January 17, 1997

M. Kurt WIhelm
Acting Chief National Bank Exam ner
for Capital Markets
Ofice of the Conptroller of the Currency
250 E Street, S.W
Washi ngton, D.C. 20219

Dear M. WI helm

The Departnent of the Treasury (the Treasury) is offering

a new type of marketable security, referred to as a Treasury
inflation indexed security. The security wll be based, with sone
nodi fications, on the nodel of the Real Return Bonds currently

i ssued by the Governnent of Canada. The principal anmount of the
Treasury inflation-indexed security will be adjusted for changes
in the level of inflation as neasured by the U S. Governnent.

The interest rate will remain fixed throughout the termof the
security, and sem annual interest paynents will be based on the

i nflation-adjusted principal anmount.1

The purpose of this interpretive letter is to provide market
participants with guidance and clarification regarding the
treatnent of the inflation-indexed security under the regul ations
i mpl ementing the Governnent Securities Act of 1986 (GSA

regul ations, 17 CFR 400 et seq.), as anended. This letter also
intended to: (1) foster consistent application of the GSA rules
to the affected entities, including governnment securities

br oker - deal ers, conducting transactions in the security,and (2)
clarify that the regulatory treatnment of the security is
consistent wwth the regulatory treatnent of existing Treasury
fixed-principal securities.

' For a nore detailed description of the structure, terns,
and conditions of the new Treasury inflation-indexed security,
see the amendnent to the uniformoffering circular (31 CFR Part
356), published as a final rule on January 6, 1997 (62 FR 846).



Large Position Rules

The Treasury recently issued final rules prescribing

recor dkeepi ng and reporting requirenents pertaining hol dings

of large positions in certain Treasury securities.? Wth very
limted exception, these rules apply to all entities -- not just
governnment securities broker-dealers -- that hold or control
specified |l arge positions. Under section 420.2(d) and paragraph
420.3(c)(3), a reportable position nust be conputed on the basis
of the par anmount® of the inflation-indexed security.

Capi tal Treat nent

Treasury inflation-indexed security transactions of specialized
government securities broker-dealers registered wwth Securities
and Exchange Comm ssion (SEC) under Section 15C of the Securities
Exchange Act of 1934 tI5 U S.C. 780-5) (Firnms) subject to the
Treasury's capital rules, including the market risk haircuts.

G ven the absence of information regarding the price behavior of
the inflation-indexed security at this tinme, the Treasury has
determ ned that the market risk haircut of security wll be
identical to the market risk haircut for a Treasury
fixed-principal security with the sane maturity.*

Under section 402.2(f)(1) of the GSA capital rules, the narket
risk haircut for the inflation-indexed security, including the
stripped principal and interest conponents thereof, would be
determ ned by first classifying the security into the appropriate
haircut maturity category. For exanple, a 10-year Treasury
inflation-indexed note will have a "category G' maturity
classification, the sane classification as a 10-year Treasury
fixed-principal note.

Fi nanci al and Operati onal Reporting

In accordance with section 405.2 of the GSA rules, which adopts
SEC Rule 17a-5 (17 CFR 240.17a-5), with nodifications, 15C firns

2 61 FR 48338 (Septenber 12, 1996), 61 FR 52498 (Cctober 7,
1996), and 61 FR 53996 (Cctober 16, 1996).

®1n all cases, the par anobunt neans the stated val ue of the
security at original issuance, not the inflation-adjusted
princi pal .

4 See 17 CFR 402.2a (Appendi x A), including Schedules B



t hrough E.



are required to submt Form G 405 (the FOGS report) periodically.
Consistent with current requirenents for Treasury fixed-principa
securities, the FOGS reports should reflect the inflation-indexed
security at its mark-to-market val ue.

Recor dkeepi ng

Pursuant to section 404.2 of the GSA regul ati ons, which adopts
SEC Rule 17a-3 (17 CFR 240.17a-3), with nodifications, 15C firns
are required to make and keep, anong other things, blotters or
ot her records of original entry, securities position records
(i.e., stock records), and order tickets. To foster uniform
recordkeepi ng practices in the governnent securities market with
respect to the inflation-indexed security, the Treasury believes
that certain clarifications of the these requirenents are
warrant ed. Under paragraphs (a)(1), (a)(5), (a)(6), and (a)(7)
of SEC Rule 17a-3, as adopted by section 404.2 of the GSA rul es,
the inflation-indexed security nmust be recorded as foll ows:

(1) Blotters or other records of original entry (paragraph

(a) (1)) nust include the par anount® and the purchase or sale
price;® (2) the securities position record (paragraph (a)(5))
must include the par anount; and (3) order tickets (paragraphs
(a)(6) and (7)) nust include the purchase or sale price and other
terms and conditions of the order.

Financial institutions that have filed, or are required to file,
noti ce as governnent securities broker-dealers (noticed banks)
must make and keep securities position records pursuant to 17 CFR
404.4(a)(3)(i)(A). Consistent with the requirenment for 15C

firms, the noticed banks' securities position record nust include
the par anmount of the inflation-indexed security.

Confirnmations/ Saf ekeepi ng Recei pts

17 CFR 403.4(e), which adopts paragraph (b)(4) of SEC Rule 15c3-3
(17 CFR 240.15c3-3(b)(4)), with nodifications, requires 15C firns

® See supra note 3.

® The staff of the Securities and Exchange Conmi ssi on has
issued a letter clarifying, anong other things, how firns can
satisfy the requirenment to record the purchase or sale price of a
Treasury inflation-indexed security under 17 CFR 240.17a-3(a)(1),
(a)(6), and (a)t7). See letter from Robert L.D. Col by, Deputy
Director, D vision of Market Regul ation, Securities and Exchange



Comm ssion, to Paul Saltzman, Senior Vice President and CGeneral
Counsel, PSA The Bond Market Trade Association (January 17,
1997) .



to include the par anpunt’ and the nmarket value of the inflation
i ndexed security on confirmations for hol d-in-custody repurchase
agreenent transactions (H Cs). Al so, paragraph 403.5(d)(2)(i)
requires all banks conducting H Cs to include the par anmount and
t he market value of the security on confirmations.

Section 450.4(b), which applies to the custodial hol dings of
depository institutions, requires such entities to issue
confirmations or safekeeping receipts that would include the par
anmount of the inflation-indexed security.

Consultation Wth O her Requl ators

We have consulted with the staffs of the SEC and the appropriate
regul atory agencies (ARAs) for banks in considering the issues in
this letter. Based on discussions with the SBC staff, the
treatnent of the inflation-indexed security under the SEC s
capital, recordkeeping, reporting, and H C confirnmation rul es
woul d be consistent with the treatnent pursuant to the GSA
regul ati ons di scussed above. The SEC has clarified the
application of SEC rules, including the application of SEC Rule
10b-10 (17 CFR 240. 10b-10, which applies to custoner
confirmations), to the security.® Any questions regarding the
application of SEC rules to the security should be directed to
the staff of the SEC

Based on discussions with the staffs of the bank ARAs, the
treatment of the inflation-indexed security under the bank ARA
recor dkeeping rul es woul d be consistent with the GSA and SEC
recordkeeping rule treatnment. Simlarly, the application of the
bank ARA confirmation rules would parallel SEC Rule | Cb-10.
Questions regarding the application of bank ARA rules to the
inflation-indexed security should be directed to the staffs of

t he bank ARAs. Any questions concerning nargin requirenents
shoul d be directed to the staff of the Board of Governors of the
Federal Reserve System

Concl usi on

This interpretive letter reflects the regulatory treatnent of the
Treasury inflation-indexed security at this time. Any changes in
the facts and circunstances regarding the security, such as new
know edge about its price behavior, could lead to a different
interpretation or to an anendnent of the appropriate regul ations.
Any questions pertaining to this letter or other issues involving




" See supra note 3.

8 See supra note 6.



the regul atory treatnment of inflation-indexed securities should

be directed to the Governnent Securities Regulations Staff at
202- 219- 3632.

Pursuant to 17 CFR 400.2(c)(7)(i), this letter wll be nmade
i mredi ately available to the public.

Si ncerely,

Richard L. G egg
Commi ssi oner

cc: Caite McCuire (SEC)
Larry Cark (OTS)
St ephani e Wl f (PSA)



