05 Record Keeping

You will understand why proper records and documentation are important to the securities firm as a whole.

LESSON OBJECTIVES

· Assess the importance of proper record keeping. 

· Determine the reasons for legal/industry regulation of record keeping. 

· Evaluate case studies and determine applicable rules and regulations. 

· interpret proposed SEC rule changes.

BACKGROUND

This lesson addresses the importance of proper record keeping in a securities firm (except that New Account forms and other documentation relevant to the sale of securities are covered in the unit on securities sales). The Operations division of a securities firm will likely have primary responsibility for the major part of the record-keeping requirements discussed in this lesson. 

You will understand that firms are subject to legal requirements of documentation, specifically through the rules and regulations of the Securities and Exchange Commission (SEC), the securities exchanges, and industry associations. They will also see that proper recording and documentation make good business sense, both in terms of keeping track of transactions, and in terms of customer satisfaction. 

SPRINGBOARD

It’s the last day of the semester and your history teacher is giving out final grades. You got at least 84% on every test and quiz, and a B or better on every research paper. But when your report card comes, it shows a final grade of D. You tell the teacher that this must be a mistake. The teacher says that his lesson book shows that you got C’s and D’s on all your work, but he offers to review his notes if you can show him your exams and papers on which he marked the higher grades. How could you defend yourself from receiving an incorrect grade on your transcript?

LESSON DEVELOPMENT

Without any “proof” of the teacher’s mistake, it might be hard for you to correct your transcript. If you can’t show where the teacher marked higher grades, you may not be able to change the teacher’s mind. How many of you keep all your graded exams and homework assignments?

>>>> Does the scenario we just discussed change your attitude about keeping a record of your grades?

>>>> Securities firms have two distinct but closely related obligations with respect to keeping records and documentation. They are required by law to keep certain records, and they must also do so for the sake of customer satisfaction and good business practice. Let’s start by looking at legal requirements.

Complete Worksheet 1 

>>>> Why do you think the SEC and the exchanges and/or associations impose these requirements? Who benefits from these regulations? Explain.

>>>> The SEC intended these laws to protect securities firms as well as investors. How might these regulations benefit securities firms?

>>>> In addition to legal requirements, brokerage firms have practical concerns about record keeping. Imagine the following scenario (listen carefully): You are considered the most organized person in your class. On the first day of the semester, your classmate Tim asks you to keep $10 for him. The next day, Lorena gives you $5 for safekeeping; Jerome gives you $7; and Tim asks to take back $3. On day three, Jerome gives you $1 more, Lorena asks for $2, and Jackie asks you to keep $12. If this goes on all semester, how will you remember how much you are holding for whom-and who, if anyone, owes you?

>>>> Suppose your classmates always give you their money during morning assembly, in front of the whole class. Everyone therefore knows how much each classmate has given you. But because they need money back at odd times of the day, each classmate comes to you individually for “withdrawals” of money. At the end of the semester, all your classmates come to you at the same time, asking for the rest of their money back. You tell Jackie, for example, that although she gave you $12, she later took back $10, so you only owe her $2. Jackie says she never took anything back. You have no records of transactions. The class knows for a fact that Jackie gave you $12. What do you think the class will expect you to do?

>>>> Now imagine multiplying the number of transactions you have to keep track of by many hundreds of thousands, and the dollar amounts by many millions, and you will have some idea of the practical reasons why securities firms must keep accurate records.

>>>> The SEC is proposing some changes to the rules on record keeping.

Blotters Associated Persons Account Forms

Complaints Other Required Records 

>>>> The proposed amendments deal with these categories, among others. You will find a description of the proposed changes in Reading 1.

Reading 1. Divide into groups and assign each group one subsection (marked A through E) of the report on proposed rule changes. Each group is to summarize and report on its subsection of the reading to the class. Everyone should read the introductory sections.

>>>> What is the SEC’s reason for suggesting these changes to the records and documentation rules?

>>>> Think back to what you have learned about regulation of brokers and brokerage firms. Which of the current SEC proposals do you think represents the most significant change to current regulation?

>>>> Which of these changes do you think should be implemented and why?

APPLICATION

Part 1: Individually, complete Worksheet 2. 

Part 2: Using the Internet or traditional research methods, find a few examples of SEC enforcement actions in the past couple of years that were based (in whole or in part) on failure by a broker or brokerage firm to keep proper records and documentation. What were some of the consequences to the brokers and/or firms of the failure to keep accurate records? 

Part 3: Using the Internet or traditional research methods, find a few examples of SEC enforcement actions that were based (in whole or in part) on failure by a broker or brokerage firm to keep proper records and documentation. What were some of the consequences to the brokers and/or firms of the failure to keep accurate records? 

Worksheet 1: Regulation of Securities Operations

Directions: Read the following summary and answer the question on the next page.

Pursuant to the Securities Acts, the federal government regulates the issue and exchange of securities. In addition, the various stock exchanges, such the New York Stock Exchange, the American Stock Exchange, and the NASDAQ, impose rules governing securities traded through them. Failure to comply with these rules can subject the firm (or a broker) to penalties including fines, loss of licensing, suspension from market activity, etc.

Many laws and rules governing securities affect the activities of departments in the Operations division of a brokerage firm. Examples of typical regulations include:

SEC Rules

Rule 15C3-3 Requires that all fully paid securities and excess margin securities belonging to clients must be kept segregated from other securities, and cannot be “loaned” or used by the firm in any way. Also requires firms to maintain an account “for the exclusive benefit of customers” with enough cash or securities to cover client needs.

	[image: image1.wmf][image: image2.wmf]

	
	

	Fully Paid Securities
	
	Margin Securities 


Rule 17A-13 Mandates that all securities held by the firm be subject to count and verification with the firm’s books and records at least once every quarter.
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Worksheet 1: Regulation of Securities Operations (Continued)

Rule 17a-4
Establishes time period for which certain records must be retained by a securities firm. Records relating to the firm’s net capital, customer protection, and counts of securities must be kept for at least 6 years.




6 years

Regulation T
Establishes the margin rate governing the percentage that customers must pay initially toward margin purchases. (Note: Although the margin rate is actually set by the Federal Reserve Board, the SEC supervises compliance by brokerage firms.)

	20%
	
	
	70%

	
	35%
	
	

	
	
	50%
	


Exchange Rules

NYSE Rule 440.21 requires that certain types of securities (such as U.S. treasuries, among others) be counted at least monthly. (Note: This rule also requires depositories to count and confirm all its holdings at least monthly.)

NYSE Rule 431 governs minimum maintenance requirements in margin accounts. Requires firms to ensure that customer equity in margin accounts is at least 25% of current market value of securities in the account.

Q: Which department or departments of the Operations division are primarily responsible for complying with each rule or regulation listed above? (Hint: Think back to the first lesson in which we discussed the various departments and what they do.)
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Worksheet 2: Case Studies

Directions: For each scenario below, determine what problems the firm faces, from the point of view of both legal regulation and customer service, and what loss the firm might suffer as a result. Write down your answers and be prepared to discuss them with the class.

1. Melina calls her Account Executive and orders him to buy 100 shares of XYZ Corp. @ 45. Order Processing gets the order form and sees that it says to “Buy 1000 shares XYZ @ 45” for Melina’s account. Order Processing executes the purchase. When she receives a confirmation notice of the trade, Melina calls back the Account Executive and says that she will only pay for the 100 shares she ordered, not the 1,000 purchased. Meanwhile, XYZ shares fall to 40.

Problem:

Potential Loss:

2. Clark has a margin account with $1,000 of excess (or buying power). He tells Bonnie Broker that he wants to buy up to 1,000 shares of Bestbuy, Inc. at market price. Bonnie sends the order to Order Processing; they check with the Margin department. Bestbuy is trading at 15, and the firm imposes a margin rate of 60%. The Margin department confirms that it’s OK to buy 100 shares for Clark. Later the same day, Clark asks for another 100 shares. Bonnie repeats the order. This time, a different analyst in the Margin department gets the order. No record of the first purchase has reached the Margin department, so the second analyst approves the purchase, and another 100 shares of Bestbuy are bought for Clark’s margin account.

Worksheet 2: Case Studies (Continued)

Problem:

Potential Loss:

3. Two years after Melina buys shares in XYZ, her brokerage firm moves to larger quarters in a new building. Meanwhile, the market value of XYZ has risen to 80. Melina calls her broker and asks him to sell 1,000 shares of XYZ. When he tells her that she owns only 100 shares, Melina says: “I have a confirmation notice showing that your firm bought 1,000 shares on my behalf. I acknowledge that I still owe you for the 900 additional shares at 45, and I am happy to pay for that. But I want you to sell all 1,000 for me at $80.” The broker goes to look for Melina’s records, but her files seem to have been lost in the move.

Problem:

Potential Loss:
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