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Chapter 1
The Securities Industry

1.01 The securities industry plays an important role in the growth of
global business by providing accessible markets for initial and secondary of-
ferings, as well as subsequent purchases and sales of securities. Investments
have broadened public access to securities investing and enhanced the diversity
of financial products. Through efficient financial markets, the industry makes
it possible for business entities and governmental agencies that need to raise
capital to connect 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 (broke=-dealer's) own ac-
counts, market-making, and designated market maker (formerly known as spe-
cialist) activities. The securities industry also aids the 1isi: mitigation process
through a variety of transactions, products (such as tetares, forwards, swaps,
and options), and techniques.

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

® Broker-dealers

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

® (learing organizations and depositories

® Transfer ageauis and registrars

®  Qualified custodians

® Reguiutery agencies
Broker-Deaiers

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 and in May
2018, the president signed a bill that further scales 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 fis-
cal years ending on or after June 1, 2014. In conjunction with these changes,
the PCAOB issued AS 2701, Auditing Supplemental Information Accompany-
ing Audited Financial Statements,? and two attestation standards, Attestation
Standard No. 1, Examination Engagements Regarding Compliance Reports of
Brokers and Dealers and Attestation Standard No. 2, Review Engagements Re-
garding Exemption Reports of Brokers and Dealers.? 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, markups from dealer prices, or the speculative profit or loss from mar-
ket fluctuations. Many firms are known as broker-dealers because they act in
both capacities. The range of their activities can extend far beyoi:d those de-
scribed previously. For example, many broker-dealers provide financial services
including:

® Underwriting, or participating in the underwyriting of, publicly of-
fered securities
Assisting in the private placement of s<curities
Providing investment research ana advice
Developing new financial prodac:s, including derivative products

Providing a source of markeu ligquidity (market makers and desig-
nated market makers) ana 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

® Accomrdating international investing, including U.S. invest-
ment: 1 foreign markets and the investment activity of foreign
investors in the U.S. markets

® Extending credit to customers who have bought securities on mar-
gin and to 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)

2 All AS sections can be found in PCAOB Standards and Related Rules.
3 All Attestation Standards can be found in PCAOB Standards and Related Rules.
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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
"introduce" their customers' business — on an omnibus or a fully disclosed
basis — to a clearing broker-dealer. Broker-dealers may clear or carry their
own customer 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 buy-
outs, arbitrage, direct private placements, mergers and acquisitions, customer
discretionary accounts, or industry-specific research.

Discount Brokers

1.08 On May 1, 1975, fixed commission rates-an securities transactions
were abolished. With fully negotiated commissiona, the discount broker as-
sumed a role in the securities markets. Discount vrokers generally charge lower
commissions than full-service broker-dealerz¢nd provide fewer services. For
example, they frequently provide no resza:ch support or little, if any, invest-
ment advice. Due to technological advaress and the growth and popularity of
the internet, the major discount broke:-dealers typically have their customers
place securities transactions or ot!'e1wise manage their brokerage accounts via
websites, or mobile devices, rather.than through a registered representative.

Investment Bankers

1.09 Investment bunkers are broker-dealers who assist in bringing new
securities to the invesuving 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 ‘o 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
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4 Brokers and Dealers in Securities

® Arranges for the efficient distribution of the new issue

® 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 instituticus 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 closirig ¢¥ a transaction.

1.13 The Jumpstart Our Business Startups Az: (JOBS Act) was enacted
on April 5,2012, with the purpose of stimulating ¢ 12 growth of small to midsized
companies by making it easier for startup and emerging growth companies to
raise capital, by easing various securities v=gulations, and to meet regulatory
reporting requirements, including extendiig 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 Regulaticia 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 securitics annually. See chapter 3, "Regulatory Consid-
erations," for additional infermation.

1.14 In recent yveers, 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 com-
pared to the last several decades which, is largely due to costs associated with
regulatory compliance, market volatility, the availability of cheaper funding al-
ternatives, 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 information
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The Securities Industry 5

and analysis helpful in the formulation and implementation of monetary pol-
icy. In addition to complying with the rules and regulations promulgated by the
SEC pursuant to 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 des-
ignated market maker provides for a fair and 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 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;se‘tles the money related to
the trades, arranges for the book entry (or phvsice 1 movement) of the securi-
ties, and shares responsibility with the introd«cing brokers for compliance with
regulatory requirements. See paragraph 1 f4 fr a discussion of the delivery of
securities.

Carrying Brokers

1.18 A carrying broker is a brorer-dealer that holds customer accounts for
introducing broker-dealers. Tyrically, this type of firm is also a clearing firm for
those introducing firms. A-carying broker-dealer is responsible for performing
the customer reserve corijutation 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 Brol-ers

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
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6 Brokers and Dealers in Securities

through which two parties exchange financial instruments typically involving
cash based on notional amounts. Each cash flow comprises one leg of the swap.
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-bascd swap dealer;
® Making markets in swaps or security-based swaps;

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

® Engagingin activities that cause eri:self to be commonly known in
the trade as a dealer or market-:aker in swaps or security-based
swaps.

Introducing Brokers

1.22 An introducing brokeris a broker-dealer firm that accepts customer
orders but elects to clear the oraers through a clearing broker. In this arrange-
ment, the introducing brokei 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 introduciag broker and usually maintains detailed customer
records. Essentiall; 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
buyers and sellers. Brokers' brokers commonly deal in U.S. treasury, munici-
pal, 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 inacgendent financial advisers
with front, middle, and back office support ir: tecnnology, clearing and settle-
ment, compliance services, training, and research. Independent broker-dealers
offer its services to financial advisers operaiing as self-employed business own-
ers and are classified for tax purposes s :izdependent 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 platfirms.

The Financial Markets

1.26 Fina.:ci=1 markets comprise many types of participants, both domes-
tic and foreigy, 10 which securities are bought and sold. International financial
markets continue to grow and gain 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 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 and directly negotiate a trade or whether the
counterparty is approached through an intermediary. The intermediary may
be an agent who conducts a search for a counterparty (either an individual or
institution) to buy or sell a particular security, may complete the transaction by
trading with dealers who hold themselves out as willing to buy and sell (such
as in OTC markets), or may transact directly against the orders of other po-
tential 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 establizhed to facili-
tate trading of securities or commodities. A securities exchange 1 an exchange
market that provides trading facilities for stocks, bonds, or opiions. Exchange
markets are generally characterized as auction places.where bids and offers
are directed and executed by brokers or designated marizct makers.

1.30 Transactions in securities executed on an czchange are normally ini-
tiated by a customer communicating with a resictered representative (sales-
person or account executive) of a broker-dealer o request a specified number
of shares of a particular security be bought vr'sold at a stated price or the cur-
rent market price. The order is usually ¢orrinunicated 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 trarcaciions executed on an exchange may be in
round lots (units of trading, norma'ly 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 1s conveyed to the floor of the exchange, it is given
by the floor clerk to a floo: trader, who will attempt to execute it. If the broker-
dealer is not a memkba1oi'the particular exchange, the order is relayed to a cor-
respondent broker wi.o 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, equities markets have become increasingly frag-
mented where shares trade on multiple exchanges and alternative trading

4 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.
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venues. For example, the New York Stock Exchange's (NYSE) share of trading
in its listed stocks has declined over the last several years. There are advan-
tages and disadvantages to market fragmentation. The May 2010 "flash crash"
demonstrates issues with fragmentation as high frequency traders and com-
plex computer algorithms 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 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 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 cowsipanies are traded in the
OTC market between dealers who make mai%eis acting as principals or bro-
kers for customers.

1.36 The OTC market is not a lecation; rather, it is a communications
network linking those dealers that =2k markets in securities generally not
listed on exchanges. The OTC maxsiet is regulated by the Financial Industry
Regulatory Authority (FINRA)..Ari-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 maiks 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-.sa'e transaction with a customer or another broker-dealer.
Acting as a dealei;no commission is charged; instead, the broker-dealer realizes
a profit or lo:s vased 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 exzhunge. Those
who subscribe to ECNs (generally, institutional investors, broier-dealers, and
market-makers) can place trades directly on the ECN, typical'y using limit or-
ders. ECNs post orders on their system for other subscri%ers to view. The ECN
will then automatically match orders for execution. If & silvscriber 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 seli-0rder comes in. If the order
is placed through an ECN during regular tradir.g hours, an ECN that cannot
find a match may send the order to another narket center (for example, the
NYSE or NASDAQ) for execution.

1.43 The benefits investors get frois trading with an ECN include speed;
trading after hours; real-time disnlay of orders (whereas on the NYSE, most
investors are limited to viewing tt.e 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 im-
portant 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.

Certain Rebates Received From Securities Exchanges and
Other Broker Dealers

1.47 Broker-dealers perform various business activities in the primary
and secondary securities markets, often interacting with securities exchanges
and/or other broker dealers (for example, ECNs) to facilitate transactions on
behalf of customers (agency trading), for their own accounts (proprietary trad-
ing), acting as a designated market maker and liquidity provider for certain
specified securities.

1.48 Securities exchanges and other broker dealers (for example, ECN’s)
may charge fees or may offer financial incentives to certain participating
broker-dealers. Rebates and fees are often based on specified conditions and
criteria (for example, volume thresholds and tiered rebate cutes). The following
are the two main pricing model structures:

1. Maker-taker model. The maker-taker fee 1:sdel is a pricing struc-
ture in which a market generally pays its members a per-share re-
bate to provide (that is, make) liquiaity 1n securities and assesses
its members a fee for removing (“h<+ 1s, taking) liquidity.®

2. Payment for order flow model.-T yattract orders from brokers, some
exchanges or market-makeis will charge a fee up to a certain vol-
ume threshold and, once ti.c volume exceed that threshold, will pay
a broker's firm for roufing orders to them.®

Clearing Organizatic:s and Depositories

1.49 After orders iri securities are executed, whether on an exchange or
in the OTC market, the transactions are compared, cleared, and settled. Com-
parison occurs wlien ‘broker-dealers or their agents exchange their trade in-
formation (security, number of units, and price) to confirm the existence of a
contract and match the buy and sell sides of the trade. Clearance is the process
of accounting for compared trades in terms of the trading parties' obligations
to pay money and deliver securities. Settlement is the process of exchanging
the money for securities (that is, delivery and payment) that consummates the
transaction. In the U.S. equity and corporate markets, settlement has histor-
ically occurred three business days after the trade. Under 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 settle-
ment 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").” Trade
comparison, clearance, and settlement are aspects of posttrade processing.

5 For more information, visit www.sec.gov/spotlight/emsac/memo-maker-taker-fees-on-equities-
exchanges.pdf.

6 For more information, visit www.sec.gov/fast-answers/answerspayordfhtm.html.

7 The effective date of this release was May 30, 2017, and the compliance date was September 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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1.50 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.

1.51 Most U.S. government and agency security trancactions clear
through the use of the book entry safekeeping system maintainea by the Fed-
eral Reserve Bank of New York. The 12 district Federal Reszrve Banks operate
a securities transfer system that permits these securities*o pe transferred be-
tween the book entry safekeeping accounts.

1.52 The Fixed Income Clearing Corporation ‘FICC) provides clearing
for fixed income securities, including U.S. Treos vy securities and mortgage
backed securities. FICC was created in 2002 to handle fixed income transac-
tion processing, integrating the Governmer.t Securities Clearing Corporation
and the Mortgage-Backed Securities Cicaring 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. Varticipants in this market include mortgage
originators, government-sponzored enterprises, registered broker-dealers, in-
stitutional investors, investmeat managers, mutual funds, commercial banks,
insurance companies, and other financial institutions.

1.53 Settlement ofsccurities 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).

1.54 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 ac-
count) at a securities depository where the securities certificates are immobi-
lized and where broker-dealers hold the certificates in the street name for their

AAG-BRD 1.50 ©2019, AICPA



The Securities Industry

customers. 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 securi-
ties certificates in physical form or maintaining electronic records of book entry
securities holdings for their customers, mainly financial institutions.

1.55 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

1.56 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.

1.57 The transfer function includes canceling old certificates properly pre-
sented and endorsed in good deliverable form (which usuzlly includes a signa-
ture guarantee), making appropriate adjustments in tt.e ‘ssuer'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. Tran:fer agents also review legal
documents to ensure they are complete and ir pecfect order before transferring
the securities. If the legal documents are incor nlete, the transfer agent either
will notify the presenter the documents are incomplete and hold the old certifi-
cate and accompanying documentation tniil the presenter sends the transfer
agent the proper documents or will rej< -t the transfer and return the securities.

1.58 For mutual funds, transi=r agents enter the amount of securities pur-
chased by a shareholder on tke issuer's books and redeem (liquidate) shares
upon receipt of the customer': viritten or wire request. Transfer agents, as part
of their transfer function, wa21ntain records of the name and address of each se-
curity holder, the amcunt, of securities owned by each security holder, the cer-
tificate numbers corr=svonding to a security holder's position, the issue date
of the security certificate, and the cancellation date of the security certificate.
Many transfer:agernts also act as paying agents for cash dividends and the dis-
tribution of s‘ock dividends and stock splits.

1.59 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 the issuance of securities
will not exceed the authorized number of shares in an issue and that the num-
ber 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

1.60 Regulatory environments differ from country to country, and the free-
dom of entry into the marketplace likewise varies depending on local regula-
tion. In the United States, the 1934 Act provides for the regulation of securities
transactions after the securities are initially distributed to public investors in
an underwriting. The 1934 Act established the SEC that, among other things,
is authorized to promulgate and enforce rules governing the regulation of
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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 organizations,
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 autkorized the cre-
ation of registered futures associations, giving the futures industy the opportu-
nity to create a nationwide, self-regulatory organization. Th= MNational Futures
Association (NFA), which began operations in 1982, is the s¢lf-regulatory orga-
nization for the U.S. derivatives industry, including exchange-traded futures,
retail off-exchange foreign currency, and OTC derivatives.

1.61 Since its adoption, the 1934 Act has L<2n amended to include virtu-
ally all participants in the securities markets and an ever-increasing range of
securities-related activities. Originally, tie scope of the 1934 Act was limited
to the regulation of exchanges, membe.s of exchanges, and trading in securi-
ties listed on exchanges. The Malonev Act of 1938 amended the 1934 Act to
cover the OTC markets. The Malor.ey Act of 1938 also established the National
Association of Securities Dealeis {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 th# public in the United States.

1.62 In 1975, tie 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
of 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.

1.63 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
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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 STPC 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.

Business Activities

Brokerage

1.64 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 (Federai Reserve), and the
self-regulatory organizations. Although the specific defin:vion 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 definitioq, wacluding broker-dealers, mu-
nicipal securities dealers, and government sezaities broker-dealers. It also ex-
cludes general partners, directors, and priicipal officers of the broker-dealer
and any other person to the extent that-p-rson has a claim for property or funds
which by contract, agreement or unde: standing, or by operation of law, is part
of the capital of the broker-dealer o1 is subordinated to the claims of creditors
of the broker-dealer.

1.65 Broker-dealers regularly finance the transactions of their customers.
The initial extension of credic by broker-dealers is governed by Federal Reserve
Regulation T (Regulation 1) of the Federal Reserve System. Regulation T clas-
sifies transactions_inio specifically defined accounts. Most transactions with
customers are deo1.e 'n cash or margin accounts.

1.66 Cach 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.

1.67 Ifa customer sells securities, the customer must promptly deliver the
certificates to the broker-dealer. Either the proceeds of a sale will be credited to
the customer's account on the settlement date, or if requested, a check will be
mailed to the customer. In general, under SEC Rule 15¢3-3, if the broker-dealer
does not receive the securities sold within 10 business days of the settlement
date, the broker-dealer is required to close the transaction with the customer
by purchasing securities of like kind and quantity. Again, the broker-dealer will
hold the customer responsible for any resulting loss.
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1.68 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.

1.69 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.

1.70 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 satis‘y the required
margin. Broker-dealers also have self-imposed margin requirements that are
generally more stringent than the Federal Reserve Systen or self-regulatory
organization requirements.

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

1.72 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.

Firm Trading

1.73 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 securities in
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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.

1.74 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.

1.75 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.

1.76 Program trading. Program trading is a term wsea to describe the
simultaneous buying and selling of a large number of dijterent stocks based
on their perceived correlation. Program trading may eacompass several index-
related trading strategies, including hedging, inde:" a-bitrage, and portfolio in-
surance. Program trades are often accomplishec through an exchange's high-
speed order system. By using a high-speed cider system, program trades can
be carried out in a matter of minutes. Propirar: trading enables institutions to
make broad changes in their portfolios ana thus facilitates index arbitrage. In-
dex arbitrage combines the buying an selling of stocks with offsetting trades
in stock index futures or options.

1.77 Algorithmic trading. Algorithmic trading, also called automated trad-
ing, black-box trading, or alge irading, is the use of electronic platforms for en-
tering trading orders witk aa algorithm which executes pre-programmed trad-
ing instructions whos=-variables may include timing, price, or quantity of the
order, or in many casus the order is initiated electronically, without human in-
tervention. Algoriitimic trading is widely used by investment banks, pension
funds, mutual #1105 and other buy-side (investor-driven) institutional traders,
to divide larg” trades into several smaller trades to manage market impact and
risk. Broker-dealers and some hedge funds, provide liquidity to the market by
generating and executing orders automatically. A special class of algorithmic
trading is high-frequency trading, which is often most profitable during peri-
ods of high market volatility.

1.78 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
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).
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1.79 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.

1.80 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.

1.81 Delayed delivery. A delayed delivery transaction is'a transaction in
which both parties to the trade agree on a deferred settleineat. Delayed delivery
transactions are purchases or sales of securities si=iler in most respects to
regular-way transactions (normal settlement) excert that, by agreement, the
date of consummation or settlement is extended.

1.82 Hedging. Hedging instruments aria vcchniques have been developed
by broker-dealers to offset or minimize ‘he risk of losses that an enterprise
may be exposed to because of the effect uf 1 rice changes on its assets, liabilities,
or future commitments. Hedging instruiments and techniques were developed
in response to the volatility of interest rates, securities and commodity prices,
and foreign exchange rates. Tlicve instruments may be used for speculative
purposes, as well as hedgirig. 'Tie more common hedging instruments used as
risk management tools include futures contracts; forward contracts; options;
interest rate caps, floors, and collars; and swaps.

1.83 Futures and jorward 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.

1.84 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.

1.85 The credit risk associated with a futures contract is generally less
than it is for forward contracts because of the protections afforded by the
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exchange 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.

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

1.87 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 t¢ the commodities
clearing obligations of the failed member firm to the other clearing member
firms).

1.88 Options. An option contract conveys a.1ight, but not an obligation,
to buy or sell a specified number of units of a-fmnzncial instrument at a spe-
cific price per unit within a specified time pzr:ad. The instrument underlying
the option may be a security; futures cont-act (for example, an interest rate
option); commodity; currency; or cash irst-ument. Options may be bought or
sold on organized exchanges or OTC.on a principal-to-principal basis or may
be individually negotiated. A call opricn gives the holder the right, but not the
obligation, to buy the underlying inscrument. A put option gives the holder the
right, but not the obligation, to sell the underlying instrument. The price at
which the underlying instriiraent 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.

1.89 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.

1.90 After the initial exchange of the premium, the writer of the option is
not at risk to a counterparty's default because the buyer is no longer obligated
to perform. The buyer of the option, however, is exposed to the writer's ability to
perform. The risk of counterparty default can be reduced by trading through an
exchange because the clearing organization of the exchange acts as guarantor
for the option contracts.

1.91 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.
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1.92 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.

1.93 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 f~om favorable
changes in interest rates.

1.94 As with an option, the writer of a cap or floor hes'no risk of coun-
terparty default unless the cap or floor fee (premium) s paid over the life of
the cap or floor arrangement. The buyer, in contrast, inicurs counterparty credit
risk because the third party may not fulfill its oblig~tion.

1.95 The buyer of the interest rate cap can 'ower the fee paid in advance
to the writer by writing a floor (minimum leveiof a floating rate) on the trans-
action. If the floating rate goes below th+ fivor, 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 koth a cap and floor for interest rates is
referred to as a collar.

1.96 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 associat=u with a loan or bond borrowing from one interest rate
base (fixed term or flvating rate) or currency denomination to another (across
markets).

1.97 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
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.

1.98 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

8 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 77 FR 48208, Further Definition of "Swap," "Security-Based Swap," and
"Security-Based Swap Agreement"; Mixed Swaps; Security-Based Swap Agreement Recordkeeping.
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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.

1.99 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.

1.100 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 ex<hange risk on the
principal and interest.

1.101 The contractual or notional amounts releteilto interest rate and
currency swaps do not indicate the risk of default s the counterparty. Risk of
default varies with the financial strength of the cosnterparties. Further, the
amount at risk at a point in time is limited ta tix¢ unrealized gain and varies
with market conditions. Additional credit protection may be provided through
use of an intermediary who guarantees t!.> payment streams by providing a
backup letter of credit, collateral, or sciii~ sther support arrangement. In addi-
tion, in 2016 the CFTC adopted final 1 :gulations 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 raitigate the risks resulting from a counterparty
default.

1.102 Asset securiication. Asset securitization is the process of convert-
ing receivables and other assets that are not readily marketable into securi-
ties that can be p!aced and traded in capital markets. Assets that have been
securitized ine'ude residential mortgages; commercial mortgages; agency secu-
rities (including those of Government National Mortgage Association [Ginnie
Mae], Federal National Mortgage Association [Fannie Mae], and the Federal
Home Loan Mortgage Corporation [Freddie Mac]); consumer receivables (credit
card loans and home equity loans); retail installment loans (automobile, recre-
ational vehicle, and mobile home); time-share mortgage loans; trade receiv-
ables; insurance-policy-related receivables; leases (equipment, operating, and
automobile); student loans; high-yield corporate bonds; and federal assets.

1.103 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

9 See footnote 8.
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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.

1.104 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.

1.105 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.

1.106 Securitization often allows the holder of assets to raise funds at
a lower rate than the cost of general obligation borrowingt. iree up capital
through off-balance sheet financing, reduce interest rate and credit risk, limit
loss exposure, and gain access to nontraditional fundin¢ scurces.

1.107 Mutual funds, insurance companies, pzi.sion funds, banks, thrifts,
retail investors, and diverse other foreign and domestic investors participate
in the mortgage- and asset-backed securities morket. New investment instru-
ments, flexible payment terms, investment-gra e credit quality, various degrees
of liquidity, and reduced event risk are atvong the benefits offered by these se-
curities. The market risks affecting the:e securities include interest rate risk,
prepayment risk, and varying degi=es ot 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.

1.108 Credit derivative:. Credit derivative refers to various instruments
and techniques designed to separate and then transfer the credit risk, or
the risk of an event ol acfault of a corporate or sovereign borrower, transfer-
ring it to an entit;’ ¢*ier than the lender or debt holder. An unfunded credit
derivative is one where credit protection is bought and sold between bilateral
counterparties 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 Associ-
ation 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
techniques, 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.

1.109 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
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in the foreign location. Some ADRs are listed on the NYSE, and many others
trade in the OTC market.

Investment Banking

1.110 Many broker-dealers are engaged in providing investment bank-
ing services to their customers. These services typically include raising capital
through the public offering or private placement of securities. In addition, these
broker-dealers counsel companies in the management of their money and ad-
vise companies about corporate structuring opportunities.

1.111 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 reseil the securities to
the public at a slightly higher price. The underwriting griouy 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 thers is a commitment to buy
the securities if called on.

1.112 Underwriting subjects the brokei-dealer to substantial risks. A
broker-dealer underwriting securities or a tirm-commitment basis is required
to buy a portion of the positions offevec. 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 liabl= tc.the purchasers of the securities under the
1933 Act. The statute holds all persons (including underwriters) connected with
aregistration statement responsible for any material misstatements contained
in the registration statemernc. An underwriting also exposes the broker-dealer
to the risk that its custeiners or other group members who had committed to
buy the securities being underwritten may refuse to honor the transactions.

1.113 Becauss the value of a new issue of securities and the liability for
successful merketing 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.

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

1.115 Aduvisory 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
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about mutual fund assets and the distribution and maintenance of mutual fund
shares.

1.116 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 s=curities to be
offered and to assist in structuring the placement to enhanve marketability.
Because private placements are usually conducted on a best-etforts, agency ba-
sis by a broker-dealer, maximum consideration is norma'iy given to locating an
investor or a relatively small group of investors whose investment objectives
closely parallel the expectations of the issuer.

1.117 The SEC adopted Rule 144A1° to Hruvide a safe-harbor exemption
from the registration requirements of the 1933 Act for the resale of private
placements when the resale is made to 2 qualified institutional buyer. Broker-
dealers can qualify as institutional bujers if they own and invest on a dis-
cretionary basis at least $10 millio:iin 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

1.118 Broker-de:lers 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.

1.119 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

10 Tn 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
related 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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or uncommitted basis depending on the credit strength of the broker-dealer.
Bank loans can also be provided on an unsecured basis.

1.120 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.

1.121 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 fer financing broker-
dealers' operations. Securities lending is usually conducted tiirough open-ended
"loan" agreements that may be terminated on short noti-e by the lender or bor-
rower. Securities lending is generally collateralized by vash, although securities
or letters of credit may also be used as collateral. T'he nature of these transac-
tions is generally governed by Regulation T.

1.122 Each stock loan is initially colleteralized at a predetermined mar-
gin that is slightly in excess of the value ot the securities loaned. If the fair
value of the security falls below an accerstable level during the time a loan is
outstanding, the borrower of the sec:ir'y requests the return of the excess cash
collateral. If the value of the secuiity rises, the lender of the security generally
requests additional cash collata1al to cover potential exposure to credit risk.

1.123 When a stock Ivan 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 tu tie cash lender based on the principal amounts out-
standing. Such fee< ave generally calculated at a rate lower than the broker-
dealer's call rate: «und they fluctuate based on the availability of the particular
securities loanad 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.

1.124 Repos or reverse repos. According to the FASB Accounting Standards
Codification (ASC) Master Glossary, a repurchase agreement accounted for as
a collateralized borrowing (repo agreement) refers to a transaction in which
a seller-borrower of securities sells those securities to a buyer-lender with an
agreement to repurchase them at a stated price plus interest at a specified
date or in specified circumstances. A repurchase agreement accounted for as
a collateralized borrowing is a repo that does not qualify for sale accounting
under FASB 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.

1.125 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
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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.

1.126 As defined in the FASB ASC Master Glossary, a reverse repurchase
agreement 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 speci-
fied circumstances. The receivable under a reverse repurchase agreement ac-
counted for as a collateralized borrowing refers to the amount due from the
seller-borrower for the repurchase of the securities from the buyer-lender.

1.127 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.

1.128 Government bond dealers that have large inventoriex o be financed
find it advantageous to execute repos with institutional investors because a re-
purchase transaction usually has a lower interest rate tlian the interest rate
charged by a bank, and they can finance a greater percéniage of their collateral.
By using repos, buyers are able, with negligible m:rkzt risk, to earn interest
on their balances. The principal risk to the buy=riis tae 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 co'iateral is an important determi-
nant of the credit risk of a repo transacticn. 'There are three kinds of custodial
arrangements relating to repo transacions: triparty repos, deliver-out repos,
and hold-in-custody repos.

1.129 In a triparty repo, aa ‘ndependent 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 interescts of both counterparties and is involved in trans-
ferring funds and seci.v1:ics 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.

1.130 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 interest
charged on the repos and the interest earned on the reverse repos. See chapter
5, "Accounting Standards," and chapter 6, "Financial Statement Presentation
and Classification," for additional information.

Other Activities

1.131 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
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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.

1.132 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.

1.133 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.

1.134 Broker-dealers may act as agents to offer their castomers the oppor-
tunity to invest in investment company shares. Brokers =uct as agents for their
customers by placing or redeeming orders with mutual tunds. Orders with mu-
tual funds are placed in the customers' names through the shareholders' servic-
ing agent that keeps records of individual shar > ownership, including additions
for the reinvestment of dividends and capitai gains. The broker-dealer's finan-
cial involvement with mutual funds may e .imited to the receipt of commission
checks if orders are placed with funds tr.at charge commissions.

1.135 Unit investment trusts. i it investment trust (UIT) registered un-
der the Investment Company Act it 1940 is a pool of securities fixed at the
date of origination in which au iavestor holds an interest. Because it is not a
managed investment vehicis; a UIT appeals to investors who, though desiring
diversification, do not seck active professional investment advice. A UIT differs
from a mutual fund in theat it has a fixed termination date, roughly correspond-
ing to the maturitics ot the securities in its portfolio. In addition, a UIT does
not have a boarc o d.rectors 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.

1.136 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
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.

1.137 Foreign exchange. The trading of currencies and bank deposits de-
nominated in various currencies takes place in the foreign exchange market.
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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.

1.138 Soft-dollar arrangements. The FASB ASC Master 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 that
customer.

1.139 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 morey manager,
or the money manager's client, trades. The broker uses a part of *he commission
(soft-dollars) to pay the research firm on behalf of the money nanager. 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 wore first used, some
brokers and money managers have used soft-dollars-1n cover transactions not
associated with research. These types of transactior:s are governed by Section
28(e) of the 1934 Act that allows the paying o1'a biokerage commission if the
manager determines in good faith that the con. m'ssion is reasonable in relation
to the value of the brokerage and research.<ervices received.

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

1.141 The fintech revolution has also led to the advent of "robo-advisers."
Robo-advisers 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 adviser. The software utilizes its algorithms to automatically allocate,
manage and optimize clients' assets.

1.142 Equity crowdfunding. The online offering of private company secu-
rities to a group of people for investment is referred to as "equity crowdfund-
ing, crowdinvesting, investment crowdfunding, or crowd equity." Because eq-
uity crowdfunding involves investment into a commercial enterprise, it is often
subject to securities and financial regulation. Equity crowdfunding is a mech-
anism 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.

1.143 The advance of blockchain technology has facilitated the emergence
of anew kind of asset — digital assets, assets in digitized form that are recorded
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and stored on a distributed ledger.!! Blockchain technology utilizes a combina-
tion of cryptography and various incentive mechanisms to secure transactions
and data, control and delineate the creation of additional units, and to verify
a complete audit trail of all digital asset movements. It provides the ability for
individuals or entities to maintain control of digital assets in a decentralized
manner that lacks a central point of failure or attack.

1.144 Digital assets are also referred to as cryptocurrencies, such as Bit-
coin, which constitute the first use-case of blockchain technology by decentral-
izing the transfer of value. The technology has continued to grow at a rapid
pace to provide many more compelling enterprise, government, and retail use-
cases. Digital assets are stored on the blockchain, but compatible digital wallets
provide the access rights to move digital assets across a blockchain. Common
wallets include web or mobile wallets, paper wallets, and hardware wallets that
can be used with an online or offline computer, depending on the desired secu-
rity and liquidity.!2

11 FINRA Regulatory Notice 18-20 encourages firms to notify FINRA if they engage in activities
related to digital assets. The full notice is available at www.finra.org/industry/notices/18-20.

12 The Stockbrokerage and Investment Banking Expert Panel is monitoring activities related to
digital currencies. See the "Expert Panel Projects" section of the web page located at https://www.aicpa
.org/interestareas/frc/industryinsights/expert-panel-stockbrokerage-and-investment-banking.html.
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