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With less than six months remaining until
May 2, 2003, the effective date for last year’s
amendments to the SEC’s broker-dealer
recordkeeping rules,1 many firms are rushing to
make the system and operational changes neces-
sary for compliance. The amendments to Rules
17a-3 and 17a-4 demand significant changes for
many firms, particularly those with suitability
obligations to customers. Still, uncertainties
remain on various key issues. While SEC staff is
expected to address these issues in the coming
months, the timing may be tight for firms to
adjust how they will implement the new require-
ments. In the FAQs below we address a few areas
of confusion.

Are accounts of legal entities treated as
“accounts with a natural person as a
customer or owner” for purposes of the
account record requirements?

Amended Rule 17a-3(a)(17) requires broker-
dealers to create and maintain a customer ac-
count record setting forth a range of information,
including investment objective, for each account
with a natural person as a “customer or owner.”
Obviously, individual and joint accounts in the
name of a natural person or persons are covered.
Less clear, though, are accounts of legal entities
in which a natural person may have beneficial
ownership.

Informal guidance from SEC staff suggests
the SEC generally will not “look through” legal
entities to their underlying natural person own-
ers. Thus, the new informational requirements
would not, as a general matter, apply to an
account for a trust (even a revocable trust) with
natural person grantors, trustees or beneficiaries;
general or limited partnerships (including family
limited partnerships); or corporations and limited
liability companies (including personal holding

companies). However, SEC staff probably will
treat self-directed individual retirement accounts
and self-employed individual retirement plans as
“accounts with a natural person as a customer or
owner” even though they technically are struc-
tured as trusts. 403(b) accounts may be treated
like 401(k) accounts, which do not require an
account record for each customer or owner.

Does the requirement of account-by-
account investment objectives change
the traditional suitability obligation
firms may owe to customers?

The amended rules require that a broker-
dealer record the investment objective for each
account with a natural person customer or
owner—a departure for those firms that have
sought information about a customer’s invest-
ment objective generally. This has led some
firms to worry that suitability judgments also
need to be made on an account-by-account basis.

Rules 17a-3 and 17a-4 are recordkeeping
rules only; they do not purport to affect a broker-
dealer’s substantive obligations to customers. If a
firm had an obligation to consider all of a
customer’s investments when making suitability
judgments, that obligation does not change.
Similarly, if a customer previously was able to
designate one account for growth and income,
and another for more speculative investments,
that customer should be able to do the same
when the amended rules go into effect. However,
in the new environment of account-by-account
investment objectives, firms may need to con-
sider how recommended securities that fit a



© 2002 Glasser LegalWorks VOL. 6, NO. 7/ Wall Street Lawyer/ RM
○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○

customer’s overall investment objective may
nonetheless raise issues when traded in an
account with a restrictive investment objective.

For which “associated persons” does a
firm need to compile a record of
employment and other arrangements
with the firm?

One of the more burdensome new
recordkeeping requirements is new Rule 17a-
3(a)(19)(ii), which requires each firm to main-
tain a record of all agreements, both written and
oral, pertaining to the relationship between the
firm and each “associated person,” including a
summary of each associated person’s compensa-
tion arrangement and commission schedule.
Some firms have wondered if that requirement
applies solely to registered representatives and
their supervisors or if it applies to others, includ-
ing legal and compliance personnel.

The requirement to keep records of compen-
sation arrangements with associated persons
applies, by its terms, to all associated persons
other than those whose functions are solely
clerical and ministerial. Given the broad scope of
this requirement, SEC staff has informally
indicated the requirement would apply to legal
and compliance personnel. However, staff is
considering limiting this requirement to those
associated persons who receive transaction-
related compensation that must be recorded
pursuant to Rule 17a-3(a)(19)(i).

We note that there is considerable concern
about the legal ramifications of memorializing
oral agreements in the form of a summary. First,
there is the risk that the summary may be inaccu-
rate. Worse, creating the summary may convert
an oral understanding that otherwise might be
unenforceable or invalid (perhaps due to lack of
authority, the verbal nature of the agreement, or
the fact that it contradicts a written agreement)
into an enforceable contract. More important, the
summary might evidence a contractual employ-
ment relationship, as opposed to the employ-
ment-at-will relationship that most employers in
the securities industry prefer.

Can firms satisfy the requirements to
keep order tickets and associated
person records if they do so only by
reference to the team of which an
associated person is a member?

Paragraphs (a)(6)(i) and (a)(19)(i) of Rule
17a-3 will require firms to maintain a memoran-
dum of each order showing, among other things,
the identity of each associated person (if any)
responsible for the account and of any other
person who entered or accepted the order,
together with records of trades attributable to
each associated person for compensation pur-
poses. If applied literally, these requirements
could cause problems for firms that assign
customers to teams of representatives, which
typically are assigned a single production num-
ber to track their sales activity.

Broker-dealers should be able to use a single
production number for teams of representatives.
The SEC made clear in the adopting release that
firms need only identify the associated person
responsible for an account if the firm actually
assigns such responsibility to a specific indi-
vidual.

The SEC requires that firms have the ability
to identify the specific associated person who
enters an order, even if responsibility and credit
for the related account is assigned to a team.
However, the SEC has provided some flexibility,
at least in the case of orders entered into elec-
tronic systems. For these orders, the order
memorandum may omit the identity of the
associated person entering the order if the
memorandum identifies the originating terminal
and the firm maintains a record of which associ-
ated person was using that terminal at the time of
the order. While the trade memorandum might
itself show only the team responsible for the
order and the terminal of entry, if asked, the firm
would be able to correlate the order with the
associated person who entered it.

Are there other issues?
The amended rules raise lots of other issues

with which firms are now struggling, including:

• Are indications of interest or requests for
bids or quotes “orders” for purposes of Rule
17a-3(a)(6)(i)’s order ticket requirements?
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SEC Extends Bank Dealer
Exemption

On October 30, 2002, the
SEC issued an order extending
until February 10, 2003, the
temporary exemption of banks
from the definition of “dealer”
under the Securities Exchange
Act of 1934.1  Banks continue
to be temporarily exempted
until May 12, 2003, from the
definition of “broker” under a
previously issued SEC order.2

The effect of these tempo-
rary exemptions is to delay the
date for compliance with the
new statutory scheme for bank
securities activities under the
Gramm-Leach-Bliley Act

W

• How do the order ticket and associated
person record requirements apply to prime
brokerage and step-out trades?

• Are accounts of sole proprietorship broker-
dealers treated as natural person accounts for
purposes of the customer account record
requirements of Rule 17a-3(a)(17) even
though they may not be treated as “custom-
ers” under SEC and SRO rules?

• How would the customer account record
requirements of Rule 17a-3(a)(17) apply to
accounts of natural persons managed by a
registered investment adviser (and does it

matter whether the broker-dealer recom-
mended the adviser, for example as part of a
wrap fee arrangement)?

SEC staff has indicated its intention to
publish a release clarifying some of the ambigu-
ities presented by the amended rules, but it is
unclear when that will happen. Due to the short
deadline before the effective date, firms will
have to move forward as best they can without
formal SEC guidance.

Notes
1 Release No. 34-44992 (Oct. 26, 2001).

(“GLBA”). Prior to the
passage of the GLBA, banks
were fully excepted from the
definitions of “broker” and
“dealer” in the Exchange Act
and, therefore, were not
required to register with the
SEC as a result of their
securities activities. The
GLBA amended these defini-
tions to require banks to either
register or ensure that their
securities activities fit within
specified functional excep-
tions.

The SEC also proposed
several changes to the interim
final rules implementing the
GLBA bank exceptions,3

which were issued by the SEC
on May 11, 2001.4

The interim rules permit
banks to intermediate riskless
principal transactions under
the GLBA “de minimis
transaction exception,” which
allows a bank to effect 500
broker transactions per calen-
dar year that do not otherwise
qualify for one of the other
GLBA broker exceptions.
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