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SECURI TI ES AND EXCHANGE COWM SSI ON

[ Rel ease No. 34-53655; File No. SR-DTC-2006- 03]

Sel f -Regul atory Organi zati ons; The Depository Trust Conpany;
Order Approving Proposed Rule Change to Amend the Criteria Used to
Pl ace Participants on Surveillance Status

April 14, 2006.
I. Introduction

On February 3, 2006, The Depository Trust Conpany (" "DIC ') filed
with the Securities and Exchange Commi ssion (" Conmission'') proposed
rul e change SR-DTC-2006-03 pursuant to section 19(b)(1) of the
Securities Exchange Act of 1934 (" "Act'').\1\ Notice of the proposal
was published in the Federal Register on March 14, 2006.\2\ The
Conmi ssi on received no conment letters in response to the proposed rule
change. For the reasons di scussed bel ow, the Conm ssion is approving
the proposed rul e change.

\1\ 15 U.S. C. 78s(b)(1).
\2\ Securities Exchange Act Rel ease No. 53435 (March 7, 2006),
71 FR 13198.

Il1. Description
Overvi ew

DTC has devel oped certain criteria for placing participants on
surveillance. Specifically, all broker-dealers fromwhich DIC requires
t he subm ssion of FOCUS or FOGS reports and banks from which DTC
requires the subm ssion of CALL reports \3\ are assigned a rating that
is generated by entering financial data of the participant into a risk
eval uation matrix (" Matrix'') that was devel oped by
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credit risk staff.\4\ Those participants with a "~ “weak'' rating (i.e.,
deened to pose a relatively higher degree of risk to DIC) are placed on
an internal ““watch list'' and are nonitored nore closely. Al
participants that do not fall into the categories of banks and broker -
deal ers nmenti oned above are not currently included in the Mtrix
process but are nmonitored by DIC s credit risk staff using financial
criteria deemed rel evant by DTC. \5\

\3\ A small nunmber of DTC nenber banks which submit CALL reports
are not assigned a rating. Because these banks do not nake | oans and
do not take deposits as part of their business activities, their
CALL reports do not contain information on asset quality and/or
liquidity. Asset quality and liquidity are anmong the financial
figures used in the Matrix. Since these figures would be zero in the
Matrix for these banks, their Mtrix results would not adequately
portray their financial status. DIC has therefore concl uded that
t hese banks do not |end thenselves to appropriate anal ysis using the
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Matri x.

\4\ The Matrix is used by DIC and its affiliated clearing
agenci es, the Fixed Income Cearing Corporation (""FICC"') and the
National Securities Cearing Corporation ('"NSCC'). In using the
Matrix, credit risk staff uses the financial data of each applicable
DTC partici pant and the financial data of each applicable nenber of
FI CC and NSCC. In this way, each applicable DIC participant, FICC
nenber, and NSCC nenber are rated agai nst each other.

\5\ DTC will continually evaluate the matrix nethodology and its
ef fectiveness and wi |l make such changes as it deens prudent and
practicable within such tinme franes as it determnes to be
appropriate. DTC will update the Conmission staff periodically on
its evaluations of the Matrix

Pr ocedur es

Credit risk staff approaches its analysis of participants in the
following manner. First, the required informati on of designated broker -
deal ers and banks are entered into the Matrix, and a rating for each
participant is generated. Low-rated participants are placed on the
watch list. At this point, credit risk staff may downgrade a particul ar
participant's rating based on various qualitative factors. For exanple,
one qualitative factor mght be that the participant in question
received a qualified audit opinion on its annual audit. In order for
DIC to protect itself and its participants, it is inportant that credit
risk staff maintain the discretion to downgrade a participant's Mtrix
rating and thus subject the participant to closer nonitoring. Al rated
participants, including those on the watch list, are nmonitored nonthly
or quarterly, depending upon the participant's financial filing
frequency, against basic mninmumfinancial requirements and ot her
paranet ers

Al'l broker-deal er participants included on the watch list are
nonitored nore closely than those not on the watch list. This neans
that they are nonitored for various paraneter breaks which nmay include
but are not limted to, such things as a defined decline in excess net
capital over a one nonth or three nonth period, a defined period |oss,
a defined aggregate indebtedness/net capital ratio, a defined net
capital /aggregate debit itens ratio, or a defined net capital/
regul atory net capital ratio. Al bank participants included on the
watch list are also nonitored nore closely for watch |ist paraneter
breaks which nay include, but are not limted to, such things as a
defined quarter |loss, a defined decline in equity, a defined tier one
|l everage ratio, a defined tier one risk-based capital ratio, and a
defined total risk-based capital ratio.

Credit risk staff also nobnitors those participants not included in
the Matrix process using simlar criteria.\6\ These criteria nay
include, but are not Ilimted, to such things as failure to nmeet m ni num
financial requirements, experiencing a significant decrease in equity,
or a significant loss. This class of participants may be placed on the
watch list based on credit risk staff's analysis of this infornation.
DTC continues to reserve the right to place a participant on the watch
list for failure to comply with operational standards and
requi rements.\ 7\

\6\ Participants that are not included in the Matrix are: the
banks di scussed in footnote 3, United States (" U S.'') branches and
agenci es of non-U.S. banks, non-U S. central securities
depositories, and U.S. governnment sponsored enterprises.

\'7\ Participants are required to neet the standards of financia
condi tion, operational capability, and character set forth in DTIC
Rule 2 (Participants and Pl edgees).

I'l'l. Discussion
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Section 19(b) of the Act directs the Comnmission to approve a
proposed rul e change of a self-regulatory organization if it finds that
such proposed rule change is consistent with the requirenments of the
Act and the rules and regul ati ons thereunder applicable to such
organi zation. Section 17A(b)(3)(F) of the Act requires that the rules
of a clearing agency be designed to facilitate the safeguarding of
securities and funds which are in its custody or control or for which
it is responsible.\8 The Comm ssion finds that DTC s proposed rul e
change is consistent with this requirement because it inproves DIC s
menber surveillance process which should better enable DTC to saf eguard
the securities and funds which are in its custody or control or for
which it is responsible.

I'V. Concl usi on

On the basis of the foregoing, the Conm ssion finds that the
proposed rul e change is consistent with the requirenments of the Act and
in particular section 17A of the Act and the rules and regul ati ons
t her eunder .

It is therefore ordered, pursuant to section 19(b)(2) of the Act,
that the proposed rule change (File No. SR DIC 2006-03) be and hereby
i s approved.

\9\ 17 CFR 200. 30-3(a) (12).

For the Conmi ssion by the Division of Market Regul ation,
pursuant to del egated authority.\9\
Jill M Peterson,
Assi stant Secretary.
[ FR Doc. E6-5933 Filed 4-19-06; 8:45 ani
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