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Preface

Prepared by the Stockbrokerage and Investment Banking Committee.

(Updated as of September 1, 2017)

About AICPA Accounting Guides

This AICPA Accounting Guide has been developed by the AICPA Stockbroker-
age and Investment Banking Committee to assist management in the prepa-
ration of their financial statements in conformity with U.S. generally accepted
accounting principles (GAAP). The guidance within this publication has no au-
thoritative status.

AICPA Guides may include certain content presented as "Supplement," "Ap-
pendix," or "Exhibit." A supplement is a reproduction, in whole or in part, of
authoritative guidance originally issued by a standard setting body (includ-
ing regulatory bodies) and applicable to entities or engagements within the
purview of that standard setter, independent of the authoritative status of the
applicable AICPA Guide. Both appendixes and exhibits are included for infor-
mational purposes and have no authoritative status.

The Financial Reporting Executive Committee (FinREC) is the designated se-
nior committee of the AICPA authorized to speak for the AICPA in the areas of
financial accounting and reporting. Conforming changes made to the financial
accounting and reporting guidance contained in this guide are approved by the
FinREC Chair (or his or her designee). Updates made to the financial account-
ing and reporting guidance in this guide exceeding that of conforming changes
are approved by the affirmative vote of at least two-thirds of the members of
FinREC.

This guide does the following:

® Identifies certain requirements set forth in 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 Fin-
REC'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
Accounting Guide is a source of nonauthoritative accounting guidance. As
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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 SEC.

Recognition
AICPA Senior Committee

Financial Reporting Executive Committee

James Dolinar, Chair

The AICPA gratefully acknowledges those members of the AICPA Stockbroker-
age and Investment Banking Committee (2016—2017) who reviewed or other-
wise contributed to the development of this edition of the guide: Jeffrey Alfano,
David Bonnar, Timothy Bridges, Nancy Grimaldi, John Iacobellis, Paul Lameo
(former chair), Daniel Palomaki, Karl Ruhry, Keith Wenk, Stephen Zammitti
(former chair), and the chair of the expert panel, Christopher Donovan.

In addition to the 2016-2017 expert panel members listed, the AICPA grate-
fully acknowledges those who reviewed and otherwise contributed to the de-
velopment of this guide: Amy Altman, Patrick Haisten, Eric Hatch, Jeannine
Hyman, Lauren Koster, Michael Macchiaroli, Kathryn Mahoney, Eric McGuinn,
Katherine Mohrhauser, Dina Nussbaum, David Shelton, Israel Snow, Ryan Vaz,
Stephen (Chip) Verrone, Tim Vintzel, and Elena Zak.

AICPA Staff

Ivory Bare
Lead Manager
Product Management and Development
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Senior Manager
Accounting Standards
and
Staff Liaison
AICPA Stockbrokerage and Investment Banking Committee Expert Panel

Guidance Considered in This Edition

This edition of the guide has been modified by the AICPA staff to include cer-
tain changes necessary due to the issuance of relevant guidance since the guide
was originally issued, and other revisions as deemed appropriate. Relevant
guidance issued through September 1, 2017, has been considered in the de-
velopment of this edition of the guide. However, this guide does not include
all accounting, reporting, regulatory, and other requirements applicable to a
broker-dealer. This guide is intended to be used in conjunction with all appli-
cable sources of relevant guidance.

Relevant guidance that is issued and effective on or before September 1, 2017,
is incorporated directly in the text of this guide. Relevant guidance issued but
not yet effective as of September 1, 2017, but becoming effective on or before
December 31,2017, is also presented directly in the text of the guide, but shaded
gray and accompanied by a footnote indicating the effective date of the new
guidance. The distinct presentation of this content is intended to aid the reader
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in differentiating content that may not be effective for the reader's purposes (as
part of the guide's "dual guidance" treatment of applicable new guidance).

Relevant guidance issued but not yet effective as of the date of the guide and not
becoming effective until after December 31, 2017, is referenced in a "guidance
update" box; that is, a box that contains summary information on the guidance
issued but not yet effective.

In updating this guide, all relevant guidance issued up to and including the fol-
lowing was considered, but not necessarily incorporated, as determined based
on applicability:

® FASB Accounting Standards Update (ASU) No. 2017-12, Deriva-
tives and Hedging (Topic 815): Targeted Improvements to Account-
ing for Hedging Activities

® SEC Release No. 33-10385, Adoption of Updated EDGAR Filer
Manual

FASB ASC Pending Content

Presentation of Pending Content in FASB ASC

Amendments to FASB ASC (issued in the form of ASUs) are initially incor-
porated into FASB ASC in "pending content" boxes following the paragraphs
being amended with links to the transition information. The pending content
boxes are meant to provide users with information about how the guidance in
a paragraph will change as a result of the new guidance.

Pending content applies to different entities at different times due to vary-
ing fiscal year-ends, and because certain guidance may be effective on differ-
ent dates for public and nonpublic entities. As such, FASB maintains amended
guidance in pending content boxes within FASB ASC until the "roll-off" date.
Generally, the roll-off date is six months following the latest fiscal year end for
which the original guidance being amended could still be applied.

Presentation of FASB ASC Pending Content in AICPA
Accounting Guides

Amended FASB ASC guidance that is included in pending content boxes in
FASB ASC on September 1, 2017, is referenced as "Pending Content" in this
guide. Readers should be aware that "Pending Content" referenced in this guide
will eventually be subjected to FASB's "roll-off" process and no longer be labeled
as "Pending Content" in FASB ASC (as discussed in the previous paragraph).

Terms Used to Define Professional Requirements in This
AICPA Accounting Guide

Any requirements described in this guide are normally referenced to the ap-
plicable standards or regulations from which they are derived. Generally, the
terms used in this guide describing the professional requirements of the ref-
erenced standard setter (for example, the SEC) are the same as those used in
the applicable standards or regulations (for example, must or should). How-
ever, where the accounting requirements are derived from FASB ASC, this
guide uses should, whereas FASB uses shall. In its resource document "About
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the Codification" that accompanies FASB ASC, FASB states that it considers
the terms should and shall to be comparable terms and to represent the same
concept—the requirement to apply a standard.

Readers should refer to the applicable standards and regulations for more in-
formation on the requirements imposed by the use of the various terms used
to define professional requirements in the context of the standards and regula-
tions in which they appear.

Certain exceptions apply to these general rules, particularly in those circum-
stances in which the guide describes prevailing or preferred industry practices
for the application of a standard or regulation. In these circumstances, the ap-
plicable senior committee responsible for reviewing the guide's content believes
the guidance contained herein is appropriate for the circumstances.

Applicability of PCAOB Standards

Audits of the financial statements of nonissuer broker-dealers (those broker-
dealers that are not subject to the Sarbanes-Oxley Act of 2002 [SOX], but
are subject to the rules of the SEC) and issuer broker-dealers, as defined by
the SEC (those broker-dealers that are subject to SOX and the rules of the
SEC), are conducted in accordance with standards established by the PCAOB,
a private sector, not-for-profit corporation created by SOX. The SEC has over-
sight authority over the PCAOB, including approval of its rules, standards, and
budget.

Applicability of Quality Control Standards

QC section 10, A Firm's System of Quality Control (AICPA, Professional Stan-
dards), addresses a CPA firm's responsibilities for its system of quality control
for its accounting and auditing practice. A system of quality control consists
of policies that a firm establishes and maintains to provide it with reasonable
assurance that the firm and its personnel comply with professional standards,
as well as applicable legal and regulatory requirements. The policies also pro-
vide the firm with reasonable assurance that reports issued by the firm are
appropriate in the circumstances.

QC section 10 applies to all CPA firms with respect to engagements in their ac-
counting and auditing practice. In paragraph .13 of QC section 10, an account-
ing and auditing practice is defined as "a practice that performs engagements
covered by this section, which are audit, attestation, compilation, review, and
any other services for which standards have been promulgated by the AICPA
Auditing Standards Board (ASB) or the AICPA Accounting and Review Services
Committee (ARSC) under the "General Standards Rule" (ET sec. 1.300.001) or
the "Compliance With Standards Rule" (ET sec. 1.310.001) of the AICPA Code
of Professional Conduct. Although standards for other engagements may be
promulgated by other AICPA technical committees, engagements performed in
accordance with those standards are not encompassed in the definition of an
accounting and auditing practice."

In addition to the provisions of QC section 10, readers should be aware of other
sections within AICPA Professional Standards that address quality control con-
siderations, including the following provisions that address engagement level
quality control matters for various types of engagements that an accounting
and auditing practice might perform:
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vii
® AU-C section 220, Quality Control for an Engagement Con-

ducted in Accordance With Generally Accepted Auditing Stan-
dards (AICPA, Professional Standards)

® AT-C section 105, Concepts Common to All Attestation Engage-
ments (AICPA, Professional Standards)

® AR-C section 60, General Principles for Engagements Performed
in Accordance With Statements on Standards for Accounting and
Review Services (AICPA, Professional Standards)

Because of the importance of engagement quality, this guide includes appendix
D, "Overview of Statements on Quality Control Standards." This appendix sum-
marizes key aspects of the quality control standard. This summarization should
be read in conjunction with QC section 10, AU-C section 220, AT-C section 105,
AR-C section 60, and the quality control standards issued by the PCAOB, as
applicable.

AICPA.org Website

The AICPA encourages you to visit the website at www.aicpa.org, and the Fi-
nancial Reporting Center website at www.aicpa.org/frc. The Financial Report-
ing Center supports members in the execution of high-quality financial report-
ing. Whether you are a financial statement preparer or a member in public
practice, this center provides exclusive member-only resources for the entire fi-
nancial reporting process and provides timely and relevant news, guidance, and
examples supporting the financial reporting process. Another important focus
of the Financial Reporting Center is keeping those in public practice up to date
on issues pertaining to preparation, compilation, review, audit, attestation, and
assurance and advisory engagements. Certain content on the AICPA's websites
referenced in this guide may be restricted to AICPA members only.

PCAOB Oversight

The Dodd-Frank Wall Street Reform and Consumer Protection Act amended
SOX to give the PCAOB full oversight authority over audits of all broker-
dealers (including nonissuers), which includes standard setting, inspection, and
enforcement. As of the date of this guide, the SEC has approved three rules
related to PCAOB oversight. The first is a rule that establishes an interim in-
spection program related to audits of broker-dealers. The second rule amends
PCAOB funding rules to provide for a portion of the accounting support fee
(previously assessed on issuers only) to be allocated among a certain class of
broker-dealers. See the discussion in chapter 3, "Regulatory Considerations,"
of this guide for more information. The third rule requires that all audits of
broker-dealers, for periods ending on or after June 1, 2014, be performed in
accordance with standards issued by the PCAOB.

Applicability of Requirements of SOX

Publicly held companies and other issuers are subject to the provisions of SOX
and related SEC regulations for implementing SOX. Their outside auditors are
also subject to the provisions of SOX and the rules and standards issued by the
PCAOB. Nonissuer broker-dealers are not currently subject to the provisions
of SOX.
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Purpose and Applicability

This AICPA Accounting Guide has been prepared to assist broker-dealers in
preparing financial statements in conformity with GAAP. It is important to
note that the content in this guide is directed toward nonissuer broker-dealers.

This guide applies to the preparation 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.

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 readers 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 a comprehensive discussion of all possible
matters of significance related to broker-dealers.

Consulting the accounting and financial reporting sections of the guide cannot
take the place of a careful reading of specified authoritative literature. Inter-
nal controls over financial reporting are discussed in the context of operational
controls commonly found at broker-dealers. Although they may correspond to
controls that are subject to procedures performed in an audit engagement per-
formed in accordance with PCAOB standards, internal controls over financial
reporting are not presented in that context and are not intended to address the
considerations of such engagements.
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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 global business by providing accessible markets for the initial and secondary
offerings, as well as 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 business entities and govern-
mental agencies that need to raise capital to be matched with investors who
have funds to invest.

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 designated market maker (formerly known as spe-
cialist) activities. The securities industry also aids the risk mitigation process
through a variety of transactions, products (such as futures, forwards, swaps,
and options), and techniques.

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

® Broker-dealers

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

® (learing organizations and depositories

® Transfer agents and registrars

® (Qualified custodians

® Regulatory agencies
Broker-Dealers

1.04 Pursuant to the Securities Exchange Act of 1934 (1934 Act), the SEC
developed a comprehensive system to regulate broker-dealers and the securi-
ties industry in general. As a result, all broker-dealers are subject to regulation
by the SEC.

1.05 On July 30, 2013, the SEC amended Rule 17a-5, Reports to Be Made
by Certain Brokers and Dealers, to require that audits of all broker-dealers'
financial statements and supplemental information, as well as the auditor's

1 The Dodd-Frank Wall Street Reform and Consumer Protection Act (Dodd-Frank Act), passed in
July 2010, set in motion a multiyear rulemaking process that changes the structure of federal finan-
cial regulation and institutes new requirements for a number of industries and market participants.
Rulemaking continues in a number of areas. Upon full implementation of its provisions, the act will
have a significant impact on the securities industry. In February 2017, the president signed an exec-
utive order that sets in motion scaling back some of the provisions of the Dodd-Frank Act. Readers
should be alert for further developments.
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2 Brokers and Dealers in Securities

examination of the compliance report or the auditor's review of the exemption
report, be conducted in accordance with PCAOB standards, effective for fiscal
years ending on or after June 1, 2014. In conjunction with these changes, the
PCAOB issued AS 2701, Auditing Supplemental Information Accompanying
Audited Financial Statements (AICPA, PCAOB Standards and Related Rules),
and two attestation standards, Attestation Standard No. 1, Examination En-
gagements Regarding Compliance Reports of Brokers and Dealers and Attesta-
tion Standard No. 2, Review Engagements Regarding Exemption Reports of Bro-
kers and Dealers (AICPA, PCAOB Standards and Related Rules). Additionally,
the PCAOB has modified its existing standards to encompass broker-dealers.

1.06 Securities broker-dealers perform various functions within the secu-
rities industry. Brokers acting as agents facilitate their customers' purchase
and sale of securities and related financial instruments and usually charge
commissions. Dealers or traders acting as principals buy and sell for their own
accounts from and to customers and other dealers. Dealers typically 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

Providing a source of market liquidity (market makers and desig-
nated market makers) 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, credit risk, and other risks

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

o Extending credit to customers who have bought securities on mar-
gin and to business entities that need financing for mergers, ac-
quisitions, 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

® Serving in an advisory capacity for public and corporate finance
activities (such as mergers and acquisitions and leveraged buy-
outs) and providing investment and management advisory ser-
vices to individual and institutional investors (for example, mu-
tual funds, insurance companies, and pensions)

AAG-BRD 1.06 ©2017, AICPA



The Securities Industry 3

® Offering access to cash sweep products (such as money market
funds or FDIC-insured bank deposit programs)

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

1.07 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 op-
erate. Full-service broker-dealers do not restrict themselves to particular activ-
ities or services. Regional broker-dealers are similar but generally concentrate
their activities on 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 a fully disclosed basis—
to a clearing broker-dealer. Broker-dealers may clear or carry their own cus-
tomer trades or do so for an introducing broker. 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

1.08 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 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 via
websites, or mobile devices, rather than through a registered representative.

Investment Bankers

1.09 Investment bankers are broker-dealers who assist in bringing new
securities to the investing public. The three major functions of investment
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 price spreads from
underwriting securities issues.

1.10 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, timing of the issuance,
pricing, and specific terms that are most acceptable during current
financial market conditions

® Prepares and assists in filing a registration statement with the
SEC

® Facilitates the investor roadshow to market the issuance
® Arranges for the efficient distribution of the new issue
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4 Brokers and Dealers in Securities

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

1.11 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 secu-
rities for its own account and be subject to market risk until the investment
banker is able to distribute or sell the shares to the secondary market. 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, comprising 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 increased 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.

1.12 Investment bankers also provide advice to institutions on sales, di-
vestitures, mergers, acquisitions, tender offers, privatizations, restructurings,
spin-offs, and joint ventures. Investment bankers earn fees for providing these
services which are typically contingent upon the closing of a transaction.

1.13 The Jumpstart Our Business Startups Act (JOBS Act) was enacted
on April 5,2012, with the purpose of stimulating the growth of small to midsized
companies by making it easier for startup and emerging growth companies to
raise capital, by easing various securities regulations, and to meet regulatory
reporting requirements, including extending the amount of time that certain
new public companies have to begin complying with certain requirements un-
der the Sarbanes-Oxley Act of 2002. Specifically, Section 401 of the JOBS Act
adopted amendments to Regulation A which provides an exemption from the
registration requirements of the Securities Act of 1933 (the 1933 Act) offerings
of up to $50 million of securities annually. See chapter 3, "Regulatory Consid-
erations," for additional information.

1.14 In recent years, the equity underwriting market has experienced
fewer issuances because many start-up companies receive multiple rounds of
funding prior to a public offering. There are fewer public companies today than
there have been over the last two decades, this is largely due to costs associ-
ated with regulatory compliance, market volatility, the availability of cheaper
funding alternatives, and complex reporting requirements.

Government Securities Dealers

1.15 U.S. 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 secu-
rities issues. These primary dealers serve as a counterparty to the Federal Re-
serve Bank of New York by participating in auctions of U.S. government debt.
Additionally, they make a market in most U.S. government and federal agency
securities and, as such, quote bid and ask prices. Primary dealers also provide
the Federal Reserve Bank of New York's trading desk with market informa-
tion and analysis helpful in the formulation and implementation of monetary
policy. In addition to complying with the rules and regulations promulgated by
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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
chapter 3 for specific rule provisions relating to government securities dealers.

Designated Market Maker

1.16 A designated market maker (formerly known as specialists) is a
broker-dealer authorized by an exchange to be a party through which all trad-
ing on the floor of the exchange in a particular security is transacted. A desig-
nated market maker provides for a fair and an orderly market for the selected
list of securities it is authorized to trade. The designated market maker must
generally be ready to take the other side of a transaction if other buyers or
sellers are not available. The designated market maker also maintains a book
of limit orders and acts as a broker's broker in executing these limit orders
against incoming market orders. With the proliferation of electronic trading,
the designated market maker's role has been diminished in recent years.

Clearing Brokers

1.17 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 1.52 for a discussion of the delivery of
securities.

Carrying Brokers

1.18 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 a fully-disclosed basis.

Prime Brokers

1.19 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
to hedge funds and other sophisticated investors. 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
and separately managed accounts.

Swap Dealers

1.20 Swap dealers act as a counterparty in a swap agreement. Swap deal-
ers are the market makers in the swap market. Swaps are derivative contracts
through which two parties exchange financial instruments typically involving
cash based on notional amounts. Each cash flow comprises one leg of the swap.
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6 Brokers and Dealers in Securities

One cash flow is typically fixed while the other is variable. There are various
types of swaps including interest rate swaps and credit default swaps. Histori-
cally, swaps have been traded in the OTC market between financial institutions
in largely unregulated transactions.

1.21 The SEC and Commodity Futures Trading Commission (CFTC)
jointly adopted final rules under the Dodd-Frank Wall Street Reform and Con-
sumer Protection Act (Dodd-Frank Act) defining, among other things, the terms
swap dealer and security-based swap dealer. The term swap dealer is defined
in CFTC Regulation 1.3(ggg) under the Commodity Exchange Act and the SEC
defines the term security-based swap dealer in SEC Rule 3a71-1 under the 1934
Act. The designation as a swap dealer or a security-based swap dealer within
the meaning of the Dodd-Frank Act depends on the types of swap or security-
based swap activities in which an institution engages. An institution is consid-
ered a swap dealer or a security-based swap dealer, as applicable, if it engages
in one or more of the following activities:

® Holding itself out as a swap dealer or security-based swap dealer;
® Making markets in swaps or security-based swaps;

® Regularly entering into swaps or security-based swaps with coun-
terparties in the ordinary course of business for its own account;
or

® Engagingin activities that cause oneself to be commonly known in
the trade as a dealer or market maker in swaps or security-based
swaps.

Introducing Brokers

1.22 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 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 collected by the clearing broker and divided in any manner agreed to by the
introducing and clearing broker-dealers and stipulated in written contracts (for
example, clearing agreements).

Brokers’ Brokers

1.23 A broker's broker is a broker-dealer firm that acts as an agent for
an undisclosed principal (another broker-dealer) for the purchase and sale of
treasury, municipal, and corporate debt securities. These firms do not main-
tain securities inventories. Brokers' brokers play a significant role in the sec-
ondary 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 U.S. treasury, munic-
ipal, and corporate bond trading businesses for which no exchanges are avail-
able. Some brokers' brokers concentrate in certain kinds of securities and act as
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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)

1.24 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 subsidiaries of banks, creating
so-called "financial holding companies" that may engage in a broad array of
activities. 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 regu-
lation. Federal banking regulators will continue to be primary supervisors of
the banking affiliates of financial holding companies, and the SEC and secu-
rities self-regulatory organizations will supervise the securities businesses of
those entities.

Independent Broker-Dealers

1.25 Independent broker-dealers provide independent financial advisers
with front, middle, and back office support in technology, clearing and settle-
ment, compliance services, training, and research. Independent broker-dealers
offer its services to financial advisers operating as self-employed business own-
ers and are classified for tax purposes as independent contractors. Independent
broker-dealers primarily engage in the sale of packaged products, such as mu-
tual funds, exchange traded funds, variable and fixed insurance products, and
real estate investment trusts. In addition to commission-based business, inde-
pendent broker-dealers also provide a fee-based business under their registered
investment advisory platforms.

The Financial Markets

1.26 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 so-
phisticated or faster trade and settlement characteristics than U.S. exchanges;
others trade securities in a negotiated fashion with lengthy settlement periods.

1.27 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 secu-
rities. Secondary markets, which consist of exchanges and OTC markets, pro-
vide for the resale of securities. In addition, the characteristics of the securi-
ties traded may be used to categorize the financial markets. For example, the
markets for U.S. Treasury bills, certificates of deposit, federal funds, bankers'
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8 Brokers and Dealers in Securities

acceptances, and commercial paper are commonly referred to as money mar-
kets. Money market securities? generally have maturities of one year or less,
have less credit risk than equivalent long-term securities, and trade in large
denominations.

1.28 Financial markets may also be characterized according to whether a
party must find the counterparty to a trade and negotiate with that counter-
party directly or whether the counterparty is approached through an interme-
diary. The intermediary may be an agent who conducts a search for a counter-
party (either an individual or institution) to be a buyer or seller of a particular
security, may complete the transaction by trading with dealers who hold them-
selves 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

Floor-Based Exchange

1.29 An exchange market is a central meeting place established to facil-
itate the trading of securities or commodities. A securities exchange is an ex-
change market that provides trading facilities for stocks, bonds, or options. Ex-
change markets are generally characterized as auction places where bids and
offers are directed and executed by brokers or designated market makers.

1.30 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 the cur-
rent 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 100 shares as specified by the exchange
that lists the security) or in odd lots (quantities of less than 1 unit of trading).

1.31 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 cor-
respondent 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.

1.32 With the advent of advanced technology, certain exchanges have pro-
vided their members with the facility of direct order entry to designated market
makers, in addition to other electronic enhancements to trading.

1.33 In recent years, the equities markets have become fragmented where
shares are trading on multiple exchanges and alternative trading venues. For

2 On July 23,2014, the SEC issued Final Rule Release No. 33-9616, "Money Market Fund Reform;
Amendments to Form PF." The rules are aimed at reducing the potential for money market fund "runs"
by requiring funds that cater to large institutional investors to abandon their fixed $1 per share price
and to float in value like other mutual funds. The rules also allow funds to restrict redemptions during
periods of market stress through gating features or penalties. Readers should consult the full text of
SEC Final Rule Release No. 33-9616, which can be accessed on the Final Rules page at www.sec.gov.

AAG-BRD 1.28 ©2017, AICPA



The Securities Industry 9

example, the New York Stock Exchange's (NYSE) share of trading in its listed
stocks has declined over the last several years. There are advantages and disad-
vantages to market fragmentation. The May 2010 "flash crash" demonstrates
issues with fragmentation as high frequency traders and complex computer al-
gorithms caused a severe market drop in seconds. There are also advantages,
as demonstrated by an outage in July 2015, of more than four hours on the
NYSE where orders seamlessly were routed to other trading venues with no
discernable negative impact to the market.

Electronic-Based Exchange

1.34 An exchange may also operate through electronic trading platforms
and networks to create a virtual marketplace for the purpose of trading securi-
ties and other financial instruments. When using an electronic stock exchange
for trading, computer networks match buyers and sellers, thus providing an ef-
ficient and a fast method for executing trades. This may be especially important
for those making a large volume of trades. One example of an electronic stock
exchange is NASDAQ.

OTC Market

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

1.36 The OTC market is not a location; rather, it is a communications
network linking those dealers that make markets in securities generally not
listed on exchanges. The OTC market is regulated by the 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 an-
other broker-dealer that makes a market in that security.

1.37 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 (agent), a commission is charged.

1.38 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.

1.39 Firm price quotations for OTC equity securities are available from
the interdealer quotation systems, such as FINRA's OTC Bulletin Board and
OTC Markets Group's OTC Pink.

Third Market

1.40 OTC trading of shares listed on an exchange takes place in the third
market by broker-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 SEC Rule 19¢-3 eligible through that exchange
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10 Brokers and Dealers in Securities

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 it would make a market in an unlisted stock.

Alternative Trading Venues

1.41 Direct trading of securities between two parties with no broker inter-
mediary takes place in the fourth market. In many cases, both parties involved
are institutions. For example, securities may trade on a private placement ba-
sis 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.

Electronic Communication Network

1.42 An electronic communication network (ECN), a type of alternative
trading system, is an electronic system that brings buyers and sellers together
for the electronic execution of trades. ECNs are required to be registered with
the SEC and may be registered as either a dealer or an exchange. Those
who subscribe to ECNs (generally, institutional investors, broker-dealers, and
market-makers) can place trades directly on the ECN, typically using limit or-
ders. ECNs post orders on their system for other subscribers to view. The ECN
will then automatically match orders for execution. If a subscriber 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 example, the
NYSE or NASDAQ) for execution.

1.43 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).

Dark Pools

1.44 A dark pool of liquidity is trading volume or liquidity that is not
openly available to the public. The bulk of dark pool trades represent large
trades by financial institutions that are offered away from public exchanges so
that trades are anonymous. The fragmentation of financial trading venues and
electronic trading has allowed dark pools to be created, and they are normally
accessed through crossing networks or directly between market participants.

1.45 There are three major types of dark pools. The first is where inde-
pendent companies set up to offer a unique differentiated basis for trading. The
second is where the broker-dealer owns the dark pool and clients of the broker-
dealer can interact, most commonly with other clients of the broker (possibly
including its own proprietary traders) in conditions of anonymity. The third
is where public exchanges, or consortiums of broker-dealers, create their own
dark pools to allow their clients the benefits of anonymity and non-display of
orders while offering an exchange's resources and infrastructure.

1.46 These systems and strategies typically seek liquidity among open
and closed trading venues, such as other alternative trading systems. As such,
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they are particularly useful for computerized and quantitative strategies. Dark
pools have been growing in importance, with dozens of different pools garner-
ing a substantial portion of U.S. equity trading. Dark pools are of various types
and can execute trades in multiple ways, such as through negotiation or auto-
matically, throughout the day or at scheduled times.

Clearing Organizations and Depositories

1.47 After orders in securities have been executed, whether on an ex-
change 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 exis-
tence 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 con-
summates the transaction. In the U.S. equity and corporate markets, settle-
ment has historically occurred three business days after the trade. Under SEC
Release No. 34-80295, "Amendment to Securities Transaction Settlement Cy-
cle," the SEC amended Rule 15¢6-1(a), Settlement Cycle Rule, to shorten the
standard settlement cycle for most broker-dealer transactions from three busi-
ness days after the trade date ("T+3") to two business days after the trade date
("T+2").2 Trade comparison, clearance, and settlement are aspects of posttrade
processing.

1.48 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 one such U.S. clearing orga-
nization. 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. Introduc-
ing broker-dealers operating through clearing brokers settle their transactions
through those clearing brokers that in turn, settle the transactions through the
clearing organizations. The Options Clearing Corporation and the clearing or-
ganizations 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 organiza-
tions (for example, Euroclear) to business entities whose securities are cleared
by major banking organizations.

1.49 Most U.S. government and agency security transactions clear
through the use of the book entry safekeeping system maintained by the Fed-
eral Reserve Bank of New York. The 12 district Federal Reserve Banks operate
a securities transfer system that permits these securities to be transferred be-
tween the book entry safekeeping accounts.

1.50 The Fixed Income Clearing Corporation (FICC) provides clearing
for fixed income securities, including U.S. Treasury securities and mortgage

3 The effective date of this release was May 30, 2017, and the compliance date was Septem-
ber 5, 2017. Readers are encouraged to consult the full text of the release, available at www.sec.gov/
rules/final/2017/34-80295.pdf.
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backed securities. FICC was created in 2003 to handle fixed income transac-
tion processing, integrating the Government Securities Clearing Corporation
and the Mortgage-Backed Securities Clearing Corporation. Securities trans-
actions processed by the FICC include U.S. Treasury bills, bonds, notes, zero-
coupon securities, government agency securities, mortgage-backed securities,
and inflation-indexed securities. Participants in this market include mortgage
originators, government-sponsored enterprises, registered broker-dealers, in-
stitutional investors, investment managers, mutual funds, commercial banks,
insurance companies, and other financial institutions.

1.51 Settlement of securities transactions can be complex, especially when
there is a large volume of transactions in many securities. To avoid dupli-
cated 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 coun-
tertrading party. Thus, the broker-dealer's settlement is with the clearing orga-
nization, not the other broker-dealer. Other clearing mechanisms may or may
not guarantee settlement. A broker-dealer can settle each day or carry open
commitments forward to net against the next day's settlement (hence the con-
tinuous nature of CNS).

1.52 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.

1.53 One of the major depositories for equities, corporate debt securities,
certain eligible mortgage-backed securities, and municipal debt securities is
the DTCC and its subsidiaries.

Transfer Agents

1.54 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.

1.55 The transfer function includes the canceling of old certificates that
are properly presented and endorsed in good deliverable form (which usually
includes a signature guarantee), making appropriate adjustments in the is-
suer'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 per-
fect order before transferring the securities. If the legal documents are incom-
plete, the transfer agent either will notify the presenter that the documents are
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incomplete 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.

1.56 For mutual funds, transfer agents enter the amount of securities pur-
chased by a shareholder on the issuer's books and redeem (liquidate) shares
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 se-
curity holder, the amount of securities owned by each security holder, the cer-
tificate 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 dis-
tribution of stock dividends and stock splits.

1.57 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

1.58 Regulatory environments differ from country to country, and the free-
dom of entry into the marketplace likewise varies depending on the local reg-
ulation. In the United States, the 1934 Act provides for the regulation of se-
curities transactions after the securities are initially distributed to public in-
vestors in an underwriting. The 1934 Act established the SEC that, among
other things, is authorized to promulgate and enforce rules governing the reg-
ulation of broker-dealers in securities. The SEC developed, pursuant to the
1934 Act, a comprehensive system to regulate broker-dealers. Under the 1934
Act, all broker-dealers are required to be members of self-regulatory organiza-
tions, such as FINRA, which performs routine surveillance and monitoring of
its members. A similar regulatory framework was established for commodity
broker-dealers (that is, futures commission merchants) under the Commodity
Futures Trading Commission Act of 1974, which established the CFTC and
gave it exclusive jurisdiction over commodity futures matters. The Commodity
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 indexes of securities. The CFMA created a flexible structure
for the regulation of futures trading, codified an agreement between the CFTC
and the SEC to repeal the ban on trading single-stock futures, and provided le-
gal certainty for OTC derivatives markets. The CFMA amended the definition
of security in the 1933 Act and the definitions of security and equity security
in the 1934 Act to include a security future. In April 2002, the SEC amended
the definition of equity security in rules under the 1933 Act and the 1934 Act to
conform them to the statutory definitions with respect to security futures. The
Commodity Futures Trading Commission Act of 1974 also authorized the cre-
ation of registered futures associations, giving the futures industry the opportu-
nity to create a nationwide, self-regulatory organization. The National Futures
Association (NFA), which began operations in 1982, is the self-regulatory orga-
nization for the U.S. derivatives industry, including exchange-traded futures,
retail off-exchange foreign currency, and OTC derivatives.
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1.59 Since its adoption, the 1934 Act has been amended to include virtu-
ally all participants in the securities markets and an ever-increasing range of
securities-related activities. Originally, the scope of the 1934 Act was limited
to the regulation of exchanges, members of exchanges, and trading in securi-
ties listed on exchanges. The Maloney Act of 1938 amended the 1934 Act to
cover the OTC markets. The Maloney Act of 1938 also established the National
Association of Securities Dealers (NASD) (that was subsequently consolidated
with NYSE Regulation, Inc. into a single self-regulatory organization: FINRA),
which is an independent, non-governmental regulator for all securities firms
doing business with the public in the United States.

1.60 In 1975, the 1934 Act was amended to extend the authority of the
SEC to include securities transfer agents, clearing organizations, and securi-
ties depositories. This amendment also established the Municipal Securities
Rulemaking Board that was authorized to prescribe rules regulating the activ-
ities of municipal securities broker-dealers. In 1986, the 1934 Act 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
0f 1986, the SEC has the authority to enforce rules promulgated by the Depart-
ment of the Treasury that concern U.S. government securities broker-dealers.
Thus, the 1934 Act 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, depositories, transfer agents, and registrars.

1.61 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 interest
on the fund's investments in U.S. government securities made with the funds
collected. See chapter 3 for more information on the SIPC assessment and re-
lated reporting.

1.62 The Department of Labor (DOL) Fiduciary Rule is a new ruling that
will be phased in through January 1, 2018. It includes a transition period for
the applicability of certain exemptions to the rule extending through January 1,
2018. Readers should be alert for further developments, particularly regarding
the effective dates.

1.63 The rule expands the "investment advice fiduciary" definition un-
der the Employee Retirement Income Security Act of 1974 (ERISA). The DOL's
definition of a fiduciary demands that advisors act in the best interests of their
clients, and to put their clients' interests above their own. The rule requires fi-
nancial advisors to be free of any potential conflicts of interest, and states that
all fees and commissions must be clearly disclosed in dollar form to clients.
Fiduciary is a much higher level of accountability than the suitability stan-
dard previously required of financial salespersons, such as brokers, planners
and insurance agents, who work with retirement plans and accounts. "Suit-
ability" meant that as long as an investment recommendation met a client's
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defined need and objective, it was deemed appropriate. Now, financial profes-
sionals are legally obligated to put their client's best interests first rather than
simply finding "suitable" investments.

1.64 Financial advisors who choose to continue working on commission
will need to provide clients with a disclosure agreement, called a Best Interest
Contract Exemption (BICE), in circumstances where a conflict of interest could
exist (such as, the advisor receiving a higher commission or special bonus for
selling a certain product). This is to guarantee that the advisor is working un-
conditionally in the best interest of the client. Additionally, all compensation
that is paid to the fiduciary must be clearly documented.

1.65 Covered retirement plans include defined-contribution plans such
as 401(k) plans, 403(b) plans, employee stock ownership plans, simplified em-
ployee pension (SEP) plans; defined-benefit plans such as pension plans or
those that promise a certain payment to the participant as defined by the plan
document; and individual retirement accounts (IRAs).

Business Activities

Brokerage

1.66 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 (Federal Reserve), and the
self-regulatory organizations. Although the specific definition of the term cus-
tomer varies in the SEC's rules, SEC Rule 15¢3-3 defines customer as "any per-
son from whom or on whose behalf a broker or dealer has received or acquired
or holds funds or securities for the account of that person." The rule excludes
certain categories of persons from the definition, including broker-dealers, mu-
nicipal securities dealers, and government securities broker-dealers. It also ex-
cludes general partners, directors, and principal officers of the broker-dealer
and any other person to the extent that the person has a claim for property or
funds which by contract, agreement or understanding, or by operation of law,
is part of the capital of the broker-dealer or is subordinated to the claims of
creditors of the broker-dealer.

1.67 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.

1.68 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
national 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.

1.69 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

©2017, AICPA AAG-BRD 1.69



16 Brokers and Dealers in Securities

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.

1.70 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 maximum amount of initial credit is prescribed by Regulation T.
The maximum amount of credit the broker-dealer can extend beyond the ini-
tial transaction is prescribed by the rules of the appropriate self-regulatory
organization. Customer margin requirements relating to securities futures are
prescribed by joint final rules issued by the SEC and the CFTC in August 2002.

1.71 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.

1.72 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 the Federal Reserve System or self-regulatory
organization requirements.

1.73 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
a phrase such as "through the courtesy of [¢the introducing broker's namel."
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.

1.74 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 compli-
ance with regulatory matters.
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Firm Trading

1.75 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 secu-
rities by standing ready to buy or sell securities to their customers or 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.

1.76 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.

1.77 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 securi-
ties 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.

1.78 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 in-
surance. 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. In-
dex arbitrage combines the buying and selling of stocks with offsetting trades
in stock index futures or options.

1.79 Algorithmic trading. Algorithmic trading, also called automated trad-
ing, black-box trading, or algo trading, is the use of electronic platforms for en-
tering trading orders with an algorithm which executes pre-programmed trad-
ing instructions whose variables may include timing, price, or quantity of the
order, or in many cases the order is initiated electronically, without human in-
tervention. Algorithmic trading is widely used by investment banks, pension
funds, mutual funds, and other buy-side (investor-driven) institutional traders,
to divide large trades into several smaller trades to manage market impact and
risk. Broker-dealers and some hedge funds, provide liquidity to the market, gen-
erating and executing orders automatically. A special class of algorithmic trad-
ing is high-frequency trading, which is often most profitable during periods of
high market volatility.

1.80 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 trad-
ing 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 reasonable
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period of time, and designated market makers typically do not have sufficient
capital to execute such transactions. In addition, designated market makers are
not allowed to communicate directly with public buyers and sellers, whereas
block traders may communicate with them. 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).

1.81 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, a state, or some other issuer of securities an-
nounces a forthcoming issue. Such transactions are contingent upon the is-
suance 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 the 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.

1.82 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.

1.83 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.

1.84 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 hedging. The more common hedging instruments used as
risk management tools include futures contracts; forward contracts; options;
interest rate caps, floors, and collars; and swaps.

1.85 Futures and forward contracts. Futures contracts are standardized
contracts traded on organized exchanges to purchase or sell a specified financial
instrument or commodity on a future date at a specified price. Financial futures
include contracts for debt instruments (interest rate futures), foreign curren-
cies, and stock indexes. Forward contracts are individually negotiated and have
economic characteristics similar to those of futures contracts, but they 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 specified price
for future delivery.
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1.86 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.

1.87 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 subsequently measured at fair value (see the glossary
of this guide), and the financial result is settled daily between the clearing orga-
nization and clearing member. Because of this daily settlement, the amount of
unsettled credit exposures is limited to the amount owed the clearing member
for any one day.

1.88 The clearing organization also has a guarantee fund consisting of
cash, securities, and bank guarantees that is contributed to by all clearing mem-
ber 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 the other member
firms.

1.89 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).

1.90 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 spe-
cific price per unit within a specified time period. The instrument underlying
the option may be a security; futures contract (for example, an interest rate
option); commodity; currency; or 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.

1.91 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.

1.92 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
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exchange because the clearing organization of the exchange acts as guarantor
for the option contracts.

1.93 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.

1.94 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
seller.

1.95 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.

1.96 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.

1.97 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 floor for interest rates is
referred to as a collar.

1.98 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 mar-
ket exposure associated with a loan or bond borrowing from one interest rate
base (fixed term or floating rate) or currency denomination to another (across
markets).

1.99 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

4 In July 2012, the SEC and Commodity Futures Trading Commission jointly adopted and pub-
lished in the Federal Register new rules and interpretations further defining the terms "swap" and
"security-based swap." See Further Definition of “Swap,” “Security-Based Swap,” and “Security-Based
Swap Agreement”; Mixed Swaps; Security-Based Swap Agreement Recordkeeping, 77 FR 48208.
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are defined in terms of applying a specified interest rate (either fixed or vari-
able) 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.

1.100 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, be-
cause 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.

1.101 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 inter-
est 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.

1.102 Ininterest 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.

1.103 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. In addi-
tion, in 2016 the CFTC adopted final regulations requiring certain swap coun-
terparties to exchange initial margin and variation margin for swap transac-
tions that are not cleared by derivatives clearing organizations. Such exchanges
of margin are intended to mitigate the risks resulting from a counterparty
default.

1.104 Asset securitization. Asset securitization is the process of convert-
ing receivables and other assets that are not readily marketable into securi-
ties that can be placed and traded in capital markets. Assets that have been
securitized include residential mortgages; commercial mortgages; agency se-
curities (including those of Government National Mortgage Association [Gin-
nie Mae], Federal National Mortgage Association [Fannie Mae], and the Fed-
eral Home Loan Mortgage Corporation [Freddie Mac]); consumer receivables
(credit card loans and home equity loans); retail installment loans (automo-
bile, recreational vehicle, and mobile home); time-share mortgage loans; trade
receivables; insurance-policy-related receivables; leases (equipment, operating,
and automobile); student loans; high-yield corporate bonds; and federal assets.

5 See footnote 4.
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1.105 Securitization transactions span a wide spectrum. At one extreme
are outright sales of assets or interests in assets. At the other extreme are bor-
rowings 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,
including pay-through securities; pass-through securities; and commercial pa-
per with multiple classes, differing degrees of subordination, and varying cash
flow priorities. The securities are often backed by some form of credit enhance-
ment. Credit enhancement can take the form of letters of credit, third-party
guarantees, liquidity facilities, spread accounts, reserve funds, subordinate in-
terests, and overcollateralization.

1.106 In a typical asset securitization transaction, an originator (trans-
feror) transfers assets to a special-purpose entity (SPE), which may also be a
variable interest entity (VIE). Beneficial interests in the SPE are sold to in-
vestors and the proceeds are used to pay the transferor for the assets trans-
ferred. The SPE 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 transferor in the event of its bankruptcy.

1.107 One type of asset securitization is a collateralized mortgage obli-
gation, a mortgage-backed bond that aggregates individual mortgages or
mortgage-backed securities into mortgage pools that are separated into differ-
ent maturity classes, called tranches. Each tranche has unique risk character-
istics for paying interest, paying principal, or retaining residual ownership.

1.108 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.

1.109 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.

1.110 Credit derivatives. Credit derivative refers to various instruments
and techniques designed to separate and then transfer the credit risk, or the
risk of an event of default of a corporate or sovereign borrower, transferring
it to an entity other than the lender or debt holder. An unfunded credit deriva-
tive is one where credit protection is bought and sold between bilateral coun-
terparties without the buyer having to put up money up front or at any given
time during the life of the deal unless an event of default occurs. Usually these
contracts are traded pursuant to an International Swaps Dealers Association
master agreement. Most credit derivatives of this sort are credit default swaps.
When the credit derivative is entered into by a financial institution or a SPE
and payments under the credit derivative are funded using securitization tech-
niques, such that a debt obligation is issued by the financial institution or SPE
to support these obligations, it is known as a funded credit derivative.
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1.111 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). AnADR 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

1.112 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.

1.113 Public offerings. Business entities and governmental entities that
desire to raise funds through the public sale of securities normally engage secu-
rities 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 best-efforts basis. The underwriting group for a
transaction on a firm-commitment basis agrees to buy the entire security issue
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.

1.114 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 assume the market risk of ownership. In addition, the
broker-dealer may be held liable to the purchasers of the securities under the
1933 Act. The statute holds all persons (including underwriters) connected with
a registration statement responsible for any material misstatements 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.

1.115 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.

1.116 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.
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1.117 Advisory services. Broker-dealers provide advisory services for
which they receive fee income. These may include consulting on mergers and
acquisitions, reorganizations, tender offers, leveraged buyouts, conversions,
swaps, and the pricing of securities to be issued. Fees for these services are
generally determined by the transaction size and are often contingent upon re-
sults, 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 the distribution and maintenance of mutual fund
shares.

1.118 Private placements. Broker-dealers may also arrange the private
placement of securities by business or government entities. 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 liabil-
ity of a public offering. Private placements are distributions of securities that
do not involve public offerings. Typically, private placements are sold to sophis-
ticated institutional investors and, hence, do not require a registration state-
ment 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 regarding 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, stability, and cash needs are factors in determin-
ing when the use of a private placement of debt or equity securities might be
preferable to registering securities 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 ba-
sis by a broker-dealer, maximum consideration is normally given to locating an
investor or a relatively small group of investors whose investment objectives
closely parallel the expectations of the issuer.

1.119 The SEC adopted Rule 144A8 to provide a safe-harbor exemption
from the registration requirements of the 1933 Act for the resale of private
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 dis-
cretionary basis at least $10 million in the securities of unaffiliated issuers.
Broker-dealers with less than $10 million may buy securities as riskless prin-
cipals for clients that are themselves qualified institutional buyers.

Financing

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

6 In July 2013, the SEC issued a final rule which amends SEC Rule 144A. See Release No. 33-
9415, Eliminating the Prohibition Against General Solicitation and General Advertising in Rule 506
and Rule 144A Offerings. Simultaneously, the SEC issued a proposed rule to further amend the re-
lated rules. See Release No. 33-9416, Amendments to Regulation D, Form D and Rule 156 under the
Securities Act, because of the publication date of this guide this rule has not been finalized. See chapter
3, "Regulatory Considerations," for more information.
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1.121 Bank loans. One source of financing in the securities industry is
bank loans. These loans are callable by the bank and are often collateralized
(secured) 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. Commercial
banks typically provide bank loan financings to broker-dealers on a committed
or uncommitted basis depending on the credit strength of the broker-dealer.
Bank loans can also be provided on an unsecured basis.

1.122 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
Federal Reserve system establish the ratio of collateral value to the amount of
loans that must be maintained for loans used to finance customer-related ac-
tivity and firm-related activity. Thus, firms must maintain separate records for
customer and firm loans and related collateral.

1.123 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 that may be terminated on short notice by the lender or bor-
rower. Securities lending is generally collateralized by cash, although securities
or letters of credit may also be used as collateral. The nature of these transac-
tions is generally governed by Regulation T and SEC Rule 15¢3-3.

1.124 Each stock loan is initially collateralized at a predetermined mar-
gin that is slightly in excess of the value of the securities loaned. If the fair
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.

1.125 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.

1.126 Repos or reverse repos. According to the FASB Accounting Standards
Codification (ASC) glossary, a repurchase agreement accounted for as a collat-
eralized borrowing (repo agreement) refers to 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. A repurchase agreement accounted for as a collateral-
ized borrowing is a repo that does not qualify for sale accounting under FASB
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ASC 860, Transfers and Servicing. The payable under a repurchase agreement
accounted for as a collateralized borrowing refers to the amount of the seller-
borrower's obligation recognized for the future repurchase of the securities from
the buyer-lender.

1.127 A repo may be made on an overnight or a fixed-maturity basis or
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.

1.128 As defined in the FASB ASC glossary, a reverse repurchase agree-
ment accounted for as a collateralized borrowing (also known as a reverse repo)
refers to a transaction that is accounted for as a collateralized lending 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 circum-
stances. The receivable under a reverse repurchase agreement accounted for as
a collateralized borrowing refers to the amount due from the seller-borrower for
the repurchase of the securities from the buyer-lender.

1.129 The buyer is said to enter into a reverse repo transaction (receiving
securities, giving up cash) while the seller enters into a repo transaction (receiv-
ing 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.

1.130 Government bond dealers that have large inventories to be financed
find it advantageous to execute repos with institutional investors because a re-
purchase 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 determi-
nant of the credit risk of a repo transaction. There are three kinds of custodial
arrangements relating to repo transactions: triparty repos, deliver-out repos,
and hold-in-custody repos.

1.131 In a triparty repo, an independent institution acting in a custo-
dial capacity enters into a tripartite agreement with the two counterparties
to the transaction. This third-party custodian assumes certain responsibilities
for safeguarding the interests of both counterparties and is involved in trans-
ferring 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 serving simultaneously
throughout the transaction not only as principal but also as the investor's cus-
todial agent.

1.132 Some commonly used terms that describe various kinds of repur-
chase transactions include overnight repos, term repos, and repos to matu-
rity. Paragraphs 19-21 of FASB ASC 860-10-05 discuss the nature of these
terms. Broker-dealers make their profits on the differences between the in-
terest charged on the repos and the interest earned on the reverse repos. See
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chapter 5, "Accounting Standards," and chapter 6, "Financial Statement Pre-
sentation and Classification," for additional information.

Other Activities

1.133 Commodities. A commodity may be bought for current delivery or
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.

1.134 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.

1.135 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.

1.136 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' servic-
ing agent that keeps records of individual share ownership, including additions
for the reinvestment of dividends and capital gains. The broker-dealer's finan-
cial involvement with mutual funds may be limited to the receipt of commission
checks if orders are placed with funds that charge commissions.

1.137 Unit investment trusts. A unit investment trust (UIT) registered un-
der 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.

1.138 Exchange traded funds. An exchange traded fund (ETF) is an invest-
ment fund traded on stock exchanges, much like stocks. An ETF holds assets
such as stocks, commodities, or bonds, and trades close to its net asset value
over the course of the trading day. Most ETF's track an index, such as a stock
index or bond index. ETFs may be attractive as investments because of their
low costs, tax efficiency, and stock-like features. An ETF combines the valua-
tion feature of a mutual fund or unit investment trust, which can be bought or
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sold at the end of each trading day for its net asset value, with the tradabil-
ity feature of a closed-end fund, which trades throughout the trading day at
prices that may be more or less than its net asset value. Closed-end funds are
not considered to be ETFs, even though they are funds and are traded on an
exchange.

1.139 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.

1.140 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.

1.141 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 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 1934 Act that 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.

1.142 Financial technology. Also known as "fintech," financial technology
is an economic industry composed of companies that use technology to make
financial services more efficient. Financial technology companies are generally
startups trying to disintermediate incumbent financial systems and challenge
traditional corporations that are less reliant on software. Fintech refers to new
applications, processes, products or business models in the financial services
industry.

1.143 The fintech revolution has also led to the advent of "robo-advisors."
Robo-advisors are a class of financial advisers that provide financial advice or
portfolio management online with minimal human intervention. They provide
digital financial advice based on mathematical rules or algorithms. These al-
gorithms are executed by software and thus financial advice does not require a
human advisor. The software utilizes its algorithms to automatically allocate,
manage and optimize clients' assets.

1.144 Equity crowdfunding. The online offering of private company se-
curities to a group of people for investment is referred to as "equity crowd-
funding, crowdinvesting, investment crowdfunding, or crowd equity." Because
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equity crowdfunding involves investment into a commercial enterprise, it is
often subject to securities and financial regulation. Equity crowdfunding is a
mechanism that enables broad groups of investors to fund startup companies
and small businesses in return for equity. Investors give money to a business
and receive ownership of a small piece of that business.
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Chapter 2

Broker-Dealer Functions, Books, and Records

Introduction

Overview

2.01 Accounting by broker-dealers for securities transactions 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 securities transactions, whether
manual or automated, and standard departments and records ordinarily found
within a broker-dealer. Many of the records and activities are automated, in-
cluding the execution, clearance, and 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 Cor-
poration (DTCC) and its subsidiaries, including the Depository Trust Company
(DTC), the National Securities Clearing Corporation (NSCC), and the Fixed In-
come Clearing Corporation (FICC).

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 indi-
cate the following:

® The quantity, class, and description of the securities, including the
certificate 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
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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
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) (a) pro-
vide details relating to all asset, liability, and nominal accounts; (b) 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; and (c) facilitate preparation of required regulatory filings. A description
of the general ledger accounts is presented in chapter 6, "Financial Statement
Presentation and Classification," of this guide. Those records are also used in
preparing required net capital and reserve requirement 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" section of this chapter, which shows 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.
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® Vault. Securities are physically located at the broker-dealer's own
location in a secured area or a bank safe deposit box.

® Depositories. Securities are on deposit at a depository, such as the
DTC (a subsidiary of the DTCC), or a custodian bank.

® Transfer. Securities are at a transfer agent being re-registered.

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 (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 (or CUSIP) number
or International Securities Identification Number, and, for each securities po-
sition, the accounts that are long or short in terms of shares (for stocks and
mutual funds); principal amounts (for bonds, treasuries, and other debt securi-
ties); 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 SEC Rules 17a-3 and 17a-4 under the Securities Ex-
change Act of 1934 (the 1934 Act). In Rule 17a-3, the SEC specifies the mini-
mum books and records a broker-dealer should make and keep current. 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.

2.14 In July 2013, the SEC amended Rule 17a-3(a)(23) to impose a new
requirement on certain broker-dealers to make and keep current a record
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documenting the credit, market, and liquidity risk management controls es-
tablished and maintained by the broker-dealer to assist it in analyzing and
managing the risks associated with its business activities. This documentation
requirement applies only to broker-dealers that have more than (1) $1,000,000
in aggregate credit items as computed under the customer reserve formula of
SEC Rule 15¢3-3a, or (2) $20,000,000 in capital, including debt subordinated
in accordance with appendix D to SEC Rule 15¢3-1. SEC Rule 17a-4(e)(9), as
amended, discusses the corresponding records retention requirements.

2.15 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, situations may warrant the maintenance
of certain additional records not specifically required under the rules of the
various regulatory bodies.

Trade Date and Settlement Date

2.16 Prior to computer automation and processing, broker-dealers
recorded securities transactions in their trial balances and stock records on
the date the securities were 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, in accordance with accounting principles generally accepted in the
United States of America. However, customer records are generally still main-
tained on a settlement date basis (see the "Trade-Date Versus Settlement-Date
Accounting" section of chapter 5, "Accounting Standards," of this guide for fur-
ther discussion of trade date and settlement-date accounting). During the pe-
riod between trade-date and settlement date, various operational departments
are responsible for clearing or settling trades.

2.17 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 prod-
uct. Effective September 5, 2017, broker-dealers are required to comply with
the amendments to SEC Rule 15¢6-1(a). The amended rule prohibits a broker-
dealer from effecting or entering into a contract for the purchase or sale of
a security that provides for payment of funds and delivery of securities later
than T+2, unless otherwise expressly agreed to by the parties at the time of the
transaction. The amended rule applies a T+2 settlement cycle to the same se-
curities transactions that were previously covered by the T+3 settlement cycle.
These include transactions for stocks, bonds, municipal securities, exchange-
traded funds, certain mutual funds, and limited partnerships that trade on an
exchange.

1 The Financial Industry Regulatory Authority (FINRA) is the largest nongovernmental regula-
tor for the securities industry in the United States. See the FINRA website at www.finra.org for more
information. Also see footnote 3.
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Standardized Settlement Dates

Product Settlement Date
Equity Securities Two business days after trade date
Corporate Bonds Two business days after trade date
Municipal Bonds Two business days after trade date
Exchange-traded Funds Two 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 Options One business day after trade date
Exchange)

Money Market Instruments One business day after trade date
Mutual Funds Two 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.

2.18 Trade-date information, which includes proprietary inventory re-
ports used by a broker-dealer's traders, is normally available in the broker-
dealer's internal reporting systems. In addition, customer information is used
daily by the broker-dealer to determine the amount of margin required for each
customer's account. Trade-date information is also important to the operations
departments to assist it in settlement and clearance.

Trade Execution

Customer Trades

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

2.20 Before initiating an order, the customer determines the following:

® The security
® The trading action to be initiated (buy, sell long, or sell short)
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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

2.21 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.

2.22 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 trad-
ing. A customer may accept a partial execution, in units of trading, unless the
order is marked "all or none" (AON) or "fill or kill" (FOK). 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 'til canceled (GTC) or an open order, which is valid for longer than 1 day
until either executed or cancelled. The customer can cancel a GTC order if no
action has been taken before the cancellation is received. Customers may enter
good-through-the-week and good-through-the-month orders for bonds.

2.23 Customer orders may also be executed by brokers away from an ex-
change through an electronic communication network (ECN). Institutional cus-
tomers 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 cur-
rencies. ECNs came into existence in 1998 when the SEC authorized their cre-
ation. ECNs increase competition among trading firms by lowering transaction
costs, giving clients full access to their order books, and offering order match-
ing outside of traditional exchange hours. In order to trade with an ECN, one
must be a subscriber or have an account with a broker that provides direct
access trading. ECN subscribers can enter orders into the ECN via a custom
computer terminal 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.

2.24 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
For sell orders, whether the position is long or short
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2.25 The order ticket is the broker-dealer's record of the customer's instruc-
tions. SEC 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, re-
gardless 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 en-
try; 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. SEC Rule 17a-3 outlines the infor-
mation to be recorded on order tickets. 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 discretionary authority. The brokerage order
ticket should also include the time the broker dealer received the customer or-
der. Dealer tickets should include information about any modifications to the
order.

2.26 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 concern-
ing executed trades is sent to the purchase and sales (P&S) department, which
is responsible for ensuring that system-generated trade confirmations are cor-
rect and mailed to customers.

2.27 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.

2.28 SEC 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, time of execution, as well as copies of confirmations of all purchases
and sales of securities. Records of dealers' quotations or bids or offers made in
the course of trading are not required by the rule.

2.29 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. Additionally, to bring better price
transparency to the fixed income securities market, the Trade Reporting and
Compliance Engine (TRACE) was developed by FINRA to facilitate the manda-
tory reporting of OTC secondary market transactions in eligible fixed income
securities. All broker-dealers who are FINRA member firms have an obliga-
tion to report transactions in corporate bonds and U.S. Treasury securities to
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TRACE under an SEC approved set of rules. The current reporting time frame
of eligible fixed income securities transactions is 15 minutes from execution.
Additionally, in accordance with FINRA Regulatory Notice 13-19, firms are re-
quired to report OTC transactions in equity securities to FINRA as soon as
practicable, but no later than 10 seconds following execution. FINRA believes
firms should automate their trade processing to the greatest extent possible to
provide timely trade information to facilitate best execution for customers.

2.30 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 provide records to regulators when requested.

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

2.32 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
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.

2.33 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 2-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

2 Through SEC Release No. 34-80295, "Amendment to Securities Transaction Settlement Cycle,"
the SEC amended Rule 15¢6-1(a), Settlement Cycle Rule, to shorten the standard settlement cycle for
most broker-dealer transactions from three business days after the trade date (T+3) to two business
days after the trade date (T+2). The effective date of this release was May 30,2017, and the compliance
date was September 5, 2017.
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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.

2.34 A customer's failure to make timely payment would ordinarily re-
quire the prompt cancellation or liquidation of the transaction. The periods of
settlement 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.

2.35 A margin account allows a customer to buy securities without pay-
ing 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 pur-
chase price. The amount of credit extended is subject to the limits prescribed
under Regulation T. Commodity Futures Trading Commission (CFTC) Regula-
tions 41.42-41.49 and SEC Rules 400-406 establish margin requirements for
securities futures.

2.36 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 2 business
days after the settlement date. That 2-day period may be extended for 1 or
more limited periods by applying to a national securities exchange or 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, FINRA Rule 4210).2 After a purchase of stock on margin, FINRA
Rule 4210* supplements the requirements of Regulation T by placing mainte-
nance margin requirements on margin accounts. Under this rule, as a general
matter, and pertaining to long positions in equity securities, broker-dealers re-
quire the account holder to maintain equity in the value of the securities of at
least 25 percent. If the equity in the account falls below the required amount,
the broker-dealer is required to make a maintenance margin call that requires
the customer to deposit more funds or securities in order to maintain the eq-
uity at the 25 percent level. The failure of the customer to meet the margin call
may result in the liquidation of securities in the account. A broker-dealer may
establish initial or maintenance margin requirements that are greater than
those required by the rules of the regulatory bodies.

2.37 A short sale is a sale of a security that the seller does not own. Be-
fore a broker-dealer can execute a short sale for a customer, it must know it
can obtain the security. The broker-dealer is expected to borrow the security,

3 Following the consolidation of the National Association Of Securities Dealers and the New
York Stock Exchange (NYSE) Member Regulation into 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 who are also members of the NYSE (dual members). FINRA has es-
tablished a process to develop a new consolidated rulebook that will apply to all FINRA members.
Work is continuing on this consolidation of rules. The SEC must approve the rules that will make
up the new Consolidated FINRA Rulebook. This information is available on the FINRA website at
www.finra.org/industry/regulation/finrarules/p038095.

4 In 2016 the SEC approved amendments to FINRA Rule 4210. For further information regarding
the amendments and effective dates, see Regulatory Notice 16-31, available at www.finra.org/sites/
default/files/notice_doc_file_ref/regulatory-notice-16-31.pdf.
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if necessary, on behalf of the customer for the purpose of satisfying the deliv-
ery requirements. Short sales are governed by Regulation SHO-Regulation of
Short Sales (Regulation SHO) under the 1934 Act, the margin requirements
of Regulation T and the rules of self-regulatory organizations. A short sale ac-
count should be used to record transactions when securities are sold short.

2.38 Under Regulation SHO, a broker-dealer must mark all sell orders of
any equity security as "long," "short," or "short exempt." In addition, Regulation
SHO requires that the trading center establish, maintain, and enforce written
policies and procedures reasonably designed to (1) prevent the execution or dis-
play of a short sale order of a covered security at a price that is less than or equal
to the current national best bid if the price of that covered security decreases
by 10 percent or more from the covered security's closing price as determined
by the listing market for the covered security as of the end of regular trading
hours on the prior day; and (2) impose this short sale price test restriction for
the remainder of the day and the following day when a national best bid for
the covered security is calculated and disseminated on a current and continu-
ing basis by a plan processor pursuant to an effective national market system
plan.

2.39 SEC Rule 15¢3-3 requires that if a security is sold, other than in a
short sale, and 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.

2.40 Naked short selling is prohibited in the United States, as well as
other jurisdictions, as a method of driving down share prices. Naked short sell-
ing, or naked shorting, is the practice of short-selling a financial instrument
without first borrowing the security or ensuring that the security can be bor-
rowed, as is conventionally done in a short sale. When the seller does not ob-
tain the shares within the required time frame, the result is known as a fail-
to-deliver (as described in paragraph 2.09). The transaction generally remains
open until the shares are acquired by the seller or the seller's broker, allowing
the trade to be settled. In the United States, naked short selling is covered by
various SEC regulations that prohibit the practice.

2.41 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.

2.42 To facilitate the transfer of customer accounts between broker-
dealers, the NSCC (a subsidiary of the DTCC) has developed a system known
as the Automated Customer Account Transfer Service (ACATS).

2.43 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
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of self-regulatory organizations. The margin department normally does the

following:

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
Issues instructions for moving securities to or from safekeeping or
segregation

Maintains copies of documents pertaining to transactions

2.44 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

2.45 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

2.46 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.

2.47 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 cash

5 The terms market value and mark-to-market are used within this chapter as operational terms.
Accordingly, in practice they may not necessarily be synonymous to the terms fair value and subse-
quently measured at fair value, which are used within the financial statements in accordance with
FASB Accounting Standards Update No. 2012-04, Technical Corrections and Improvements.
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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.

2.48 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

2.49 Dealer. Many broker-dealers attempt to profit from firm trading by
selling securities at a higher price than what they paid for them. Firm propri-
etary trading activity can be broadly divided into dealer and positioning strate-
gies.

2.50 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; however, hedge accounting is permit-
ted only if the requirements of FASB Accounting Standards Codification (ASC)
815, Derivatives and Hedging, are met.

2.51 Positioning strategies involve the broker-dealer 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.

2.52 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.

2.53 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.

2.54 Underwriter. A broker-dealer participating in underwriting activi-
ties may act as managing underwriter, comanaging underwriter, or participat-
ing underwriter. The managing underwriter is responsible for organizing the
other participating underwriters and the selling group. This function is often
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performed jointly by two or more firms as comanagers. 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 comanager takes part in the negotiations but does
not maintain the records of the group.

2.55 Underwritings are either firm commitments or best efforts. In a "firm
commitment" underwriting, the underwriter or underwriting group acts as
principal and has an open contractual commitment to purchase securities from
the issuer and a liability for unsold securities. In a "best efforts" underwriting
the underwriter or underwriting group acts as agent and has no open contrac-
tual commitment to purchase securities from the issuer or any liability for un-
sold securities. Publicly offered underwritings are generally on a firm commit-
ment basis. Private offerings of securities may be either on a firm commitment
or best efforts basis. The following paragraphs describe a public offering on a
firm commitment basis. Rule 15¢3-1 and related FINRA interpretations pre-
scribe net capital treatment for open contractual commitments related to the
offering of securities.

2.56 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 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 arrange-
ment. An undivided liability is an arrangement whereby each member of an
underwriting syndicate is liable for its proportionate share of unsold securities
in the underwriting account regardless of the number of securities it has pre-
viously sold. Under divided liability, the member's liability for an underwriting
is fixed or definite in amount. Selling groups are not underwriters and have no
obligation to sell the securities allocated to them. Accordingly, they are entitled
only to a selling concession.

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

2.58 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.

2.59 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.

2.60 As noted in FASB ASC 940-605-05-1, the management fee is the fee
paid to the manager or comanagers of the underwriting for services rendered in
organizing the syndicate of underwriters and maintaining the records for the
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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

2.61 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 DTCC's Continuous Net
Settlement (CNS) systems that minimize paperwork and the movement of se-
curities and money. This results in one net position in each security (either to
deliver or receive) between the broker-dealer and clearing organization. Clear-
ing organizations prepare daily reports for members, showing the net security
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.

2.62 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:

® The contract money (including accrued interest on bonds and
other fixed-income securities)

® Commissions

® Taxes

® All other related money amounts

2.63 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.

2.64 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 respon-
sible for executing securities transactions on the exchanges for the account of
the broker-dealer.

2.65 As explained in FASB ASC 940-20-25-8, if the floor broker is em-
ployed by the broker-dealer, any costs associated with the floor broker's em-
ployment are generally reported as employee compensation. Costs paid to in-
dependent floor brokers or floor brokers of other firms for trades on behalf of
the broker-dealer are generally reported as floor brokerage expense.

Comparison

2.66 Comparison procedures performed by the P&S department vary de-
pending on whether a trade is cleared through a clearing organization, through
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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.

2.67 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

2.68 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 be-
tween two member broker-dealers, and the security must be eligible. Eligible se-
curities are fairly active issues that provide high liquidity. Unless both of these
requirements are satisfied, the parties cannot use the clearing facilities' 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.

2.69 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.

2.70 For trades that are not processed through a clearing organization,
the P&S department reviews a system-generated broker-to-broker comparison
that is sent to the counterparty for verification of all pertinent trade informa-
tion. If the counterparty agrees with all details of the transaction, the compar-
ison is signed and returned to the P&S department to evidence its acceptance.
If the other broker-dealer disagrees with the details of the transaction, any cor-
rections made in the firm's accounting records are recorded to enable proper
settlement to occur.

Settlement

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

® (Customers' securities not yet paid for
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® Securities purchased by customers on margin that collateralize
funds advanced by the broker-dealer against the purchase price

® Securities owned by the broker-dealer

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

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

2.74 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.

2.75 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, draft, or other payment method is used to
facilitate net money settlement with the respective clearing organization.

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

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

2.78 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 avail-
able 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 bor-
row the securities from another broker-dealer. If the securities are on hand, the
securities are removed from the box, checked for proper negotiability, and de-
livered to the purchasing broker-dealer. If the delivery matches the purchasing
broker-dealer's receive instructions, the selling broker-dealer receives payment.

2.79 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 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.
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2.80 Fuils-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.

2.81 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.

2.82 Most broker-dealers have automatic fail systems that generate pend-
ing files containing all unsettled securities after the trade date. As securities
are settled, they are removed from the pending files. Any unsettled trades re-
maining 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.

2.83 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
from the broker-dealer's records. A non-CNS fail-to-receive position may re-
quire 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.

2.84 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 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 de-
liver because it must then finance its receivables by other means, such as bank
loans.

2.85 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.

2.86 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 physi-
cal transfer of the securities to the banks.
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2.87 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

2.88 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).

2.89 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 ac-
count 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.

2.90 Debit money balances and short security positions that cannot im-
mediately be identified and cleared are recorded in suspense accounts. They
reflect 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 mate-
rial balances in suspense accounts should be identified and resolved on a timely
basis. This suspense account can subject a broker-dealer to off-balance sheet li-
ability 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

2.91 The books and records maintained by broker-dealers in mortgage-
backed securities (MBSs) are somewhat unique because of the requirements
for recording receipts and payments of MBS principal and interest (P&I), main-
taining records of both the original face value and amortized face value of MBSs,
recording the allocation of mortgage pools to fulfill sales commitments, and
maintaining records for trades for forward settlement when underlying pool
numbers have yet to be announced (TBA).

2.92 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.
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2.93 Monthly payments for P&I are calculated using factors; the factor
represents the percentages of each pool's original face value still outstanding.
With the increasing application of computer technology to MBSs, the P&I prob-
lems are being resolved. By interfacing with a principal paydown factor ser-
vice, a broker-dealer can automatically calculate the monthly accruals for P&I
receivables and payables. Broker-dealers can also efficiently track partial pay-
ments and nonpayments to ensure recovery of receivables.

2.94 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 amortize properly the purchased premium or
discount.

2.95 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 0.01 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 properly calculate the pools
received or delivered pursuant to the TBA transactions. Additionally, TBAs
have specific margin requirements and net capital treatment.

Government Securities

2.96 Treasury issues (with the exception of registered securities) and
many U.S. government agency securities are available in book entry form
through 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 ac-
counts. The book entry system electronically transfers government and agency
securities between accounts based on instructions from its members.

2.97 Broker-dealers use members of the system to clear and settle trans-
actions because they do not have direct access to Federal Reserve Wire Network
(Fedwire), the Federal Reserve's communication system. The broker-dealer
gives instructions to its clearing bank (a member of the Federal Reserve) for
the transfer of funds and securities. Broker-dealers that have significant ac-
tivity can make deliveries electronically through the Federal Reserve member
bank by means of a remote access unit, which their clearing bank can supply.

2.98 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 FICC, which is a subsidiary of the
DTCC. Participating government securities dealers use this net settlement sys-
tem for the clearance and settlement of government securities positions. This
net settlement system will net down settlements (including interest) for deliv-
ery through the Federal Reserve System. The GSD guarantees all transactions
that are already compared between participants. The settlement of transac-
tions for government securities is done using federal funds. Government secu-
rities normally settle as regular way trades one business day after the trade
date. They can also settle for cash (same day as the trade date) or for any mu-
tually agreed-on settlement date.
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Repos and Reverse Repos

2.99 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 secu-
rities transfers and the delivery of funds are settled over Fedwire. As noted
previously, for government securities, only members of the Federal Reserve
have direct access to Fedwire, 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, when 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. DTCC's FICC, through GSD, matches and nets repo transactions
as part of its netting process for other government securities trading activity.

2.100 Additional securities transfers or delivery of funds may be neces-
sary over Fedwire 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.

Derivative Securities®

2.101 FASB ASC 815 establishes accounting and reporting standards for
derivative instruments, including certain derivative instruments embedded in
other contracts. 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. See the "Derivatives" section of chapter 5 of
this guide for discussion of FASB ASC 815. Derivative products (such as inter-
est rate and currency swaps, swaptions, caps, and floors) involve certain unique
settlement procedures. The settlement of these products does not involve the
delivery of physical or book entry securities, but rather only cash exchanges be-
tween counterparties based on interest rates and notional or contract accounts.
Settlement procedures for interest rate swaps require the monitoring and cal-
culation 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

6 The Dodd-Frank Act divides regulatory authority over swap agreements between the Commod-
ity Futures Trading Commission (CFTC) and the SEC (with other regulators also having a role, such
as the Federal Reserve Board, which has an important role in setting capital and margin for swap en-
tities that are banks). Under the comprehensive framework for regulating swaps and security-based
swaps established in Title VII, the CFTC is given regulatory authority over swaps, the SEC is given
regulatory authority over security-based swaps, and the commissions shall jointly prescribe such reg-
ulations regarding mixed swaps as may be necessary to carry out the purposes of Title VII.10. In
addition, the SEC is given antifraud authority over, and access to information from, certain CFTC-
regulated entities regarding security-based swap agreements, which are a type of swap related to
securities over which the CFTC is given regulatory authority. In July 2012, the SEC issued Release
No. 33-9338, Further Definition of "Swap," "Security-Based Swap," and "Security-Based Swap Agree-
ment;" Mixed Swaps; Security-Based Swap Agreement Recordkeeping. This final rule further defines
the terms swap, security-based swap, and security-based swap agreement and provides further in-
formation on mixed swaps and security-based swap agreement recordkeeping. See the SEC and the
CFTC websites for more information on ongoing swap and derivative rulemaking.
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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 net-
ting agreement is in place, the counterparty may net the interest 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 interest 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 receipt from the
contract and also to calculate unrealized gain or loss on a contract.

2.102 Caps, floors, and swaptions are settled solely for cash and do not re-
quire the exchange of physical or book-entry securities. For interest rate caps,
upfront 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 mon-
itored 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
are calculated. Again, cash payments will be made in accordance with the mas-
ter swap agreement. On the interest payment date, cash payments or receipts
may be netted for counterparties that have a master netting agreement.

2.103 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 proce-
dures would apply for interest rate swaps, or the swap would terminate with
no further cash payment or receipt.

Commodity Futures and Options on Futures

2.104 The underlying commodities in the commodity futures contracts
currently 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 fi-
nancial instruments such as U.S. Treasury bills, bonds and notes, Government
National Mortgage Association securities, bank certificates of deposits, and Eu-
rodollars 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 speculating against changes in stock market prices. As previously
discussed, hedge accounting is permitted only if the requirements of FASB ASC
815 are met.

2.105 Most commodity futures contracts can be settled by taking or mak-
ing delivery of the actual underlying commodity. Futures on stock market in-
dexes 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, virtu-
ally all 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.

2.106 Clearing organization for settlement of commodity futures and op-
tion contracts. A clearing organization is affiliated with a commodity exchange
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to clear or match trades executed on that exchange. The clearing organization
that comprises clearing members prepares daily settlement reports for each
member. The reports show details of the trades cleared and the original margin
on futures or premium deposits on options separately for customer and noncus-
tomer 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.

2.107 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 computations of 1) funds segregated for customers trading
on U.S. futures exchanges, 2) funds segregated for customers en-
gaging in cleared swap transactions, and 3) funds held for cus-
tomers trading on non-U.S. futures exchanges

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

— Futures and cleared swap transactions executed for such
accounts (including the date, price, quantity, market,
commodity, and applicable settlement 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)

® Details of securities and property received as margin

® Confirmations to each customer of futures, cleared swaps, and op-
tions transactions 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
contracts and cleared swaps, 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 de-
posited 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

AAG-BRD 2.107 ©2017, AICPA



Broker-Dealer Functions, Books, and Records 53

Details of investments of customer funds

A trade register that is a record for each business day, detailing
all futures transactions, cleared swap transactions, and options on
futures transactions executed on that day

® The monthly point balance that 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)

2.108 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 clearing
organization. These positions are typically compared daily with the clearing
organization in a procedure referred to as point balancing.

2.109 Broker-dealers record an accrual for commission income for futures
and options on futures transactions on a half-turn basis (see the glossary), al-
though 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

2.110 Forward transactions (forwards) are defined as existing trade com-
mitments with settlement dates subsequent to regular-way trades (see the
"Trade-Date Versus Settlement-Date Accounting" section of chapter 5). 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) that 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 ba-
sis). See the "Derivatives" section of chapter 5 for a discussion of FASB ASC
815, which establishes the accounting and reporting standards for derivative
instruments and hedging activities.

Municipal Securities

2.111 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.

2.112 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.
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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

2.113 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 de-
positories.

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 transfer 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
sales are allowed in the trading environment, if a stock loan is a
business in that market, and what the regulatory issues relating
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.
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Options on Securities

2.114 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 transaction
and should contain all relevant information, including the type of account (cus-
tomer, firm, or market maker); whether the transaction is a put or call; whether
it is a purchase or sale; the underlying trading unit; the exercise price; the ex-
piration date; the premium per unit; and the purchasing and writing clearing
members. In addition, the clearing firm should maintain a separate P&S blot-
ter and a separate position record for all option transactions for itself and its
customers or market makers.

2.115 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

2.116 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 ef-
fective 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.

2.117 The OCC issues a daily position report that 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
issues a margin report that 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.

2.118 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.

2.119 OCC member broker-dealers clearing market-maker transactions
are required to "haircut" (see the glossary) the market-maker accounts as
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required 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 the market maker's
Rule 15¢3-1(c)(2)(X) haircut charges exceed the equity in the account. In addi-
tion, SEC Rule 15¢3-1 requires that the sum of all market-maker Rule 15¢3-
1(c)(2)(X) haircut charges not exceed 1,000 percent of the carrying broker-
dealer's net capital (the 1,000 percent test).

Reconciliation and Balancing

2.120 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.

2.121 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 deb-
its 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.

2.122 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 throu