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i
Preface

About AICPA Audit and Accounting Guides

This AICPA Audit and Accounting Guide has been developed by the AICPA
Stockbrokerage and Investment Banking Committee to assist management in
the preparation of their financial statements in conformity with U.S. generally
accepted accounting principles (GAAP) and to assist auditors in auditing and
reporting on such financial statements.

The financial accounting and reporting guidance contained in this guide, when
developed by the original task force or committee, was approved by the affir-
mative vote of at least two-thirds of the members of the Accounting Standards
Executive Committee, now the Financial Reporting Executive Committee (Fin-
REC). FinREC is the senior technical body of the AICPA authorized to speak
for the AICPA in the areas of financial accounting and reporting. Conforming
updates made to the financial accounting and reporting guidance contained in
this guide in years subsequent to the original development are reviewed by
select FinREC members, among other reviewers where applicable.

This guide does the following:

® Identifies certain requirements set forth in Financial Accounting
Standards Board (FASB) Accounting Standards Codification™
(ASC).

® Describes FInREC's understanding of prevalent or sole industry
practice concerning certain issues. In addition, this guide may in-
dicate that FinREC expresses a preference for the prevalent or
sole industry practice, or it may indicate that FinREC expresses
a preference for another practice that is not the prevalent or sole
industry practice; alternatively, FinREC may express no view on
the matter.

® Identifies certain other, but not necessarily all, industry prac-
tices concerning certain accounting issues without expressing
FinREC's views on them.

® Provides guidance that has been supported by FinREC on the
accounting, reporting, or disclosure treatment of transactions or
events that are not set forth in FASB ASC.

Accounting guidance for nongovernmental entities included in an AICPA Audit
and Accounting Guide is a source of nonauthoritative accounting guidance. As
discussed later in this preface, FASB ASC is the authoritative source of U.S.
accounting and reporting standards for nongovernmental entities, in addition to
guidance issued by the Securities and Exchange Commission (SEC). Accounting
guidance for governmental entities included in an AICPA Audit and Accounting
Guide is a source of authoritative accounting guidance described in category
(b) of the hierarchy of GAAP for state and local governmental entities, and has
been cleared by the Governmental Accounting Standards Board (GASB). AICPA
members should be prepared to justify departures from GAAP as discussed in
Rule 203, Accounting Principles (AICPA, Professional Standards, vol. 2, ET sec.
203 par. .01).

Auditing guidance included in an AICPA Audit and Accounting Guide is rec-
ognized as an interpretive publication pursuant to AU section 150, Generally
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Accepted Auditing Standards (AICPA, Professional Standards, vol. 1). Inter-
pretive publications are recommendations on the application of Statements on
Auditing Standards (SASs) in specific circumstances, including engagements
for entities in specialized industries. An interpretive publication is issued under
the authority of the Auditing Standards Board (ASB) after all ASB members
have been provided an opportunity to consider and comment on whether the
proposed interpretive publication is consistent with the SASs. The members of
the ASB have found this guide to be consistent with existing SASs.

The auditor should be aware of and consider interpretive publications appli-
cable to his or her audit. If an auditor does not apply the auditing guidance
included in an applicable interpretive publication, the auditor should be pre-
pared to explain how he or she complied with the SAS provisions addressed by
such auditing guidance.
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The Stockbrokerage and Investment Banking Committee gratefully acknowl-
edges the contributions of former committee chairs Edward H. Jones and
Thomas C. Lockburner, and members Victor P. Capadona, Regina A. Dolan,
Dennis E. Feeney, Michael Ferman, David C. Fisher, Richard C. Flowers, David
Goldfarb, G. Victor Johnson, Marshall J. Levinson, Donald H. MacNeal, Robert
B. Mills, Carlos Onis, Victoria A. Pellegrino, Kevin C. Piccoli, Leonard M. Rush,
Jonas B. Siegal, Stuart Steckler, Lawrence A. Stoler, Peter W. Testaverde, Jr.,
and Charles F. Vadala, Jr. The committee also gratefully acknowledges the con-
tributions of Michael Macchiaroli of the SEC and of Paul H. Bjarnason, Jr. of
the Commodity Futures Trading Commission.

The committee is grateful to Adrian Fitzsimons, professor, St. John's University,
for his assistance in writing the guide.

The AICPA gratefully acknowledges those who reviewed and otherwise con-
tributed to the development of this guide: Jeffrey Alfano, Anthony Anzevino,
Michael Fehrman, Albert Goll, Dipti Gulati, Christopher Johnson, Andrew
Labadie, Paul Lameo, Jonathan Lee, Hiren Modi, Paul Nockels, Mark Ramler,
Khalid Shah, Michael Smith, and Stephen Zammitti.

Guidance Considered in This Guide

This edition of the guide has been modified by the AICPA staff'to include certain
changes necessary due to the issuance of authoritative guidance since the guide
was originally issued. Authoritative guidance issued through July 1, 2010, has
been considered in the development of this edition of the guide. Authoritative
guidance discussed in the text of the guide (as differentiated from the temporary
footnotes, which are denoted by a symbol rather than a number) is effective
for entities with fiscal years ending on or before July 1, 2010. Authoritative
guidance discussed only in temporary footnotes is not yet effective as of July 1,
2010, for entities with fiscal years ending after that same date.

This includes relevant guidance issued up to and including the following:

® Accounting Standards Update (ASU) No. 2010-18, Receivables
(Topic 310): Effect of a Loan Modification When the Loan is Part
of a Pool That is Accounted for as a Single Asset—A Consensus of
the Emerging Issues Task Force

®  SAS No. 120, Required Supplementary Information (AICPA, Pro-
fessional Standards, vol. 1, AU sec. 558)

® Revised interpretations issued through July 1, 2010, including in-
terpretation Nos. 1-4 of AU section 325, Communicating Internal
Control Related Matters Identified in an Audit (AICPA, Profes-
sional Standards, vol. 1, AU sec. 9325 par. .01-.13)

® Statement of Position 09-1, Performing Agreed-Upon Procedures
Engagements That Address the Completeness, Accuracy, or Con-
sistency of XBRL-Tagged Data (AICPA, Technical Practice Aids,
AUD sec. 14,440)

® Statement on Standards for Attestation Engagements (SSAE) No.
16, Reporting on Controls at a Service Organization (AICPA, Pro-
fessional Standards, vol. 1, AT sec. 801)

® Interpretation No. 7, "Reporting on the Design of Internal Con-
trol," of AT section 101, Attest Engagements (AICPA, Professional
Standards, vol. 1, AT sec. 9101 par. .59-.69)
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® Public Company Accounting Oversight Board (PCAOB) Auditing
Standard No. 7, Engagement Quality Review (AICPA, PCAOB
Standards and Related Rules, Standards, AU-P sec. 162)

Users of this guide should consider guidance issued subsequent to those listed
previously to determine their effect on entities covered by this guide. In deter-
mining the applicability of recently issued guidance, its effective date should
also be considered.

The changes made to this edition of the guide are identified in the schedule
of changes in appendix O. The changes do not include all those that might be
considered necessary if the guide were subjected to a comprehensive review
and revision.

Applicability of U.S. GAAP and PCAOB Standards

Audits of the financial statements of nonissuers (those entities not subject to the
Sarbanes-Oxley Act of 2002 or the rules of the SEC—that is, private entities,
generally speaking) are conducted in accordance with U.S. generally accepted
auditing standards (GAAS),” as issued by the ASB, the senior technical com-
mittee of the AICPA, with the authority to promulgate auditing standards for
nonissuers. The ASB develops and issues standards in the form of SASs through
a due process that includes deliberation in meetings open to the public, pub-
lic exposure of proposed SASs, and a formal vote. The SASs and their related
interpretations are codified in the AICPA's Professional Standards. Paragraph
.03 of AU section 150 establishes that an AICPA member's failure to follow ASB
standards for audits of nonissuers is a violation of Rule 202, Compliance With
Standards (AICPA, Professional Standards, vol. 2, ET sec. 202 par. .01), of the
AICPA Code of Professional Conduct.

Audits of the financial statements of issuers, as defined by the SEC (those
entities subject to the Sarbanes-Oxley Act of 2002 or the rules of the SEC—
that is, public entities, generally speaking), are conducted in accordance with
standards established by the PCAOB, a private sector, nonprofit corporation
created by the Sarbanes-Oxley Act of 2002 to oversee the audits of issuers. The
SEC has oversight authority over the PCAOB, including the approval of its
rules, standards, and budget.

For audits of a nonissuer, in accordance with both GAAS and PCAOB standards,
Interpretation No. 18, "Reference to PCAOB Standards in an Audit Report
on a Nonissuer," of AU section 508, Reports on Audited Financial Statements
(AICPA, Professional Standards, vol. 1, AU sec. 9508 par. .89-.92), provides
reporting guidance applicable to such engagements.

References to Professional Standards

In citing GAAS and their related interpretations, references use section num-
bers within the codification of currently effective SASs and not the origi-
nal statement number, as appropriate. For example, SAS No. 54, Illegal Acts
by Clients, is referred to as AU section 317, Illegal Acts by Clients (AICPA,

* See the following section, "The Dodd-Frank Wall Street Reform and Consumer Protection Act,"
for recent developments related to the Public Company Accounting Oversight Board's oversight of
audits of broker-dealers.
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Professional Standards, vol. 1). In those sections of the guides that refer to

specific auditing standards of the PCAOB, references are made to the AICPA's
PCAOB Standards and Related Rules publication.

FASB ASC

Overview

Released on July 1, 2009, FASB ASC is a major restructuring of accounting
and reporting standards designed to simplify user access to all authoritative
U.S. GAAP by topically organizing the authoritative literature. FASB ASC dis-
assembled and reassembled thousands of nongovernmental accounting pro-
nouncements (including those of FASB, the Emerging Issues Task Force, and
the AICPA) to organize them under approximately 90 topics.

FASB ASC also includes relevant portions of authoritative content issued by
the SEC, as well as selected SEC staff interpretations and administrative guid-
ance issued by the SEC; however, FASB ASC is not the official source of SEC
guidance and does not contain the entire population of SEC rules, regulations,
interpretive releases, and SEC staff guidance. Moreover, FASB ASC does not
include governmental accounting standards.

FASB published a Notice to Constituents (NTC) that explains the scope,
structure, and usage of consistent terminology of FASB ASC. Constituents
are encouraged to read this NTC because it answers many common ques-
tions about FASB ASC. FASB ASC, and its related NTC, can be accessed at
http://asc.fasb.org/home and are also offered by certain third party licensees,
including the AICPA. FASB ASC is offered by FASB at no charge in a "Basic
View" and for an annual fee in a "Professional View."

FASB Statement No. 168

In June 2009, FASB issued the last FASB statement referenced in that form:
FASB Statement No. 168, The FASB Accounting Standards Codification™ and
the Hierarchy of Generally Accepted Accounting Principles—a replacement of
FASB Statement No. 162. This standard establishes FASB ASC as the authori-
tative source of U.S. accounting and reporting standards for nongovernmental
entities, in addition to guidance issued by the SEC, and is effective for financial
statements issued for interim and annual periods ending after September 15,
2009.

This standard flattened the historic U.S. GAAP hierarchy to two levels: one
that is authoritative (in FASB ASC) and one that is nonauthoritative (not in
FASB ASC). Exceptions include all rules and interpretive releases of the SEC
under the authority of federal securities laws, which are sources of authoritative
U.S. GAAP for SEC registrants, and certain grandfathered guidance having an
effective date before March 15, 1992.

Issuance of New Standards

New standards are now issued by FASB through ASUs and will serve only to
update FASB ASC. FASB does not consider the ASUs authoritative in their
own right; new standards become authoritative when they are incorporated
into FASB ASC.
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New standards will be in the form of ASU No. 20YY-XX, in which "YY" is the last
two digits of the year and "XX" is the sequential number for each update. For
example, ASU No. 2010-01 is the first update in the calendar year 2010. New
standards will include the standard and an appendix of FASB ASC update in-
structions. ASUs will also provide background information about the standards
and provide the basis for conclusions on changes made to FASB ASC.

Pending Content in FASB ASC

Any ASUs (or other authoritative accounting guidance issued prior to the re-
lease date of FASB ASC) issued but not yet fully effective for all entities or trans-
actions within its scope are reflected as "Pending Content" in FASB ASC. This
pending content is shown in text boxes below the paragraphs being amended in
FASB ASC and includes links to the transition information. The pending con-
tent boxes are meant to provide users with information about how a paragraph
will change when new guidance becomes authoritative. When an amended para-
graph becomes fully effective, the outdated guidance will be removed, and the
amended paragraph will remain without the pending content box. FASB will
keep any outdated guidance in the applicable archive section of FASB ASC for
historical purposes.

Because not all entities have the same fiscal year-ends, and certain guidance
may be effective on different dates for public and nonpublic entities, the pend-
ing content will apply to different entities at different times. As such, pending
content will remain in place within FASB ASC until the "roll-off" date. Gener-
ally, the roll-off date is six months following the latest fiscal year end for which
the original guidance being amended or superseded by the pending content
could be applied as specified by the transition guidance. For example, assume
an ASU has an effective date for fiscal years beginning after November 15,
2009. The latest possible fiscal year end of an entity still eligible to apply the
original guidance being amended or superseded by the pending content would
begin November 15, 2009, and end November 14, 2010. Accordingly, the roll-off
date would be May 14, 2011.

Entities cannot disregard the pending content boxes. Instead, all entities must
review the transition guidance to determine if and when the pending content is
applicable to them. This audit and accounting guide identifies pending content
where applicable. As explained in the "Guidance Considered in This Edition"
section of the preface, pending content discussed in the text of the guide (as
differentiated from temporary footnotes, which are denoted by a symbol rather
than a number) is effective for entities with fiscal years ending on or before
July 1, 2010. Pending content discussed only in temporary footnotes is not yet
effective as of July 1, 2010, for entities with fiscal years ending after that same
date.

New AICPA.org Website

The AICPA encourages you to visit the new website at www.aicpa.org/. It
launched in 2010 and provides significantly enhanced functionality and con-
tent critical to the success of AICPA members and other constituents. Certain
content on the AICPA's website referenced in this guide may be restricted to
AICPA members only.
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Select Recent Developments Significant to This Guide

The Dodd-Frank Wall Street Reform and Consumer Protection Act

PCAOB Oversight

The Dodd-Frank Wall Street Reform and Consumer Protection Act (the Dodd-
Frank Act) was signed into law by the President on July 21, 2010. The Dodd-
Frank Act amends the Sarbanes-Oxley Act of 2002 to give the PCAOB full
oversight authority over audits of all broker-dealers (including nonissuers),
which includes standard setting, inspection, and enforcement. Although the
Dodd-Frank Act gives the PCAOB authority to require a program of inspection
for auditors of all broker-dealers, it allows the PCAOB, in its inspection rule,
to differentiate among classes of broker-dealers and exempt auditors of a par-
ticular class (such as those who do not engage in clearing, carrying, or custody
of client assets) from inspection. The Dodd-Frank Act reconciles registration
with inspection so that a public accounting firm will not be required to register
with the PCAOB if it is exempt from the inspection program. Regarding inspec-
tions to be performed, it is anticipated that limited inspections of auditors of
broker-dealers may be performed during 2011.

PCAOB oversight includes a provision that audits of nonissuer broker-dealers
are to be conducted in accordance with PCAOB auditing standards. However,
the SEC has indicated that standards for such audits will need to be developed
or amended. Consequently, the SEC has issued transitional guidance in SEC
Release No. 34-62991, Commission Guidance Regarding Auditing, Attestation
and Related Professional Practice Standards Related to Brokers and Dealers,
which clarifies that audits of nonissuer broker-dealers will continue to be per-
formed under GAAS and any applicable rules of the SEC. This interpretation
will be revisited in connection with the standard setting project mentioned pre-
viously.

Sarbanes-Oxley Act of 2002 Section 404(b) Exemption

The Dodd-Frank Act amends the Sarbanes-Oxley Act of 2002 to make perma-
nent the exemption from the auditor attestation requirement of Section 404(b)
for nonaccelerated filers (those with less than $75 million in market cap) that
has been temporarily in effect by order of the SEC. The Dodd-Frank Act also
requires the SEC to complete a study within 9 months of enactment on how
to reduce the burden of 404(b) compliance for companies with market caps be-
tween $75 million and $250 million. The study will consider whether any such
methods of reducing the burden, or a complete exemption, would encourage
companies to list on exchanges.

Securities Investor Protection Act Amendments

The Dodd-Frank Act increases the credit line at the U.S. Treasury from $1
billion to $2.5 billion to support the work of the Securities Investor Protec-
tion Corporation (SIPC) and raises SIPC's maximum cash advance amount to
$250,000 in order to bring the program in line with the protection provided by
the Federal Deposit Insurance Corporation.

In addition, the Dodd-Frank Act amended the Securities Investor Protection
Act in 2 areas that pertain to the SIPC assessment imposed on members. First,
the highest amount that SIPC can impose as a minimum assessment has been
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changed from $150 per annum to 2 basis points of a SIPC member's gross
revenues from the securities business. In addition, the definition of gross rev-
enues from the securities business has been revised to include revenues earned
by a member in connection with a transaction in the portfolio margining account
of a customer carried as securities accounts pursuant to a portfolio margining
program approved by the SEC. See the SIPC website for more information and
for the SIPC-7 form, which was revised in July 2010 for the above mentioned
amendments.

SEC Developments— Amendment to Rule 206(4)-2

In December 2009, the SEC adopted rules designed to substantially increase
the protections for investor funds and securities of which an investment ad-
viser registered with the SEC has custody. Amendments to the rules under
the Investment Advisers Act of 1940 revise an existing surprise examination
requirement, and introduces an internal control examination requirement.
The effective date of the amendment is March 12, 2010, subject to certain
exceptions. For complete information see SEC Release No. IA-2968, Custody
of Funds or Securities of Clients by Investment Advisers, and the related In-
terpretive Release No. IA-2969, Commission Guidance Regarding Indepen-
dent Public Accountant Engagements Performed Pursuant to Rule 206(4)-2 Un-
der the Investment Advisers Act of 1940.! Additionally, the SEC has released
frequently asked questions about the custody rule, which can be located at
www.sec.gov/divisions/investment/custody _faq 030510.htm.*

Withdrawal of GAAP Hierarchies From the Auditing Standards

In response to the issuance of recent pronouncements by FASB, GASB, and the
Federal Accounting Standards Advisory Board to incorporate their respective
GAAP hierarchies into their respective authoritative literature, the ASB has
withdrawn SAS No. 69, The Meaning of Present Fairly in Conformity With
Generally Accepted Accounting Principles, from the auditing literature effective
September 2009. Similarly, with the release of PCAOB Auditing Standard No.
6, Evaluating Consistency of Financial Statements (AICPA, PCAOB Standards
and Related Rules, Standards, AU-P sec. 420), and conforming amendments in
January 2008, the PCAOB also removed the GAAP hierarchy from its interim
auditing standards applicable to issuers.

ASB'’s Clarity Project

In an effort to make GAAS easier to read, understand, and apply, the ASB
launched the Clarity Project. When completed, clarified auditing standards
will be issued as one SAS that will supersede all prior SASs. The new audit
standards are expected to apply to audits of financial statements for periods
ending on or after December 15, 2012.

The foundation of the ASB's Clarity Project is the establishment of an ob-
jective for each auditing standard. These objectives will better reflect a

T SEC release No. 1A-2968, Custody of Funds or Securities of Clients by Investment Ad-
visers, is available on the SEC website at http:/sec.gov/rules/final/2009/ia-2968.pdf. SEC release
No. IA-2969, Commission Guidance Regarding Independent Public Accountant Engagements Per-
formed Pursuant to Rule 206(4)-2 Under the Investment Advisers Act of 1940, is available at
http://sec.gov/rules/interp/2009/ia-2969.pdf.

* See chapter 3, "Regulatory Considerations," of this guide for a discussion of the amendments.
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principles-based approach to standard-setting. In addition to having objectives,
the clarified standards will reflect new drafting conventions that include

® adding a definitions section, if relevant, in each standard.

® separating requirements from application and other explanatory
material.

® numbering application and other explanatory material para-
graphs using an A prefix and presenting them in a separate section
(following the requirements section).

® using formatting techniques, such as bulleted lists, to enhance
readability.

® adding special considerations relevant to audits of smaller, less
complex entities.

® adding special considerations relevant to audits of governmental
entities.

The project also has an international convergence component. The ASB expects
that, upon completion of the project, nearly all the requirements of Interna-
tional Standards on Auditing will also be requirements of U.S. GAAS. AICPA
Audit and Accounting Guides, as well as other AICPA publications, will be con-
formed to reflect the new standards resulting from the Clarity Project after
issuance and as appropriate based on the effective dates.

International Financial Reporting Standards

International Financial Reporting Standards (IFRSs) consist of accounting
standards and interpretations developed and issued by the International Ac-
counting Standards Board (IASB), a London-based independent accounting
standard-setting body. IASB began operations in 2001, when it succeeded the
International Accounting Standards Committee (IASC). IASC was formed in
1973, soon after the formation of FASB. In 2001, when the IASB replaced the
TIASC, a new, independent oversight body, the IASC Foundation, was created
to appoint the members of the IASB and oversee its due process. The IASC
Foundation's oversight role is very similar to that of the Financial Accounting
Foundation in its capacity as the oversight body of FASB.

The term IFRSs has both a narrow and a broad meaning. Narrowly, IFRSs
refer to the new numbered series of pronouncements issued by the IASB, as
differentiated from International Accounting Standards (IASs) issued by its
predecessor, the IASC. More broadly, however, IFRSs refer to the entire body of
authoritative JASB pronouncements, including those issued by the IASC and
their respective interpretive bodies. Therefore, the authoritative IFRS litera-
ture, in its broadest sense, includes the following:

® Standards, whether labeled IFRSs or IASs

® Interpretations, whether labeled IFRIC (referring to the Interna-
tional Financial Reporting Interpretations Committee, the cur-
rent interpretive body of the IASC Foundation) or SIC (Standing
Interpretations Committee, the predecessor to IFRIC and former
interpretive body of the IASC)

® JFRS framework

Xi
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As of March 31, 2010, IFRIC formally changed its name to the IFRS Interpre-
tations Committee and on July 1, 2010, the TASC Foundation formally changed
its name to the IFRS Foundation.

The preface to the IFRS 2009 bound volume states that IFRSs are designed to
apply to the general purpose financial statements and other financial reporting
of all profit-oriented entities including commercial, industrial, and financial
entities regardless of legal form or organization. Included within the scope of
profit-oriented entities are mutual insurance companies and other mutual coop-
erative entities providing dividends or other economic benefits to their owners,
members, or participants.

IFRSs are not designed to apply to not-for-profit entities or those in the public
sector, but these entities may find IFRSs appropriate in accounting for their
activities. In contrast, U.S. GAAP is designed to apply to all nongovernmen-
tal entities, including not-for-profit entities, and includes specific guidance for
not-for-profit entities, development stage entities, limited liability entities, and
personal financial statements.

The AICPA governing council voted in May 2008 to recognize the IASB as an
accounting body for purposes of establishing international financial accounting
and reporting principles. This amendment to appendix A of Rule 202 and Rule
203 of the AICPA's Code of Professional Conduct gives AICPA members the
option to use IFRS as an alternative to U.S. GAAP. As a result, private entities
in the U.S. can prepare their financial statements in accordance with U.S. GAAP
as promulgated by FASB; an other comprehensive basis of accounting, such
as cash- or tax-basis; or IFRS, among others. However, domestic issuers are
currently required to follow U.S. GAAP and rules and regulations of the SEC.
In contrast, foreign private issuers may present their financial statements in
accordance with IFRSs as issued by the IASB without a reconciliation to U.S.
GAAP, or in accordance with non-IFRS home-country GAAP reconciled to U.S.
GAAP as permitted by Form 20-F.

The growing acceptance of IFRSs as a basis for U.S. financial reporting could
represent a fundamental change for the U.S. accounting profession. Acceptance
of a single set of high-quality accounting standards for worldwide use by public
companies has been gaining momentum around the globe for the past few years.
See appendix N for a discerning look at the status of convergence with IFRSs in
the U.S. and the important issues that accounting professionals need to consider
now.

Purpose and Applicability

This AICPA Audit and Accounting Guide has been prepared to assist broker-
dealers in preparing financial statements in conformity with U.S. GAAP and to
assist independent accountants in reporting on financial statements (and other
written management assertions) of those entities.

This guide applies to preparation and audit of financial statements of entities
that are broker-dealers. The activities of broker-dealers are described in chapter
1, "The Securities Industry." Operations of such entities are subject to the rules
and regulations of the SEC and other regulatory bodies.

Broker-dealers are subject to regulation under the Securities Exchange Act
of 1934. Some broker-dealers are also futures commission merchants for com-
modity futures and commodity option contracts subject to regulation under the
Commodity Exchange Act.
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Members of the Financial Industry Regulatory Authority are subject to the rules
of that organization, and members of securities exchanges are also subject to
the rules of the exchanges of which they are members. Some of these rules, as
currently in effect, are discussed in this guide. However, the rules, regulations,
practices, and procedures of the securities and commodities futures industries
have changed frequently and extensively in recent years. Still, further changes
are under consideration as this guide goes to press, and the auditor should keep
abreast of these changes.

Limitations

The guide is intended to highlight significant matters and establish general
guidance. It is not intended to provide comprehensive discussion of all possible
matters of significance in an audit of financial statements or all audit situations
that an independent accountant might encounter in an audit of the financial
statements of a broker-dealer.

Consulting the accounting and financial reporting and auditing sections of the
guide cannot take the place of a careful reading of specified authoritative lit-
erature. Further, the nature, timing, and extent of audit procedures applied
in a financial audit are ultimately determined by the independent accountant
in the circumstances. The procedures discussed in the auditing section of the
guide are not intended to be comprehensive and, performed by themselves,
would not necessarily constitute an audit in accordance with GAAS. Nor would
omission of certain procedures set forth in the guide necessarily result in a
violation of GAAS. Internal control over financial reporting and possible tests
of controls are discussed in the context of a financial statement audit. While
they may correspond to controls that are subject to procedures performed in
an engagement performed in accordance with PCAOB standards or SSAEs,
internal control over financial reporting and possible tests of controls are not
presented in that context and are not intended to address the considerations of
such engagements.

Applicability of Requirements of the Sarbanes-Oxley
Act of 2002

Publicly held companies and other issuers (see definition, which follows) are
subject to the provisions of the Sarbanes-Oxley Act of 2002 and related SEC
regulations implementing the act. Their outside auditors are also subject to the
provisions of the act and to the rules and standards issued by the PCAOB.

Section 205(c)(2) of the act amended Section 17 (Commerce and Trade, U.S. Code
[USC] Title 15 Section 78q) of the Securities Exchange Act of 1934 to require all
broker-dealers (both issuer and nonissuer) to be audited by a public accounting
firm registered with the PCAOB. For fiscal years ending after December 31,
2008, the financial statements of nonissuer broker-dealers must be certified by
a public accounting firm that is registered with the PCAOB.

The following sections summarize certain key areas addressed by the act, the
SEC, and the PCAOB that are particularly relevant to the preparation and
issuance of an issuer's financial statements and the preparation and issuance
of an audit report on those financial statements. However, the provisions of the
act, the regulations of the SEC, and the rules and standards of the PCAOB are
numerous and are not all addressed in this section or in this guide.
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Definition of an Issuer

The act states that the term issuer means an issuer (as defined in Section 3
of the Securities Exchange Act of 1934 [15 USC 78(c)]), the securities of which
are registered under Section 12 of that act (15 USC 781), or that is required
to file reports under Section 15(d) (15 USC 780(d)), or that files or has filed a
registration statement that has not yet become effective under the Securities
Act of 1933 (15 USC 77(a) et seq.), and that it has not withdrawn.

Issuers, as defined by the act, and other entities when prescribed by the rules
of the SEC (collectively referred to in this guide as issuers or issuer) and their
public accounting firms (who must be registered with the PCAOB) are subject
to the provisions of the act, implementing SEC regulations, and the rules and
standards of the PCAOB, as appropriate.

Nonissuers are those entities not subject to the act or the rules of the SEC.

Guidance for Issuers

Management Assessment of Internal Control

As directed by Section 404 of the act, the SEC adopted final rules requiring
companies subject to the reporting requirements of the Securities Exchange
Act of 1934, other than registered investment companies and certain other
entities, to include in their annual reports a report from management on the
company's internal control over financial reporting. Business development com-
panies, however, do not fall within the scope exception contained in Section 405
and are required to include a report from management on the company's inter-
nal control over financial reporting. The SEC rules clarify that management's
assessment and report is limited to internal control over financial reporting.
The SEC's definition of internal control encompasses the Committee of Spon-
soring Organizations of the Treadway Commission (COSO) definition, but the
SEC does not mandate that the entity use COSO as its criteria for judging
effectiveness.

As established by Rule 12b-2 of the Exchange Act, the auditor's attestation
requirement for large accelerated and accelerated filers is currently effective.
The Dodd-Frank Act amended Section 404 of the Sarbanes-Oxley Act of 2002
to permanently exclude nonaccelerated filers from the auditor attestation re-
quirement of Section 404(b).

Guidance for Auditors of Issuer Broker-Dealers

The act mandates a number of requirements concerning auditors of issuers,
including mandatory registration with the PCAOB and, the setting of auditing
standards, inspections, investigations, disciplinary proceedings, prohibited ac-
tivities, partner rotation, and reports to audit committees, among others. The
PCAOB continues to establish rules and standards implementing provisions of
the act concerning the auditors of issuers.

Guidance for Nonissuer Broker-Dealers

Pursuant to the exchange act, the SEC developed a comprehensive system to
regulate broker-dealers, and the securities industry in general. As a result,
broker-dealers, including nonissuer broker-dealers, are subject to regulation
by the SEC. Although this guide is directed toward nonissuer broker-dealers,
it does contain some content regarding audits of issuer broker-dealers.
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Guidance for Auditors of Nonissuer Broker-Dealers

As mentioned previously, auditors of nonissuer broker-dealers are required to
be registered with the PCAOB in order to certify the financial statements of
a broker-dealer for fiscal years ending after December 31, 2008. However, al-
though issuer broker-dealers are required to be audited under PCAOB auditing
standards, nonissuer broker-dealers are not. A PCAOB registered auditor of a
nonissuer broker-dealer currently performs the audit under GAAS. (See the
section, "The Dodd-Frank Wall Street Reform and Consumer Protection Act,"
for recent developments in this area.)
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The Securities Industry 1

Chapter 1
The Securities Industry

1.01 The securities industry has played an important role in the growth
of U.S. business by providing a market for the initial offering and subsequent
purchase and sale of securities. The industry has made investment in securities
more readily available to the public and provided it with many diverse financial
products. Through efficient financial markets, the industry has made it possible
for corporations and governmental agencies to raise capital.

1.02 The securities industry has accomplished its role through a variety
of financial products, services, and institutions. Capital formation is achieved
through public offerings, private placements, asset securitization, and mer-
chant banking activities. Efficient secondary markets are maintained when
securities firms act as agents for customers' securities transactions, trading,
and arbitrage activities through a broker and dealer's (broker-dealer's) own ac-
counts, market-making, and specialist activities. The securities industry also
aids the risk-transfer process through a variety of transactions, products, and
techniques such as futures, forwards, swaps, and options.

1.03 Many different institutions facilitate the processing of the products
and services. The following are some of the key types of institutions that the
securities industry comprises:

® Brokers and dealers

® The financial markets (exchange markets and over-the-counter
[OTC] markets)

Clearing organizations and depositories
Transfer agents and registrars

Regulatory agencies

Brokers and Dealers

1.04 Securities broker-dealers perform various functions within the secu-
rities industry. Brokers acting as agents facilitate their customers' purchase
and sale of securities, commodities, and related financial instruments and usu-
ally charge commissions. Dealers or traders acting as principals buy and sell
for their own accounts from and to customers and other dealers. Dealers typ-
ically carry an inventory and make a profit or loss on the spread between bid
and asked prices or on markups from dealer prices, or they make a speculative
profit or loss on market fluctuations. Many firms are known as broker-dealers
because they act in both capacities. The range of their activities can go far
beyond those described previously. For example, many broker-dealers provide
such financial services as the following:

® Underwriting, or participating in the underwriting of, publicly of-
fered securities

Assisting in the private placement of securities
Providing investment research and advice

Developing new financial products, including derivative products
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2 Brokers and Dealers in Securities

® Providing a source of market liquidity (market makers and spe-
cialists) and creating a secondary market for many products

® Providing loans and financings, including equity loans and mort-
gage loans

® Providing the means for companies to hedge foreign currency, in-
terest rate, and other risk

® Accommodating international investing, including U.S. invest-
ment in foreign markets and the investment activity of foreign
investors in the U.S. markets

® Extending credit to customers who have bought securities on mar-
gin and to corporations that need financing for mergers, acquisi-
tions, or leveraged buyouts

® Acting as a depository for securities owned by customers, disburs-
ing to customers dividends and interest received, and informing
customers about calls, tenders, and other reorganization activities
pertaining to their securities

® Servingin an advisory capacity for public and corporate finance ac-
tivities (such as mergers and acquisitions and leveraged buyouts)
and providing investment and management advisory services to
individuals, corporations, and others (such as mutual funds)

® Providing many other financial services (such as credit cards,
checking accounts, and insurance products)

1.05 Many types of broker-dealers exist, and they may be distinguished
by the range of activities they perform or the geographical area in which they
operate. Full-service broker-dealers do not restrict themselves to particular
activities or services. Regional broker-dealers are similar but generally limit
their activities to a specific geographical area. Retail broker-dealers focus on
individuals whereas institutional broker-dealers are primarily concerned with
nonnatural persons (for example, corporations). Introducing broker-dealers "in-
troduce" their customers' business—on an omnibus or fully disclosed basis—to
a clearing broker-dealer that may clear or carry introducing firms' customer ac-
counts. Broker-dealers may also be self-clearing. Boutiques or specialty firms,
in contrast, engage in only one or a few activities, such as leveraged buyouts,
arbitrage, direct private placements, mergers and acquisitions, customer dis-
cretionary accounts, or industry-specific research.

Discount Brokers

1.06 On May 1, 1975, fixed commission rates on securities transactions
were abolished. With fully negotiated commissions, the discount broker as-
sumed a role in the securities markets. Discount brokers generally charge lower
commissions than do full-service broker-dealers and provide fewer services. For
example, they frequently provide no research support or little, if any, invest-
ment advice. Due to technological advances and the growth and popularity of
the Internet, the major discount broker-dealers typically have their customers
place securities transactions or otherwise manage their brokerage accounts
through their websites rather than through a registered representative.

Investment Bankers

1.07 Investment bankers are broker-dealers who assist in bringing new
securities to the investing public. The three major functions of investment
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The Securities Industry 3

bankers are origination, underwriting, and distribution. New securities are
created during origination, bought by investment bankers during underwrit-
ing, and sold to investors during the distribution phase. Investment banking
revenues are derived principally from fees for services, and from price spreads
from underwriting securities issues.

1.08 Because new security issuances are complex, many security issuers
look to the investment banker for investment advice, information, and assis-
tance. Issuers depend heavily on investment bankers who are financial market
specialists to create securities that meet most of the issuers' needs and, simul-
taneously, are acceptable to investors. For a new issue, the investment banker
commonly does the following:

® Advises the issuer on the kind of security, the timing of the is-
suance, pricing, and specific terms that are most acceptable during
contemporary financial market conditions

® Prepares and assists in filing a registration statement with the
Securities and Exchange Commission (SEC)

® Arranges for the efficient distribution of the new issue

® Arranges for a number of operational requirements such as
trustees, security indentures, and safekeeping

1.09 Investment banking firms often buy (or underwrite) a new issue or
guarantee its sale at a specified price. If the securities are not sold to investors
at the offering price, the investment banker may be required to buy the securi-
ties for its own account. To sell the issue quickly, a syndicate of many firms is
often formed for each issue, and the securities are distributed through a large
network reaching many potential investors. Historically, large syndicates, com-
posed of many firms, were formed to create networks for selling issues quickly.
Although this process continues for initial public offerings of equity securities,
the advent of the shelf registration process for certain debt securities has in-
creased the speed with which these issues are brought to market. As a result,
the underwriters that usually make up the underwriting group for distributing
these securities are fewer and have larger capital bases.

Government Securities Dealers

1.10 US. government securities dealers are a group of dealer firms that
underwrite and trade U.S. government and federal agency securities. Certain
of these firms are designated by the Federal Reserve Bank of New York as pri-
mary dealers in U.S. government securities, and they deal directly with U.S.
government fiscal agents (the Federal Reserve Banks) in acquiring new securi-
ties issues. These dealers make a market in most U.S. government and federal
agency securities and, as such, quote bid and asked prices. In addition to com-
plying with the rules and regulations promulgated by the SEC pursuant to the
Federal Securities Laws, these broker-dealers are also subject to certain rules
and regulations of the Department of the Treasury. See paragraph 3.146 for
specific rule provisions relating to Government Securities Dealers.

Specialists

1.11 A specialist is a broker-dealer authorized by an exchange to be a party
through which all trading on the floor of the exchange in a particular security is
transacted. A specialist provides for a fair and orderly market for the selected
list of securities it is authorized to trade. The specialist must generally be ready
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to take the other side of a transaction if other buyers or sellers are not available.
The specialist also maintains a book of limit orders and acts as a brokers' broker
in executing these limit orders against incoming market orders.

Clearing Brokers

1.12 A clearing broker is a broker-dealer who receives and executes cus-
tomers' instructions, prepares trade confirmations, settles the money related
to the trades, arranges for the book entry (or physical movement) of the securi-
ties, and shares responsibility with the introducing brokers for compliance with
regulatory requirements. See paragraph 1.38 for a discussion of the delivery of
securities.

Carrying Brokers

1.13 A carrying broker is a broker-dealer that holds customer accounts for
introducing broker-dealers. Typically, this type of firm is also a clearing firm for
those introducing firms. A carrying broker-dealer is responsible for performing
the customer reserve computation and possession and control requirements of
SEC Rule 15¢3-3. A carrying broker-dealer may carry customer accounts on an
omnibus or fully-disclosed basis. See paragraphs 5.147-.152 for a discussion of
omnibus and fully disclosed accounts.

Prime Brokers

1.14 Prime brokerage is a system developed by full-service broker-dealers
to facilitate the clearance and settlement of securities trades for substantial
retail and institutional customers who are active market participants. Prime
brokerage involves three distinct parties: the prime broker, the executing bro-
ker, and the customer. The prime broker is the broker-dealer that clears and
finances the customer trades executed by one or more executing broker-dealers
at the behest of the customer. Prime brokers typically provide services such as
securities lending, financing, customized technology, and operational support.
In addition, a prime broker may also offer other value added services such as
capital introduction and risk management. Most prime brokerage agreements
are executed with hedge funds.

Introducing Brokers

1.15 An introducing broker is a broker-dealer firm that accepts customer
orders but elects to clear the orders through another broker for cost efficiencies
(for example, not having to perform all of the clearance functions on a small vol-
ume of business, thereby eliminating many fixed costs). In this arrangement,
the introducing broker accepts the customers' orders and the clearing brokers
or other parties clear the trades. Either party may initiate the execution of
a trade. The clearing broker-dealer processes and settles the customer trans-
actions for the introducing broker and usually maintains detailed customer
records. Essentially, the introducing broker is using the back-office processing
of the clearing broker-dealer. The commissions received from the transactions
are divided in any manner agreed to by the introducing and clearing broker-
dealers and stipulated in written contracts.

Brokers’ Brokers

1.16 A brokers' broker is a broker-dealer firm that acts as an agent for
an undisclosed principal (another broker-dealer) for the purchase and sale of
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treasury, municipal, and corporate debt securities. These firms do not maintain
securities inventories. Brokers' brokers play a significant role in the secondary
market as intermediaries for trades between broker-dealers. Brokers' brokers
typically provide the bid and ask prices for securities of their client, on an
undisclosed basis, on trading screens of the brokers' broker, and then match
up buyers and sellers. Brokers' brokers commonly deal in treasury, municipal,
and corporate bond trading businesses for which no exchanges are available.
Some brokers' brokers concentrate in certain kinds of securities and act as
intermediaries for registered dealers and receive commissions that are usually
determined by the size of the transaction.

Bank-Owned Brokers (Section 4k4[e] and Section 20 Brokers)

1.17 A Section 20 broker was established by a bank pursuant to Section
20 of the Glass-Steagall Act of 1933. The Gramm-Leach-Bliley Act of 1999, also
known as the Financial Services Modernization Act, repealed Section 20 of the
Glass-Steagall Act of 1933, and changed the types of activities that are permis-
sible for bank holding company affiliates and for subsidiaries of banks, creating
so-called "financial holding companies" that may engage in a broad array of ac-
tivities. Financial holding company affiliates, as well as direct subsidiaries of
banks, may now engage in underwriting, dealing in, or making a market in
securities. Broker-dealers of financial holding companies are now subject to
the rules pursuant to Section 4k4(e) of the Gramm-Leach-Bliley Act of 1999.
The Gramm-Leach-Bliley Act of 1999 affirmed the concept of functional regula-
tion. Federal banking regulators will continue to be primary supervisors of the
banking affiliates of financial holding companies, and the SEC and securities
self-regulatory organizations will supervise the securities businesses of those
entities.

The Financial Markets

1.18 Financial markets comprise many types of participants, both domes-
tic and foreign, in which securities are bought and sold. International financial
markets continue to grow and gain in sophistication. Many financial organiza-
tions are involved with international trading strategies to gain the advantages
of the global marketplace as well as different tax policies and trading activities.
International trading markets vary depending on the country or community in
which the market exists, and international settlement procedures vary depend-
ing on the exchange or the local country rules. Some exchanges exhibit more
sophisticated or faster trade and settlement characteristics than do U.S. ex-
changes; others trade securities in a negotiated fashion with lengthy settlement
periods.

1.19 Financial markets can be categorized according to the kinds of instru-
ments traded (such as futures, options, municipals, equities, and government
and corporate debt). Financial markets have primary and secondary market
operations. Primary markets provide for the original distribution of new se-
curities. Secondary markets, which consist of exchanges and OTC markets,
provide for the resale of securities. In addition, the characteristics of the secu-
rities traded may be used to categorize the financial markets. For example, the
markets for U.S. Treasury bills, certificates of deposit, federal funds, bankers'
acceptances, and commercial paper are commonly referred to as money mar-
kets. Money market securities generally have maturities of one year or less,
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have less credit risk than equivalent long-term securities, and trade in large
denominations.

1.20 Financial markets may also be characterized according to whether
a party must find the counterparty to a trade and negotiate with that coun-
terparty directly or whether the counterparty is approached through an in-
termediary. The intermediary may be an agent who conducts a search for a
counterparty (either an individual or an institution) to be a buyer or seller of a
particular security, may complete the transaction by trading with dealers who
hold themselves out as willing to buy and sell (such as in OTC markets), or
may transact directly against the orders of other potential counterparties by
communicating through a single centralized location (exchange markets).

Exchange Market'

1.21 An exchange market is a central meeting place established to fa-
cilitate the trading of securities or commodities. A securities exchange is an
exchange market that provides trading facilities for stocks, bonds, or options.
Exchange markets are generally characterized as auction places where bids
and offers are directed and executed by brokers or specialists.

1.22 Transactions in securities executed on an exchange are normally ini-
tiated by a customer communicating with a registered representative (salesper-
son or account executive) of a broker-dealer to request that a specified number
of shares of a particular security be bought or sold at a stated price or at the
current market price. The order is usually communicated to the order room of
the broker-dealer and then to its floor clerk, who is stationed at the exchange
that trades the security. Securities transactions executed on an exchange may
be in round lots (units of trading, normally one hundred shares as specified by
the exchange that lists the security) or in odd lots (quantities of less than one
unit of trading).

1.23 Once the order is conveyed to the floor of the exchange, it is given by
the floor clerk to a floor trader, who will attempt to execute it. If the broker-
dealer is not a member of the particular exchange, the order is relayed to a
correspondent broker who executes the trade on the exchange. Once executed,
the details of the transaction (price, quantity, other broker with whom the trans-
action was consummated, and so forth) are reported back to the order room of
the broker-dealer for transmission to the purchase and sales department. A
confirmation of the trade is then prepared and sent to the customer.

1.24 With the advent of advanced electronic switching capabilities, certain
exchanges have provided their members with the facility of direct order entry
to floor specialists. For example, the New York Stock Exchange (NYSE) XPress
Orders system provides for an immediate execution of block orders greater than
15,000 shares whenever a quote is in place for at least 15 seconds. Another
NYSE system, Super Display Book System, enables member firms to entitle

1 Regulation National Market System (NMS) contains four interrelated initiatives designed to
modernize the regulatory structure of the national market system for U.S. equity markets. The sub-
stantive topics addressed by Regulation NMS are (1) order protection, (2) intermarket access, (3)
subpenny pricing, and (4) market data. In addition, Regulation NMS updates the existing Securities
Exchange Act of 1934 rules governing the national market system, and consolidates them into a single
regulation. Regulation NMS included two amendments to the joint industry plans for disseminating
market information. See Securities and Exchange Commission Release No. 34-51808 (and related
rulings) for more information.
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their institutional customers to route orders directly to the NYSE for electronic
execution.

OTC Market

1.25 Many companies have insufficient shares outstanding, stockholders,
or earnings to meet the listing requirements of an exchange or, for other reasons,
choose not to be listed. Securities of these companies are traded in the OTC
market between dealers who make markets acting as principals or as brokers
for customers.

1.26 The OTC market is not a location; rather, it is a communications net-
work linking those dealers that make markets in securities generally not listed
on exchanges. The OTC market is regulated by Financial Industry Regulatory
Authority (FINRA). An offer to buy or sell an unlisted security is executed by
a broker-dealer entering into a transaction with a customer or another broker-
dealer that makes a market in that security.

1.27 The broker-dealer may be an OTC market maker and act for its own
account (dealer as principal) or for the account of a customer (broker as agent) in
a purchase or sale transaction with a customer or another broker-dealer. Acting
as a dealer, no commission is charged; instead, the broker-dealer realizes a profit
or loss based on the spread between the cost and selling price of the securities.
Acting as a broker, a commission is charged.

1.28 The market makers publish quotes for security prices on a bid-and-
ask basis; that is, they buy a security at the bid price and sell it at the ask price.
The difference between the price for which the dealer is willing to purchase (bid
for) the security and the price for which the dealer is willing to sell (ask for) the
security is the spread.

1.29 Firm price quotations for OTC equity securities are available from
the inter-dealer quotation systems of FINRA's OTC Bulletin Board and Pink
OTC Markets' Pink Quote.

Third Market

1.30 OTC trading of shares listed on an exchange takes place in the third
market by brokers-dealers and investors that are not exchange members. Mem-
bers of an exchange are generally required to execute buy and sell orders in
listed securities that are not Rule 19¢-3 eligible through that exchange during
exchange hours. Rule 19¢-3 includes those equity securities that were listed and
registered on an exchange on or after April 26, 1979. However, a broker-dealer
firm that is not a member of the exchange can make a market in a listed stock
in the same way that it would make a market in an unlisted stock.

Alternative Trading Venues

1.31 Direct trading of securities between two parties with no broker in-
termediary takes place in the fourth market. In almost all cases, both parties
involved are institutions. For example, securities may trade on a private place-
ment basis whereby the parties negotiate the terms of the placement. Because
limited information may be publicly available, a small group of sophisticated
investors generally hold privately placed securities.

1.32 An electronic communication network (ECN) is an electronic sys-
tem that brings buyers and sellers together for the electronic execution of
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trades. Those who subscribe to ECNs, (generally institutional investors, broker-
dealers, and market-makers) can place trades directly on the ECN, typically
using limit orders. ECNs post orders on their system for other subscribers to
view. The ECN will then automatically match orders for execution. If a sub-
scriber wants to buy a stock through an ECN, but there are no sell orders to
match the buy order, the order cannot be executed until a matching sell order
comes in. If the order is placed through an ECN during regular trading hours,
an ECN that cannot find a match may send the order to another market center
for execution.

1.33 The benefits investors get from trading with an ECN include speed,
trading after hours, real-time display of orders (whereas on the NYSE, most
investors are limited to viewing only the best bid and ask prices), ability to
trade among themselves without having to go through a middleman (smaller
spreads, lower commissions, better price executions), and anonymity (which is
often important for large trades).

Clearing Organizations and Depositories

1.34 After orders in securities have been executed, whether on an exchange
or in the OTC market, the transactions are compared, cleared, and settled.
Comparison occurs when broker-dealers or their agents exchange their trade
information (security, number of units, and price) to confirm the existence of a
contract and match the buy and sell sides of the trade. Clearance is the process
of accounting for compared trades in terms of the trading parties' obligations
to pay money and deliver securities. Settlement is the process of exchanging
the money for securities (that is, delivery and payment) that consummates the
transaction. In the U.S. equity and corporate markets, settlement generally
occurs three business days after the trade. Trade comparison, clearance, and
settlement are aspects of posttrade processing.

1.35 The exchange markets have sponsored central clearing agencies,
known as clearing organizations, to assist in the comparison, clearance, and
settlement functions. Deliveries and receipts of securities and the related cash
settlements are made through these clearing organizations for broker-dealers.
The National Securities Clearing Corporation (NSCC), a subsidiary of the De-
pository Trust & Clearing Corporation (DTCC), is a large U.S. clearing organi-
zation. The Stock Clearing Corporation of Philadelphia (acquired by NASDAQ
OMX Group, Inc., in 2008), and the Midwest Clearing Corporation (part of CHX
Holdings, Inc.) also facilitate the settlement of securities transactions. In the
OTC market, clearance may be accomplished by a variety of methods, including
the buying and selling of broker-dealers' exchange-of-trade tickets directly with
one another or through a clearing organization. Introducing broker-dealers op-
erating through clearing brokers settle their transactions through those clear-
ing brokers, which in turn settle the transactions through the clearing organi-
zations. The Options Clearing Corporation and the clearing organizations of the
commodity exchanges perform similar functions for options and futures trading.
Clearance of securities traded on international markets is accomplished in a
variety of ways ranging from centralized clearing organizations to corporations
whose securities are cleared by major banking organizations.

1.36 Most U.S. government and agency security transactions clear through
the use of the book entry safekeeping system maintained by the Federal Reserve
Bank of New York. The 12 district Federal Reserve Banks operate a securities

AAG-BRD 1.33



The Securities Industry 9

transfer system that permits these securities to be transferred between the
book entry safekeeping accounts.

1.37 Settlement of securities transactions can be complex, especially when
there is a large volume of transactions in many securities. To avoid duplicated
receipt and delivery of securities, the NSCC uses an electronic netting system
known as continuous net settlement (CNS). In CNS, a broker-dealer's purchases
and sales in the same security are netted, thus leaving the broker-dealer with
one daily net settlement obligation per security. The broker-dealer then settles
that obligation with the clearing organization. Unique to CNS, the clearing
agency interposes itself between the trading broker-dealers on each trade and
guarantees the settlement obligations of each broker-dealer's counter trading
party. Thus, the broker-dealer's settlement is with the clearing organization,
not with the other broker-dealer. Other clearing mechanisms may or may not
guarantee settlement. A broker-dealer can settle each day or carry open commit-
ments forward to net against the next day's settlement (hence the continuous
nature of CNS).

1.38 Security deliveries in the current U.S. environment are generally by
book entry (that is, by electronic debits and credits to a broker-dealer's account)
at a securities depository where the securities certificates are immobilized and
where broker-dealers hold the certificates in the street name for their cus-
tomers. Thus, delivery is accomplished without the physical movement of the
securities certificates. The securities depositories, which are similar to banks,
pursue the business of custodian operations, including holding securities certifi-
cates in physical form or maintaining electronic records of book entry securities
holdings for their customers, mainly financial institutions.

1.39 Some of the major depositories for equities, corporate debt securities,
certain eligible mortgage-backed securities, and municipal debt securities are
the DTCC and its subsidiaries and the Midwest Securities Trust Company (part
of CHX Holdings, Inc.).

Transfer Agents

1.40 Although many securities issuers use a bank or trust company as
their transfer agent, an issuer may use an independent transfer agent or may
act as its own transfer agent. There are two basic functions of a transfer agent:
the transfer function and the registrar function. A transfer agent may perform
one or both of these functions.

1.41 The transfer function includes the canceling of old certificates that
are properly presented and endorsed in good deliverable form (which usually in-
cludes a signature guarantee), making appropriate adjustments in the issuer's
shareholder records, establishing a new account in the name of the new owner,
and issuing new certificates in the name of the new owner. Transfer agents
also review legal documents to ensure that they are complete and in perfect
order before transferring the securities. If the legal documents are incomplete,
the transfer agent either will notify the presenter that the documents are in-
complete and hold the old certificate and accompanying documentation until
the presenter sends the transfer agent the proper documents or will reject the
transfer and return the securities.

1.42 For mutual funds, transfer agents enter the amount of securities
purchased by a shareholder on the issuer's books and redeem (liquidate) shares
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upon receipt of the customer's written or wire request. Transfer agents, as part
of their transfer function, maintain records of the name and address of each
security holder, the amount of securities owned by each security holder, the
certificate numbers corresponding to a security holder's position, the issue date
of the security certificate, and the cancellation date of the security certificate.
Many transfer agents also act as paying agents for cash dividends and the
distribution of stock dividends and stock splits.

1.43 A transfer agent, performing the registrar function, monitors the is-
suance of securities in an issue with a view toward preventing the unauthorized
issuance of securities. The registrar checks to ensure that the issuance of the
securities will not cause the authorized number of shares in an issue to be ex-
ceeded and that the number of shares represented by the new certificate or
certificates corresponds to the number of shares on the canceled ones. After the
registrar performs these functions, the registrar countersigns the certificate.

Regulatory Overview

1.44 Regulatory environments differ from country to country, and the free-
dom of entry into the marketplace likewise varies depending on the local regu-
lation. In the United States, the Securities Exchange Act of 1934 provides for
the regulation of securities transactions after the securities are initially dis-
tributed to public investors in an underwriting. The Securities Exchange Act of
1934 established the SEC, which, among other things, is authorized to promul-
gate and enforce rules governing the regulation of broker-dealers in securities.
The SEC developed, pursuant to the Securities Exchange Act 0of 1934, a compre-
hensive system to regulate broker-dealers. Under the Securities Exchange Act
0f 1934, all broker-dealers are required to be members of self-regulatory organi-
zations, such as FINRA,2 which performs routine surveillance and monitoring
of its members. A similar regulatory framework was established for commod-
ity broker-dealers under the Commodity Futures Trading Commission Act of
1974, which established the Commodity Futures Trading Commission (CFTC)
and gave it exclusive jurisdiction over commodity futures matters. The Com-
modity Futures Modernization Act of 2000 (CFMA) authorized joint regulation
by the CFTC and the SEC of security futures products on individual equity
issues and on narrow-based indices of securities. The CFMA created a flexible
structure for the regulation of futures trading, codified an agreement between
the CTFC and the SEC to repeal the ban on trading single-stock futures, and
provided legal certainty for OTC derivatives markets. The CFMA amended the
definition of security in the Securities Act of 1933 and the definitions of security
and equity security in the Securities Exchange Act of 1934 to include a security
future. In April 2002, the SEC amended the definition of equity security in rules
under the Securities Act of 1933 and the Securities Exchange Act of 1934 to
conform them to the statutory definitions with respect to security futures.

1.45 Since 1934, the Securities Exchange Act of 1934 has been amended
to include virtually all participants in the securities markets and an ever-
increasing range of securities-related activities. Originally, the scope of the
Securities Exchange Act of 1934 was limited to the regulation of exchanges,

2 Financial Industry Regulatory Authority was created in July 2007 through the consolidation of
National Association of Securities Dealers and the member regulation, enforcement, and arbitration
functions of the New York Stock Exchange. It is the largest nongovernmental regulator for all securities
firms doing business in the United States.
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members of exchanges, and trading in securities listed on exchanges. The Mal-
oney Act of 1938 amended the Securities Exchange Act of 1934 to cover the
OTC markets. The Maloney Act established the National Association of Secu-
rities Dealers (now FINRA),? which is a self-regulatory organization that has
responsibility for oversight of the OTC securities markets.

1.46 In 1975, the Securities Exchange Act of 1934 was amended to extend
the authority of the SEC to include securities transfer agents, clearing organi-
zations, and securities depositories. This amendment also established the Mu-
nicipal Securities Rulemaking Board, which was authorized to prescribe rules
regulating the activities of municipal securities broker-dealers. In 1986, the Se-
curities Exchange Act of 1934 was amended by the Government Securities Act
of 1986 to require U.S. government securities broker-dealers to register with the
SEC. Under the Government Securities Act of 1986, the SEC has the authority
to enforce rules promulgated by the Department of the Treasury that concern
U.S. government securities broker-dealers. Thus, the Securities Exchange Act
of 1934 today provides a comprehensive scheme of regulation for virtually all
broker-dealers in securities, the exchanges, and the OTC markets, as well as
the facilities for clearing and settling transactions among broker-dealers, de-
positories, transfer agents, and registrars.

1.47 The Securities Investors Protection Corporation (SIPC) was estab-
lished when Congress enacted the Securities Investor Protection Act of 1970
(SIPA). SIPC is a nonprofit membership corporation designed to protect, up to
a specific maximum amount, customers' cash and securities in the custody of
a broker-dealer that fails and is liquidated under SIPA. Broker-dealers regis-
tered with the SEC, with some limited exceptions, are required to be members
of SIPC. The money required to protect customers beyond that which is avail-
able from the customer property in the possession of the failed broker-dealer
is advanced by SIPC from a fund maintained for that purpose. The sources of
money for this fund are assessments” collected from SIPC members and in-
terest on the fund's investments in U.S. government securities made with the
funds collected.

Business Activities

Brokerage

1.48 Broker-dealers can earn commissions by buying or selling securities
and commodities on their customers' behalf. Broker-dealers' handling of cus-
tomers' funds and securities is subject to rules administered by the SEC, the
Board of Governors of the Federal Reserve System, and the self-regulatory or-
ganizations. Although the specific definition of the term customer varies in the
SEC's rules, a customer is generally any person from whom or on whose behalf
a broker-dealer has received, has acquired, or holds funds or securities.

3 See footnote 2.

* Prior to 2009, the amount of a member's yearly assessment was the regulatory minimum as-
sessment of $150. However, in March 2009, it was determined that it was reasonably likely that the
Securities Investors Protection Corporation (SIPC) fund balance would aggregate less than 1 billion
dollars for a period of 6 months or more. Therefore, commencing on April 1, 2009, each STPC member's
assessment rate is 1 quarter of 1 percent of each member's SIPC net operating revenues. This assess-
ment will continue until SIPC provides otherwise. For more information, see the discussion beginning
at paragraph 3.131. See the preface of this guide for information on recent developments related to
SIPC as a result of the passage of the Dodd-Frank Wall Street Reform and Consumer Protection Act.
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1.49 Broker-dealers regularly finance the transactions of their customers.
The initial extension of credit by broker-dealers is governed by Federal Reserve
Regulation T (Regulation T) of the Federal Reserve System. Regulation T clas-
sifies transactions into specifically defined accounts. Most transactions with
customers are done in cash or margin accounts.

1.50 Cash account. In a cash account, the customer pays in full within a
specified settlement period for any security purchased. Regulation T generally
requires cash payment by the customer for the purchase of securities within two
business days after settlement date; however, a self-regulatory organization or
anational securities association may grant an extension of time before payment
is required. If the customer does not make timely payment for the securities,
Regulation T requires the broker-dealer to promptly cancel or liquidate the
transaction. In general, the broker-dealer will hold the customer responsible
for any resulting loss.

1.51 Ifa customer sells securities, the customer must promptly deliver the
certificates to the broker-dealer. Either the proceeds of a sale will be credited to
the customer's account on the settlement date or, if requested, a check will be
mailed to the customer. In general, under SEC Rule 15¢3-3, if the broker-dealer
does not receive the securities sold within 10 business days of the settlement
date, the broker-dealer is required to close the transaction with the customer
by purchasing securities of like kind and quantity. Again, the broker-dealer will
hold the customer responsible for any resulting loss.

1.52 Margin accounts. Under Regulation T, the broker-dealer is required to
record the purchase or sale of securities by customers on other-than-immediate
cash settlement terms in a margin account. A purchase on margin contemplates
a prolonged extension of credit to the customer by the broker-dealer. The max-
imum amount of initial credit is prescribed by Regulation T. The maximum
amount of credit the broker-dealer can extend beyond the initial transaction
is prescribed by the rules of the appropriate self-regulatory organization. Cus-
tomer margin requirements relating to securities futures are prescribed by joint
final rules issued by the SEC and CFTC in August 2002.

1.53 Ifthe amount of equity in the customer's account is below the amount
required to cover the initial margin, Regulation T requires the broker-dealer to
eliminate the margin deficiency within five calendar days after it was created
or increased. When a deficiency arises, the broker-dealer will normally issue a
call for margin from the customer.

1.54 The customer can satisfy the margin call by making additional mar-
gin deposits of cash or securities. If the customer does not make the deposits
within the specified time, including approved extensions of time by a self-
regulatory organization or national securities association, Regulation T re-
quires the broker-dealer to liquidate securities sufficient to satisfy the required
margin. Broker-dealers also have self-imposed margin requirements that are
generally more stringent than Board of Governors of the Federal Reserve Sys-
tem or self-regulatory organization requirements.

1.55 Accounts carried for other brokers. Clearing brokers maintain the cus-
tomer accounts of introducing brokers. Fully disclosed accounts are accounts
of the introducing broker's customers that are carried on the books of a clear-
ing broker. In a fully disclosed account, the introducing broker's customers are
treated as if they were the clearing broker's own customers, except that corre-
spondence to customers usually refers to the introducing broker by including
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a phrase such as, "through the courtesy of [the introducing broker's name]."
The clearing broker maintains the customers' accounts and is usually respon-
sible for collecting the purchase price, the commission, and other fees from the
customers. However, the introducing broker generally indemnifies the clearing
broker for uncollected amounts from any resulting unsecured accounts of the
introducing broker's customers. The clearing broker and the introducing bro-
ker enter into a contract that describes the distribution of commissions between
brokers.

1.56 In contrast, an omnibus account is an account of the introducing bro-
ker that is carried on the books of the clearing broker and that represents the
sum of the activity of customers of the introducing broker. The introducing bro-
ker's customer accounts are carried separately on the books of the introducing
broker. For an omnibus account, the introducing broker prepares and sends
confirmations and monthly statements to customers, maintains customers' ac-
counts and margin records, and retains most of the responsibility for compliance
with regulatory matters.

Firm Trading

1.57 Firm trading (also referred to as proprietary trading) involves a full
range of activities whereby broker-dealers may take principal positions for their
own accounts. Certain broker-dealers make markets in particular OTC securi-
ties by standing ready to buy or sell securities to their customers or to other
broker-dealers. These broker-dealers often carry an inventory of the securities
in which they make a market and are exposed to the market risks inherent
in such positions. In addition, these broker-dealers may sell securities short in
anticipation of decreases in the price of the securities.

1.58 Riskless arbitrage. Riskless arbitrage is the simultaneous purchase
and sale of the same or an equivalent security in order to profit from price dis-
crepancies. Convertible arbitrage is a form of riskless arbitrage that uses con-
vertible securities or warrants versus the underlying equity securities. Broker-
dealers can profit from the temporary price differences that exist from the same
or similar securities traded in different financial markets. Another kind of basic
arbitrage involves purchasing and selling similar securities in like markets.

1.59 Risk arbitrage. Risk arbitrage is a term used to describe special sit-
uations (such as mergers, reorganizations, recapitalizations, tenders for cash,
and tenders for securities) in which the arbitrage trader buys or sells securities,
without fully hedging or offsetting risk, with the intention of realizing a profit
at some future period based on the anticipated market movement when the
special situation is completed.

1.60 Program trading. Program trading is a term used to describe the
simultaneous buying and selling of a large number of different stocks based
on their perceived correlation. Program trading may encompass several index-
related trading strategies, including hedging, index arbitrage, and portfolio
insurance. Program trades are often accomplished through an exchange's high-
speed order system. By using a high-speed order system, program trades can
be carried out in a matter of minutes. Program trading enables institutions
to make broad changes in their portfolios and thus facilitates index arbitrage.
Index arbitrage combines the buying and selling of stocks with offsetting trades
in stock index futures or options.
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1.61 Block trading. Block trading is the acquisition or disposition of large
quantities of securities by a broker-dealer to facilitate the execution of buy
or sell orders of customers, usually institutions. Block traders locate suitable
trading partners and assist the buyer and seller in negotiating the terms of
the trade. The broker-dealer's assistance is needed because the inflow of orders
to the exchange floor is generally too small to execute the trade in a reason-
able period of time, and specialists typically do not have sufficient capital to
execute such transactions. In addition, specialists are not allowed to communi-
cate directly with public buyers and sellers whereas block traders may. If the
broker-dealer has negotiated a trade, it is crossed on the exchange; that is, the
broker executes two or more matched orders on the exchange.

1.62 When-issued transactions. When-issued transactions are contracts
to purchase or sell securities only when, as, and if new securities are issued.
Broker-dealers enter into such purchase or sale transactions on pending issues
of new securities. Trading in when-issued securities normally begins when the
U.S. Treasury, a municipality, state, or some other issuer of securities announces
a forthcoming issue. Such transactions are contingent upon the issuance of the
securities. Because the exact price and terms of the securities are unknown
before the issuance date, trading prior to that date is on a yield basis, that is,
based on the yields that buyers expect. The exact terms and price of the security
become known on the issuance date, and when-issued trading continues until
settlement date, at which time the securities are delivered and the issuer is
paid. When-issued transactions may also arise as a result of underwritings,
exchanges, and mergers after preliminary agreement to issue the securities is
established but before a date for settlement has been set.

1.63 To be announced (TBA) trades. TBA is a term used to describe for-
ward mortgage-backed securities trades. The term TBA is derived from the fact
that the actual mortgage-backed security that will be delivered to fulfill a TBA
trade is not designated at the time the trade is made. The securities are "to be
announced" 48 hours prior to the established trade settlement date.

1.64 Delayed delivery. A delayed delivery transaction is a transaction in
which both parties to the trade agree on a deferred settlement. Delayed delivery
transactions are purchases or sales of securities similar in most respects to
regular way transactions (normal settlement) except that, by agreement, the
date of consummation or settlement is extended.

1.65 Hedging. Hedging instruments and techniques have been developed
by broker-dealers to offset or minimize the risk of losses that an enterprise
may be exposed to because of the effect of price changes on its assets, liabilities,
or future commitments. Hedging instruments and techniques were developed
in response to the volatility of interest rates, securities and commodity prices,
and foreign exchange rates. These instruments may be used for speculative
purposes as well as for hedging. The more common hedging instruments used
as risk management tools include futures contracts; forward contracts; options;
interest rate caps, floors, collars; and swaps.

1.66 Futures and forward contracts. Futures contracts are standardized
contracts, traded on organized exchanges, to purchase or sell a specified finan-
cial instrument or commodity on a future date at a specified price. Financial
futures include contracts for debt instruments (interest rate futures), foreign
currencies, and stock indexes. Forward contracts are individually negotiated
and have economic characteristics similar to those of futures contracts, but they
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are not traded on an organized exchange and, consequently, they are generally
referred to as OTC. Forward contracts are contracts for forward placement or
delayed delivery of financial instruments or commodities in which one party
agrees to buy, and another to sell, a specified security or commodity at a speci-
fied price for future delivery.

1.67 Forward contracts and futures contracts both have substantial mar-
ket risk. A buyer (long position) of a futures contract profits when the value of
the underlying financial instrument or commodity increases, whereas a seller
(short position) of the futures contract incurs a loss.

1.68 The credit risk associated with a futures contract is generally less
than it is for forward contracts because of the protections afforded by the ex-
change clearing organization system. All futures contracts cleared through a
clearing organization are marked to market (see the glossary), and the financial
result is settled daily between the clearing organization and the clearing mem-
ber. Because of this daily settlement, the amount of unsettled credit exposures
is limited to the amount owed the clearing member for any one day.

1.69 The clearing organization also has a guarantee fund consisting of
cash, securities, and bank guarantees that is contributed to by all clearing
member firms. In the event the guarantee funds are insufficient to cover a failed
member firm's obligations to the clearing organization system, the clearing
organization has additional assessment authority over all of the other member
firms.

1.70 These protections are intended to permit the clearing organization
to fulfill the obligations of any failed clearing member firm to other clearing
member firms. However, the exchange clearing organization will not necessarily
guarantee the performance or the money balances of the failed member firm
with respect to the individual customer accounts of a failed member firm; that
is, the clearing organization guarantee is generally limited to the commodities
clearing obligations of the failed member firm to the other clearing member
firms.

1.71 Options. An option contract conveys a right, but not an obligation, to
buy or sell a specified number of units of a financial instrument at a specific price
per unit within a specified time period. The instrument underlying the option
may be a security, a futures contract (for example, an interest rate option), a
commodity, a currency, or a cash instrument. Options may be bought or sold
on organized exchanges or OTC on a principal-to-principal basis or may be
individually negotiated. A call option gives the holder the right, but not the
obligation, to buy the underlying instrument. A put option gives the holder the
right, but not the obligation, to sell the underlying instrument. The price at
which the underlying instrument may be bought or sold during the specified
period is referred to as the strike or exercise price. The option buyer (holder)
is the party that obtains the right, by paying a premium, to buy (call) or sell
(put) an instrument. The option seller (writer) is the party that is obligated to
perform if the option is exercised.

1.72 The option buyer's profit potential can be virtually unlimited. The
option buyer's loss, however, is limited to the cost of the option (premium paid).
Unlike the buyer of an option contract, an option seller may be exposed to large
and sometimes unlimited market risk; however, the premiums received by the
seller may provide a potentially attractive return.
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1.73 After the initial exchange of the premium, the writer of the option is
not at risk to a counterparty's default because the buyer is no longer obligated
to perform. The buyer of the option, however, is exposed to the writer's ability to
perform. The risk of counterparty default can be reduced by trading through an
exchange, because the clearing organization of the exchange acts as guarantor
for the option contracts.

1.74 When an option is exercised depends on the market price versus the
strike price, the outlook on how one option will perform in relation to the other
before the expiration date, and the kind of option—European or American. A
European option is exercisable only at the maturity date of the option, whereas
an American option is exercisable at any time during the option period.

1.75 Caps, floors, and collars. An interest rate cap is a contractual agree-
ment between two counterparties in which the buyer, in return for paying a fee,
will receive cash payments from the seller at specified dates if rates go above a
specified interest rate level known as the strike rate (cap). An interest rate floor
is a contractual agreement between two counterparties in which the buyer, in
return for paying a fee, will receive cash payments from the seller at specified
dates if interest rates go below the strike rate. The cap or floor fee (premium)
is generally paid in advance to the seller by the buyer, but it may be paid over
the life of the cap or floor agreement. At each settlement date during the term
of the cap or floor, the strike rate is compared with the market rate (index rate)
to determine whether the seller must make a payment to the buyer. The timing
of these payments varies depending on the agreement between the buyer and
the seller.

1.76 The economic characteristics of caps and floors are analogous to those
of a series of European interest rate options. The risks associated with caps and
floors are also similar to those of options (that is, they are asymmetrical). The
buyer of a cap or floor is protected against adverse interest rate changes (the
loss is limited to the premium) while having the ability to profit from favorable
changes in interest rates.

1.77 As with an option, the writer of a cap or floor has no risk of coun-
terparty default unless the cap or floor fee (premium) is paid over the life of
the cap or floor arrangement. The buyer, in contrast, incurs counterparty credit
risk because the third party may not fulfill its obligation.

1.78 The buyer of the interest rate cap can lower the fee paid in advance
to the writer by writing a floor (minimum level of a floating rate) on the trans-
action. If the floating rate goes below the floor, the buyer of the interest rate
cap (writer of the floor) has to compensate the counterparty for the difference.
An interest rate contract that specifies both a cap and a floor for interest rates
is referred to as a collar.

1.79 Swap transactions. Swaps are financial transactions in which two
counterparties agree to exchange streams of payments over time according to
a predetermined formula. Swaps are normally used to transform the market
exposure associated with a loan or bond borrowing from one interest rate base
(fixed-term or floating rate) or currency denomination to another (across mar-
kets).

1.80 The typical interest rate swap is an agreement between two parties
under which each party agrees to pay the other specified or determinable cash
amounts on specified future dates. The cash amounts to be paid by each party
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are defined in terms of applying a specified interest rate (either fixed or variable)
to a hypothetical principal amount, referred to as the notional principal amount.
The interest rate swap does not modify preexisting debt instruments, and no
securities actually change hands between the parties.

1.81 Currency swaps are similar to interest rate swaps in that interest
streams are exchanged between two counterparties; however, unlike interest
rate swaps, they are in two different currencies (either fixed for fixed, fixed for
floating, or floating for floating). Further, unlike interest rate swaps, because
two different currencies are involved, there is generally an exchange of principal
at inception of the agreement and a re-exchange of like principal at maturity.

1.82 The term currency swap is also used to describe arrangements in
which spot and forward foreign exchange contracts are entered into with the
same counterparty (foreign exchange swap). The forward amount exchanged is
different from the spot amount because the forward amount includes an interest
differential between a fixed rate in one currency and a fixed rate in the other
currency. Unlike the currency swaps described in the preceding paragraph, in
which there is a series of forward exchanges (interest flows), a foreign exchange
swap has only one forward exchange.

1.83 In interest rate swaps, there is unlimited market risk and reward to
the extent interest rates fluctuate. The fixed-rate receiver loses if interest rates
rise, and the fixed-rate payer loses if interest rates fall. There is no market risk
in the principal amount of interest rate swaps. The counterparty to a currency
swap is exposed to interest rate movements and to foreign exchange risk on the
principal and interest.

1.84 The contractual or notional amounts related to interest rate and
currency swaps do not indicate the risk of default of the counterparty. Risk of
default varies with the financial strength of the counterparties. Further, the
amount at risk at a point in time is limited to the unrealized gain and varies
with market conditions. Additional credit protection may be provided through
the use of an intermediary, who guarantees the payment streams by providing
a backup letter of credit, collateral, or some other support arrangement.

1.85 Asset securitization. Asset securitization is the process of converting
receivables and other assets that are not readily marketable into securities that
can be placed and traded in capital markets. Assets that have been securitized
include residential mortgages, commercial mortgages, agency securities (in-
cluding those of Government National Mortgage Association [or Ginnie Mae],
Federal National Mortgage Association [or Fannie Mae], and Federal Home
Loan Mortgage Corporation [or Freddie Mac]), consumer receivables (credit
card loans and home equity loans), retail installment loans (automobile, recre-
ational vehicle, and mobile home), time-share mortgage loans, trade receiv-
ables, insurance-policy-related receivables, leases (equipment, operating, and
automobile), student loans, high-yield corporate bonds, and federal assets.

1.86 Securitization transactions span a wide spectrum. At one extreme are
outright sales of assets or interests in assets. At the other extreme are borrow-
ings collateralized by assets. In between are sales of assets with varying degrees
of recourse to the seller and nonrecourse borrowings collateralized by assets.
Asset-backed securities may be issued through a variety of structures, includ-
ing pay-through securities, pass-through securities, and commercial paper with
multiple classes, differing degrees of subordination, and varying cash flow pri-
orities. The securities are often backed by some form of credit enhancement.
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Credit enhancement can take the form of letters of credit, third-party guaran-
tees, liquidity facilities, spread accounts, reserve funds, subordinate interests,
and overcollateralization.

1.87 In a typical asset securitization transaction, a company transfers
assets to a special-purpose vehicle (SPV) or variable interest entity (VIE) in
exchange for cash or securities issued by the SPV or VIE. The SPV or VIE might
be organized in such a way that the likelihood of its bankruptcy is remote and
that the transferred assets are protected from the estate of the transferring
company in the event of its bankruptcy.

1.88 One type of asset securitization is a collateralized mortgage obliga-
tion, which is a mortgage-backed bond that aggregates individual mortgages
or mortgage-backed securities into mortgage pools that are separated into dif-
ferent maturity classes, called ¢tranches. Each tranche has unique risk charac-
teristics for paying interest, paying principal, or retaining residual ownership.

1.89 Securitization often allows the holder of assets to raise funds at a
lower rate than the cost of general obligation borrowings, to free up capital
through off-balance-sheet financing, to reduce interest rate and credit risk, to
limit loss exposure, and to gain access to nontraditional funding sources.

1.90 Mutual funds, insurance companies, pension funds, banks, thrifts,
retail investors, and diverse other foreign and domestic investors participate
in the mortgage- and asset-backed securities market. New investment instru-
ments, flexible payment terms, investment-grade credit quality, various degrees
of liquidity, and reduced event risk are among the benefits offered by these se-
curities. The market risks affecting these securities include interest rate risk,
prepayment risk, and varying degrees of credit risk. Given the multitude of
assets and the complexity of securitization structures, an investor must under-
stand both the investment profile and the risks specific to each investment.

1.91 International trading. A number of major broker-dealers have the
capabilities for executing purchase and sale orders in securities traded abroad.
The recent admission of U.S. broker-dealers to foreign financial markets of-
fers the possibility of 24-hour trading. In addition, many foreign securities are
traded by market makers in the United States. Many broker-dealers trade eq-
uity securities in the form of American Depository Receipts (ADRs). An ADR
is a registered negotiable receipt for shares of a foreign corporation held in
custody in the foreign location. Some ADRs are listed on the NYSE, and many
others trade in the OTC market.

Investment Banking

1.92 Many broker-dealers are engaged in providing investment banking
services to their customers. These services typically include the raising of cap-
ital through the public offering or private placement of securities. In addition,
these broker-dealers counsel companies in the management of their money and
advise companies about corporate structuring opportunities.

1.93 Public offerings. Corporations and governmental entities that desire
to raise funds through the public sale of securities normally engage securities
broker-dealers to underwrite their securities issues. Underwriting is the act
of distributing a new issue of securities (primary offering) or a large block
of issued securities (secondary offering). Underwritings are accomplished on
either a firm-commitment or a best-efforts basis. The underwriting group for a
transaction on a firm-commitment basis agrees to buy the entire security issue
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from the issuer for a specified price, with the intent to resell the securities to
the public at a slightly higher price. The underwriting group for a best-efforts
underwriting agrees to sell the issue at a price to be determined, normally with
a minimum requirement to complete the underwriting. An underwriting group
may also be formed on a standby basis, in which there is a commitment to buy
the securities if called on.

1.94 Underwriting subjects the broker-dealer to substantial risks. A
broker-dealer underwriting securities on a firm-commitment basis is required
to buy a portion of the positions offered. This results in the need to finance the
unsold portions and to assume the market risk of ownership. In addition, the
broker-dealer may be held liable to the purchasers of the securities under the
Securities Act of 1933. The statute holds all persons (including underwriters)
connected with a registration statement responsible for any material misstate-
ments contained in the registration statement. An underwriting also exposes
the broker-dealer to the risk that its customers or other group members who
had committed to buy the securities being underwritten may refuse to honor
the transactions.

1.95 Because the value of a new issue of securities and the liability for
successful marketing may be too great for any one dealer, group accounts or
syndicates may be formed to spread the risk. In addition, selling groups, which
may include broker-dealers other than members of the underwriting group, are
sometimes formed to obtain wider distribution of the new issue.

1.96 The liability of the underwriting group may be divided or undivided.
If it is divided, each member of the group has a specified maximum liability to
buy a certain number of shares of stock or principal amount of bonds. If it is
undivided, each member of the underwriting group has a designated percentage
liability for unsold securities.

1.97 Advisory services. Broker-dealers provide advisory services, for which
they receive fee income. These may include consulting on mergers and acqui-
sitions, reorganizations, tender offers, leveraged buyouts, conversions, swaps,
and the pricing of securities to be issued. Fees for these services are generally de-
termined by the transaction size and are often contingent upon results, which
may not be final until after the services are completed. In addition, broker-
dealers may earn fees by advising investment company asset managers about
mutual fund assets and about the distribution and maintenance of mutual fund
shares.

1.98 Private placements. Broker-dealers may also arrange the private
placement of securities by issuers. Private placements are usually conducted
on a best-efforts, agency basis and therefore expose the placement agent to less
risk than that associated with the underwriting liability of a public offering.
Private placements are distributions of securities that do not involve public
offerings. Typically, private placements are sold to sophisticated institutional
investors and hence do not require a registration statement to be filed with
the SEC. The securities involved in private placements can be either an initial
issuance or a resale of previously issued securities and are generally restricted
as to subsequent resale. For example, they may require registration under state
and federal securities laws prior to resale or an opinion of counsel providing an
exemption from registration requirements. The company's history, size, stabil-
ity, and cash needs are factors in determining when the use of a private place-
ment of debt or equity securities might be preferable to registering securities
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for sale to the public. In many instances, the expertise of the broker-dealer may
be essential in analyzing the company's activities and requirements in order to
determine the kind of securities to be offered and to assist in structuring the
placement to enhance marketability. Because private placements are usually
conducted on a best-efforts, agency basis by a broker-dealer, maximum consid-
eration is normally given to locating an investor or a relatively small group of
investors whose investment objectives closely parallel the expectations of the
issuer.

1.99 The SEC adopted Rule 144A to provide a safe-harbor exemption from
the registration requirements of the Securities Act of 1933 for the resale of pri-
vate placements when the resale is made to a qualified institutional buyer.
Broker-dealers can qualify as institutional buyers if they own and invest on
a discretionary basis at least $10 million in the securities of unaffiliated is-
suers. Broker-dealers with less than $10 million may buy securities as riskless
principals for clients that are themselves qualified institutional buyers.

Financing

1.100 Broker-dealers may finance their activities through the use of bank
loans, stock loans, and repurchase agreements (also known as repos). In re-
cent years, stock lending and repurchase agreements have also evolved into
firm trading strategies whereby broker-dealers earn interest spreads on the
simultaneous borrowing and lending of funds collateralized by securities. A
discussion of some of the activities described as broker-dealer financing activi-
ties follows.

1.101 Bank loans. One source of financing in the securities industry is
bank loans. These loans are callable by the bank and are often collateralized by
securities owned by the broker-dealer or, if used to finance loans to the customer,
by customer securities that are not fully paid for. The interest rate charged by
banks on these loans is called the brokers'call rate.

1.102 In addition to the risks faced by all businesses concerning collater-
alized bank loans, broker-dealers are subject to a unique requirement result-
ing from regulations governing collateral. SEC Rule 15¢3-3 prohibits broker-
dealers from utilizing their customers' fully paid or excess margin securities
as collateral for bank loans. Federal Reserve Regulations G, T, U, and X of the
Board of Governors of the Federal Reserve system establish the ratio of col-
lateral value to the amount of loans that must be maintained for loans used
to finance customer-related activity and to finance firm-related activity. Thus
firms must maintain separate records for customer and firm loans and related
collateral.

1.103 Securities lending agreements. A stock loan is an arrangement in
which securities are loaned from one broker-dealer to another in exchange for
collateral. Broker-dealers may lend securities to enable a borrowing broker-
dealer to make deliveries of securities sold that the borrowing broker-dealer
does not have available to deliver on the settlement date. Securities lending
can be an effective and efficient means of generating funds for financing broker-
dealers' operations. Securities lending is usually conducted through open-ended
"loan" agreements, which may be terminated on short notice by the lender
or borrower. Securities lending is generally collateralized by cash, although
securities or letters of credit may also be used as collateral. The nature of these
transactions is generally governed by Regulation T and Rule 15¢3-3.
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1.104 Each stock loan is initially collateralized at a predetermined margin
that is slightly in excess of the value of the securities loaned. If the market
value of the security falls below an acceptable level during the time a loan is
outstanding, the borrower of the security requests the return of the excess cash
collateral. If the value of the security rises, the lender of the security generally
requests additional cash collateral to cover potential exposure to credit risk.

1.105 When a stock loan is terminated, the securities are returned to
the lender and the collateral or cash to the borrower. Fees (often referred to
as rebates) are paid to the cash lender based on the principal amounts out-
standing. Such fees are generally calculated at a rate lower than the broker-
dealer's call rate, and they fluctuate based on the availability of the particular
securities loaned. Some broker-dealers participate in the securities-lending and
securities-borrowing market as intermediaries. They conduct a finder or con-
duit business in which securities are borrowed from one broker-dealer (or other
institution) and loaned to another.

1.106 Repos or reverse repos. According to the Financial Accounting Stan-
dards Board (FASB) Accounting Standards Codification (ASC) glossary, a repo
(also known as a repurchase agreement) is a transaction in which a seller-
borrower of securities sells those securities to a buyer-lender with an agree-
ment to repurchase them at a stated price plus interest at a specified date or
in specified circumstances.

1.107 A repo may be made on an overnight or a fixed-maturity basis or
made with an agreement for the seller to buy back the same securities at an
open date to be decided by the buyer and seller. Dollar repurchase agreements
(also called dollar rolls) are agreements to sell and repurchase substantially
the same but not identical securities.

1.108 As defined in the FASB ASC glossary, a reverse repo (also known as
a reverse repurchase agreement) is a transaction in which a buyer-lender buys
securities with an agreement to resell them to the seller-borrower at a stated
price plus interest at a specified date or in specified circumstances.

1.109 The buyer is said to enter into a reverse repo transaction (receiving
securities, giving up cash) while the seller enters into a repo transaction (re-
ceiving cash, giving up securities). This reciprocal procedure enables the seller
to obtain short-term financing while the buyer is able to earn interest on its
excess cash and hold securities as collateral. For the buyer, the transaction
represents another form of secured lending.

1.110 Government bond dealers that have large inventories to be financed
find it advantageous to execute repos with institutional investors because a
repurchase transaction usually has a lower interest rate than the interest rate
charged by a bank and they can finance a greater percentage of their collateral.
By using repos, buyers are able, with negligible market risk, to earn interest
on their balances. The principal risk to the buyer is the creditworthiness of the
seller, but only if the collateral is in the possession of the seller or if its value
has declined substantially. The possession of the collateral is an important
determinant of the credit risk of a repo transaction. There are three kinds of
custodial arrangements relating to repo transactions: tri-party repos, deliver-
out repos, and hold-in-custody repos.

1.111 In a tri-party repo, an independent institution acting in a custo-
dial capacity enters into a tripartite agreement with the two counterparties to
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the transaction. This third-party custodian assumes certain responsibilities for
safeguarding the interests of both counterparties and is involved in transfer-
ring funds and securities between those two parties. In a deliver-out repo, the
securities are delivered to the investor or its designated custodial agent, who
has no relationship with the repo seller. A hold-in-custody repo is characterized
by the repo seller retaining control of the securities and by serving simultane-
ously throughout the transaction not only as principal but also as the investor's
custodial agent.

1.112 Some commonly used terms that describe various kinds of repur-
chase transactions include overnight repos, term repos, repos to maturity, and
matched repos. Matched repos, as defined in the FASB ASC glossary, are situa-
tions in which the broker-dealer has entered into repos and reverse repos using
the same securities. Broker-dealers make their profits on the differences be-
tween the interest charged on the repos and the interest earned on the reverse
repos.

Other Activities

1.113 Commodities. A commodity may be bought for current delivery or for
future delivery. Broker-dealers buy and sell commodity contracts for future de-
livery on the request of their customers or for their own account. In a purchase
contract (long position), the buyer agrees to accept a specific commodity that
meets a specified quality in a specified month. In a sale contract (short posi-
tion), the seller agrees to deliver the specified commodity during the designated
month.

1.114 Growers, processors, warehouse operators, and other dealers often
buy and sell commodity futures for hedging purposes; that is, they transfer the
price risk to speculators. Speculators buy and sell commodity futures because
of the potential for a large return that could result from the leverage inherent
in commodity futures trading. This leverage exists because a commodity con-
tract controls a substantial amount of the commodity and only a small money
payment (margin deposit) is made.*

1.115 Investment company shares. Established under the Investment
Company Act of 1940, investment companies are institutions that issue shares
representing a portfolio of assets. The sale and redemption of investment com-
pany shares are often handled by broker-dealers. The AICPA Audit and Ac-
counting Guide Investment Companies provides accounting and auditing guid-
ance relevant to these institutions.

1.116 Broker-dealers may act as agents to offer their customers the oppor-
tunity to invest in investment company shares. Brokers act as agents for their
customers by placing or redeeming orders with mutual funds. Orders with mu-
tual funds are placed in the customers' names through the shareholders' ser-
vicing agent, which keeps records of individual share ownership, including ad-
ditions for the reinvestment of dividends and capital gains. The broker-dealer's
financial involvement with mutual funds may be limited to the receipt of com-
mission checks if orders are placed with funds that charge commissions.

4 The practice aid Audits of Futures Commission Merchants, Introducing Brokers, and Commod-
ity Pools, second edition, provides practitioners with nonauthoritative, practical guidance on financial
statements of future commission merchants, introducing brokers, and commodity pools. The publica-
tion is available on www.cpa2biz.com.
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1.117 Unit investment trusts. A unit investment trust (UIT) registered
under the Investment Company Act of 1940 is a pool of securities fixed at the
date of origination in which an investor holds an interest. Because it is not a
managed investment vehicle, a UIT appeals to investors who, though desiring
diversification, do not seek active professional investment advice. A UIT differs
from a mutual fund in that it has a fixed termination date, roughly correspond-
ing to the maturities of the securities in its portfolio. In addition, a UIT does
not have a board of directors and an investment adviser. Rather, it has a trustee
(or custodian) who holds the UIT's assets; a sponsor who establishes, promotes,
sells, and makes a secondary market in the UIT's units; and an evaluator who
periodically values the UIT's portfolio.

1.118 Foreign exchange. The trading of currencies and bank deposits de-
nominated in various currencies takes place in the foreign exchange market.
The largest dealers in foreign exchange are money center banks. These deal-
ers either arrange transactions between each other (in the interbank market)
or place bids and offers through a brokerage system, wherein brokers (includ-
ing a number of securities broker-dealers) will attempt to bring buyers and
sellers together for a commission. Currencies are traded in either the spot or
forward markets and the futures markets. Spot transactions call for the imme-
diate exchange of currencies (typically a two-day settlement), whereas forward
transactions settle at a predetermined future date. The spot and forward mar-
kets are utilized primarily by large commercial users and institutional traders,
whereas the futures market serves smaller commercial users and speculators.

1.119 Soft dollar arrangements. The FASB ASC glossary defines a soft
dollar arrangement as one in which a broker-dealer provides research to a
customer in return for trade order flow (a certain volume of trades) from a
customer.

1.120 In soft dollar arrangements (according to industry practice), the
research required by money managers is paid for using part of the commissions
paid by the money managers. Most soft dollar arrangements are triangular. In
the first corner of the triangle is a money manager who wants to buy research
data without writing a check. In the second corner, there is a broker with whom
the money manager, or the money manager's client, trades. The broker uses a
part of the commission (soft dollars) to pay the research firm on behalf of the
money manager. In the third corner is the researcher who is paid by the broker
and sends the data to the money manager. Since the 1970s, when soft dollars
were first used, some brokers and money managers have used soft dollars to
cover transactions not associated with research. These types of transactions are
governed by Section 28(e) of the Securities Exchange Act of 1934, which allows
the paying of a brokerage commission if the manager determines in good faith
that the commission is reasonable in relation to the value of the brokerage and
research services received.
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Chapter 2
Broker-Dealer Functions, Books, and Records

Introduction

Overview

2.01 Accounting for securities transactions by broker-dealers is unique in
that two sets of books, the general ledger and the securities record (commonly
referred to as the stock record), are maintained. The general ledger is used to
record entries reflecting money balances, and the securities record is used to
account for security positions.

2.02 This chapter discusses the flow of a security transaction, whether
manual or automated, and standard departments and records within a broker-
dealer. The auditor may find that many of those records and activities are
automated, including the execution, clearance, and the settlement of trades
and the processing of transactions, balancing, and reconciliations of records
both within the broker-dealer and with external entities such as the Depository
Trust & Clearing Corporation (DTCC) and its subsidiaries.

2.03 In addition, external service sources, such as market valuation ser-
vices, provide information that is incorporated into the automated recordkeep-
ing system. The extent of automation within the industry varies from company
to company.

Original Entry Journals

2.04 Original source (trade) data are recorded onto original entry journals.
These journals, which are often referred to as blotters, contain the following:

® An itemized daily record of the details for all purchases and sales
of securities (by market)

® Receipts and deliveries of securities

® (Cash receipts and disbursements

® Other debits and credits, such as listings of floor brokerage receiv-
ables or payables, mutual fund commissions earned, and invest-
ment counseling fees

2.05 For each transaction, the blotters or related records generally indicate
the following:

® The quantity and description of the securities, including the cer-
tificate numbers of the securities

® The unit and aggregate purchase or sales price (if any)

® The trade date

® The name of the broker-dealer from which the securities are pur-
chased or received or to which the securities are sold or delivered

2.06 A broker-dealer may keep separate blotters to record different types
of transactions. For example, a broker-dealer may keep a clearinghouse blotter
to record purchases and sales of cleared securities transacted on an exchange in

AAG-BRD 2.06



26 Brokers and Dealers in Securities

round lots and several other blotters in which transactions in odd lots, unlisted
securities, foreign currencies, bonds, cash receipts and deliveries, and journal
entries are recorded. Other types of blotters for special kinds of business include
a cash blotter to record cash disbursements and receipts; a receive blotter to
record purchases, receipts of securities, and payments of cash; and a deliver
blotter to record sales, deliveries of securities, and receipts of cash.

General Ledger

2.07 Broker-dealers maintain general ledgers reflecting their assets, lia-
bilities, revenue, expenses, and capital accounts. The general ledger and related
subsidiary ledgers (commonly referred to as daily bookkeeping ledgers) pro-
vide details relating to all asset, liability, and nominal accounts and enable the
broker-dealer to prepare a trial balance in order to prepare financial statements
showing the broker-dealer's financial position, results of operations, and cash
flows. A description of the general ledger accounts is presented in chapter 4,
"Financial Statement Presentation and Classification," of this guide. Those
records are also used in preparing required net capital and reserve require-
ment computations.

Stock Record

2.08 The stock record is a double-entry accounting system for shares of
stock or principal amounts of debt by security issue. It is a record of account-
ability reflecting all securities for which the firm has custodial responsibility
or proprietary ownership. The stock record should balance the way a general
ledger balances: debits and credits are equal in the general ledger; likewise,
long positions and short positions should equal in the stock record. See the
"Tllustrative Stock Record Entries" that appear at the end of this chapter that
show how transactions are recorded in the stock record.

2.09 Along position in the stock record indicates ownership of the security
or the right of possession. The most common positions on the long side of the
stock record are the following:

Customer (securities owned by customer)

Firm (securities held in inventory for the broker-dealer's own ac-
count and risk)

® Reverse repurchase agreements (also known as resale agreements
Or reverse repos)

® Fail-to-deliver (securities sold to or through another broker-dealer
but not delivered)

® Securities borrowed from another broker-dealer or customer

2.10 A short position in the stock record indicates either the location of the
securities or the responsibility of other parties to deliver them to the broker-
dealer. Every security owned or held by the broker-dealer should be accounted
for by its location. The following list includes the most common short positions:

® Box. Securities are physically located at the broker-dealer's own
location, typically in the cashier's cage.

® Vault. Securities are physically located at the broker-dealer's own
location in a secured area or in a bank safe deposit box.
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® Depositories. Securities are on deposit at a depository, such as De-
pository Trust Company (DTC), a subsidiary of DTCC, or a custo-
dian bank.

® Transfer. Securities are at a transfer agent being reregistered.

®  Fail-to-receive. The broker-dealer has purchased securities that
have not yet been received.

®  Securities loaned. Securities have been loaned to another broker-
dealer.

®  Customer short. A customer sold securities, but delivery has not
yet been made.

®  Firm short. The broker-dealer sold a security it does not own.
®  Repurchase agreements (also known as repos).

® Bank loan. Securities are held on deposit at a bank and pledged
as collateral for a loan.

2.11 The stock record lists securities by security number, normally by
Committee on Uniform Security Identification Procedure number, and, for each
securities position, the accounts that are long or short in terms of shares (for
stocks and mutual funds), principal amounts (for bonds, treasuries, and other
debt securities), or number of contracts (for options). A stock record summary
indicating all account positions in the security and an activity list indicating
daily changes in the stock record are tabulated daily by the broker-dealer.

2.12 The chart of accounts is the key to reading and understanding the
stock record because transactions are recorded by account numbers and quan-
tities. Many accounts can have both securities positions and related money bal-
ances. However, certain accounts (such as box, vault, transfer, and depository
locations) have only security positions without related money balances.

Regulatory Recordkeeping Requirements

2.13 The basic requirements for preparing and maintaining books and
records are described in Rules 17a-3 and 17a-4 under the Securities Exchange
Act of 1934. In Rule 17a-3, the Securities and Exchange Commission (SEC)
specifies the minimum books and records a broker-dealer should maintain.
They include a complete set of financial accounting books and records, including
books of original entry, general and subsidiary ledgers, and the stock record.
Rule 17a-3 also sets forth other recordkeeping requirements of broker-dealers.
Among other things, Rule 17a-3 states that broker-dealers should maintain a
memorandum of each brokerage order and a memorandum for each purchase
and sale of securities for its own account, showing the price and, to the extent
feasible, the time of execution. The rule also specifies that the broker-dealer
should maintain certain records regarding transactions of employees and cus-
tomers, as well as a periodic trial balance and net capital, reserve formula, and
other regulatory computations. Such books and records should be maintained
for prescribed periods as set forth in Rule 17a-4. In November 2001, the SEC
adopted amendments to Rule 17a-3 and the record retention requirements in
Rule 17a-4. Among other things, the amendments to Rule 17a-3 revised the
information recorded on order tickets and added requirements to collect cer-
tain account record information, and periodically provide that information to
customers for verification. The amendments to Rule 17a-3 also added require-
ments to create certain records related to associated persons, a record of cus-
tomer complaints, a record indicating compliance with applicable advertising

AAG-BRD 2.13



28 Brokers and Dealers in Securities

rules, and records identifying persons responsible for establishing procedures
and persons able to explain the broker-dealer's records to a regulator.

2.14 Furthermore, in their constitutions and rules, the Financial Indus-
try Regulatory Authority (FINRA) and many securities exchanges prescribe
certain books and records that members keep. Depending on the needs of the
individual broker-dealer's business, there are situations that may warrant the
maintenance of certain additional records not specifically required under the
rules of the various regulatory bodies.

Trade Date and Settlement Date

2.15 Prior to computer automation and processing, broker-dealers
recorded securities transactions in their trial balances and stock records on
the date the securities are due for settlement (settlement date) rather than the
date on which the transaction was initiated (trade date). With the advent of
automation, many firms now record their proprietary transactions on a trade
date basis. However, customer records are generally still maintained on a set-
tlement date basis (see the "Trade-Date Versus Settlement-Date Accounting"
section in chapter 7, "Accounting Standards," of this guide for further discussion
of trade date and settlement date accounting). During the period between trade
date and settlement date, various operational departments are responsible for
clearing or settling trades.

2.16 The time period between trade date and settlement date varies de-
pending on the product and specific transaction. Although any settlement date
can be negotiated for any given purchase or sale, the following table provides
a reference for the current standardized (regular way) settlement dates by
product.

Standardized Settlement Dates

Product Settlement Date

Equity Securities Three business days after trade date
Corporate Bonds Three business days after trade date
Municipal Bonds Three business days after trade date
Government Securities One business day after trade date
Government Agency Securities Varies depending on product
Futures and Commodities Same-day settlement
Listed Options (Chicago Board One business day after trade date

Options Exchange)
Money Market Instruments One business day after trade date
Mutual Funds Three business days after trade date
Currency Contract Spot Two business days after trade date

The settlement periods herein refer to the U.S. marketplace. Settlement dates
in other countries vary and may not be standardized. Currently, there is an
effort to standardize global security settlement periods.

2.17 Trade date information, which includes proprietary inventory reports
used by a broker-dealer's traders, is normally available in the broker-dealer's in-
ternal reporting systems. In addition, customer information is used daily by the
broker-dealer to determine the amount of margin required for each customer's
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account. Trade date information is also important to the operations depart-
ments to assist them in settlement and clearance.

Trade Execution

Customer Trades

2.18 Sales. The manner in which trades are initiated varies with the type
of broker-dealer (that is, full-service or discount). The customers of full-service
broker-dealers usually have a designated registered representative or sales-
person with whom they place buy or sell orders for securities. The registered
representative normally resides at one of the broker-dealer's branch offices,
which are established to serve a strategic geographic area. Buy and sell orders
may be based on the registered representative's recommendations (solicited) or
may be initiated by the customers (unsolicited). Orders may also be entered by
the broker-dealer pursuant to discretionary powers granted by the customer.
In any case, the registered representative is responsible for routing an order to
the proper operational department so that the order can be executed and pro-
cessed. For discount broker-dealers, orders are unsolicited and, in many cases,
have been automated to the point where the customer places the order directly
into the broker-dealer's system through a personal access code.

2.19 Before initiating an order, the customer should determine the follow-
ing:
The security
The trading action to be initiated (buy, sell long, or sell short)
The number of shares or units to be traded
The type of order
The price of the transaction
The disposition of securities purchased or sold

The method of payment (cash or margin)

Other incidental information, such as selling against a prior pur-
chase

2.20 A customer may place many types of orders; the most common are
the market order and the limit order. A market order is an order to buy or sell
a stated amount of a security at the most advantageous price obtainable after
the order is received on the exchange floor or in the trading area. A limit order
is an order to buy or sell a stated amount of a security at a specified price or at
a better price if obtainable after the order is received on the exchange floor or
in the trading area.

2.21 Exchange trading is normally done in round lots (usually 100 shares),
and a bid and offer on a security is usually made for the minimum unit of
trading. A customer may accept a partial execution, in units of trading, unless
the order is marked all or none or fill or kill. A customer's order to buy or sell is
generally transacted as soon as possible after its receipt on the exchange floor
or in the broker-dealer's trading area. An order is considered valid only for the
day of the order; however, a customer can enter an order as good till canceled
(GTC) or an open order, which is valid for longer than 1 day. The customer
can cancel a GTC order if no action has been taken before the cancellation is
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received. Customers may enter good-through-the-week and good-through-the-
month orders for bonds.

2.22 Customer orders may also be executed by brokers away from an ex-
change to an electronic communication network (ECN). Institutional customers
can execute directly with the ECN. ECN is the term used for a type of computer
system that facilitates trading of financial products outside of stock exchanges.
The primary products that are traded on ECNs are stocks and currencies. ECNs
came into existence in 1998 when the SEC authorized their creation. ECNs in-
crease competition among trading firms by lowering transaction costs, giving
clients full access to their order books, and offering order matching outside of
traditional exchange hours. In order to trade with an ECN, one must be a sub-
scriber or have an account with a broker that provides direct access trading.
ECN subscribers can enter orders into the ECN via a custom computer termi-
nal or network protocols. The ECN will then match contra-side orders (that is,
a sell-order is "contra-side" to a buy-order with the same price and share count)
for execution. The ECN will post unmatched orders on the system for other
subscribers to view. Generally, the buyer and seller are anonymous, with the
trade execution reports listing the ECN as the party.

2.23 When a customer places an order, an order ticket is completed. The
ticket includes the following:
® The security description
The quantity to buy or sell
The desired price, if specified
The type of order

The customer's name and account number

2.24 The order ticket is the broker-dealer's record of the customer's in-
structions. Rule 17a-3 states that broker-dealers should maintain a record of
each brokerage order given or received for the purchase or sale of securities
regardless of whether the order is executed. The record should show the terms
and conditions of the order and any modification or cancellation. The order
should indicate the customer account for which the order is entered, the time of
entry, the execution price, and, if feasible, the time of execution or cancellation.
Orders entered by the broker-dealer pursuant to discretionary powers should
be designated as discretionary transactions. Rule 17a-3 has been amended to
revise the information to be recorded on order tickets. Among the amendments,
a brokerage order ticket should contain the identity of the associated person, if
any, responsible for the account and any other person who entered or accepted
the order on behalf of the customer, and whether it was entered subject to dis-
cretionary authority. The brokerage order ticket should also include the time
the broker dealer received the customer order. Dealer tickets should include
information about any modifications to the order.

2.25 Order entry. The completed order ticket is entered into the system,
which accepts and reviews the ticket and relays the customer's instructions to
the exchange floor or trading desk where it is to be executed. The exchanges
have developed systems, whereby an order is routed to an automated order
matching system depending on its size or price restriction. In addition, some
firms have developed internal order matching systems. Once the order has
been executed, the transaction is confirmed with the customer. Information
concerning executed trades is sent to the purchase and sales (P&S) department,
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which is responsible for ensuring that system-generated trade confirmations
are correct and mailed to customers.

2.26 Orders for over-the-counter (OTC) securities and certain listed secu-
rities are generally processed by the trading desk. The trader can either buy
or sell the security from the firm's inventory (principal) or can buy from or sell
to another dealer for the account of the customer (agent). If the trader buys
for or sells from its own inventory, the price to the customer reflects a dealer
spread in lieu of a commission. Alternatively, a trader may initiate an order
on the firm's behalf for the benefit of a customer by negotiating the terms with
another broker-dealer. This entails agreeing on the price and terms of the trade
and executing the transaction, for which the customer is charged a commission.

2.27 Rule 17a-3 states that broker-dealers should maintain records of each
purchase and sale of securities, showing the price and, to the extent possible,
the time of execution. Records of dealers' quotations or bids or offers made in
the course of trading are not required by the rule.

2.28 An executed trades report containing the terms of the executed orders
is generated daily to facilitate further processing. Executed trades reflecting the
purchase or sale of securities are recorded on a blotter, but they are generally
not posted to the firm's general ledger and stock record until the settlement
date. Instead, they are held in a pending file and posted on a memo basis to
margin records and a bookkeeping journal.

2.29 Customer records. SEC Rule 17a-3 states that broker-dealers should
maintain a ledger account or other record for each cash and margin account of
every customer regardless of the frequency of transactions. Transactions in the
customer accounts cover both money balances and security positions, with the
security transaction and related money generally recorded on the settlement
date. Customer accounts should include itemization of the following:

® All purchases and sales

® Securities or commodities received in or delivered out
® (Cash receipts and disbursements

® Dividends and interest received or charged

®  Other debits and credits

As amended, SEC Rule 17a-3(a)(17) states that broker-dealers should create
a customer account record with certain minimum information about each cus-
tomer. In addition, broker-dealers should furnish account record information
to customers on a periodic basis and to provide records to regulators when
requested.

2.30 A customer may have several different accounts. Cash and margin
accounts, which are the most common accounts, require distinction because they
are subject to different rules under Federal Reserve Regulation T (Regulation
T) and the regulations of various self-regulatory organizations.

2.31 A cash account requires a customer to purchase or sell securities
strictly on a cash basis. Cash account purchases are limited by Regulation T
to purchases for which sufficient funds are held in the account or in reliance
on an agreement that the customer will promptly make full cash payment for
the security and that the customer does not contemplate selling the security
to make such payment. Cash account sales are similarly limited to sales for
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which the security is held in the account or in reliance on an agreement that
the customer owns the security and will make prompt delivery.

2.32 Under Regulation T, no credit may be extended to a customer with a
cash account except for short periods of time between the time an order is exe-
cuted and the time payment is received from the customer. Full cash payment
normally should be made within 5 business days after the date the security
is purchased. Assuming a 3-day settlement period, full cash payment should
be made no later than 2 business days after the settlement date. However, if
an institutional customer purchases a security with the understanding that
the security will be delivered promptly and that the full cash payment will be
made promptly against such a delivery, meaning a cash-on-delivery or delivery-
versus-payment account, the time period for making payment is not to exceed
35 calendar days from the trade date.

2.33 A customer's failure to make timely payment would ordinarily require
the prompt cancellation or liquidation of the transaction. The periods of settle-
ment date plus 2 business days and 35 calendar days may be extended for 1 or
more limited periods by applying to the broker-dealer's examining authority.

2.34 A margin account allows a customer to buy securities without paying
in full. The difference between the purchase price and the amount paid by the
customer represents a collateralized loan to the customer on which interest
is charged. The margin account provides a record of purchase transactions for
which the broker-dealer is expected to extend credit for a portion of the purchase
price. The amount of credit extended is subject to the limits prescribed under
Regulation T. Commodity Futures Trading Commission (CFTC) Rules 41.42—
41.49 and SEC Rules 400—406 establish margin requirements for securities
futures.

2.35 Regulation T establishes the maximum loan value of the securities
in the account and requires the broker-dealer to obtain a deposit of cash or se-
curities necessary to meet the initial margin requirement within two business
days after the settlement date. That two-day period may be extended for one or
more limited periods by applying to a national securities exchange or to FINRA.
Maximum loan values for securities and a listing of marginable securities are
prescribed periodically by a supplement to Regulation T. Certain securities ex-
changes have rules establishing minimum maintenance margin requirements,
for example, New York Stock Exchange Rule 431.! A broker-dealer may estab-
lish initial or maintenance margin requirements that are greater than those
required by the rules of the regulatory bodies.

2.36 A short sale is a sale of a security that the seller does not own.?
Before a broker-dealer can execute a short sale for a customer, it must know

1 Following the consolidation of National Association of Securities Dealers (NASD) and New
York Stock Exchange (NYSE) regulations into the Financial Industry Regulatory Authority (FINRA),
NASD rules and certain NYSE rules were combined to form the FINRA Transitional Rulebook. The
incorporated NYSE rules apply only to those members of FINRA that are also members of NYSE
(dual members). FINRA has established a process to develop a new consolidated rule book that will
apply to all FINRA members. Work is continuing on this consolidation of rules. The Securities and
Exchange Commission (SEC) must approve the rules that will make up the new Consolidated FINRA
Rulebook. See the FINRA website at www.finra.org/Industry/index.htm for more information.

2 Naked short selling, or naked shorting, is the practice of short-selling a financial instrument
without first borrowing the security or ensuring that the security can be borrowed, as is conventionally
done in a short sale. When the seller does not obtain the shares within the required time frame, the

(continued)
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that it can obtain the security. The broker-dealer is expected to borrow the
security if necessary on behalf of the customer for the purpose of satisfying the
delivery requirements. Short sales are governed by the margin requirements of
Regulation T and the rules of self-regulatory organizations. A short sale account
should be used to record transactions where securities are sold short.

2.37 SEC Rule 15¢3-3 requires that if a security is sold, other than in
a short sale, and is not received from the customer within 10 business days
after the settlement date, the broker-dealer should close the transaction by
purchasing the related security for the account of the selling customer unless
an extension is obtained. Certain municipal bonds and government securities
are exempt from this buy-in requirement.

2.38 A statement of the account should be sent to the customer for any
month for which there is activity, and at least quarterly if positions or cash are
held, as required by regulatory bodies. Broker-dealers should send (pursuant
to SEC Rule 10b-10) and retain (pursuant to SEC Rule 17a-4) confirmations
of all purchases and sales of securities and notifications of all other debits and
credits for cash securities or other items for the accounts of customers.

2.39 To facilitate the transfer of customer accounts between broker-
dealers, the National Securities Clearing Corporation (NSCC), a subsidiary
of DTCC, has developed a system known as the Automated Customer Account
Transfer system.

2.40 Extension of credit. After a transaction is recorded, the margin de-
partment monitors the customer's trade activity and account balance to ensure
that payment and delivery are satisfied in accordance with federal, exchange,
and firm requirements. The margin department protects the firm by enforc-
ing collection procedures and policies (checking credit status) and by reviewing
customer account activity to ensure that the firm complies with the rules and
regulations of various regulatory agencies, such as Regulation T and the rules
of self-regulatory organizations. The margin department normally does the fol-
lowing:

Determines initial margin

Maintains customer accounts
Controls the extension of credit
Checks the credit status of customers
Controls payments from accounts
Initiates margin calls

Processes and monitors applications for extensions of time for cash
account customers to pay for securities purchased and for margin
account customers to meet initial margin requirements

(footnote continued)

result is known as a "fail to deliver." The transaction generally remains open until the shares are
acquired by the seller, or the seller's broker, allowing the trade to be settled. Naked short selling is
illegal in the United States, as well as other jurisdictions, as a method of driving down share prices.
In the United States, naked short selling is covered by various SEC regulations that prohibit the
practice. As part of its response to the crisis in the North American markets in 2008, the SEC issued
a temporary order restricting short-selling in the shares of 19 financial firms deemed systemically
important, by reinforcing the penalties for failing to deliver the shares in time. Effective September
18, 2008, the SEC extended and expanded the rules to remove exceptions and to cover all companies,
including market makers.
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® Issues instructions for moving securities to or from safekeeping or

segregation
® Maintains copies of documents pertaining to transactions
2.41 Records maintained by the margin department normally indicate the
following, on a trade date basis, for each margin customer:

® Market value of the securities
Money balance of the account
Margin excess or deficit
Safekeeping and segregation instructions
Pending trades

Special miscellaneous account balance calculated in conformity
with Regulation T and the rules of self-regulatory organizations

2.42 The margin department advises other departments when they can
complete their responsibilities, for example, when a security delivery or cash
payment can be completed. Other records and information that may be main-
tained by the margin department are the following:

® Standing customer instructions regarding the delivery of securi-
ties
® The disposition of cash from the sale of securities

® Standing customer instructions regarding the receipt of dividends
and interest

® Guarantees of customers' accounts

2.43 The margin department maintains an account record for each cus-
tomer and, based on that information, authorizes the cashier's department to
make delivery on sales and payments on purchases. The margin department
instructs the cashiering department to transfer and deliver securities to cus-
tomers who have paid in full and want possession of certificates.

2.44 Generally, the margin department computes the amount of money
customers should deposit and when it should be deposited. The functions of
the margin department relate not only to margin transactions but also to cash
accounts and cash transactions. For transactions in cash accounts, the margin
department ensures that payment is received from the customers on purchases
within the regulatory, specified time periods.

2.45 For margin and short-sale transactions, the margin department en-
sures that customers deposit sufficient collateral to meet federal and exchange
regulations. The margin department tracks the market value of the collateral,
if the value of the collateral falls below firm guidelines or exchange (mainte-
nance) requirements, the customers are required to satisfy the deficiencies. Due
to the volatility in securities values, it is essential that up-to-date records be
maintained so that the margin department is able to make informed decisions
to limit the firm's exposure to losses.

Proprietary Trades

2.46 Dealer. Many broker-dealers attempt to profit from firm trading by
selling securities at a higher price than what they paid for them. Firm trading
activity can be broadly divided into dealer and positioning strategies.
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2.47 With a dealer strategy, the broker-dealer attempts to balance buy and
sell transactions with different customers or other broker-dealers and earn the
difference between the price paid on the purchase (bid) and the price received
on the sale (ask). If a broker-dealer cannot simultaneously execute a buy and
corresponding sell, the firm is at risk to market volatility during the time be-
tween execution of the purchase and execution of the sale. Hedging strategies?®
are often employed to minimize that risk.

2.48 Positioning strategies involve the broker-dealer's buying and selling
securities in anticipation of certain market movements and holding such posi-
tions for longer periods than with dealer strategies. If a trader anticipates that
a security's price will rise, the trader may take a long position in that security;
if'a security is expected to decline in value, the trader may take a short position.
Positioning strategies are riskier than dealer strategies because the security is
held for a longer time. If a trader incorrectly forecasts the market, losses can
be incurred.

2.49 Trader and investor. Trading desks typically maintain trade date
records based on trading strategies that may include different types of instru-
ments. Those records, if not integrated with the accounting department records,
should be reconciled periodically to them.

2.50 In addition to marketable securities, broker-dealers may purchase
securities for investment that are not readily marketable or whose sale is re-
stricted by the purchase terms. Securities purchased for investment should be
designated and recorded separately in the accounts of a broker-dealer to meet
the requirements of the IRS, because they are purchased with the expectation of
future capital gains. The broker-dealer's records should clearly indicate by the
close of the day on which an investment security is acquired (floor specialists
currently have seven business days) that it is held for investment.

2.51 Underwriter. A broker-dealer participating in underwriting activi-
ties may act as managing underwriter, co-managing underwriter, or participat-
ing underwriter. The managing underwriter is responsible for organizing the
other participating underwriters and the selling group. This function is often
performed jointly by two or more firms as co-managers. A managing under-
writer, in addition to being a participating underwriter, typically negotiates
the transaction with the issuer of the security and maintains the records of the
underwriting group. A co-manager takes part in the negotiations but does not
maintain the records of the group.

2.52 Participating underwriters maintain records of each underwriting
participation only to the extent they are involved. To spread the risk of an un-
derwriting and facilitate its distribution, the underwriters may sell all or part
of the securities directly to the public or to a selling group that in turn sells
the securities to the public. If an issue is not fully sold, the liability is shared
among the participating underwriters through either an undivided or divided
arrangement. An undivided liability is an arrangement whereby each member
of an underwriting syndicate is liable for its proportionate share of unsold se-
curities in the underwriting account regardless of the number of securities it
has previously sold. Under divided liability, the member's liability for an un-
derwriting is fixed or definite in amount. Selling groups are not underwriters

3 Hedge accounting is permitted only if the requirements of Financial Accounting Standards
Board (FASB) Accounting Standards Codification (ASC) 815, Derivatives and Hedging, are met.
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and have no obligation to sell the securities allocated to them. Accordingly, they
are entitled only to a selling concession.

2.53 The managing underwriter maintains the subscription records for the
underwriting and receives from the participating underwriters and members
of the selling group reports of orders from their customers, so that it knows the
status of the offering.

2.54 The managing underwriter maintains daily position listings of the
entire issue and ascertains the status of securities subscribed to and whether
they have been delivered to the participating underwriters. Expenses associ-
ated with each underwriting are accumulated in the general ledger in separate
deferred expense accounts. That is known as running the books. When the un-
derwriting is completed, the profit or loss on the underwriting is determined
and distributed to the participating underwriters.

2.55 The difference between the price to the public and that to the is-
suer (the gross underwriting spread) represents the underwriters' and selling
group's compensation for the risk and cost of selling the issue. The gross under-
writing spread is generally apportioned between the underwriters and selling
group and consists of a management fee, an underwriting fee, and a selling
concession. The underwriters may be entitled to a management fee, an under-
writing fee, or both.

2.56 As noted in Financial Accounting Standards Board (FASB) Account-
ing Standards Codification (ASC) 940-605-05-1, the management fee is the fee
paid to the manager or co-managers of the underwriting for services rendered
in organizing the syndicate of underwriters and maintaining the records for the
distribution. The underwriting fee is paid to the underwriting participants as
compensation for the risk assumed through their agreement to buy a specified
portion of the issue. It is usually net of the expenses directly associated with
the underwriting. The selling concession is the fee paid for selling the offering.

Clearance and Settlement

Overview

2.57 Most transactions on securities exchanges and in certain active un-
listed securities are cleared and settled through clearing organizations that
were established to simplify and expedite the settlement of transactions be-
tween member firms. Clearance is facilitated through continuous net settle-
ment (CNS) systems, which minimize paperwork and the movement of secu-
rities and money. This results in one net position in each security (either to
deliver or to receive) between the broker-dealer and the clearing organization.
Clearing organizations prepare daily reports for members, showing the net se-
curity position (beginning balance less sales and plus purchases, plus receipts
and less deliveries) by security and the net money balance that is due to or from
the clearing organization.

2.58 After a trade has been executed, the P&S department enters the
trade into the bookkeeping system. Prior to the settlement date, the P&S de-
partment determines the amount to be paid or received at settlement. The P&S
department determines and maintains records supporting its calculation of the
following:
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® The contract money (including accrued interest on bonds and other
fixed-income securities)

® (Commissions
® Taxes
® All other related money amounts

2.59 FASB ASC 940-320-30-1 explains that accrued interest earned on
fixed-income securities is computed from the last coupon payment date up to
the settlement date. This amount is paid to the seller of the instrument by
the purchaser, who then receives the full periodic interest amount on the next
coupon payment date.

2.60 The P&S department maintains the records of floor brokerage fees
that are due to other broker-dealers who execute orders on the firm's behalf
and brokerage fees due from other broker-dealers. Floor brokers employed by
the firm may execute trades on behalf of other broker-dealers, for which the
firm is paid a brokerage fee. Broker-dealers often engage floor brokers, who
are responsible for executing securities transactions on the exchanges for the
account of the broker-dealer.

2.61 Asexplained in FASB ASC 940-20-25-8, if the floor broker is employed
by the broker-dealer, any costs associated with the floor broker's employment
are generally reported as employee compensation. Costs paid to independent
floor brokers or floor brokers of other firms for trades on behalf of the broker-
dealer are generally reported as floor brokerage expense.

Comparison

2.62 Comparison procedures performed by the P&S department vary de-
pending on whether a trade is cleared through a clearing organization, through
a clearing bank if it is a government security, or directly with another broker-
dealer. After a trade is executed, the terms, conditions, and details of the trans-
action are compared with those of the clearing organization or other counter-
party.

2.63 On the trade date, each member broker-dealer electronically trans-
mits a list of its day's trades to a clearing organization, detailing the following
for each trade:

® The quantity of a security bought or sold

® A description of the security

® The contract price

® The identification number of the contra broker-dealer

2.64 These data are sorted by a clearing organization's computerized facil-
ity, such as that of the Securities Industry Automation Corporation. To qualify
for clearing through a clearing organization's CNS system, a trade must be
between two member broker-dealers, and the security must be eligible. Eligi-
ble securities are fairly active issues that provide high liquidity. Unless both
of these requirements are satisfied, the parties cannot use the clearing facili-
ties' CNS system and the trades are to be settled directly in the trade-for-trade
system or between the individual broker-dealers. Contract sheets itemizing
the purchases and sales by broker-dealers are prepared for eligible securities
cleared through the clearing organization. These contract sheets contain lists
of compared and uncompared trades.
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2.65 All trades are compared by the P&S department to verify that all
terms and conditions agree before further processing. Compared trades are
matched transactions in which the information received from both parties
agrees. They require no further processing by the P&S department. Uncom-
pared trades contain differences between the information supplied by the con-
tracting broker-dealers, such as discrepancies in prices, quantities, descriptions
of issues, or counterparties. All uncompared trades are resolved by the P&S de-
partment by the second day following the trade date, or they are settled directly
between the broker-dealers (ex-clearing). Clearing organization cleared trades
may be corrected by the broker-dealer at fault by advising the clearing organi-
zation to correct the discrepancy. Differences not settled in that way are settled
directly between broker-dealers.

2.66 For trades that are not processed through a clearing organization,
the P&S department reviews a system-generated broker-to-broker compari-
son, which is sent to the counterparty for verification of all pertinent trade
information. If the counterparty agrees with all details of the transaction, the
comparison is signed and returned to the P&S department to evidence its accep-
tance. If the other broker-dealer disagrees with the details of the transaction,
any corrections made in the firm's accounting records are recorded to enable
proper settlement to occur.

Settlement

2.67 Active securities are those used by the broker-dealer to carry out its
daily business and are most typically located in depositories, such as DTCC,
that maintain book entry systems. Active securities include the following:

® (Customers' securities not yet paid for

® Securities purchased by customers on margin that collateralize
funds advanced by the broker-dealer against the purchase price

® Securities owned by the broker-dealer

2.68 Any active securities maintained on the broker-dealer's premises are
referred to as being in the box.

2.69 A clearing organization delivers securities by transferring securities
on deposit at a depository such as DTCC. The selling (delivering) broker-dealer
or clearing organization delivers instructions electronically to the depository to
transfer the securities by book entry rather than by physical movement. This
is known as clearing through book entry.

2.70 Money is paid or received daily by the broker-dealer so that the money
balance in the account approximates the net market value of the open security
positions. Included in the transmittal to the clearing organization are credit
lists showing the total dollar amounts due from each of the purchasing broker-
dealers.

2.71 The cashiering department is responsible for receipts and deliveries
of securities and money and reconciles on a daily basis the money balance due to
or from the clearing organization or the depository with the firm's records. After
this is accomplished, a check or draft is used to facilitate net money settlement
with the respective clearing organization.

2.72 Although most securities are held in book entry form, the proce-
dures used in the handling of physical securities are described in the following
paragraphs. Procedures performed relating to such settlement of transactions
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usually begin on the day prior to the settlement date with the receipt of blot-
ters of trades scheduled to be settled the next business day. Accompanying the
blotters are receive and deliver tickets for transactions to be settled directly
with other broker-dealers and transactions to be settled through the clearing
organization. Physical securities are delivered to the clearing organization with
the delivery tickets attached on the settlement date.

2.73 Physical securities received from a selling broker-dealer are counted,
verified, matched with the receive ticket, and determined to be in negotiable
form. Ifthe delivery is good, a copy of the deliver ticket is authorized for payment
and payment is made.

2.74 For deliveries to be made directly to other broker-dealers, blotters
are examined and requests for the securities needed for delivery are made,
usually on the business day before the settlement date. If the securities are not
available after all receipts on the day before settlement, the needed security
may be borrowed, in which case the stock loan department would be requested
to borrow the securities from another broker-dealer. If the securities are on
hand, the securities are removed from the box, checked for proper negotiability,
and delivered to the purchasing broker-dealer. If the delivery matches the pur-
chasing broker-dealer's receive instructions, the selling broker-dealer receives
payment.

2.75 Payment received by the selling broker-dealer is verified for propriety
and entered into the cash receipts records. If the purchasing broker-dealer's
instructions do not agree with the delivery attempted, the purchasing broker-
dealer will DK (don't know) the delivery, which means that the broker-dealer
does not know the delivery. If the discrepancy is not corrected by the end of
the day, the transaction represents a fail-to-receive for the purchasing broker-
dealer and a fail-to-deliver for the selling broker-dealer.

2.76 Fails-to-receive or fails-to-deliver. As noted in the FASB ASC glossary,
a fail-to-receive is a securities purchase from another broker-dealer not received
from the selling broker-dealer by the close of business on the settlement date. As
explained in FASB ASC 940-20-25-5, it is recorded as a liability in the general
ledger. As per industry practice, a corresponding entry is recorded for a short
position on the stock record.

2.77 As noted in the FASB ASC glossary, a fail-to-deliver is a securities
sale to another broker-dealer that has not been delivered to the buying broker-
dealer by the close of business on the settlement date. As explained in FASB
ASC 940-20-25-4, it is recorded as an asset in the receivable account. As per
industry practice, a corresponding entry is recorded for a long position on the
stock record.

2.78 Most broker-dealers have automatic fail systems, which generate
pending files containing all unsettled securities after the trade date. As securi-
ties are settled, they are removed from the pending files. Any unsettled trades
remaining on the day following the settlement date are transferred to fail files.
Blotters of all open fails are forwarded to the cashiering department daily to be
controlled and monitored.

2.79 Fails are forwarded for entry to the stock record (securities) and gen-
eral ledger (money). Normally, an updated file of open fails is produced daily.
When a fail is cleared (securities having been either received or delivered ver-
sus payment), the date of the clearance is noted and the fail position is cleared
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from the broker-dealer's records. A fail position may require the broker-dealer
to buy in (see the glossary) the security if the fail is outstanding longer than
the time period specified by SEC Rule 15¢3-3.

2.80 Broker-dealers generally record fail-to-receive transactions sepa-
rately from fail-to-deliver transactions for each broker-dealer with whom they
execute transactions. The cashiering department is responsible for resolving
fails as quickly as possible because of the market risk exposure and financing
implications involved. Broker-dealers continuously monitor their fail exposure
by contract and by counterparty. A broker-dealer has exposure if the contract
value exceeds the market value for a fail-to-deliver or if the contract value is
less than the market value for a fail-to-receive. Broker-dealers mark their fail
positions to market to determine their exposure and calculate any net capital
charges pursuant to SEC Rule 15¢3-1. In addition to its market risk exposure,
a broker-dealer is concerned with securities in its possession that it has failed
to deliver because it must then finance its receivables by other means, such as
bank loans.

2.81 Broker-dealers clearing transactions through correspondent brokers
maintain fail-to-receive and fail-to-deliver records only for transactions that
are self-cleared through U.S. correspondent broker-dealers. For transactions
with foreign correspondent brokers, a broker-dealer is required to maintain
fail records until notified by the foreign correspondent that the transaction has
cleared.

2.82 Depositories. Depositories provide physical custody and transfer of
certain securities, as well as the settlement of securities transactions between
broker-dealers without the physical movement of securities. Securities held by
depositories may be pledged to banks as collateral for loans without the physical
transfer of the securities to the banks.

2.83 Each depository prepares daily reports for member broker-dealers,
indicating activity by security, the money balance on deposit, and a statement
of the balance of all security positions. Broker-dealers have the responsibility of
indicating in their records whether the securities held at a depository are avail-
able for clearance and financing activities (that is, as collateral for bank loans)
or should be reduced to possession or control as required by SEC Rule 15¢3-3.
The status of such securities may be indicated on a stock record or in separate
records supporting the total stock record position shown for a depository.

Bookkeeping

2.84 The P&S department's responsibilities include ensuring that trades
are entered into the bookkeeping system correctly. If a trade is not properly
recorded by the settlement date, the difference is posted to a suspense account
until it is resolved (for example, a trade ticket not passed, a one-sided entry
processed, or a bad account number used).

2.85 An entry is also made to a P&S suspense account when only one side
of a principal-party buy or sell trade ticket is processed. The P&S suspense
account item is resolved when the processing of the trade ticket is completed and
reflected in the appropriate account. An operations suspense account records
unidentified cash receipts and differences in trade billings or cash settlements
of trade tickets.

2.86 Debit money balances and short security positions that cannot imme-
diately be identified and cleared are recorded in suspense accounts. They reflect
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a potential exposure to the firm and should not be netted against like credits
and long positions that are also placed in suspense accounts. Any material bal-
ances in suspense accounts should be identified and resolved on a timely basis.
This suspense account can subject a broker-dealer to off-balance-sheet risk if
the error is resolved against the broker-dealer and the value of the security is
also against the broker-dealer.

Specialized Clearance Activities

Mortgage-Backed Securities

2.87 The books and records maintained by brokers and dealers in
mortgage-backed securities (MBSs) are somewhat unique because of the re-
quirements for recording receipts and payments of MBS principal and interest
(P&I), maintaining records of both the original face value and amortized face
value of MBSs, recording the allocation of mortgage pools to fulfill sales com-
mitments, and maintaining records for trades for forward settlement where
underlying pool numbers have yet to be announced (TBA).

2.88 MBSs or pass-through securities are created when mortgages are
pooled together and sold. Payments of P&I on the underlying mortgages are
passed through monthly to investors (less certain fees). In some instances, in-
efficient recordkeeping in registering the owner of an MBS with the paying
agent has caused monthly payments of P&I to be forwarded to previous own-
ers, forcing the current owner to submit claim letters to recoup missing P&I
funds. The proper recordkeeping of P&I receivables and payables is essential
to ensure accurate recording and collection.

2.89 Monthly payments for P&I are calculated using factors; the factor rep-
resents the percentages of each pool's original face value still outstanding. With
the increasing application of computer technology to MBSs, the P&I problems
are being resolved. By interfacing with a principal paydown factor service, a
broker-dealer can automatically calculate the monthly accruals for P&I receiv-
ables and payables. Broker-dealers can also efficiently track partial payments
and nonpayments to ensure recovery of receivables.

2.90 Computerized access to factor tapes also allows the broker-dealer
to maintain records of the amortized face value of MBSs more efficiently. The
amortized face value of MBSs is necessary to allocate pools properly to fulfill
sales commitments as well as to amortize properly the purchased premium or
discount.

2.91 A significant amount of MBS trading occurs in TBAs. The broker-
dealer maintains accounting subledgers that reflect outstanding TBA buy and
sell transactions. TBA transactions can be settled by receiving or delivering
pools pursuant to the terms of the trade (within 2 percent of the trade amount),
or by offsetting the trade through an offsetting TBA purchase or sale. In both
cases, accurate subledgers are important to calculate properly the pools received
or delivered pursuant to the TBA transactions.

Government Securities

2.92 Treasuryissues (with the exception of registered securities) and many
U.S. government agency securities are available in book entry form through
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the Federal Reserve's book entry system. Only depository institutions (such
as commercial banks, savings and loan associations, credit unions, and certain
other depositories as defined in the Monetary Control Act of 1980) can maintain
accounts on the system. A depository institution may have several accounts,
including clearing safekeeping accounts and trust safekeeping accounts. The
book entry system electronically transfers government and agency securities
between accounts based on instructions from its members.

2.93 Broker-dealers use members of the system to clear and settle transac-
tions because they do not have direct access to the Federal Reserve's communi-
cation system, the Fed wire. The broker-dealer gives instructions to its clearing
bank (member of the Federal Reserve) for the transfer of funds and securities.
Broker-dealers that have significant activity can make deliveries electronically
through the Federal Reserve member bank by means of a remote access unit,
which their clearing bank can supply.

2.94 All primary government securities dealers and some nonprimary gov-
ernment securities dealers are members of a clearing agency known as the
Government Securities Division (GSD) of the Fixed Income Clearing Corpo-
ration (formerly known as the Government Securities Clearing Corporation),
which is a subsidiary of the DTCC. Participating government securities dealers
use this net settlement system for the clearance and settlement of government
securities positions. This net settlement system will net down settlements (in-
cluding interest) for delivery through the Federal Reserve System. The GSD
guarantees all transactions that are already compared between participants.
The settlement of transactions for government securities is done using federal
funds. Government securities normally settle as regular way trades, one busi-
ness day after the trade date. They can also settle for cash (same day as the
trade date) or for any mutually agreed-on settlement date.

Repos and Reverse Repos

2.95 Repos and reverse repos are generally traded on a cash settlement
basis (same day as the trade date). Executions for repo transactions are usu-
ally completed during the morning hours of a business day, to allow time for the
adequate processing and clearing of trades. The paperwork and delivery of the
securities and funds are accomplished during the afternoon. Most securities
transfers and the delivery of funds are settled over the Fed wire. As noted pre-
viously, for government securities only members of the Federal Reserve have
direct access to the Fed wire, so the broker-dealer uses its clearing bank for
the transfer of funds and securities for repo transactions. Actual written pur-
chase and sale confirmations are also delivered where applicable. Depending
on the arrangement of the repo transaction, the repo collateral may be deliv-
ered (transferred) to the buyer, held in safekeeping in a segregated customer
account by the seller, or delivered to the buyer's custodial account at the seller's
clearing bank.

2.96 Additional securities transfers or delivery of funds may be necessary
over the Fed wire depending on changes in the market value of the underlying
collateral (mark-to-market). Market value changes can necessitate adjustment
of the repo transaction, either by repricing or a margin call. In a repricing, the
change requires a delivery of funds, whereas a margin call requires a transfer
of collateral.
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Derivative Securities

2.97 FASB ASC 815, Derivatives and Hedging, establishes accounting and
reporting standards for derivative instruments, including certain derivative in-
struments embedded in other contracts.* See the "Derivatives" section in chap-
ter 7 of this guide for discussion of FASB ASC 815. Derivative products (such as
interest rate and currency swaps, swaptions, caps, and floors) involve certain
unique settlement procedures. The settlement of these products does not in-
volve the delivery of physical or book entry securities, but rather involves only
cash exchanges between counterparties based on interest rates and notional
or contract accounts. Settlement procedures for interest rate swaps require the
monitoring and calculation of the required interest payment for the floating rate
cash flow and the calculation of the fixed-rate interest payment for the fixed-rate
cash flow. Once these amounts are determined on the interest payment date,
the cash payments are then transmitted to the appropriate counterparty by the
method specified in the master swap agreement, such as wire or check. Often,
a broker-dealer will have more than one swap agreement with a counterparty.
If a master netting agreement is in place, the counterparty may net the inter-
est payments or receipts and one net cash payment will be made to or from the
broker-dealer on the interest payment date. The floating rate cash flow of an in-
terest rate swap is continually updated, as specified under the terms of the swap
agreement, to enable the broker-dealer to calculate the interest payment or re-
ceipt from the contract and also to calculate unrealized gain or loss on a contract.

2.98 Caps, floors, and swaptions are settled solely for cash and do not
require the exchange of physical or book entry securities. For interest rate
caps, up-front payments or premiums are paid to the writer in exchange for
the right to receive the excess of a reference interest rate over a given rate. For
interest rate floors, premiums are paid to the writer for the right to receive the
excess of a given rate over a reference interest rate. The underlying contract is
monitored continuously to determine whether the change in the floating rate
has triggered the cap or floor. Once triggered, the cash payments or receipts
of the amounts in excess of the cap amount and the amounts below the floor
amount is calculated. Again, cash payments will be made in accordance with
the master swap agreement. On the interest payment date, cash payments or
receipts may be netted for counterparties that have a master netting agreement.

2.99 Swaptions are options to enter into an interest rate swap at a fu-
ture date or to cancel an existing swap in the future. Premiums are paid to
the writers of swaptions. Upon exercise of the swaption, the same clearance
procedures would apply for interest rate swaps or the swap would terminate
with no further cash payment or receipt.

Commodity Futures and Options on Futures

2.100 The underlying commodities in the commodity futures contracts cur-
rently traded include grains, soybeans, rice, potatoes, sugar, coffee, and other
foodstuffs; cotton; meat products such as live and feeder cattle, pork bellies and
live hogs, and broilers (chickens); precious and other metals including gold, sil-
ver, copper, palladium, and platinum; foreign currencies; and energy products
such as crude oil, heating oil, and leaded and unleaded gasoline. Contracts in

4 Broker-dealers value investments in trading securities and hedges at fair value. This practice
is an important one to consider in a review of the provisions of FASB ASC 815.

43

AAG-BRD 2.100



44 Brokers and Dealers in Securities

financial instruments such as U.S. Treasury bills, bonds and notes, Govern-
ment National Mortgage Association securities, bank certificates of deposits,
and Eurodollars are traded by those who wish to speculate or hedge using
various interest rate futures. Also, stock index futures contracts are used for
hedging portfolios® or for speculating against changes in stock market prices.
Most commodity futures contracts can be settled by taking or making deliv-
ery of the actual underlying commodity. Futures on stock market indexes and
certain other futures are settled in cash. Exchange-traded options on futures
contracts are settled through the delivery of the related futures contract by
book entry. Although a futures contract may be settled by delivery, virtually
all of the commodity futures and option contracts are not settled by delivery,
but rather with an offsetting purchase or sale of the same futures or options
contract.

2.101 Clearing organization for settlement of commodity futures and op-
tion contracts. A clearing organization is affiliated with a commodity exchange
to clear or match trades executed on that exchange. The clearing organization,
which is composed of clearing members, prepares daily settlement reports for
each member. The reports show details of the trades cleared and the origi-
nal margin on futures or premium deposits on options separately for customer
and noncustomer trades. The open trades at the close of business each day are
marked to market (trade price versus settlement price), resulting in a net cash
payment to or collection from each clearing member as a result of price changes
(that is, gains or losses). The payable or receivable is settled by check, draft, or
wire transfer before the market opens on the next business day. In addition, the
clearing organization may call on the clearing member for additional original
margin. The margin and option premiums deposited at the clearing organiza-
tions are kept under the control of these clearing organizations as a guarantee
against defaults.

2.102 Special commodities records. The CFTC, which regulates activi-
ties in futures and options on futures, requires full, complete, and systematic
records of all transactions relating to the business. At a minimum, those records
include the following:

® Monthly computation of minimum financial requirements

® Daily computation of funds segregated for customers trading on
U.S. futures exchanges and reservation of funds for U.S. customers
trading on non-U.S. futures exchanges

® Records of all charges and credits in each customer's account and
all the following:

— Futures transactions executed for such accounts (includ-
ing the date, price, quantity, market, commodity, and fu-
tures month)

— Options on futures transactions executed for such ac-
counts (including the date, an indication of whether the
transaction involved a put or call, the expiration date, the
quantity, the underlying contract for future delivery or
underlying physical strike price, and details of the pur-
chase price of the option, including premium, mark-up,
commission, and fees)

5 See footnote 3 in paragraph 2.47.
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® Details of securities and property received as margin

® Confirmations to each customer of futures and options transac-
tions executed on the customer's behalf

® Purchase and sale statements to each customer for offsetting
transactions

® Monthly statements to customers, specifying open positions and
trade prices, net unrealized profits or losses in all open futures con-
tracts, the market value of all open options on futures contracts,
the ending ledger balance reflected in the customer's account, and
details of any securities and property deposited by the customer
as margin

® The customer name and address file indicating the principal oc-
cupation or business of the customer, signature cards, and risk
disclosure statements

® Time-stamped order and execution tickets that include the ac-
count identification and order number

® Details of investments of customer funds

® Atraderegister that is a record for each business day, detailing all
futures transactions and options on futures transactions executed
on that day

® The monthly point balance, which accrues, or brings to the official
closing price or settlement price fixed by the clearing organization,
all open contracts of customers as of the last business day of each
month or of any regular monthly date selected (however, although
CFTC regulations only require a monthly point balance, a firm
with strong internal control would be performing this balancing
on a daily basis)

2.103 A contract position record is usually maintained on a daily basis
and shows a balancing of futures contracts by customer and for the broker-
dealer's own account, offset by the position with the carrying broker or with
the clearing organization. These positions are compared daily with the clearing
organization in a procedure referred to as point balancing.

2.104 Broker-dealers record an accrual for commission income for futures
and options on futures transactions on a half-turn basis (see the glossary),
although in some instances the round-turn commissions (see the glossary) may
be reflected in the customer's account upon entering into the transactions or on
the date of the round turn.

Forward Transactions

2.105 Forward transactions (forwards) are defined as existing trade com-
mitments with settlement dates subsequent to regular-way trades (see para-
graphs 7.50-.52). They may have a time differential of up to one year or more,
and are thus traded on a delayed delivery or forward basis. These transactions
are normally recorded on memo records (such as a pending or when-issued file),
which are confirmed on a regular basis similar to other customer positions that
have settled. The accounting for those forward transactions is to recognize the
gain or loss on a current basis (that is, by valuing the individual transaction on
a current basis). See the "Derivatives" section in chapter 7 of this guide for a
discussion of FASB ASC 815, which establishes the accounting and reporting
standards for derivative instruments and for hedging activities.

45

AAG-BRD 2.105



46

Brokers and Dealers in Securities

Municipal Securities

2.106 The clearance and settlement process for municipal securities is very
similar to that for equities and corporate bonds. Most securities clear through
the NSCC, and issues that are depository-eligible normally settle by book entry.

2.107 However, certain factors make the municipal securities market
unique. The most significant are the following:

Municipal securities, other than new issues, settle trade for trade
rather than CNS because the Municipal Securities Rulemaking
Board (MSRB) prohibits partial settlements.

MSRB real-time transaction reporting requires brokers, deal-
ers, and municipal securities dealers to report most transactions
within 15 minutes of execution.

MSRB rules limit the buy-in period for aged fails-to-receive to 90
business days without full cooperation with the contra party. If a
buy-in has not been completed within that time, the contra broker-
dealer cannot be held liable for any losses incurred.

Many municipal securities are not depository-eligible and, there-
fore, require physical settlements.

Because of the tax-exempt status of municipal securities, they are
generally not sold short and are not actively loaned or borrowed.

International Securities

2.108 Certain issues are unique to non-U.S. securities that are traded in
foreign markets. Each foreign market should be examined separately because
of the following characteristics:

There are custody issues related to the receipt and delivery of
securities corresponding to transactions, the collection and pay-
ment of dividends and interest, information gathering, and pro-
cessing with regard to corporate actions. Foreign custody agents
must qualify under SEC Rule 17f-4, governing the eligibility of
depositories.

Custody requirements vary by country. Settlement cycles, as well
as holiday schedules, are usually different. Other than in the
United States, the exchange of shares for money seldom takes
place simultaneously. In some clearing environments, the actual
delivery of shares takes place more than 24 hours before payment.
Therefore, counterparty risk and the process for choosing counter-
parties are important factors.

The means of settling transactions in different countries can be
dissimilar. Depending on the marketplace, book shares, physical
shares (both registered and bearer), issuers' receipts, or transfer
agent receipts may be the norm for transferal of ownership.

Trading in offshore markets may involve the use of corresponding
foreign exchange (FX) transactions to convert into the local cur-
rency of the foreign market. Such an FX transaction is another
contract with its own risks and liabilities.

Each country has its own unique rules relating to certain
exception-type transactions. The issues may be whether short

AAG-BRD 2.106



Broker-Dealer Functions, Books, and Records

sales are allowed in the trading environment, if a stock loan is
a business in that market, and what the regulatory issues relat-
ing to contract closeouts are.

® Tax and regulatory issues within a foreign market are additional
considerations to review. Issues relating to the withholding of
taxes, principal and income repatriation, and proper registrations
are important within that market. The U.S. rules as they relate
to a U.S. broker-dealer transacting business in the international
marketplace are also a variable that affects business. Aged foreign
fails are treated differently from domestic fails with respect to net
capital charges and buy-ins (see SEC Rules 15¢3-1 and 15¢3-3).

®  (Cultural differences, although not a quantitative concept, can at
times be a factor in doing business internationally. Issues such
as language barriers, differences in work habits, and time-zone
differences might be considered.

Options on Securities

2.109 The books and records required to be maintained by a general se-
curities broker-dealer are also required of an options clearing firm under SEC
Rules 17a-3 and 17a-4. An order ticket is required for each option transac-
tion and should contain all relevant information, including the type of account
(customer, firm, or market maker), whether the transaction is a put or a call,
whether it is a purchase or sale, the underlying trading unit, the exercise price,
the expiration date, the premium per unit, and the purchasing and writing
clearing members. In addition, the clearing firm should maintain a separate
P&S blotter and a separate position record for all option transactions for itself
and its customers or market makers. See paragraphs 2.13, 2.24, and 2.29 for
discussions of amendments to Rules 17a-3 and 17a-4.

2.110 Every clearing broker-dealer is required to furnish the following to
its customers:

® Confirmations of each trade, showing whether it was a purchase
or sale, the underlying trading unit, the exercise price, the expi-
ration month, the number of option contracts, the premium, the
commission, the trade date, and the settlement date

® Monthly statements, showing all purchases and sales during the
month, including all commissions, taxes, interest charges and any
other special charges, the ending market value of all long and
short positions in the account, and the general account equity

2.111 Listed option trades settle on the next business day. Options Clear-
ing Corporation (OCC) member broker-dealers are required to reconcile all op-
tion money and positions on a daily basis. An OCC clearing broker-dealer can
exercise a long options contract by notification to the OCC. Exercise notices
are assigned by the OCC on a random basis to clearing member firms and are
effective the following day. Each assigned clearing member firm is required to
allocate assignment notices to proprietary, customer, and market-maker short
positions by using established set procedures. The allocation of assignment no-
tices should be either on a random-selection or first-in, first-out basis.

2.112 The OCC issues a daily position report, which lists all option activity
and ending positions for all accounts carried by the OCC member broker-dealer
and the net daily pay or collect amount due to or from the OCC. The OCC also
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issues a margin report, which shows the OCC margin requirement on the aggre-
gate short option positions and exercised contracts for each account carried by
the OCC member broker-dealer. Required margin may be paid by cash, check,
government securities, common stocks with a market value as specified by the
rules, or an irrevocable letter of credit issued by an OCC-approved bank or trust
company.

2.113 All OCC member broker-dealers that clear market-maker accounts
or floor broker accounts are required to issue an OCC-approved letter of guar-
antee and a letter of authorization for floor brokers, and such letters are filed
with the appropriate exchange. A letter of guarantee provides that the issuing
clearing member accepts financial responsibility for all option market-maker
transactions guaranteed by the clearing broker-dealer. A letter of authorization
provides that the clearing broker-dealer accepts responsibility for the clearance
of all option trades by the floor broker.

2.114 OCC member broker-dealers clearing market-maker transactions
are required to haircut (see the glossary) the market-maker accounts as re-
quired by SEC Rule 15¢3-1(c)(2)(X). Because the carrying broker-dealer guar-
antees the market-maker account to the OCC, the carrying broker-dealer is
required to reduce its own net capital by the amount that the market maker's
(¢)(2)(X) haircut charges exceed the equity in the account. In addition, SEC Rule
15¢3-1 requires that the sum of all market-maker (¢)(2)(X) haircut charges not
exceed 1,000 percent of the carrying broker-dealer's net capital (the 1,000 per-
cent test).

Reconciliation and Balancing

2.115 Daily cash receipts and disbursements are totaled on the journals
or blotters, and the closing balance for each bank account is determined. A
summary of the postings is prepared showing the distribution to the control
accounts in the general ledger. The summary is agreed with the totals of the
various source documents and with related items in the summaries prepared
by the receive and deliver departments. In addition to the settlement and cash
journal summaries, broker-dealers may prepare an overall summary of cash
transactions processed by the cashier's department. Normally, this cash sum-
mary sheet contains numerous descriptive categories and columns to which the
cash movements are posted. Entries are compiled by summarizing working doc-
uments, including blotters, journals, drafts, and other receipt and disbursement
forms.

2.116 The securities record department is responsible for monitoring and
controlling the recording of all securities movements under the broker-dealer's
jurisdiction. The stock record department ensures that longs equal shorts for
securities positions and is responsible for correcting all breaks in the securities
record, just as the accounting department is responsible for ensuring that debits
equal credits for money balances. Uncorrected breaks could cause serious losses
to the firm, and accordingly, such items should be monitored, aged, and reported
to management daily.

2.117 Securities differences may be caused by inaccurate recordkeeping on
the part of a broker-dealer, by an out-of-balance condition in the stock record (a
stock record break), or by errors in the receipt and delivery of securities. Such
differences are normally disclosed through the automated daily balancing of
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the stock record, periodic counts of securities on hand, and examination or
confirmation of items such as transfers and fails.

2.118 When a security difference is discovered, it should be recorded in a
security difference account (a suspense account) pending research concerning
the reason for the difference. When the difference is resolved, entries are made
clearing the difference position from the stock record. If a short difference is not
resolved, SEC Rule 15¢3-3 requires the broker-dealer to buy-in the shortages.
Subject to legal interpretation concerning ownership, the overages may be sold.

Custody”

2.119 Customers' fully paid and excess-margin securities may be kept at
a depository (see the following section, "Possession or Control") or in a vault on
the broker-dealer's premises. Securities belonging to customers are recorded
on the broker-dealer's records so that the real or beneficial owners (customers)
can always be identified. The securities record often provides data concerning
customer securities required to be held in segregation or safekeeping, which
may be shown on the same securities record by using an additional column
or memo entry, thus eliminating the need for a separate listing or summary.
Customers' certificates may be registered in the broker-dealer's name (segrega-
tion) so that the securities can be delivered quickly. Alternatively, if a customer's
certificates are registered in the customer's own name (safekeeping), they are
nonnegotiable until a stock power is attached, endorsing a change in the ben-
eficial owner, which would then be signature-guaranteed by attachment of an
appropriate medallion.

Possession or Control

2.120 Customers' fully paid or excess-margin securities should be reduced
to the possession or control of the broker-dealer within the time frame speci-
fied in SEC Rule 15¢3-3. Permissible control locations include box, segregation,
safekeeping, DTC, or other approved depositories. Safekeeping securities are
customers' securities fully paid for and held in custody by the broker-dealer for
the accounts of customers. Safekeeping securities are normally registered in
the name of the customer. Segregated securities are securities that have been
reduced to the possession or control of the broker-dealer for the benefit of cus-
tomers who have fully paid for them, or securities of margin customers in excess
of margin requirements. They are registered in the name of the broker-dealer
or its nominee.

2.121 Securities usually are transferred to and from possession or control
on the basis of instructions prepared by the margin department. The instruc-
tions reflect the following:

® The customer's name
The quantity and description of the security
The date the instructions were prepared

The customer's account number

" Registered investment advisers may be subject to significant requirements as a result of amend-
ments to Rule 206(4)-2 (the rule) of the Investment Advisers Act of 1940. The rule includes a revision
of an existing surprise examination requirement and introduces an internal control examination re-
quirement. See chapter 3, "Regulatory Considerations," of this guide for more information on how this
amendment impacts a broker-dealer that is also a registered investment adviser.
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2.122 The ownership of securities that should be reduced to possession
or control is usually indicated by means of additional columns or codes in the
securities record. Instructions for the segregation or release from segregation
of securities are issued by the margin department, frequently through an auto-
mated system. These instructions are processed into the broker-dealer's stock
record, and total customer segregation requirements are compared with the
total quantity of specific securities currently in possession or control. This com-
parison generates a report to the cashier's department indicating, by issue, the
number of shares pending to be placed in segregation by the cashier or the num-
ber of shares in excess of requirements that may be removed from segregation
by the cashier. The cashier's department carries out the instructions generated
by this comparison, which is produced on a daily basis. This system (commonly
known as bulk segregation) does not relate certificates to specific customers; as
an alternative, some firms may use specific identification for determining their
segregation requirements.

2.123 Securities pending safekeeping or segregation (securities desig-
nated to be placed in safekeeping or segregation) may be fail-to-receive items,
transfer items, out on loan to another broker, or collateral for bank loans. Rule
15¢3-3 limits the length of time during which securities can remain in those
locations before the broker-dealer should take action to bring the securities into
possession and control.

Securities Transfer

2.124 The transfer department is responsible for transfers of ownership,
registration, and reissuance of securities in different certificate denominations
(usually to meet delivery requirements). Securities are generally registered in
the name of the firm unless the customer specifically requests that fully paid
securities be registered in his or her name. If the securities are to be registered
in the customer's name, the transfer instructions are issued by the margin
department.

2.125 The transfer or margin department of a broker-dealer normally pre-
pares securities-transfer instructions containing the following:

® The name in which new certificates are to be registered (and the
account number and mailing address if they are to be registered
in a customer's name)

® The number of shares or principal amount and description of the
securities

® Instructions indicating whether the new certificates are to be sent
to the customer or held by the broker-dealer for the customer's
account

® (Certificate numbers of the securities being transferred

2.126 The instructions from the margin department are recorded, and the
security is designated as in transfer on the stock record. The instructions are
then kept in an open transfer ticket file, which constitutes the supporting detail
for the stock record transfer position. A copy of the instructions is sent to the
transfer agent with the securities to be transferred.

2.127 The transfer department sends registered securities to transfer
agents to be reregistered in the new owners' names. Transfer agents (of-
ten banks) maintain the company's list of owners. The certificates should be
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endorsed by the registered holder and authorized by a power of attorney. Rereg-
istration may be made in the name of the beneficial owners or a nominee. Reg-
istration of certificates has been curtailed through the use of depositories.

2.128 Securities received from transfer are matched against the open
transfer instructions, and the completed instructions are used as the basis for
removing the open transfer position from the stock record. If the certificates
are returned, the transfer department records them and returns them to the
vault or sends them to the cashier's department for delivery. Those instruc-
tions remaining in the transfer department provide the supporting detail for
the transfer positions on the stock record.

2.129 The transfer and reorganization departments maintain an aging
of open transfer and reorganization items because any item in excess of 40
calendar days for which a confirmation has not been received from the transfer
agent should be reported in the broker-dealer's regulatory monthly net capital
and weekly reserve computations.

Dividends, Interest, and Reorganization

Dividends and Interest

2.130 The dividend department records distributions receivable on securi-
ties (such as cash dividends, stock dividends, rights, splits, and interest on debt
instruments) of customers and the broker-dealer. Key dates are the following:

®  The declaration date. The date that a corporation announces the
dividend.

®  Therecord date. The date that determines who will be paid (stock-
holders and bondholders who are registered owners on the record
date will be paid the distribution).

The payable date. The date of the dividend and interest payment.

The ex-dividend date (or ex-date). The date that the market price
of the security is reduced to reflect the amount of the dividend
(that is, securities traded on that date do not include rights to the
upcoming dividend payment).

2.131 The principal exchange on which a security is listed sets the ex-date
for listed stocks; FINRA sets the date for those securities traded in the OTC
market. The ex-date is generally two business days before the record date for
cash dividends.

2.132 On the dividend or interest record date, the dividend department
obtains listings that show the record date holders and locations of each security.
The record will indicate how the securities are registered (that is, in the name
of the broker-dealer or in the name of another broker-dealer or individual from
whom the dividend or interest is claimed).

2.133 To reduce the number of claims, the dividend department usually
notifies the cashier's department daily of securities with approaching record
dates. The cashier's department checks for securities on hand that are regis-
tered in a name other than the broker-dealer's own name and will attempt to
deliver such securities to the transfer agent so that the registration may be
transferred to the broker-dealer's name as of the record date. Broker-dealers
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usually use information provided electronically by dividend-reporting services
to identify information regarding dividend dates.

2.134 For each cash dividend or interest payment, the dividend depart-
ment prepares a memo proof to ascertain the total receipts and disbursements
that will be processed in comparison with the total long and short positions for
a particular security. The dividend department determines which customers' or
firm inventory accounts are to be credited or debited on the payable date for the
dividend or interest versus the receivable or payable account. Differences be-
tween the amounts received and the receivable amounts should be investigated
by the dividend department.

2.135 For each stock dividend distribution, the dividend department per-
forms procedures similar to those for cash dividends. Long and short entries
to customer and firm accounts are made on the payable date and are offset by
entries to stock dividend accounts; the stock dividend accounts are flattened
after the actual securities have been received.

2.136 As noted in FASB ASC 940-20-05-7, the dividend department main-
tains a record of securities that the broker-dealer fails to receive or deliver on
the record date. Securities received or delivered against fails that were open
on the record date and that are in the name of the delivering broker should be
accompanied by due bills. A due bill is an official authorization allowing the
purchasing broker-dealer to make a legal claim on the selling broker-dealer
for a future distribution to which it is entitled. For cash dividends or interest
payments, this typically takes the form of a postdated check. It is usually the
responsibility of the dividend department to collect or authorize payments for
transactions of this nature.

2.137 Broker-dealers should maintain records for each security by individ-
ual declaration date and should not net dividends or interest either by security
or between dates.

2.138 Amounts received that have not been paid or credited because proper
account identification cannot be made are considered to be unclaimed dividends
and interest (suspense items) and are normally paid only on receipt of valid
claims. Balances remaining in dividends or interest payable accounts may be
subject to abandoned property (escheat) laws. Aged dividend or interest receiv-
ables should be readily identifiable so that appropriate net capital charges can
be computed in accordance with SEC Rule 15¢3-1 and that appropriate reserve
computation treatment can be applied pursuant to SEC Rule 15¢3-3.

Reorganization

2.139 Reorganization transactions result if an entity undergoes a change
in its ownership or structure affecting its outstanding securities. A common
example of a reorganization transaction is a tender offer on the part of a third
party to purchase a company's shares.

2.140 Reorganization transactions may be either voluntary offers or
mandatory exchanges. Voluntary offers are processed if the broker-dealer is
so instructed by customers who have the option to accept or reject a tender;
subscribe to an issuance; exercise options, rights, or warrants; or convert con-
vertibles shares.

2.141 Mandatory exchanges are generally processed for customers on the
effective date. They include mergers, splits and reverse splits, subscriptions,
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consolidations, acquisitions, exchanges of convertible securities into common
stocks, and certain called securities.

2.142 The reorganization department is responsible for processing secu-
rities involving corporate reorganizations. The responsibilities include the fol-
lowing:

® Executing corporate calls for redemption of issues in the custody
of the brokerage firm

® (Converting securities into common stock on request of their un-
derlying owner

® Exchanging one class of security for another class of the same
issuer, pursuant to a reorganization of the corporation

® Exchanging one company's securities for another company's secu-
rities or money, pursuant to a merger or acquisition

®  Subscribing for new shares in a company, pursuant to a rights
offering

® Transmitting securities to an intended purchaser under terms of
a tender offer on specific written instructions from its beneficial
owner

® Allocating results to customer accounts on partial tenders

2.143 Recording customer or proprietary reorganization transactions. On
the effective date of the reorganization, the original security is removed from
the customer or proprietary trading account and set up as a long position in the
reorganization account. The new security (or cash, in the case of a cash tender)
is set up long (credited) in the customer or proprietary trading account and
short (debited) to the reorganization account. When the securities or cash are
received from the reorganization agent, the reorganization account is flattened.

Collateralized Financing

Stock Loan and Stock Borrow?®

2.144 Securities not available to be delivered on the settlement date may
be borrowed. A stock borrow occurs when a broker-dealer needs a security to de-
liver against a settling transaction, such as a short sale. A short sale is the sale
of a security not owned by the firm or a customer. Short sales are often made
in anticipation of a market decline or as part of a trading or hedging strategy.”
In addition, a broker-dealer may be involved in a finder's business, whereby
securities are borrowed to relend to another broker-dealer, thus allowing the
broker-dealer to earn a spread on the transaction. Broker-dealers may also
engage in equity securities borrowed transactions solely for financing the posi-
tions of another broker-dealer where the equity securities are initially borrowed
without a "permitted purpose" pursuant to Regulation T Section 220.10(a) and
placed in a box location. These transactions, which are referred to as nonpur-
pose borrows, have regulatory implications that need to be considered in the
computation of net capital.

6 Rule 203, Borrowing and Delivery Requirements, of SEC Regulation SHO contains require-
ments and guidance for brokers and dealers related to the long and short sales of equity securities.

7 See footnote 3 in paragraph 2.47.
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2.145 In general, broker-dealers borrow securities to deliver them to an-
other broker-dealer or to a customer, often leveraging utilities like LOANET
(see the glossary) to do so. If the cashiering department needs to borrow secu-
rities, it instructs the stock loan department to borrow them. The borrowing
broker-dealer is required to deposit cash or other collateral, which may be in
the form of securities issued or guaranteed by the United States or its agencies,
certain certificates of deposit or bankers' acceptances, or irrevocable letters of
credit. When the borrowing broker-dealer deposits cash, it receives an interest-
like rebate on the amount that was exchanged for the securities. This rebate
is negotiated, with the rate usually established by the lender and agreed to
by the borrower. If a security is difficult to obtain, a lower rebate would be ac-
ceptable. The borrowing broker-dealer records the transaction as a long on the
stock record and as an asset in the general ledger (receivable from the lending
broker). The lending broker records a short position on the stock record and a li-
ability in the general ledger. FASB ASC 860, Transfers and Servicing, provides
specific criteria for determining whether a securities lending transaction is to
be accounted for as a sale or as a secured borrowing and provides an illustration
of the latter.® (See chapter 7 of this guide for a discussion of secured borrowing.)

2.146 For each security borrow or loan position, information may be pre-
pared and retained in the cashiering department to be used as the basis for an
out-of-loaned or out-of-borrowed entry and also in the comparison of cashiering
department records with the stock record and general ledger for control pur-
poses. The cashiering department records contain details of securities borrowed
and loaned transactions, such as the following:

® Date

® Description of the security

® Quantity

® Total amount of the deposit made (securities borrowed) or received
(securities loaned)

® Party from whom the securities have been borrowed or to whom
they have been loaned

2.147 As with fail-to-receive and fail-to-deliver items, those records pro-
vide the supporting details for the stock record borrow and loan security posi-
tions, as well as for the general ledger money control of amounts due to and due
from others. It is general practice for broker-dealers to adjust daily the contract
value of the securities borrowed and loaned to market value (mark to market).

Bank Loan Financing

2.148 The day-to-day financing needs of a broker-dealer are provided by
the treasurer's department, which may negotiate short-term loans from banks
or other parties.

2.149 A separate record is generally maintained for each such loan, usually
indicating the following:
® The bank's name

® The type of loan (that is, firm, customer, or noncustomer, depend-
ing on the collateral pledged)

8 FASB ASC 860, Transfers and Servicing, among other matters, provides guidance for recogni-
tion and reclassification of collateral and for disclosures relating to securitization transactions and
collateral.
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® The loan amount
The interest rate

The quantity, description, and market value of securities used as
collateral for the loan

2.150 A separate file for securities used as collateral may be maintained
in certain systems. The loan records are the supporting details of the general
ledger and of the security positions shown on the stock record as bank loan
collateral.

2.151 From the reports indicating that the collateral loan securities are
being recalled from the bank or additional securities are being sent to the bank,
either in substitution for securities recalled or as additional collateral, entries
are prepared and entered on the stock record. Separate accounts are generally
maintained in the general ledger for each loan, with separate positions main-
tained in the stock record for the securities collateralizing each loan. Broker-
dealers are required to differentiate their bank loans as either "firm, customer"
or "nonfirm, noncustomer" as provided for in SEC Rules 8c-1 and 15¢2-1. This
distinction is also required in determining collateral requirements pursuant to
federal regulations and determining amounts to report in the reserve formula
as required by SEC Rule 15¢3-3. Securities used to collateralize bank loans
of customers cannot be fully paid-for or excess-margin securities because such
securities are required to be segregated by the broker-dealer.

Reverse Repos and Repos

2.152 Reverse repos are similar to securities-borrowed transactions except
that reverse repos are generally executed with government and government-
agency securities. Securities are usually borrowed to make deliveries on short
sales, whereas reverse repos are frequently related to investment activities as
well as meeting delivery requirements.’

2.153 In areverse repo transaction, a broker-dealer receives securities for
a stated price from another party and agrees to sell them to the same party at
a later date (a) at the same price plus interest at a stated rate or (b) at a higher
price. The higher price reflects the interest earned on the contract price for the
number of days that the contract is outstanding.

2.154 The party entering into a reverse repo does not own the securities.
Accordingly, the reverse repo is treated as a collateralized receivable rather
than as an inventory position. The party selling the securities with the com-
mitment to repurchase maintains most incidences of ownership.

2.155 In arepo, a broker-dealer sells securities at a stated price to another
broker or a customer and agrees to repurchase an identical security at a later
date at the same price plus interest at a stated rate or at a higher price, which
reflects the interest on the principal amount borrowed.

2.156 The rights of parties involved in a repo or reverse repo transaction
depend on the particular terms and conditions of the transactions that are
documented in a written agreement or transaction confirmation. Most firms

9 Reverse repurchase agreements discussed in this guide are usually referred to as repurchase
agreements by the investment company and banking industries.
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use a standard agreement developed by the Bond Market Association (now
SIFMA). The documentation diminishes uncertainties for such transactions.
Written agreements should describe the transaction, the terms and conditions
of the contract, and the rights of the parties, including the following:

® The names of the parties

® The quantity and a description of the securities

® Interest, or the formula for determining interest to be paid or
received

The date and terms of delivery or receipt
Provisions for marking to market

°
°
® The terms of loan or the conditions for return or recall
® The capacity of the parties as principal or agent

°

The right and ability of the purchaser of the securities to substitute
like securities for repurchase on the repurchase date

® A description of events of default that would permit the purchaser
or seller to liquidate or purchase the underlying securities

® A description of the rights of any trustee or custodian who may
hold the underlying securities during the life of the agreement

® A description of the party that is to have title to the underlying
securities during the term of the agreement

® Timely correction of mark-to-market deficiencies or excesses and
a description of the method of computing mark-to-market require-
ments

® The right of offset
2.157 The accounting records should include details of all securities in
repo and reverse repo transactions showing the following:
Amount of the contract
Dates of delivery or receipt
Identification of counterparties

Dates and amounts of mark to market and dates the securities are
to be recalled or returned

Regulatory

2.158 The general presumption of SEC Rule 17a-3 is that the financial ac-
counting records have accounting integrity, be balanced, have an appropriate
audit trail, and be posted currently. The rule does not specify the medium or
even format of the records. Instead, it simply specifies the generic records to be
made and requires that they be kept current. This generally means that finan-
cial and regulatory computations can be made promptly using those records.

2.159 SEC Rule 17a-4 prescribes the period of time that the books and
records, as well as certain additional records, should be maintained by the
broker-dealer under SEC Rule 17a-3. The rule applies to those records main-
tained in connection with a broker-dealer's business, not only those required
by SEC Rule 17a-3. For example, record retention requirements for correspon-
dence, canceled checks, memorandums, and other records of the broker-dealer's
business are included under the rule.
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2.160 The records of a broker-dealer are generally required to be main-
tained for two years in a readily accessible place at the broker-dealer's principal
place of business. Thereafter, the length of time the broker-dealer is required
to maintain the records varies. Basic accounting records should be kept for six
years. Records relating to the terms and conditions of opening and maintaining
an account should be kept at least six years after closing the account. Other
records (such as corporate charters, partnership agreements, minute books,
and stock certificate books) should be kept for the life of the broker-dealer. Cer-
tain states and other authorities may have additional requirements for keeping
books and records.

2.161 SEC Rule 17a-4 permits the broker-dealer to utilize microfilm or
microfiche to preserve the firm's records. Other means such as electronic files
(for example, image processing) have been approved by the SEC as an alterna-
tive method of preserving a firm's records provided certain criteria are met. If
records are kept on such media, two copies should be made and kept in sepa-
rate places to protect against loss. If an outside service bureau or other facility
is used by the broker-dealer to prepare the records, the broker-dealer and the
facility should have an agreement that the facility's records are available to the
SEC and self-regulatory organizations.

2.162 A broker-dealer operating as a sole proprietor should maintain
records of all assets and liabilities of the proprietor that are not related to the
broker-dealer's operation. Such records are necessary for determining whether
the broker-dealer has complied with the net capital rule's (Rule 15¢3-1) require-
ment that the excess of personal liabilities over assets not used in the business
be treated as a deduction when computing net capital.

2.163 SEC Rule 17a-11 under the Securities Exchange Act of 1934 requires
broker-dealers to notify the SEC and their designated examining authority if
certain difficulties are experienced. The rule also requires notification if certain
minimum net capital requirements are not met. With regard to the books and
records, the rule requires a broker-dealer that has failed to keep its books and
records current as specified under SEC Rule 17a-3 to give notice of this fact
immediately, to specify the books and records that have not been made and
kept current, and to file a report within 48 hours of the notification stating the
steps taken to correct the situation.

2.164 SEC Rule 17a-13 under the Securities Exchange Act of 1934 re-
quires quarterly securities examinations (including physical securities counts,
verifications, and comparisons with the records of the firm) and the recording
of differences, as well as appropriate documentation of such procedures.

2.165 The broker-dealer is also required to be in compliance with the net
capital rule at all times. At least monthly, a broker-dealer is required to prepare
and maintain a record of the proof of money balances for all ledger accounts in
the form of trial balances and a record of the computation of aggregate indebt-
edness (unless the alternative capital computation, which uses aggregate debit
items from Rule 15¢3-3, is being elected) and net capital under Rule 15¢3-1,
as of the same date. In addition, Rule 15¢3-3 requires that records be main-
tained of the periodic (weekly or monthly) calculations of aggregate debit and
credit items and the deposits required in the special reserve bank account for
the exclusive benefit of customers and that compliance with the requirements
for maintaining physical possession or control of fully paid and excess-margin
securities of customers be documented.
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Tax Information Reporting

2.166 A broker-dealer is required to file information returns with the IRS
for certain customer transactions and to also send the related form(s) to the
customer. Examples of the more common returns and of the information they
provide include the following:

®  1099-B (Broker Transactions).! The gross proceeds from the sale
of securities conducted by the broker-dealer during the year.

®  1099-INT (Interest). The amount of interest received by the cus-
tomer from securities held by the broker-dealer during the year.

® 1099-DIV (Dividends). The amount of dividends received by the
customer from equity securities held by the broker-dealer during
the year.

®  1099-OID (Original Issue Discounts). The amount of interest ac-
creted on original issue discount securities (and any interest re-
ceived on original issue discount securities) held by the broker-
dealer during the year.

®  1099-R (Retirement Funds). The amounts withdrawn during the
year from an individual retirement account (IRA) or a pension ac-
count that is held at the broker-dealer's firm (the broker-dealer
is also required to provide other information about IRA arrange-
ments on Form 5498).

®  1099-MISC (Miscellaneous). The amount of payments in lieu of
dividends earned by the customer but not received because the
security was placed by the broker-dealer in a stock loan at the
customer's request.

2.167 The IRS generally matches information returns filed by the broker-
dealer to its database to determine whether the payee's name and taxpayer
identification number (TIN) correspond to its records. If there is a mismatch,
the IRS notifies the broker-dealer (payor) of this fact. The payor is then required
to send a letter to the payee informing him or her of the mismatch and request
a Form W-9 be returned within 30 business days of the date of the notification
from the IRS. If the payee does not return this W-9, all future reportable pay-
ments are subjected to backup withholding. If a payor does not withhold when
required to do so, the payor becomes responsible for the tax.

2.168 The IRS has rules regarding what action to take when a payee
has provided an incorrect TIN. Certain notices should be sent to the payee.

T The Emergency Economic Stabilization Act of 2008 adds additional requirements. As a result
of the new rules, financial institutions will be required to track investors' cost basis for stocks acquired
on or after January 1, 2011; mutual fund shares and dividend reinvestment plans acquired in 2012;
and debt instruments, options, and other securities acquired in 2013. If a client switches accounts to
a new institution, the information will need to be transferred.

Under the new rules, every broker required to file a return under Section 6045(a) from the sale
of a covered security will be required to include in the return the customer's adjusted basis in the
security and whether any gain or loss with respect to that security is long-term or short-term.

This requirement to have systems to track and report cost basis information will likely
require substantial changes to a broker-dealer's internal operations. In addition, both taxpay-
ers and broker-dealers will likely encounter difficulties in determining the cost basis of cer-
tain securities. Although the regulations related to the new requirements are not final as of
the date of this guide, the IRS has placed information on the proposed regulations, including a
draft Form 1099-B, on the "Third Party Reporting Information Center" section of its website at
www.irs.gov/taxpros/article/0,,id=225080,00.html. Readers are encouraged to visit this site for ad-
ditional information on the new requirements and for information on recent developments.

AAG-BRD 2.166



Broker-Dealer Functions, Books, and Records 59

Depending on the situation, the broker-dealer may be required to begin backup
withholding and to continue backup withholding until notified by either the IRS
or the Social Security Administration to stop. Once again, failure to withhold
when required to do so will result in the payor being held responsible for the tax.
Publication 1281, Backup Withholding for Missing and Incorrect Name/TIN(s),
is available on the IRS website and contains information and forms related to
backup withholding.

2.169 The IRS requires broker-dealers to file Financial Crimes Enforce-
ment Network (FinCEN) Form 104, Currency Transaction Report (formerly
Form 4879), for customer deposits, withdrawals, exchanges of currency, or other
payments or transfers by, through, or to the broker-dealer if they involve a trans-
action in currency of more than $10,000. In addition, FinCEN Form 101, Sus-
picious Activity Report (SAR) by the Securities and Futures Industries, should
be filed to report suspicious activity.

lllustrative Stock Record Entries

2.170 All stock record entries are recorded on a security-by-security basis
on the settlement date. Trade date information is maintained on other files
of the broker-dealer. Although not common, some firms maintain their stock
record on a trade date basis.

1. Customer A buys 100 shares of ABC at $20.00 per share. Note that the entry
assumes the securities are not received on the settlement date.

Stock Record (Quantity) General Ledger (%)
Long—Customer A 100 Dr. Customer A 2,000
Short—Fail to Receive 100 Cr. Fail to Receive 2,000

2. Customer A pays $2,000 for the securities.

Stock Record (Quantity) General Ledger (%)
No entry needed Dr. Cash 2,000
Cr. Customer A 2,000

3. Because the 100 shares of ABC have not been received, the firm borrows 100
shares of ABC.

Stock Record (Quantity) General Ledger (%)
Long—Stock Borrow 100 Dr. Stock Borrow 2,000
Short—DTC 100 Cr. Cash 2,000

4. The security failed to receive is now received at the DTC.

Stock Record (Quantity) General Ledger (%)
Long—Fail-to-Receive 100 Dr. Fail-to-Receive 2,000
Short—DTC 100 Cr. Cash 2,000
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5. Instead of being returned, the stock borrow was loaned.

Stock Record (Quantity) General Ledger (%)
Long—DTC 100 Dr. Cash 2,000
Short—Stock Loan 100 Cr. Stock Loan 2,000

6. Customer B sold 200 shares of DEF at $30.00 per share. Note that the entry
assumes the securities were in transfer and therefore not delivered on the
settlement date.

Stock Record (Quantity) General Ledger ($)
Long—Fail-to-Deliver 200 Dr. Fail-to-Deliver 6,000
Short—Customer B 200 Cr. Customer B 6,000

7. DEF was delivered through DTC.

Stock Record (Quantity) General Ledger (%)
Long—DTC 200 Dr. Cash 6,000
Short—Fail to Deliver 200 Cr. Fail to Deliver 6,000

8. The stock record is balanced against DTC, and it was noted that the firm
shows 200 more shares of DEF than does the DTC statement.

Stock Record (Quantity) General Ledger (%)
Long—DTC 200 No entry needed
Short—Suspense 200

9. In addition, the firm's reconciliation showed that DTC sent the firm a check
for $3,500 when the firm's records showed a receivable of $5,000.

Stock Record (Quantity) General Ledger (%)
No entry needed Dr. Cash 3,500
Dr. Suspense DTC 1,500
Cr. Receivable from DTC 5,000

10. The firm decides to buy 5000 shares of GHI at $2.00 a share for its inventory.

Stock Record (Quantity) General Ledger (%)
Long—Firm Inventory 5,000 Dr. Firm Inventory 10,000
Short—Box or DTC 5,000 Cr. Cash or DTC 10,000
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11. The firm decides to repo treasury bills held at DTC with a face value of
$10 million. Note that the entry assumes delivery of the security and that the
market value of the securities is the same as the face amount.

Stock Record (Quantity) General Ledger ($)
Long—DTC 10,000,000 Dr. Cash 10,000,000
Short—REPO 10,000,000 Cr. Securities Sold under 10,000,000

agreements to repurchase
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Chapter 3
Regulatory Considerations’

3.01 The audit and reporting requirements for securities broker-dealers
are regulated by Rule 17a-5 under the Securities Exchange Act of 1934. Such
requirements for broker-dealers that are also commodities brokers, known as
futures commission merchants (FCMs),! are regulated by Regulation 1.16 of
the Commodity Exchange Act, whereas the requirements for registered broker-
dealers in U.S. government securities are regulated by Section 405.2 of the
regulations pursuant to Section 15C of Securities Exchange Act of 1934. Those
rules are listed at the end of this chapter. Before undertaking the audit of
a broker-dealer in securities, the auditor should obtain an understanding of
relevant regulatory factors. This generally includes reading the applicable rules
in order to have an understanding of the prescribed scope of the audit and the
related reporting requirements.

Applicable Rules

3.02 The Securities and Exchange Commission's (SEC's) rules require the
auditor to be designated by the broker-dealer, in writing, to the SEC and to
the examining authority, such as the Financial Industry Regulatory Author-
ity (FINRA) or a securities exchange, of which the broker-dealer is a member.
The primary rules’ under the Securities Exchange Act of 1934 and other reg-
ulations that are applicable to the audits of broker-dealers in securities are as

follows:2?
® Rules 8c-1 and 15¢2-1, "Hypothecation of Customers' Securities"
® Rule 15a-6, "Exemption of Certain Foreign Brokers or Dealers"
® Rule 15¢3-1, "Net Capital Requirements for Brokers or Dealers"
® Rule 15¢3-3, "Customer Protection: Reserves and Custody of

Securities"

* The Dodd-Frank Wall Street Reform and Consumer Protection Act (the Dodd-Frank Act) was
signed into law by the president on July 21, 2010. One of the provisions of this act amends the
Sarbanes-Oxley Act of 2002 to give the Public Company Accounting Oversight Board (PCAOB) full
oversight authority over all broker-dealers, including standard setting, inspection, and enforcement.
See the preface for more information on the Dodd-Frank Act.

1 The Commodity Practice Aid Task Force of the AICPA has updated the Audits of Futures
Commission Merchants, Introducing Brokers, and Commodity Pools practice aid to reflect changes in
accounting and auditing guidance and regulatory rules that occurred since the original issuance of this
publication. The revised practice aid provides practitioners with nonauthoritative, practical guidance
on the financial statements of futures commission merchants (FCMs), introducing brokers (IBs), and
commodity pools. The practice aid was released in June 2009 and is available at www.cpa2biz.com.

T The Securities and Exchange Commission (SEC) is considering amendments to the financial
responsibility rules for broker-dealers. Originally proposed in SEC Release No. 34-55431, the amend-
ments are expected to codify certain current interpretive guidance and are also expected to impose
additional requirements related to broker-dealer custody of client funds and securities. It is important
that readers be alert for further developments.

2 Paragraphs 3.147-.148 of this guide provide additional discussion of rules adopted under the
Securities Exchange Act of 1934 for over-the-counter (OTC) derivatives dealers who register with
the SEC under a limited regulatory structure rather than under the usual broker-dealer regulatory
regime of Securities Exchange Act of 1934 Section 15(b). Also, see paragraph 3.146 for a listing of rules
under Title 17 U.S. Code of Federal Regulations (CFR) Chapter IV that are applicable specifically to
government securities broker-dealers.

3 See www.finra.org/Industry/Regulation/Guidance/FOR/index.htm to access many of these rules
and related interpretations.
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® Rule 17a-3, "Records to Be Made by Certain Exchange Members,
Brokers, and Dealers"

® Rule 17a-4, "Records to Be Preserved by Certain Exchange Mem-
bers, Brokers, and Dealers"

® Rule 17a-5, "Reports to Be Made by Certain Brokers and
Dealers"

® Rule 17a-11, "Notification Provisions for Brokers and Dealers"

® Rule 17a-13, "Quarterly Security Counts to Be Made by Certain
Exchange Members, Brokers, and Dealers"

® Rules 17h-1T and 17h-2T, "Final Temporary Risk Assessment
Rules"

® Federal Reserve Regulation T (Regulation T) of the Board of Gov-
ernors of the Federal Reserve System

® For broker-dealers that are also FCMs, Commodity Futures Trad-
ing Commission (CFTC) Regulations 1.10-1.32 and 30.7 (see also
the CFTC website at www.cftc.gov for more information)*

® The Investment Advisers Act of 1940, for broker-dealers that are
also registered as investment advisers under said act®

3.03 A general familiarity with the rules of the various exchanges, the
Treasury Department and the CFTC if the broker-dealer is a government se-
curities dealer or an FCM, and FINRA will be helpful to the auditor in under-
standing the relationships among the rules.

Interpretations of Rules

3.04 Interpretive guidance regarding the more pertinent financial respon-
sibility rules can be accessed at www.finra.org/Industry/Regulation/Guidance/
FOR/index.htm. Published interpretations of certain rules of the regulatory
bodies® may be found in the following reference materials:

® Financial and Operational Combined Uniform Single (FOCUS)
report forms and their general instructions (line item references
to specific rules)’

® SEC interpretative releases (Securities Exchange Act of 1934 se-
ries) and published interpretative and no action letters®

® Treasury Department interpretations®
® FINRA manual'® and regulatory notices

4 See paragraph 3.145 for more information on the regulations applicable to FCMs.

5 See the discussion beginning at paragraph 3.135 for information on recent developments and
new requirements for broker-dealers who are also registered investment advisers.

6 Appendix M, "Information Sources," contains contact information for many of the organizations
listed here.

7 This form can be accessed at http:/sec.gov/about/forms/secforms.htm.
8 This form can be accessed at http:/sec.gov/divisions/marketreg/mr-noaction.shtml.
9 This information can be accessed at http:/federalreserve.gov/boarddocs/legalint/.

10 Following the consolidation of National Association Of Securities Dealers (NASD) and New
York Stock Exchange (NYSE) Member Regulation into the Financial Industry Regulatory Author-
ity (FINRA), the organization is establishing a consolidated rulebook and a single set of FINRA
rules. This consolidation of rules, the FINRA manual, consists of three sets of rules—FINRA rules,
NASD rules, and incorporated NYSE rules, with the latter only applicable to members of FINRA

(continued)
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CFTC Interpretations and Advisories

Interpretative instructions distributed to their respective mem-
berships by other self-regulatory organizations

® Published securities services (Commerce Clearing House,
Prentice-Hall, and Securities Regulation and Law Report)

3.05 Inquiry concerning whether the broker-dealer has requested and re-
ceived specific interpretations from any regulatory agency since the prior audit
will assist the auditor in giving the issue appropriate consideration to their
effect, if any, on the financial statements of the broker-dealer being audited.

Explanation of Significant SEC Financial
Responsibility Rules

SEC Rule 15¢3-3, “Customer Protection:
Reserves and Custody of Securities”

3.06 In Securities and Exchange Release 34-9856, the SEC announced
that the Customer Protection Rule was designed to accomplish the following
purposes:

® To make certain that customers' funds held by broker-dealers, in-
cluding funds derived through the lending, hypothecation, and
other permissible uses of customers' securities, are used "in safe
areas of the broker-dealers' business related to serving its cus-
tomers," or otherwise deposited into a reserve account

® To require brokerage firms promptly to obtain possession or con-
trol of all fully paid securities and excess margin securities carried
for the accounts of customers

® To effectuate a separation of the brokerage operation from that of
dealer activities such as underwriting and trading

® To make sure that broker-dealers keep more current records. In
this regard, the rule requires daily computation of security loca-
tions and frequent computations of the bank reserve

® Tomove the entire securities industry into a more efficient mode of
operation prohibiting securities from being kept in unacceptable
locations

® Torequire broker-dealers to operate conservatively by way of lim-
iting the expansion of their business through the use of customers'
funds

(footnote continued)

that are also members of the NYSE (dual members). FINRA rules apply to all FINRA members,
unless such rules have a more limited application by their terms, and are being proposed in phases
to the SEC. As rules approved by the SEC become effective, they will replace the existing NASD
rules and certain incorporated NYSE rules. To assist members during the consolidation process,
FINRA has created rule conversion charts to show how the new FINRA rules relate to the NASD and
incorporated NYSE rules that they replace. This information is available on the FINRA website at
www.finra.org/Industry/Regulation/FINRARules/P038095.
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® To continue the program of improving broker-dealer financial re-
sponsibility

® Toimprove the lot of customers in connection with the liquidation
of broker-dealers by definition of specifically identifiable property
pursuant to the Securities Investor Protection Act of 1970

3.07 Those objectives are accomplished through the two main sections of
the rule, which provide for (a) the requirement that the broker-dealer obtain
possession or control of fully-paid and excess-margin customer securities and
(b) the reserve formula computation and the maintenance of a "Special Reserve
Bank Account for the Exclusive Benefit of Customers."

3.08 National Association Of Securities Dealers (NASD) Notice to Mem-
bers 98-99 extends the requirement to perform a Customer Reserve Computa-
tion with respect to proprietary accounts of introducing brokers (PAIB) carried
by their clearing brokers in order for an introducing broker to receive allow-
able asset treatment under Rule 15¢3-1 for proprietary assets held at a carry-
ing and clearing broker. The introducing broker and its carrying and clearing
broker must agree in writing to perform the PAIB reserve calculation under
the methodology outlined in the no action letter attached to the interpreta-
tion memo. Additional guidance on PAIB is found in NASD Notice to Members
99-44.

3.09 The restrictions on the use of customers' funds and securities and the
requirement that securities be brought promptly under physical possession or
control are designed to protect customer assets in the event that a broker-dealer
is liquidated. Rule 15¢3-3 also acts as a control over the unwarranted expansion
of a broker-dealer's business by prohibiting the use of customers' funds and
customer-derived funds in other aspects of the broker-dealer's business, such
as underwriting, trading, and travel and entertainment.

3.10 SEC Rule 15¢3-3 offers further customer protection by requiring,
under certain circumstances, a broker-dealer to increase the amount of its cash
reserve under the formula as a result of undelivered securities (fails and short
sales) related to customer positions, aged receivables, security positions that
cannot be located or verified, and unresolved security and money differences.
Reserve increases related to the latter two conditions are intended to spur
improvements in operational practices and controls.

3.11 Under SEC Rule 15¢3-3, the term customer is defined as any person
from whom or on whose behalf a broker-dealer has received, has acquired, or
holds funds or securities for the account of that person. It does not include the
following:

® Brokers or dealers

® Municipal securities dealer, or a government securities broker or
government securities dealer

® General partner, managing member of a limited liability company
or director or principal officer of the broker or dealer

® A counterparty who has delivered collateral to an over-the-counter
(OTC) derivatives dealer who registers with the SEC under a
limited regulatory structure, as discussed in paragraph 3.147 of
this guide, pursuant to a transaction in an eligible OTC deriva-
tive instrument or pursuant to the OTC derivatives dealer's cash
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management securities activities or ancillary portfolio manage-
ment securities activities, and who has received certain prominent
written notices from the OTC derivatives dealer

® Any person, to the extent they have a claim on property or funds
which by contract, agreement, or law are part of the capital or
subordinated debt of the broker-dealer

3.12 Among accounts considered to be held by customers, the following
broker-dealer accounts are also considered customer accounts:

® A special omnibus account in compliance with Regulation T

® A special custody account for the exclusive benefit of customers in
compliance with SEC Rule 15¢3-3(c)(7)

® A special custody account for accommodation transfers for the ex-
clusive benefit of customers in compliance with SEC Rule 15¢3-
3(e)(T)

3.13 Possession or control. The SEC requires broker-dealers carrying ac-
counts of customers to promptly obtain and thereafter maintain the physical
possession or control of fully paid for securities and excess-margin securities
carried for the account of customers. Fully paid for securities are defined to
include all securities carried for the account of a customer in a special cash
account as defined in Regulation T, as well as certain equity securities within
the meaning of Regulation T held in a customer margin account.

3.14 Therule defines excess-margin securities as those customer securities
carried in a customer's general or special accounts (referred to in SEC Rule
15¢3-3 as margin accounts), as defined in Regulation T, having a market value
in excess of 140 percent of the total of the debit balances in the customer's
margin account or accounts.

3.15 There are two exceptions to the possession or control requirements
as found in SEC Rule 15¢3-3:

a. A temporary business lag between the time when a security is re-
quired to be in the possession or control of the broker-dealer and the
time it is taken into physical possession or control is one exception.
The broker-dealer must show that it is making a timely and good
faith effort to establish prompt physical possession or control.

b. The broker-dealer borrows from its customer fully paid-for or
excess-margin securities that it is required to have in possession or
control and enters into a written securities-borrowing agreement
with the customer setting forth the compensation for the securities
borrowing, the rights or liabilities of the parties, and the identity of
the securities borrowed at the time of the borrowing. The agreement
should also specify that upon the execution or at least by the close of
the business day of the securities borrowing, the broker-dealer is to
provide the customer with certain qualified collateral at least equal
to the market value of the securities borrowed and must mark the
securities borrowed to the market not less than daily. The agree-
ment should also contain a prominent notice that the provisions of
the Securities Investor Protection Act of 1970 may not protect the
customer with respect to the securities loaned.
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3.16 Possession or control requirements. The broker-dealer should perform
the following procedures daily to comply with the rule's possession or control
requirements:

® Determine which customer securities are fully paid for or are
excess-margin.

® Identify which fully paid and excess-margin securities are in phys-
ical possession or control.

® Take appropriate action to obtain proper possession or control of
fully paid or excess-margin securities not already in physical pos-
session or control.

3.17 For cash accounts, the broker-dealer should specifically identify cus-
tomer payments to security purchases and segregate securities when the secu-
rities have been paid for.

3.18 For a margin account, the broker-dealer should determine the cus-
tomer's net debit balance by adding the market value of securities sold short to
the net debit money balance in the account and by multiplying the adjusted net
debit balance by 140 percent. On an account-by-account basis, the broker-dealer
can select the securities whose market value will comprise the 140 percent of
the net debit balance. Such securities are available to the broker-dealer for use
in its business. Any remaining securities are deemed excess margin (that is,
excess collateral relative to the margin debit) and must be segregated.

3.19 Currently, the time at which instructions (lockups) should be issued
to the cashiering section to acquire possession or control on the purchase of
securities by customers is on or before the business day following the settle-
ment date or the business day following the actual date of receipt of payment,
whichever is later.

3.20 The time at which instructions (releases) may be issued to the cashier-
ing section to release from possession or control on sales of securities by cus-
tomers is not earlier than the close of business on the third business day before
the settlement date, which is deemed to allow adequate time for processing
securities for pending deliveries.

3.21 Most broker-dealers have fully computerized the task of determining
segregation requirements. These systems determine the quantity of fully paid
or excess-margin securities in each customer's account as of the close of business
each day. These systems generally use memo fields on the stock record to show
the amount of securities that need to be segregated.

3.22 The broker-dealer should determine, by customer, the amount of each
security that should be segregated. The broker-dealer should then determine
the total securities to be segregated. Securities are considered to be under the
control of the broker-dealer if they are held

® in the custody or control of a clearing corporation or depository.

® in the custody or control of a bank (as defined in Section 3(a)(6)
of the Securities Exchange Act of 1934), provided that the de-
livery of such securities does not require payment and the bank
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acknowledges that it, or another party through it, cannot impose
a lien or claim on such securities.!!

® in transfer for less than 40 calendar days or, if beyond 40 days,
confirmed as being in transfer (the securities are the subject of
bona fide items of transfer).

® in the custody of a foreign depository, foreign clearing agency, or
foreign custodian bank as designated by the SEC.!?

® in transit for five business days or less between the offices of a
broker-dealer (for example, between the main and branch offices).

® in a special omnibus account carried for the account of any cus-
tomer by another broker-dealer and carried in the name of the
broker-dealer in compliance with Regulation T (such securities
are considered in control to the extent that the broker-dealer has
instructed the carrying broker-dealer to maintain physical posses-
sion or control of them free of any charge, any lien, or any other
claim in favor of the carrying firm).

3.23 Some common examples of fully paid or excess-margin securities
that are not considered to be in a broker-dealer's physical possession or control
include the following:

®  Securities collateralizing bank loans

® Securities loaned to other broker-dealers

®  Securities failed to receive for more than 30 calendar days
°

Stock dividend receivables, stock splits or receivables for more
than 45 calendar days

3.24 Special reserve bank account for the exclusive benefit of customers. As
required by SEC Rule 15¢3-3, every broker-dealer, unless otherwise exempt,
should maintain a "Special Reserve Bank Account for the Exclusive Benefit of
Customers" separate from all other bank accounts of the broker-dealer. In the
reserve bank account, the broker-dealer should at all times maintain, through
deposits made therein, cash or qualified securities, or both, in an amount not
less than the amount computed under the rule's reserve formula.

3.25 Reserve formula computation. Exhibit A of SEC Rule 15¢3-3 provides
a detailed formula for determining the reserve bank account requirement. The
rule requires the reserve to be calculated as the excess of customer-related cred-
its over customer-related debits. The formula is intended to limit the broker-
dealer's use of customer funds and encompasses receivables and payables to
customers as well as transactions that involve customer securities. The com-
putation is limited solely to customer-related debits and credits with a few
exceptions and adjustments (such as aged differences and receivables).

3.26 In addition, SEC Rule 15¢3-3 stipulates the designated times for
performing the computations as follows:

® For broker-dealers required to make weekly computations, the
computations should be made as of each week's end and at month's

11 See the bullet regarding foreign depositories because it may apply to United States-based
banks holding customer foreign securities.

12 Note that this may be problematic due to the use by the designated domestic or foreign custo-
dian of subcustodians, over which the former has no control.
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end (that is, the last business day of the week or month), with nec-
essary deposits made no later than one hour after the opening
of banks on the second business day after the computation date.
The computation is not required for the week's end following a
computation at month's end.

® Monthly computations should be made only if the broker-dealer
does not have aggregate indebtedness in excess of 800 percent
of net capital and has less than $1 million in customer credits.
Deposits are also due no later than 1 hour after the opening of
banks on the second business day after the computation date.

3.27 The audit should include a review of the broker-dealer's practices,
procedures, and controls to ensure compliance with the securities possession
or control and the cash reserve elements of the Customer Protection Rule and
should include those tests that the auditor considers necessary to provide rea-
sonable assurance that any material inadequacies (and significant deficien-
cies or material weaknesses) existing at the date of the examination would be
disclosed. See also chapter 6, "Internal Control," and appendix C, "Report on
Internal Control Required by SEC Rule 17a-5(g)(1)."

3.28 Bank sweep products. For several years, certain broker-dealers that
carry customer accounts have utilized "bank sweep products" as a means to
place customer funds in a bank account subject to Federal Deposit Insurance
Corporation (FDIC) coverage. Although such broker-dealers assert that cus-
tomer funds are better protected, regulators have questioned the large interest
rate spreads earned by the broker-dealers in such arrangements, the nature and
extent of disclosure that the broker-dealers provide their customers regarding
the interest rate differential, and whether the arrangements are structured
such that the broker-dealers have satisfactorily given up possession of the cus-
tomer funds.

3.29 Recently regulators focused on cash sweep account programs under
which customer funds are transferred out of a broker-dealer to an interest bear-
ing account for the customer at a bank often affiliated with the broker-dealer. In
February 2005, the NYSE issued Information Memo No. 05-11, Customer Ac-
count Sweeps to Banks, which addresses issues involving the adoption of new
cash sweep programs and provides procedures designed to safeguard investor
interests.

3.30 Broker-dealers that have sweep arrangements whereby customer
funds leave the broker-dealer and are held for any period of time by a party
other than the bank must address critical issues relating to customer protection
and net capital requirements. Customer credit balances that leave the broker-
dealer and are not immediately reinvested in an FDIC protected account may
be deemed to be included as a credit in the reserve formula. In addition, any
receivable on the broker-dealer's books resulting from a sweep may be deemed
to be a nonallowable asset. Readers should refer to Information Memo 05-11
for more information, and should be alert to further developments.

3.31 In the interim, auditors should obtain from management sufficient
and competent evidential matter that, in all material respects, any such ar-
rangement abides by the guidance and certain requirements set forth in In-
formation Memo 05-11. If asserted by management, auditors should verify
whether the customer funds under a bank sweep arrangement are covered,
in full, by the FDIC, or otherwise recognized by the broker-dealer as customer
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payables and that such payables and any related receivables are reflected ap-
propriately in the broker-dealer's net capital and customer reserve computa-
tions.

3.32 Broker-dealers exempt from SEC Rule 15¢3-3. Certain broker-dealers
operate completely pursuant to the exemptive provisions of SEC Rule 15¢3-3.
In doing so, the broker-dealer is not required to comply with the remaining pro-
visions of that rule, such as computations of amounts required to be on deposit
in the "Special Reserve Bank Account for the Exclusive Benefits of Its Cus-
tomers," possession or control requirements, and the related record-keeping.
The detailed requirements to be met in order to qualify for this exemption de-
scribed in paragraph (k) of Rule 15¢3-3 and need to be considered in connection
with the rule in its entirety.

3.33 Due toits emphasis on safeguarding customer assets, regulators have
consistently taken a stringent enforcement approach to Rule 15¢3-3 without
regard to materiality, even to the point of closely scrutinizing any apparent
differences between practices occurring at computation date and those occur-
ring on a day-to-day basis. Stringent enforcement has included significant fines,
public censure, and the banning of officers from the security business for peri-
ods of time. Accordingly, broker-dealers often retain an additional amount or
"cushion" in the reserve account.

3.34 In auditing the financial statements of a broker-dealer claiming ex-
emption from SEC Rule 15¢3-3, the auditor should determine whether and to
what extent the broker-dealer complied with the specific exemption during the
audit period as well as the quality of the broker-dealer's controls and procedures
to ensure ongoing compliance. For example, a broker-dealer whose customers'
accounts are carried on a fully disclosed basis at another broker-dealer would
not have to comply with the reserve requirements as stated in SEC Rule 15¢3-
3. However, the independent auditor'® should ascertain that the broker-dealer
did not have possession or control of customer funds or securities such that it
would be considered as carrying customer accounts.

3.35 In the event that compliance has not been met or the controls and
procedures are deemed inadequate, the auditor should immediately consider
the notification requirements under SEC Rules 17a-5 and 17a-11 pertaining to
material inadequacies.

3.36 In reporting on a broker-dealer exempt from SEC Rule 15¢3-3, the
schedules titled "Computation for Determination of Reserve Requirements Un-
der Rule 15¢3-3" and "Information for Possession or Control Requirements Un-
der Rule 15¢3-3" are still required, but such computations and information are
not applicable. In lieu of the computations and information, a statement should
be included indicating the section under which exemption is claimed. With re-
spect to the effect of the exemption on the "Independent Auditor's Supplemen-
tary Report on Internal Control," see appendix D, "Report on Internal Control
Required by SEC Rule 17a-5 for a Broker-Dealer Claiming an Exemption From
SEC Rule 15¢3-3," of this guide.

13 As discussed in footnote 11 at paragraph 3.84, financial statements of nonpublic broker deal-
ers filed with the SEC must be certified by a PCAOB registered public accounting firm. The term
"independent auditor," as used in this guide, assumes the firm is registered with PCAOB, as required.
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SEC Rule 15¢3-1, “The Uniform Net Capital Rule”*

3.37 SEC Rule 15¢3-1, "Net Capital Requirements for Brokers or Dealers,"
was adopted under the Securities Exchange Act of 1934 in order to create a
uniform capital requirement for all registered broker-dealers and to ensure the
liquidity of broker-dealers.

3.38 The net capital rule requires broker-dealers to maintain minimum
levels of liquid assets to support the volume and the risk exposures of the busi-
nesses in which they are engaged. This is accomplished through the following
mechanisms:

® The broker-dealer's capital (equity plus qualified subordinated in-
debtedness) is reduced to give effect to the elements of market,
credit, or operational risk inherent in the business in which the
broker-dealer currently is engaged.

® The minimum capital that the broker-dealer is required to main-
tain pursuant to SEC Rule 15¢3-1(a) is established on the basis of
the greater of either (a) the amount of the broker-dealer's aggre-
gate indebtedness (that is, the broker-dealer's obligations payable
in cash, with limited exceptions) or (b) the level of customer-related
receivables (aggregate debit items) computed pursuant to SEC
Rule 15¢3-3 (the alternative method), and a minimum amount
based on the broker-dealer's business activities.!4

® Ifthe broker-dealer is also registered as an FCM, it should main-
tain net capital equal to the greater of

— the selected SEC Rule 15¢3-1 method previously de-
scribed or 4 percent of the amount required to be seg-
regated pursuant to the Commodity Exchange Act and
related regulations (less the market value of commodity
options purchased by option customers on or subject to
the rules of a contract market, each such deduction not
to exceed the amount of funds in the customer's account),
or

— the minimum financial requirements for an FCM, includ-
ing the risk-based requirement, and introducing brokers
(IBs) pursuant to CFTC Regulation 1.17a-1-i, including
under (c) the amount of adjusted net capital required by
the National Futures Association. !l

3.39 In each case, the level of capital is established to ensure that, in
the event of a liquidation, the broker-dealer is maintaining sufficient capital to
ensure (1) the payment of its obligations to customers and other broker-dealers
and (2) compensation to employees retained to wind up the firm's affairs.

3.40 By monitoring the maintenance of liquid assets in excess of the min-
imum requirements, the SEC and the examining authority are in a position

! Please refer to paragraphs 3.28 for a discussion of the potential impact of cash sweep account
programs on broker-dealer's compliance with net capital requirements.

14 Pursuant to Rule 15¢3-1(a)(ii) a broker-dealer may elect to be subject to the alternative method
rather than the basic method by notifying its examining authority in writing.

I'On March 31, 2010, the revised adjusted net capital requirements found in 17 CFR Part 1.17
became effective for FCMs and IBs, as published in Federal Register Notice 74 FR 69279.
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to take action to protect customers prior to the time when the broker-dealer's
assets would be insufficient to satisfy customers' claims in the event of liquida-
tion.

3.41 An examining authority utilizes the capital rules to provide an early
warning of any broker-dealer that may be at risk of not having sufficient
capital to stay in operation. Under those rules and various examining author-
ity regulations, broker-dealers should restrict the growth of their business if
their regulatory capital fails to meet certain minimums set by the examining
authority, reduce the size of current operations if capital falls to a point below
other minimums set by the examining authority and ultimately liquidate if the
regulatory minimums are not met. Obviously, it is the intent of the examining
authority to identify potential problems early and correct them.

3.42 The SEC requires all registered broker-dealers to calculate net cap-
ital on a periodic basis in order for the examining authority and broker-dealer
to ensure that the broker-dealer has adequate liquid assets in the event of sud-
den adverse business conditions, and to maintain compliance with the rule at
all times. Net capital is the broker-dealer's net worth reduced by illiquid (non-
allowable) assets, certain operational capital charges, and potential adverse
fluctuations in the value of securities inventory (haircuts).

3.43 There are basically two parts to the net capital computation: (a) deter-
mination of net capital (as described in paragraphs 3.48—-.49) and (b) comparison
with aggregate indebtedness or alternative percentage requirements.

3.44 Under the aggregate indebtedness method, the broker-dealer's net
capital requirement is equal to 6% percent of its aggregate indebtedness. A
broker-dealer is not permitted to allow its aggregate indebtedness to exceed 15
times its adjusted net capital. If the ratio of aggregate indebtedness to adjusted
net capital exceeds 15 to 1, the broker-dealer is prohibited from engaging in any
securities transactions. If the ratio exceeds 12 to 1, the broker-dealer may be
required to reduce its business. If it exceeds 10 to 1, the broker-dealer may be

prohibited from expanding its business.

3.45 As set forth in SEC Rule 15¢3-1, a broker-dealer may elect to compute
its net capital requirements under the alternative method. Whereas the aggre-
gate indebtedness approach is a measure of the risk that the broker-dealer
imposes on its creditors (the extent of its financial leverage), the alternative
method is a measure of the credit risk exposure that the broker-dealer has
to its customers. The minimum net capital percentage required under the al-
ternative method is 2 percent of the aggregate customer debits carried by the
broker-dealer and includable in the reserve formula. Such debits result almost
entirely from customer margin transactions, that is, from customers borrowing
from the broker-dealer to purchase securities.

3.46 The aggregate indebtedness and alternative standards are 1 measure
of a broker-dealer's net capital requirement, the other measure is the minimum
net capital amount required as a result of the broker-dealers securities activ-
ity. A broker-dealer's net capital requirement is higher of the selected standard
or the minimum level. For example, if a broker-dealer engages in proprietary
trading and selects the aggregate indebtedness standard, its net capital re-
quirement is the greater 6% percent of its aggregate indebtedness or $100,000.

3.47 Percentage requirements also restrict the withdrawal of equity cap-
ital and the repayment of subordinated obligations and the making of any
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unsecured advance or loan to a stockholder, partner, sole proprietor, employee,
or affiliate.

3.48 Computation of net capital. The net capital of a broker-dealer is equal
to its net worth adjusted by certain additions and deductions. The additions
include the following:

® (Certain liabilities, approved by the examining authorities, that
have been subordinated to the claims of general creditors. The
extent to which these liabilities may be included in capital is sub-
ject to limitations. Standardized subordination, secured demand
note, and secured demand note collateral agreements are available
from FINRA, and all executed agreements should be approved by
the broker-dealer's designated self-regulatory organization before
they qualify for capital purposes. A subordination agreement!®
should meet the following requirements:

— Be written
— Have a minimum term of one year
— Be for a specific dollar amount

— Effectively subordinate the lender's right to prior pay-
ment of all claims of present and future creditors

— Give the broker-dealer the right to deposit any cash pro-
ceeds in its own name in any bank, as well as the right to
pledge or hypothecate securities without notice

— Include certain prepayment restrictions

— Suspend the repayment or maturity obligation if, after
giving effect to the obligation, the aggregate indebtedness
of the broker-dealer would exceed 1,200 percent of its net
capital or its net capital would be less than 6 percent of
aggregate debits if the alternative capital method were
used

® (Certain discretionary liabilities. A noncontractual bonus accrual
that is not a fixed payable as of the computation date is the most
common type of discretionary liability that may, upon certain cri-
teria, be added back to total equity.

® Deferred income tax liabilities resulting from the recognition for
tax purposes of unrealized income or appreciation related to long
inventory or investment positions or to assets that are nonallow-
able for net capital; and deferred income tax benefits resulting
from the recognition for tax purposes of unrealized losses or de-
preciation related to long inventory or investment positions, but
only up to the extent of recognized income tax liabilities. Please
see the specific requirements contained in Rule 15¢3-1 and related
interpretations.

3.49 Broker-dealers are required to deduct items in the net capital com-
putation to take into account market and liquidity risks. The deductions are in
the following three basic forms:

15 For more information, see the specific requirements contained in the debt-equity requirements
of Rule 15¢3-1 and appendix D to SEC Rule 15¢3-1.
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a. Nonallowable assets. These are recognized assets that do not meet
liquidity tests or have been defined as nonallowable by Rule 15¢3-
1. In general, nonallowable assets are assets not readily convert-
ible into cash. Examples of the most frequently encountered nonal-
lowable assets are fixed assets, securities not readily marketable,
unsecured receivables (certain receivables are allowable for the first
30 days), deficits in customer accounts, good-faith deposits, prepaid
expenses, exchange memberships, and intangibles. Broker-dealers
that retain cash or securities at their carrying and clearing broker-
dealer should treat such assets as nonallowable unless the clearing
broker agrees in writing to include the introducing broker's assets
in its PAIB computation in accordance with the customer reserve
computation.

b. Other deductions and charges. In general, these items are opera-
tional in nature and may involve off-balance sheet risk. These items
include, for example, aged fails-to-deliver, over or under collateral-
ized secured lending positions, and securities count differences.

c¢. Haircuts on proprietary positions and commitments. Haircuts are
percentage deductions that are designed to take into account mar-
ket and portfolio risk exposures on proprietary positions and com-
mitments. They apply to marketable securities only.!®

3.50 Computation of aggregate indebtedness. SEC Rule 15¢3-1 states that
aggregate indebtedness consists of the total money liabilities of a broker-dealer
arising in connection with any transaction whatsoever, and includes, among
other things, money borrowed, money payable against securities loaned and
securities failed to receive, the market value of securities borrowed to the ex-
tent to which no equivalent value is paid or credited, customers' and noncus-
tomers' free credit balances, credit balances in customers' and noncustomers'
accounts having short positions in securities, equities in customers' and non-
customers' future commodities accounts, and credit balances in customers' and
noncustomers' commodities accounts. There are a number of specific excep-
tions, primarily related to circumstances in which the liability is collateralized
or offset by a related proprietary position.

3.51 In the event that compliance has not been met or the controls and
procedures over the computation of net capital are deemed inadequate, the
auditor should immediately consider the notification requirements under SEC
Rules 17a-5 and 17a-11 pertaining to material inadequacies.

3.52 Expense-sharing agreements. Many broker-dealers enter into what
is generally referred to as an expense sharing agreement wi