitive effects, the
Commission may be able to approve the
merger as consistent with the public
interest if appropriate mitigation
measures can be formulated. In the past,
in some cases the Commission has
conditionally approved a merger if
applicants agreed to conditions
necessary to mitigate anticompetitive
effects. In some instances, applicants
themselves have voluntarily offered
commitments to address various
concerns.34 Commenters suggested a
variety of conditions that we could
impose (or remedies that applicants
could adopt voluntarily) to solve
competitive problems with a merger.
These include, for example, the
formation of an Independent System
Operator (ISO), divestiture of assets,
elimination of transmission constraints,
efficient regional transmission pricing,
and offering an open season to allow the
merging utilities’ customers to escape
from their contracts. Other commenters
oppose some or all of these remedies.
Some commenters also argue that we
should monitor the situation after a
merger and impose any new remedies
that are needed; other commenters
oppose such post-merger review.35

As noted, the Commission’s review of
merger applications has frequently
resulted in the development of
particular conditions that are designed
to remedy problems associated with the
merger. These conditions are imposed
as part of our approval of the merger
application. We expect that practice to

34E.g., Northeast Utilities Services Company/Re
Public Service Company of New Hampshire, 50
FERC 11 61,266, reh’g denied, 51 FERC 61,177,
clarification, 52 FERC 1 61,046 (1990), order on
reh’g, 58 FERC 1 61,070 (1992), order on reh’g, 59
FERC 1 61,042 (1992), aff'd in part sub nom.
Northeast Utilities Services Company v. FERC, 993
F.2d 937 (1st Cir. 1993); Midwest Power Systems,
Inc. and lowa-Illinois Gas & Electric Company, 71
FERC 1 61,386 (committed to offer wholesale
requirements customers an open season).

35The comments on remedies are summarized in
more detail in Appendix D, Section VI D.

continue. For example, we expect the
competition analysis to focus
extensively on generation market power
and on whether a proposed merger
exacerbates market power problems. We
also expect applicants to propose
remedies for market power problems
identified in their analysis. It is our
hope that as our market power analysis
becomes more refined to cope with
changing circumstances in the industry,
applicant-proposed remedies or
mitigation strategies will also become
more refined or tailored to address the
identified harm. Of course, one remedy
that an applicant could consider is to
propose to divest a portion of its
generating capacity so that its market
share falls below the share that poses
anticompetitive concerns under the
Guidelines. This remedy is discussed in
the Appendix A section entitled
“Competitive Analysis Screen.”

Similarly, an applicant’s ability to
exercise generation market power may
be affected by transmission constraints
and transmission pricing. In particular,
the scope of the geographic market may
be limited both by transmission
constraints and by the need to pay
cumulative transmission rates in order
to transmit power across the systems of
the merging utilities and neighboring
utilities. It is likely that both market
concentration and the applicant’s
market share would be greater within
such a circumscribed geographic
market. Hence, the opportunity to
exercise market power also would be
greater. Potential remedies for such
market power could include the
following. First, a proposal by the
applicants to turn over control of their
transmission assets to an 1ISO might
mitigate market power. In particular, an
ISO might facilitate the implementation
of efficient transmission pricing and
thereby expand the effective scope of
the geographic market. Second, an up-
front, enforceable commitment to
upgrade or expand transmission
facilities might mitigate market power,
because the constraint relieved by such
an upgrade or expansion no longer
would limit the scope of the relevant
geographic market. These and other
remedies also are discussed in
Appendix A. We intend to tailor
conditions and remedies to address the
particular concerns posed by a merger
on a case-by-case basis.

If an applicant does not propose
appropriate remedies to mitigate the
anticompetitive impact of a merger, the
Commission intends to fashion such
remedies during the course of its
consideration of an application.

We do not intend to rely on post-
merger review or on new remedies
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imposed after a merger is approved. We
must find that a merger is consistent
with the public interest before we
approve a merger.36 Moreover, heavy
reliance on post-merger review would
expose the merging entities to too much
uncertainty. However, as the
Commission has noted in past merger
cases, the Commission does retain
authority under section 203(b) to issue
supplemental orders for good cause
shown as it may find necessary or
appropriate.3?

The Commission acknowledges that
many of the solutions that would
mitigate market power or
anticompetitive effects cannot be
implemented quickly and, in fact, could
take an extended period to accomplish
(e.g., siting and constructing new
transmission lines to alleviate a
transmission constraint, divestiture of
generation assets, formation of an 1SO).
While long-term remedies may be
necessary to allow the Commission to
determine that a merger is consistent
with the public interest, a requirement
to satisfy such conditions prior to
consummating a merger may jeopardize
the ability of parties to merge. In turn,
customers will experience unnecessary
delays in receiving benefits accruing
from the merger. Therefore, we will
entertain proposals by merger
applicants to implement interim
mitigation measures that would
eliminate market power concerns during
the period that it takes to put in place
the long-term remedies necessary to
address the anticompetitive effects of
their proposed merger.38 Such interim
measures must fully and effectively
address the specific market power
problems identified for the merger but
should not be viewed as substitutes for
the long-term remedies required by the
Commission. Applicants should
implement long-term remedies as
quickly as practical.

C. Effect on Rates

1. Background

In determining whether a merger is
consistent with the public interest, one
of the factors we have considered is the
effect the proposed merger will have on
costs and rates. In the past we have

36 For example, an expansion or upgrade of
facilities to alleviate a transmission constraint
would not be an acceptable mitigation measure
unless uncertainties about the utilities’ ability to
complete the upgrade or expansion are resolved
prior to consummation of the merger.

37See FPA section 203(b), 16 U.S.C. § 824b(b)
(1994).

38For example, an applicant could sell its
transmission rights on congested transmission paths
to third parties or not trade in markets where it has
market power until long-term remedies are
implemented.

considered whether the elimination of
the independence of the companies and
resulting combination of the facilities of
the separate entities would be likely to
lead to unnecessary rate increases or
inhibit rate reductions.3® We have also
been concerned with whether the
merged companies would be able to
operate economically and efficiently as
a single entity.4° In connection with
these concerns, the Commission has
investigated applicants’ claims about
the potential costs and benefits of their
proposed mergers and weighed that
information to determine whether the
costs are likely to exceed the benefits.
Our investigations have frequently
required trial-type hearings. Although
we have considered the applicants’
burden of proof to be met by a
generalized showing of likely costs and
benefits,41 these hearings have often
been time-consuming, and there has
been considerable controversy over
whether the estimates of future costs
and benefits are truly meaningful.
Moreover, there has been controversy
over the position we have taken that
benefits are to be “counted” even if they
could reasonably be obtained by means
other than the merger. There also has
been controversy over the allocation of
the projected merger benefits.42

In more recent cases, the Commission
has focused on ratepayer protection. We
have either accepted a hold harmless
commitment (a commitment from the
applicant that any net merger-related
costs will not raise rates) or have set for
hearing the issue of whether the
applicants’ hold harmless commitment
or some other proposed ratepayer
protection was adequate. For example,
in Primergy, the Commission held that
wholesale ratepayers would be
adequately protected if the applicants
were to commit that, for a period of four
years after the merger is consummated,
the merging companies would not seek
to increase rates to wholesale
requirements customers.

In PS Colorado,43 the applicants
submitted evidence on costs and
benefits, but also proposed a hold
harmless commitment. We noted several
concerns with the hold harmless
commitment, pointing out that it did not

39Commonwealth, 36 FPC at 938.

40Edison, 47 FERC 1 61,196 at 61,672 (1989).

41Entergy Services Inc. (Entergy), 65 FERC 1
61,332, at 62,473 (1993), order on reh’g, 67 FERC
91 61,192 (1994), appeal pending.

42These benefits have included items such as fuel
cost savings; bankruptcy resolution; reducing
administrative and general costs; lowering net
production costs; and eliminating or deferring
construction of new generating units.

4375 FERC at 62,043-44.

cover most of the merger-related costs.44
We set for hearing the issue of whether
the applicants’ hold harmless
commitment provided adequate
protection for ratepayers (those who
receive unbundled generation and
transmission services as well as those
who receive bundled service) and, if
not, what ratepayer protection
mechanisms would be sufficient. We
did not set for hearing the effect on rates
as such; that is, we did not instruct the
administrative law judge to conduct a
factual investigation into the alleged
costs and benefits of the merger. In
Cincinnati Gas & Electric Company and
PSI Energy, Inc., the Commission
modified the hold harmless provision,
stating that the applicants would have
the burden of convincingly
demonstrating in future section 205
filings that their wholesale customers
had, in fact, been held harmless; that is,
they would have to show any rate
increase was not related to the merger.45
The applicants would be required to
make an affirmative showing in their
initial case-in-chief that their proposed
rates did not reflect merger-related costs
unless such costs were offset by merger-
related benefits.46

In Union Electric,47 the applicants
proposed an open season guarantee for
the first five years after the merger was
consummated. The open season
guaranteed that existing wholesale
customers could terminate their
contracts by giving notice on the day the
applicants filed for a rate increase
affecting that customer. The
Commission was concerned that the
open season commitment might not
provide adequate protection for
wholesale ratepayers (those that receive
bundled generation and transmission
service as well as those that receive
unbundled generation or transmission
service) and set that issue for hearing.
We stated that if at hearing it was
determined that the open season

44The commitment was not to seek an increase
in base rates for five years after the merger. We
found, however, that this provided little protection,
since the five years would be over before most of
the claimed merger savings were projected to be
realized. Moreover, the applicants proposed to
amortize merger-related costs over five years, but
their hold harmless commitment covered only costs
that would be ““booked to the merger” through the
first two years.

45See Cincinnati Gas & Electric Company and PSI
Energy, Inc., 64 FERC Y 61,237 at 62,714 (1993),
order withdrawing authorization of merger and
instituting settlement procedures, 66 FERC
61.028, order denying rehearing and approving
settlements and unilateral offers as conditioned and
modified, 69 FERC 1 61,005 (1994), order granting
clarification, 69 FERC 1 61,088 (1994).

46|d. at 62,714.

4777 FERC 1 61,026 at 61,107-08 (1996), reh’g
pending.
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commitment was not adequate
protection, a determination should be
made as to what ratepayer protection
mechanisms might be suitable for the
proposed merger.

In response to the NOI, only a few
commenters suggest that we dispose of
the effect on rates factor altogether.48
Most commenters consider this factor to
be essential in deciding whether to
approve a merger.4° However,
commenters differ on how this factor
should be assessed.

2. Discussion

We disagree with the argument
presented by a few commenters that we
need not be concerned about the effect
of a merger on rates in this competitive
environment because prices will be set
by market forces and customers can
choose their suppliers accordingly.
Also, while it may be true that most of
the rate issues in connection with the
typical merger affect retail ratepayers
and are subject to state jurisdiction, the
Commission in order to ensure that a
merger is consistent with the public
interest still must protect the merging
utilities’ wholesale ratepayers and
transmission customers from the
possible adverse effects of the merger.
As mentioned in our discussion above
on the effect on competition and in our
discussion in the Open Access Rule, we
recognize that even in an open access
environment, markets may not work
perfectly or even well.5° This is
particularly the case during the
transition from a monopoly cost-of-
service market structure to a
competitive market-based industry. For
instance, during the transition some
customers may be unable to take
immediate advantage of competition
because of contractual commitments or
because of stranded costs obligations.
Furthermore, because transmission
remains effectively a natural monopoly
and will continue to be regulated on a
cost-of-service basis, the Commission
has reason to be concerned that mergers
do not affect transmission rates
adversely. For these reasons, we will not
abandon the effect on rates factor.5:

Rather than requiring estimates of
somewhat amorphous net merger
benefits and addressing whether the
applicant has adequately substantiated
those benefits, we will focus on
ratepayer protection. Merger applicants
should propose ratepayer protection

48See Appendix D, section IlI(A).

491d.

50See Open Access Rule, 61 FR at 21553.

51|n the past, we have referred to this factor as
the “‘effect on costs and rates.” However, the basic
concern is with the effect on rates. Accordingly, we
will refer to it as the “‘effect on rates.”

mechanisms to assure that customers
are protected if the expected benefits do
not materialize. The applicant bears the
burden of proof to demonstrate that the
customer will be protected. This puts
the risk that the benefits will not
materialize where it belongs—on the
applicants.

Furthermore, we believe that the most
promising and expeditious means of
addressing ratepayer protection is for
the parties to negotiate an agreement on
ratepayer protection mechanisms. The
applicants should attempt to resolve the
issue with customers even before filing,
and should propose a mechanism as
part of their filing. Even if these
negotiations have not succeeded by the
time of filing, the parties should
continue to try to reach a settlement.
What constitutes adequate ratepayer
protection necessarily will depend on
the particular circumstances of the
merging utilities and their ratepayers,
and we strongly encourage parties to
minimize contentious issues and to
resolve them without the time and
expense of a formal hearing. Parties may
not be able to reach an agreement on an
appropriate ratepayer protection and the
Commission may still be able to approve
the merger. As mentioned earlier, this
could occur either after a hearing or on
the basis of parties’ filings if we
determine that the applicants’ proposal
sufficiently insulates the ratepayers
from harm.

As described above, the Commission
has accepted a variety of hold harmless
provisions, and parties may consider
these as well as other mechanisms if
they appropriately address ratepayer
concerns. Among the types of protection
that could be proposed are:

* Open season for wholesale
customers—applicants agree to allow
existing wholesale customers a
reasonable opportunity to terminate
their contracts (after notice) and switch
suppliers. This allows customers to
protect themselves from merger-related
harm.

« General hold harmless provision—a
commitment from the applicant that it
will protect wholesale customers from
any adverse rate effects resulting from
the merger for a significant period of
time following the merger. Such a
provision must be enforceable and
administratively manageable.

e Moratorium on increases in base
rates (rate freeze)—applicants commit to
freezing their rates for wholesale
customers under certain tariffs for a
significant period of time.52

52 A rate freeze, however, does not insulate the
merged utility from a rate reduction if the
Commission, pursuant to section 206, determines

¢ Rate reduction—applicants make a
commitment to file a rate decrease for
their wholesale customers to cover a
significant period of time.53

Although each mechanism provides
some benefit to ratepayers, we believe
that in the majority of circumstances the
most meaningful (and the most likely to
give wholesale customers the earliest
opportunity to take advantage of
emerging competitive wholesale
markets) is an open season provision.
We urge merger applicants to negotiate
with customers before filing and to offer
an adequate open season proposal or
other appropriate ratepayer protection
mechanism in their merger applications.
If intervenors raise a substantial
question as to the adequacy of the
proposal, parties should continue to
pursue a settlement. If no agreement can
be reached, we may decide the issue on
the written record or set the issue for
hearing.

D. Effect on Regulation

When the Commission in
Commonwealth referred to impairment
of effective regulation by this
Commission and appropriate state
regulatory authorities, its concern was
with ensuring that there is no regulatory
gap.54 The potential for impairment of
effective regulation at the Federal level
has been increased by the Ohio Power
decisions.55 That case holds that if the
SEC approves a contract for sales of
non-power goods or services between
affiliates in a registered holding
company, this Commission in its rate
review may not disallow any part of the
payment under the contract in order to
protect ratepayers against affiliate
abuse.56

In recent cases, the Commission has
developed its policy regarding the effect
of proposed mergers on both state and
Federal regulation. For instance, PS
Colorado involved the creation of a new
multistate registered holding company.
On the question of a shift of regulation
from the state commissions to this
Commission, we declined to order a

that the utility’s rates are no longer just and
reasonable. Also, in circumstances in which
ratepayers clearly would be entitled to a rate
reduction in the absence of the merger, e.g.,
expiration of a current surcharge or some other
clearly defined circumstance, a simple rate freeze
may not provide adequate ratepayer protection.
53Whether these types of proposals are
appropriate in a particular case will depend on the
circumstances of the merging companies and the
customers and the details of the proposals.

54 Cinergy, 64 FERC at 61,710 n. 278;
Commonwealth, 36 FPC at 931.

55 Ohio Power Company v. FERC, 954 F.2d, 779,
782-86 (D.C. Cir. 1992), cert. denied, 498 U.S. 73
(1992) (Ohio Power).

56 Cf. AEP Power Marketing, Inc., 76 FERC |
61,307 at 62,515 (1996).
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hearing, noting that the state
commissions had authority to
disapprove the merger and that they did
not argue that their regulation would be
impaired. On the question of a shift of
authority from this Commission to the
SEC, we pointed out that pre-merger, we
had authority to review for rate
purposes all the costs the companies
incurred, but if the merger were
approved, under Ohio Power we would
lose that authority if the SEC approved
an inter-affiliate transaction. Thus, the
costs could be flowed through to
ratepayers, even if the goods or services
were obtained at an above-market price
or the costs were imprudently incurred.
To guard against this possibility, we
gave the applicants two options.57 They
could either choose to have the issue set
for hearing, or they could agree to abide
by our policies on intra-system
transactions.58

In response to the NOI, commenters
generally argue that it is important for
the Commission to continue to look at
the effect of a merger on the
effectiveness of state and Federal
regulation.s®

2. Discussion

We will continue to examine the
effect on regulation as a factor in our
analysis of proposed mergers and will
use the approach adopted in PS
Colorado and subsequent cases. Thus,
in situations involving registered public
utility holding companies, we will
require the applicants to choose
between two options and to make that
choice clear in their filing. They may
commit themselves to abide by this
Commission’s policies with respect to
intra-system transactions within the
newly-formed holding company
structure, or they may go to hearing on
the issue of the effect of the proposed
registered holding company structure on
effective regulation by this Commission.
If applicants choose the first option, we
will set the issue for hearing only if
intervenors raise credible arguments
that because of special factual
circumstances, the commitment will not
provide sufficient protection.

With respect to the effect of a merger
on state regulatory authority, where a
state has authority to act on a merger,
as in PSColorado, we ordinarily will not
set this issue for a trial-type hearing.
The application should tell us whether
the states have this authority. If the state

5775 FERC at 62,045-46.

58 Accord, Union Electric, 77 FERC at 61,108—-09
(state expressed concern over shift of regulatory
authority from itself and this Commission to SEC;
Commission noted that state had authority to
disapprove merger).

59 Appendix B at Section IV.

lacks this authority and raises concerns
about the effect on regulation, we may
set the issue for hearing; we will address
these circumstances on a case-by-case
basis.

E. Other Commonwealth Factors

The other Commonwealth factors are
evidence of coercion, the proposed
accounting treatment, and the
reasonableness of the purchase price.

These three factors elicited very little
comment. As to evidence of coercion, a
few commenters suggest that this should
be evaluated by the marketplace rather
than by the regulatory process.5° Several
commenters say that this factor should
be considered only if someone
demonstrates that it is relevant.61 OK
Com is among the few commenters who
favor retaining this factor. It suggests
that coercion is a means by which some
companies will try to gain oligopolistic
control of the market in the coming
competitive environment.

As to accounting treatment, some
commenters support elimination of
accounting concerns as a factor.62
PaineWebber notes that most recent
mergers were mergers of equals,
involving minimal premiums over
current market prices. It suggests that a
similar market discipline would likely
cause shareholders to reject merger
transactions involving large merger
premiums and excessive amortization.
Florida and Montaup argue that the
accounting treatment of a merger should
not be an issue for hearing unless an
applicant seeks treatment different from
the Commission’s standards. Southern
Company contends that the
Commission’s analysis of this factor
should be subsumed within the analysis
of the merger’s impact on costs and
rates.

NY Com and OK Com are concerned
about the accounting consequences of
mergers. OK Com favors keeping the
historical cost approach to accounting
for plant acquisitions during mergers
and business combinations until
competitive market structures are
achieved at the national, regional, and
state levels. NY Com also urges the
Commission to continue to require
unrestricted access to all books and
records of newly merged entities.

We also received a few comments on
looking at the reasonableness of the

60East Texas Coop., EEI, PaineWebber, and
Southern Company.

61Florida and Montaup.

62East Texas Coop, EEI, and PaineWebber.
Although they do not support keeping this factor,
EEI and PaineWebber suggest that in light of broad
industry changes, this may be the right time for a
generic re-examination of accounting concerns, of
which accounting for mergers could be a part.

purchase price as a factor. A number of
commenters 63 urge that the Commission
not substitute its judgment for the
workings of market forces, which will
determine the reasonableness of the
purchase price. Others 64 believe that
this issue should be examined only if its
relevance is raised. However, OK Com
argues that purchase price still has some
relevance in this era of diversification.

It is concerned that the purchase price
may be based on expected returns on
non-regulated investments, which, if
they fail to materialize, may dilute the
value of utility stock.

We will no longer consider these
three matters as separate factors. Any
evidence of coercion will be considered
as part of our analysis of the effect of the
merger on competition. We have treated
the reasonableness of the purchase price
as an issue only insofar as it affects
rates, so this issue is subsumed in the
effect on rates factor. As for the
proposed accounting treatment, this is
not really a factor to be balanced along
with other factors; proper accounting
treatment is simply a requirement for all
mergers.6>

If a merger application seeks to
recover acquisition premiums through
wholesale rates, we will address the
issue in post-merger rate applications.
However, the Commission historically
has not permitted rate recovery of
acquisition premiums.

F. Procedures for Handling Merger
Cases

We received many suggestions as to
how to improve our procedures for
handling merger cases. The commenters
focused particularly on the need for
certainty and the need to expedite the
process, at least for some mergers. They
suggested various screens or hold
harmless provisions. Some suggested
that we set forth filing requirements.
There were also many comments on
coordination with other agencies that
are reviewing the merger.s6é

Although we plan to issue a Notice of
Proposed Rulemaking in the near future
to set forth more specific filing
requirements consistent with this Policy
Statement and additional procedures for
improving the merger hearing process,
we have determined that the best way
to improve the Commission’s handling

63CINergy, East Texas Coop, EEI, PaineWebber,
and Southern.

64Florida and Montaup.

65See, e.g., Public Service Company of Colorado
and Southwestern Public Service Company, 75
FERC /61,325 (1996); Entergy Services, Inc. and
Gulf States Utilities Company, Opinion No. 385, 65
FERC /61,332 (1993), order on reh’g, 67 FERC
161,192 (1994).

66 Appendix D, Section VI.
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of merger proposals is to update our
merger review policy. As outlined in
this Policy Statement, we will generally
limit the number of factors we examine
in order to determine whether a merger
is in the public interest.

The principal area that will require a
fact-based review is the effect of a
proposed merger on competition. By
using the Guidelines as a screen and by
informing applicants of the type of
information we expect them to file with
us when they apply, we hope to
expedite our review of applications
considerably.

As discussed above under “Effect on
Competition,” “‘Effect on Rates,”” and
“Effect on Regulation,”” we are setting
forth for each factor guidance to enable
merger applicants ordinarily to avoid a
trial-type hearing or to have a hearing
focused on limited issues. Moreover, we
have set forth above under *‘Effect on
Competition” and in Appendix A the
information that we think we need at
this point to determine whether a
merger would impair competition. We
have also discussed ways to mitigate
anticompetitive effects. Our
consideration of the other two factors,
the effect on rates and the effect on
regulation, should not require a lot of
data or analysis, since we will be relying
primarily on the applicants’
commitments. This should make it
possible for applicants to make filings
that can be processed more quickly. The
Commission intends to propose a rule to
set forth detailed filing requirements.

Another step that can make our
processing of merger applications more
efficient is to discourage redundant or
irrelevant pleadings. We agree with
commenters who argue that we should
not consider extraneous issues, and we
will not consider interventions that
raise matters unrelated to the merger.
Moreover, in the past, the process has
been bogged down by repetitive filings
such as answers to answers. We will not
consider such filings, nor will we
consider “‘new” information unless it is
genuinely new and relevant.

With all the streamlining changes
discussed above, we believe that we will
be able to act on mergers more quickly
after a complete application is filed. A
complete application is one that
adequately and accurately describes the
merger being proposed and that
contains all the information necessary to
explain how the merger is consistent
with the public interest, including an
evaluation of the merger’s effect on
competition, rates, and regulation.s” We

67 The information would include all applicable
exhibits and accompanying testimony and other
data that will constitute applicants’ showing that

expect applicants to be able to provide
all the necessary information, given the
guidance in this Policy Statement. We
also emphasize that applicants should
not expect speedy action if their merger
proposals change, as has frequently
happened in the past. The Commission
cannot be expected to act quickly on a
moving target. If applicants change the
mechanism or terms under which they
intend to merge or supplement the
supporting information in their
application, the Commission’s review
process will restart.

Once we have a complete application,
we will make every reasonable effort to
issue an initial order 60-90 days after
the comment period closes. An initial
order could take any of several actions,
including: requesting additional
information from the applicants or
intervenors; setting some or all issues
for a trial-type or paper hearing;
approving the merger; or rejecting the
merger. If we determine in the initial
order that further procedures are
necessary, we will choose among the
available procedural options based on
the completeness of the record before
us, the types of issues that need to be
resolved (factual, policy or legal), and
the need to give parties adequate due
process. However, we are hopeful that
the guidance in this Policy Statement
will result in more complete
applications and more focused and
detailed interventions and that we will
be able to act summarily on many (or in
some cases all) issues in the initial
order.

If the Commission determines in an
initial order that trial-type or paper
hearing procedures are necessary, we
believe that we will be able to issue a
final order on most applications within
12-15 months from the date that the
completed application was filed. We
emphasize that this assumes no
significant changes in the proposal; any
such changes will start the process over
and will require that a new notice be
issued. Of course, some applications
will take more time than others. For
example, if a merger raises
extraordinarily complex factual
disputes, or if the development of
competitive remedies or hold harmless
agreements is entirely deferred to the
hearing, case processing may take
longer. On the other hand, if a merger
falls below the HHI screen, the
applicants propose adequate ratepayer
protection mechanisms, and the
applicants make the commitments

the merger is consistent with the public interest. In
addition, a copy of all applications or other
information filed with other regulatory bodies
regarding the merger must be provided to the
Commission to initiate our review process.

necessary to assuage our concerns about
the effect on regulation, we should be
able to act much more quickly.

The Commission believes that in
order to meet routinely the target dates
we have set forth in this Policy
Statement, it is appropriate to
reexamine whether our procedures for
processing merger applications,
including hearing procedures, can be
tailored better to meet the specific needs
of participants in merger proceedings.
To that end, in the proposed rulemaking
on information filing requirements (see
note 3), we will also request public
comment on merger processing
procedures.

We will not delay our processing of
merger applications to allow the states
to complete their review, as some
commenters suggest. However, we will
be willing to consider late interventions
by state commissions where it is
practicable to do so. In cases where a
state commission asks us to address the
merger’s effect on retail markets because
it lacks adequate authority under state
law, we will do so.

In response to commenters who are
concerned that our decisions be
consistent with those of other agencies,
we note that since we are adopting the
Guidelines as a framework for our
analysis of the effect on competition,
our analysis should be generally
consistent with the DOJ’s and the FTC’s
analyses.

G. Other Issues

According to FERC Policy Project,
recent changes in the industry may
make mergers financially unattractive
without planning and operational
changes; these changes can harm the
environment. FERC Policy Project
argues that we should revise our rule
that provides that merger applications
will not generally require preparation of
an EIS or EA. The rule “‘categorically
excludes’” mergers unless circumstances
indicate that the action may be a major
Federal action significantly affecting the
qualify of the human environment.68
FERC Policy Project also argues that the
effect on the environment should be
considered as a factor in deciding
whether to approve a merger. Moreover,
it believes we should require applicants
to provide with their applications
information on the environmental
effects of the merger and that we should
require mitigation of environmental
effects through various means.

The Commission has recognized that
a particular merger can have
environmental effects and has been
willing to study the issue in an

6818 CFR 380.4 (a)(16) and (b).
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individual case where it is justified.e®
We do not see the need to change our
regulation, which explicitly addresses
the possibility that an EA or EIS may,
on rare occasions, be needed. However,
both our categorical exclusion rule and
the absence of environmental concerns
from the list of three factors in this
Policy Statement reflect the simple fact
that most mergers do not present
environmental concerns.

Low-Income Representatives argues
that the “public interest” standard
requires us to consider matters such as
the need for service to all households,
the need for consumer input into the
decisions made by utilities, and other
matters. We clarify that the three factors
discussed in this Policy Statement are
not necessarily the only factors that
make up the public interest, and, if
appropriate, we will consider other
matters that are under our jurisdiction.
However, we believe such matters as the
need for service to all households are
more appropriately the concern of the
states.

1V. Administrative Effective Date and
Congressional Notification

Under the terms of 5 U.S.C. 553 (d)(2),
this Policy Statement is effective
immediately. The Commission has
determined, with the concurrence of the
Administrator of the Office of
Information and Regulatory Affairs of
the Office of Management and Budget,
that this Policy Statement is not a major
rule within the meaning of section 351
of the Small Business Regulatory
Enforcement Act of 1996.70 The
Commission is submitting the Merger
Policy Statement to both Houses of
Congress and to the Comptroller
General.

List of Subjects in 18 CFR Part 2

Administrative Practice and
Procedure, Electric power, Natural gas,
Pipelines, Reporting and recordkeeping
requirements.

By the Commission.
Lois D. Cashell,
Secretary.

In consideration of the foregoing, the
Commission amends Part 2, Chapter |,
Title 18 of the Code of Federal
Regulations as set forth below.

PART 2—GENERAL POLICY AND
INTERPRETATIONS

1. The authority citation for Part 2
continues to read as follows:

69 See Southern California Edison Company, 47
FERC 61,196 (1989), order on reh’g, 49 FERC
61,091 (1989).

705 U.S.C. 804 (2).

Authority: 15 U.S.C. 717-717w, 3301—
3432; 16 U.S.C. 792-825r, 2601-2645; 42
U.S.C. 4321-4361, 7101-7352.

2. Part 2 is amended by adding §2.26,
to read as follows:

§2.26 Policies concerning review of
applications under section 203.

(a) The Commission has adopted a
Policy Statement on its policies for
reviewing transactions subject to section
203. That Policy Statement can be found
at 77 FERC 1 61,263 (1996). The Policy
Statement is a complete description of
the relevant guidelines. Paragraphs (b)—
(e) of this section are only a brief
summary of the Policy Statement.

(b) Factors Commission will generally
consider. In determining whether a
proposed transaction subject to section
203 is consistent with the public
interest, the Commission will generally
consider the following factors; it may
also consider other factors:

(1) The effect on competition;

(2) The effect on rates; and

(3) The effect on regulation.

(c) Effect on competition. Applicants
should provide data adequate to allow
analysis under the Department of
Justice/Federal Trade Commission
Merger Guidelines, as described in the
Policy Statement and Appendix A to the
Policy Statement.

(d) Effect on rates. Applicants should
propose mechanisms to protect
customers from costs due to the merger.
If the proposal raises substantial issues
of relevant fact, the Commission may set
this issue for hearing.

(e) Effect on regulation. (1) Where the
merged entity would be part of a
registered public utility holding
company, if applicants do not commit
in their application to abide by this
Commission’s policies with regard to
affiliate transactions, the Commission
will set the issue for a trial-type hearing.

(2) Where the affected state
commissions have authority to act on
the transaction, the Commission will
not set for hearing whether the
transaction would impair effective
regulation by the state commission. The
application should state whether the
state commissions have this authority.

(3) Where the affected state
commissions do not have authority to
act on the transaction, the Commission
may set for hearing the issue of whether
the transaction would impair effective
state regulation.

Note: These Appendices will not appear in
the Code of Federal Regulations.

Appendix A—Competitive Analysis
Screen

The analytic screen provides applicants
with a standard analytic method and data

specification to allow the Commission to
quickly determine whether a proposed
merger presents market power concerns.
Some past merger cases were delayed or set
for hearing because an adequate analysis was
not part of the application or because
sufficient data that would allow the
Commission to corroborate or independently
check applicants’ conclusions was not
provided in the application. This is
especially true regarding the effect that
transmission prices and capability may have
on the scope of the geographic market. The
chances for hearings and delays will be
reduced if the screen analysis and data
described below are filed with the
application.

A. Consistency With DOJ Guidelines

In this policy statement, the Commission
has adopted the DOJ Merger Guidelines (the
Guidelines) ! as the basic framework for
evaluating the competitive effects of
proposed mergers. The analytic screen
applies the Guidelines. Before describing the
screen, the Guidelines are briefly
summarized so that the screen’s consistency
with them is clear.

In general, the Guidelines set out five steps
for merger analysis: (1) assess whether the
merger would significantly increase
concentration; (2) assess whether the merger
could result in adverse competitive effects;
(3) assess whether entry could mitigate the
adverse effects of the merger; (4) assess
whether the merger results in efficiency gains
not achievable by other means; and (5) assess
whether, absent the merger, either party
would likely fail, causing its assets to exit the
market.

The analytic screen focuses primarily on
the Guidelines— first step. This step can be
broken down into two components:

Defining product and geographic markets
that are likely to be affected by a proposed
merger and measuring concentration in those
markets. The products to consider are those
sold by the merging parties. The Guidelines
suggest a way of defining geographic markets
based on identifying the suppliers that are
feasible alternative suppliers to the merged
firm from a buyer’s perspective: the
hypothetical monopolist test. Essentially, if a
hypothetical and unregulated monopoly that
owned all the supplies inside the geographic
market being tested could profitably sustain
a small but significant price increase (i.e.,
suppliers external to the market are not, by
definition, sufficiently good substitutes for
the buyers in the market), then the limit of
the geographic market has been reached.2
The sustainability of a price increase
depends on both sellers entering the market
and the response of buyers to the increase.
The concentration of suppliers included in
the market is then measured (by summary
statistics such as the Herfindahl-Hirschman
Index, or HHI, and single seller market share)

1U.S. Department of Justice and Federal Trade
Commission, Horizontal Merger Guidelines, 57 FR
41552 (1992).

2The Guidelines suggest that a 5% price increase
be used for the test, but allow that larger or smaller
price increases may also be appropriate. DOJ
Guidelines at 41555.
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and used as an indicator of the potential for
market power.

Evaluating the change in concentration
using the Guidelines’ thresholds to indicate
problematic mergers. The Guidelines address
three ranges of market concentration: (1) an
unconcentrated post-merger market—if the
post-merger HHI is below 1000, regardless of
the change in HHI the merger is unlikely to
have adverse competitive effects; (2) a
moderately concentrated post-merger
market—if the post merger HHI ranges from
1000 to 1800 and the change in HHI is greater
than 100, the merger potentially raises
significant competitive concerns; and (3) a
highly concentrated post-merger market—if
the post-merger HHI exceeds 1800 and the
change in the HHI exceeds 50, the merger
potentially raises significant competitive
concerns; if the change in HHI exceeds 100,
it is presumed that the merger is likely to
create or enhance market power.3

If the concentration analysis indicates that
a proposed merger may significantly increase
concentration in any of the relevant markets,
the Guidelines suggest examination of other
factors that either address the potential for
adverse competitive effect or that could
mitigate or counterbalance the potential
competitive harm. Such factors include the
ease of entry in the market and any
efficiencies stemming from the merger.4 If the
additional factors examined do not mitigate
or counterbalance the adverse competitive
effects of the merger, remedial conditions
would be explored at this stage.

B. Analytic Screen Components
There are four steps to the screen analysis.
1. Identify the Relevant Products

The first step is to identify one or more
products sold by the merging entities.
Products may be grouped together when they
are good substitutes for each other from the
buyer’s perspective. If two products are not
good substitutes, an entity with market
power can raise the price of one product and
buyers would have a limited ability to shift
their purchases to other products. In the past,
the Commission has analyzed three products:
non-firm energy, short-term capacity (firm
energy), and long-term capacity.5 These
remain reasonable products under the
prevailing institutional arrangements, and
applicants should recognize such products in
their analysis. Other product definitions may
also be acceptable. For example, the lack of
on-site buyer storage creates products
differentiated by time. Thus, peak and off-
peak energy (seasonal and daily) may be
distinct products.

The Commission encourages parties to
propose even more precise definitions of
relevant products where appropriate. Indeed,

3DOJ Guidelines at 41558.

4|n assessing market concentration, the
Guidelines state “* * * market share and
concentration data provide only the starting point
for analyzing the competitive impact of a merger.”
DOJ Guidelines at 41558 .

5See Baltimore Gas & Electric and Potomac
Electric Power Company, 76 FERC 161,111 (1996)
at 61,572. The factor that is considered in
evaluating long term capacity markets is the effect
of a merger on barriers to entry into those markets.

we would expect to see greater precision in
product differentiation as market institutions
develop.

2. Geographic Markets: Identify Customers
Who May Be Affected by the Merger

This is the first of a two-step process of
determining the geographic size of the
market. To identify customers potentially
affected by a merger, at a minimum,
applicants should include all entities directly
interconnected to either of the merging
parties. Additional entities should be
included in the analysis if historical
transaction data indicates such entities have
been trading partners with a merging party.
Applicants and others may argue either that
there are other customers to be included as
relevant buyers or that identified customers
are not relevant buyers. Intervenors also may
argue that other customers not identified by
the applicants will be affected by the merger.

3. Geographic Markets: Identify Potential
Suppliers to Each Identified Customer

This second, and key, step in determining
the size of the geographic market is to
identify those suppliers that can compete to
serve a given market or customer and how
much of a competitive presence they are in
the market. Alternative suppliers must be
able to reach the market both economically
and physically. There are two parts to this
analysis. One is determining the economic
capability of a supplier to reach a market.
This is accomplished by a delivered price
test. The second part evaluates the physical
capability of a supplier to reach a market, i.e.,
the amount of the defined product a supplier
can deliver to a market based on transmission
capacity availability.

Supply and demand conditions in
electricity markets vary substantially over
time, and the market analysis must take those
varying conditions into account. Applicants
should present separate analyses for each of
the major periods when supply and demand
conditions are similar. One way to do this is
to group together the hours when supply and
demand conditions are similar; for example,
peak, shoulder and off-peak hours. There
may even be smaller groupings to reflect
periods of significantly constrained
transmission capability available for
suppliers to reach a market.

The screen analysis also examines
historical trade data as a check on which
suppliers should be included in the relevant
markets.

a. Delivered price test. The screen analysis
should first identify those suppliers with the
potential to economically supply power to
the destination market or customer. The
merging companies as well as non-traditional
suppliers should be included in this test to
identify potential suppliers. Basically,
suppliers should be included in a market if
they could deliver the product to a customer
at a cost no greater than 5% above the
competitive price to that customer.6 The
delivered cost of the product to the relevant
market for each potential supplier is found

6The Guidelines suggest a 5% price threshold but
acknowledge that others may be appropriate.
Applicants have the burden of justifying a different
price threshold.

by adding the potential supplier’s variable
generation costs and all transmission and
ancillary service charges that would be
incurred to make the delivery.” Thus, the
farther away a supplier, the more
transmission and ancillary service prices that
must be added to its power costs. Suppliers
that would have to traverse a non-open
access system can be included as potential
suppliers only to the extent they have firm
access rights. The analysis should also take
into account the effect of line losses on the
economics of trade with a distant supplier.

If a supplier can deliver the product to the
market at a cost no more than 5% above the
market price,that supplier should be
included in the geographic market.
Applicants are expected to provide product-
specific delivered price estimates for each
destination market or customer.

The delivered price test uses the following
data. Applicants should provide in electronic
format these data and any other data relied
upon in their analysis.

¢ Transmission prices. Applicants should
use the ceiling prices in utilities’ open access
tariffs on file with the Commission. Where a
non-jurisdictional entity’s transmission
system is involved, the ceiling price in its
“NJ” tariff should be used. If the entity has
not filed an *“NJ” tariff, applicants should use
their best efforts to secure or estimate
transmission ceiling prices. Prices that are
not found in a tariff on file with the
Commission should be adequately supported.
While we are aware that ceiling prices are
frequently discounted, this screen analysis is
to be conservative. Applicants may present
an additional alternative analysis using
discounted prices if they can support it with
evidence that discounting is and will be
available.

« Potential suppliers’ generation costs. The
Commission will consider various measures
of costs. Applicants are free to use any
appropriate cost data as long as it is verifiable
and supported with reasoned analysis.
Possibilities include generating plant cost
data from the FERC Form 1 annual reports or
unit specific data. Another is system lambda
data. Either of these data can be used to
calculate a potential supplier’s costs at
various time periods. Other measures or data
sources may also be appropriate. The
Commission has not reached a firm
conclusion on a specific cost measure.

« Competitive market price. Electricity
markets have not sufficiently matured yet to
exhibit single market clearing prices for
various products. In addition, price discovery
is difficult because the reporting of actual
transaction prices is still in its formative
stage. Until market institutions mature
enough to reveal single market clearing
prices, applicants may use surrogate
measures as long as they are properly
supported. For example, a buyer’s system
lambda may be used because a buyer is not
likely to purchase from a supplier that is
more costly than its own costs of production

7This would include the unbundled transmission
rates of a seller that is a vertically integrated public
utility.
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at specific times.8 Another possibility might
be the price at which the affected customer
has been purchasing power.

For each supplier, the screen analysis
should then show the amount of each
product the supplier could supply to the
market. Generation capacity measures are
appropriate for this showing.® Different
capacity measures should be used, as
appropriate, for different products. It is also
appropriate, even desirable, to use several
measures for one product. Given that
competitive analysis is an inexact science
and that electricity markets are changing
rapidly, using several measures for a
particular product will corroborate the result
of the analysis. While the Commission has
not firmly decided on specific measures for
analyzing products, the following discussion
of capacity measures is intended to offer
guidance on this matter. These are some
ways to measure a supplier’s ability to
supply a particular product to a market. They
are not product definitions.

« Economic capacity. This is the most
important of the measures because it
determines which suppliers may be included
in the geographic market. Economic capacity
is that from generating units whose variable
costs are such that they could deliver energy
to a relevant market, after paying all
necessary transmission and ancillary service
costs, at a price close to the competitive price
in the relevant market. For example, if the
average competitive price in the wholesale
market is 2.2 cents/kWh during a particular
period, all capacity that can sell into the
market at 2.3 cents/kWh (5% above the
competitive price) should be included in the
market. If a seller has no economic capacity,
it should not be considered in the market at
this stage of the analysis. The economic
capacity measure provides a sense of which
suppliers own or control the largest shares of
low cost generating capacity that has a
pronounced competitive advantage over
higher cost capacity in the market.10

« Available economic capacity. This
measure indicates how much economic
capacity a supplier identified in the previous
step might actually have available to sell into
a market. It includes capacity from generating
units that are not used to serve native load
(or are contractually committed) and whose
variable costs are such that they could
deliver energy to a market at a price close to
the competitive price in the market. The
presumption underlying this measure is that
the lowest running cost units are used to
serve native load and other firm contractual
obligations and would not be available for
other sales. As competition develops, this

8System lambda data are usually reported by
control area. For smaller entities that are within a
control area, the area’s system lambda may be a
reasonable proxy for the cost of energy from the
marginal resource.

9The DOJ Guidelines support using capacity
measures in industries with homogenous products,
such as electricity. DOJ Guidelines, at 41557. We
note that energy measures (MWH) may also be
appropriate.

10Economic capacity and similar measures were
recommended by the DOJ and FTC. See FTC
comments at 10 and DOJ comments, Appendix at
8.

presumption may not be valid.11 Because of
its focus on variable costs, available
economic capacity is useful for evaluating
energy (in contrast to capacity) markets.

* Uncommitted capacity. This traditional
measure is useful for evaluating
intermediate-capacity markets. For each
supplier included in the relevant market, this
measure is computed by subtracting native
load and firm contractual obligations from
total capacity.

» Total capacity. Total capacity has
traditionally been used by the Commission
and others to analyze markets. While this
measure does not account for native load
obligations and does not capture the
availability or cost of generation, and thus is
not useful for a delivered price analysis, it
does provide a sense of the overall size of a
supplier that is included in the relevant
market.

b. Accounting for transmission capability.
Once the suppliers that might economically
supply the product to a market or customer
are identified, and the relevant capacity
measures are calculated, each supplier’s
capacity measures should be adjusted to
account for how much of the product that
seller can physically deliver to that market.
The extent of transmission capability
determines the extent of a supplier’s ability
to physically reach a market.

The flows on a transmission system can be
very different under different supply and
demand conditions (e.g. peak vs. off-peak).
Consequently, the amount and price of
transmission available for suppliers to reach
wholesale buyers at different locations
throughout the network can vary
substantially over time. If this is the case, the
analysis should treat these narrower periods
separately and separate geographic markets
should be defined for each period.

It is important to assess accurately the
amount of transmission capability available
for each supplier’s use. The key to
incorporating transmission limitations into
the merger analysis is to include each
supplier in the relevant market only to the
extent of the transmission capability
available to them. This would be calculated
as the combination of the available
transmission capability (ATC) 12 and any firm
transmission rights held by the supplier that
are not committed to long-term transactions.

In many cases, multiple suppliers could be
subject to the same transmission path
limitation to reach the same destination
market and the sum of their economic
generation capacity could exceed the
transmission capability available to them. In
these cases, the ATC must be allocated

11For example, in a market with full retail access
and a bid-based power exchange, all generation
units would be in the market.

12 As used by the industry, ATC is a measure of
the transfer capability remaining in the physical
transmission network for further commercial
activity over and above already committed uses. See
for example, NERC, Available Transfer Capability
Definitions and Determination, June 1996 at page 2.
In hours when ATC is zero, a transmission
constraint is said to be binding. This prevents the
dispatcher from scheduling any additional
transactions between the two points in the
constrained direction.

among the potential suppliers for analytic
purposes. There are various methods for
accomplishing this allocation. Applicants
should support the method used.

Applicants should also present evidence
regarding how transmission capability will
be affected by the merger. Transmission line
loadings are likely to change as a result of the
merging parties” combined operations. These
changes are likely to result in transmission
availability that is different from historical
experience. Applicants should include in
their application the following data: hourly
TTC13and hourly firm and non-firm ATC,
and firm transactions between relevant
control areas. The ATC and TTC data should
come directly from the OASIS systems once
they are implemented. Until then, applicants
should file estimates of TTC and ATC with
data or other background material that will
allow the Commission to verify that the
estimates are reasonable. Given these data,
the Commission will be able to assess
independently the amount of generation
capacity that may be available to the market
by each supplier.

c. Trade data check. It would be expected
that there be some correlation between the
suppliers included in the market by the
delivered price test and those actually
trading in the market. As a check, actual
trade data should be used to compare actual
trade patterns with the results of the
delivered price test. For example, it may be
appropriate to include current trading
partners in the relevant market even if the
above analysis indicates otherwise.
Alternatively, if there 