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SEC AMENDMENTS TO FINANCIAL RESPONSIBILITY RULES FOR BROKER-DEALERS

The SEC has proposed amendments to its net capital, customer protection, books and records, and notification rules for broker-dealers under the Securities Exchange Act of 1934 (“Exchange Act”). The proposed amendments would address several emerging areas of concern regarding the financial requirements for broker-dealers and update the financial responsibility rules.

A.
Amendments to the Customer Protection Rule

The SEC customer protection rule strengthens the financial responsibility requirements for broker-dealers that carry customer assets by requiring a broker-dealer to take certain steps to protect the credit balances and securities it holds for customers, by segregating customer funds and fully paid and excess margin securities held by the firm for the accounts of customers.  This requires a broker-dealer to hold customer assets in a manner that enables their prompt return in the event of an insolvency, thereby avoid the need for a proceeding under the Securities Investor Protection Act of 1970 (“SIPA”).

The required amount of customer funds to be segregated is calculated pursuant to a formula.
  

Rule 15c3-3 also requires a broker-dealer to maintain physical possession or control of all fully paid and excess margin securities carried for customers.  This means the broker-dealer cannot lend or hypothecate these securities and must hold them itself or, as is more common, in a satisfactory control location.
  

1.
Proprietary Accounts of Broker-Dealers



The SEC proposes to require broker-dealers to treat accounts they carry for domestic and foreign broker-dealers in the same manner generally as “customer” accounts for the purposes of the reserve formula.  

2.
Banks Where Special Reserve Deposits May Be Held


The SEC proposes to exclude cash deposits at affiliate banks for the purposes of meeting customer or PAB reserve requirements and place limitations on the amount of cash a broker-dealer could maintain in a customer or PAB special reserve bank account at one unaffiliated bank.  The limitations would prevent a broker-dealer from maintaining a reserve deposit in the form of cash at a single unaffiliated bank that exceeds a percentage of the broker-dealer’s or the bank’s capital. 

3.
Expansion of the Definition of Qualified Securities to Include Certain 



Money Market Funds

The SEC proposes to ensure that qualifying money market fund share in customer reserve accounts could be redeemed quickly by the broker-dealer in financial difficulty so that customer credit balances can be returned without delay.  Therefore, “qualified securities” would include money market funds not affiliated with the broker-dealer. And the broker-dealer must agree to redeem fund shares in cash on the next business day. 

The money market fund must have an amount of net assets (assets net of liabilities that is at least ten times the value of the fund’s shares held by the broker-dealer in its customer reserve account) to prevent holding too concentrated a position in a single fund.  This proposal limits a potential redemption request by the broker-dealer to 10% or less of the fund’s assets. 

4.
Allocation of Customers’ Fully Paid and Excess Margin Securities to 



Short Positions

The SEC proposes to add an additional action with respect to retrieving securities from non-control positions when the broker-dealer needs to obtain possession or control over a specific issue and class of securities.
   The broker-dealer would be required to take prompt steps to obtain physical possession or control over securities of the same issue and class as those included on the broker-dealer’s books as a proprietary short position or as a short position for another person.  So, it would no longer be able to monetize the value of the security and use the cash for proprietary activities.

5.
Treatment of Free Credit Balances and Importation of Rule 15c3-2 



Requirements into Rule 15c3-3

i.
Treatment of Free Credit Balances

The SEC proposes to prohibit a broker-dealer from converting, investing or otherwise transferring free credit balances except if there is a specific order, authorization, or draft from the customer, and under certain other limited circumstances.

6.
Aggregate Debit Items Charge

The SEC proposes to treat broker-dealers using the alternative standard on a par with firms using the basic method and, therefore, propose lowering the debit reduction applicable to alternative standard firms. 

B.
Holding Futures Positions in a Securities Portfolio Margin Account

The Chicago Board of Options Exchange, Incorporated (“CBOE”) and the NYSE have amended their margin rules to permit broker-dealer members to compute customer margin requirements using a portfolio margin methodology (“Portfolio Margin Rules”) which  computes margin requirements based on the net market risk of all positions in an account assuming certain potential market movements. Under the Portfolio Margin Rules, a broker-dealer can combine securities and futures positions into the portfolio margin account. SIPA, however, only protects customer claims for securities and cash and specifically excludes from protection futures contracts that are not also securities.  So, the SEC proposes amendments designed to provide the protections of Rule 15c3-3 and SIPA to futures positions in a securities account under the Portfolio Margin Rules.

C.
Amendments With Respect to Securities Lending and Borrowing and 



Repurchase/Reverse Repurchase Transactions

The SEC proposes two amendments to improve regulatory oversight of securities lending and repo transactions (i) to clarify that broker-dealers providing securities lending and borrowing settlement services are generally assumed, for purposes of the rule, to be acting as principals and are subject to applicable capital deductions, unless the broker disclaims principal liability by disclosing the counterparties and obtaining written agreements from the borrower and lender stating that the broker-dealer is acting exclusively as agent and assumes no principal liability in connection with the transaction
 and (ii) if broker-dealers notify the SEC whenever the total amount of money payable against all securities loaned or subject to a repurchase agreement, or the total contract value of all securities borrowed or subject to a reverse repurchase agreement exceeds 2,500 percent of tentative net capital, excluding government securities. 

The SEC is considering whether to harmonize the net capital for securities lending and borrowing transactions with the deductions required for securities repo transactions. Securities lending and borrowing transactions are economically similar to repo transactions. 

The SEC proposes to require broker-dealers engaged in securities lending or repurchase activities to either: (1) file a notice with the SEC and their designated examining authority whenever the total money payable against all securities loaned, subject to a reverse repurchase agreement or the contract value of all securities borrowed or subject to a repurchase agreement exceeds 2500% of tentative net capital; or, alternatively, (2) file a monthly report on their securities lending and repurchase activities with their designated examining authority.

D.
Documentation of Risk Management Procedures
The SEC proposes to make it easier for regulators to access a broker-dealer’s procedures and controls and therefore to amend the books and records rules that would require certain broker-dealers to make and keep current records documenting their implemented systems of internal risk management control, notwithstanding the fact that many broker-dealers already have documented their implemented internal controls as a matter of business practice or because they are part of public companies subject to the requirements under Sarbanes-Oxley,.

E.
Amendments to the Net Capital Rule

The SEC proposes to adjust required net capital charges for broker-dealers to align the net capital requirements of affected firms with the risks Rule 15c3-1 seeks to mitigate. The amendments are relaxing existing requirements and, therefore, would not result in costs to broker-dealers. Moreover, because they seek to better match capital requirements with actual risk, they should not have an adverse impact on the financial strength of broker-dealers.

1.
Requirement to Subtract From Net Worth Certain Liabilities or 



Expenses Assumed By Third Parties and Non-Permanent Capital 



Contributions

Broker-dealers are required to maintain, at all times, a minimum amount of net capital. The rule generally defines “net capital” as a broker-dealer’s net worth (assets minus liabilities), plus certain subordinated liabilities, less certain assets that are not readily convertible into cash (e.g., fixed assets), and less a percentage (haircut) of certain other liquid assets (e.g., securities).
  Broker-dealers are required to calculate net worth using generally accepted accounting principles.

Some broker-dealers are excluding from their calculations of net worth certain liabilities that relate directly to expenses or debts incurred by the broker-dealer.

So, the SEC proposes to require a broker-dealer to adjust its net worth when calculating net capital by including any liabilities that are assumed by a third-party if the broker-dealer cannot demonstrate that the third-party has the resources independent of the broker-dealer’s income and assets to pay the liabilities. 

To avoid broker-dealers receiving capital contributions from individual investors that are subsequently withdrawn after a short period of time (often less than a year), the SEC proposes to  require a broker-dealer to treat as a liability any capital that is contributed under an agreement giving the investor the option to withdraw it and any capital contribution that is intended to be withdrawn within a year unless the broker-dealer receives permission in writing from its designated examining authority.
  

Under Rule 15c3-3, a broker-dealer is required to include as a “credit” item in the customer reserve formula the amount of any loan it receives that is collateralized by securities carried for the accounts of customers.
  The credit item is intended to ensure that funds obtained through the use of customer securities are deployed to support customer transactions (e.g., to make margin loans) and not used in the broker-dealer’s proprietary business.

The SEC requests comment on how third-party liens against customer fully paid securities carried by a broker-dealer should be treated under the financial responsibility rules, (e.g., the broker-dealer might (1) include the amount of the customer’s obligation to the third-party as a credit item in the reserve formula; (2) move the securities subject to the lien into a separate pledge account in the name of the pledgee or pledges; or (3) record on its books and records and disclose to the customer the existence of the lien, identity of the pledgee(s), obligation of the customer, and amount of securities subject to the lien?)

2.
Requirement to Deduct the Amount a Fidelity Bond Deductible 



Exceeds SRO Limits

The SEC proposes a broker-dealer deduct, with regard to fidelity bonding requirements prescribed by a broker-dealer’s examining authority, the excess of any deductible amount over the maximum deductible amount permitted to calculate net capital. 

3.
Broker-Dealer Solvency Requirement

The SEC proposes to require a broker-dealer to cease its securities business activities if certain insolvency events occur. 

� Under the formula, the broker-dealer adds up various credit and debit line items. The credit items include cash balances in customer accounts and funds obtained through the use of customer securities. The debit items include money owed by customers (e.g., from margin lending), securities borrowed by the broker-dealer to effectuate customer short sales, and required margin posted to certain clearing agencies as a consequence of customer securities transactions. If, under the formula, customer credit items exceed customer debit items, the broker-dealer must maintain cash or qualified securities in that net amount in a “Special Reserve Bank Account for the Exclusive Benefit of Customers.” This account must be segregated from any other bank account of the broker-dealer. Generally, a broker-dealer with a deposit requirement of $1 million or more computes its reserve requirement on a weekly basis as of the close of the last business day of the week (usually Friday).  The weekly calculation determines the required minimum balance the broker-dealer must maintain in the reserve account.


� In order to meet the possession or control requirement, a broker-dealer must determine on a daily basis the amount of customer fully paid and excess margin securities (by issuer and class) it holds for customers.  It then compares that amount with the amount of securities it holds free of lien in its own possession or at one of the satisfactory control locations. If a shortfall exists, the firm must take certain actions under the rule.�  The actions include: removing liens on securities collateralizing a bank loan; recalling securities loaned to a bank or clearing corporation; buying-in securities that have been failed to receive over thirty days; or buying-in securities receivable as a result of dividends, stock splits or similar distributions that are outstanding over forty-five days. 


� Current paragraph (d)(4) of Rule 15c3-3 would be re-designated as paragraph (d)(5).


� Standard master securities loan agreements (including the annexes thereto) commonly used by the parties to a securities lending transaction contain similar provisions for establishing agent (as opposed to principal) status in a securities lending and borrowing transaction. See, e.g., 2000 Master Securities Loan Agreement, Annex I, published by The Bond Market Association.


� See 17 CFR 240.15c3-1(c)(2).


� These requirements would not apply to withdrawals covered by paragraph (e)(4)(iii) of Rule 15c3-1, namely, withdrawals used to make tax payments or to pay reasonable compensation to partners. These types of payments are ordinary business expenditures and do not raise the types of concerns the proposed rule is designed to address.


� 17 CFR 240.15c3-3a, Item 2. A broker-dealer may finance margin loans to its customers by obtaining a bank loan that is secured by the customers’ securities, which – because they are not “excess margin securities” – do not have to be in the control of the broker-dealer under Rule 15c3-3(b).
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