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< Abstract >

The Net Capital Rule for US Broker-Dealers:
The Path-Dependent Regulatory Framework

This monograph introduces the historical changes and the
legal and institutional framework to enhance the understanding
of the US NCR. Capital requirement regulation can be classified
into two types: Basel-based and NCR-based. Basel-based
approach is going-concern in that it restricts the broker-dealers’
risky investments to prevent the bankruptcy preemptively. On
the other hand, NCR-based one is gone-concern, where smooth
liquidation process and the consumer protection are foremost

important.

Regarding the US NCR, there are three methods: the basic
method, the alternative method, and the alternative net capital.
The basic method requires that a broker-dealer maintain net
capital equal to 6.67% of its aggregate indebtedness. This is
equivalent to a 15 to 1 leverage regulation. The uniform net
capital rule was introduced in 1975, and the laternative method
was optional for broker-dealers that computes aggregate debit

items owed by customers.

The traditional purpose of the US NCR has been to ensure
sufficient liquidity to protect customer assets and other brokers.
Since the 1990s, due to a series of events such as bankruptcy of

Drexel Burnham Lambert Group, large broker-dealers has been




blamed for the systemic risk. In 2004, SEC introduced the CSE
Rule allowing broker-dealers to compute the required capital by
using VaR model. After the financial crisis, the CSE Rule was
criticized for increasing the amount of debt that the large
investment banks could take on their books. Subsequently, it
was abolished, but large broker-dealers still use the alternative

net capital method now.

Thousands of Focus reports were examined, and it was
found that large and medium broker-dealers are likely to choose
the alternative methods, while small ones choose the basic
method. In particular, broker-dealers using the alternative
method enjoys higher than average leverage ratio. On the other
hand, small broker-dealers using the basic method are

constrained regarding the leverage.

Regulatory capital is the path-dependent, is the result of
gradual improvement efforts. Therefore, a review of the system
in terms of the consumer protection and the risk-return profiles
of the securities industry should be conducted prior to any
revision in regulatroy framework. In addition, investigating
capital requirement regulation requires the full understanding of
entry regulations, regulatory leverage, and financial holding
companies. A detailed stuy for their relationships is necessary
based on the domestic market data for the constructive

discussion. In particular, it is imperative to look into the risks

- xi -




that the Korean securities firms impose on the market and other
firms” bankruptcy probability in terms of systemic risks is

imperative.

improvement efforts. Therefore, a review of the system in
terms of protection and the risk of customer accounts prior to
domestic financial institutions to improve the environment,
should be followed. In addition, capital requirements and entry
regulations, regulatory leverage, financial holding company, it is
necessary to clearly identify the relationship as regulated.
Finally, this analysis is required for the national securities based
on the data in order to cope with this discussion. In particular,
the risks and the impact these have on the bankruptcy of
individual securities and markets, such as the existence of

systemic risk is imperative.
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HAou e =27 HAA Btk dE S0, 2AMHE
Aol W VaRFE flom 9714 AgEeAH] A Gpo
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4) CSE Rule?| #H 2|9} A cAEHRH &

A

A Coxe vl=r 3HE3E vHXl F CSE Rules #H AT 427
© 2 BW CSE Rule HAo| we} g BEr-dej5S hAEAEYHY
o] ofd thAHo 2 W . 3tA%t CSE Ruled] &0l Abe}
AE SECx WAEAETHE A F A=E T WIS A3
3 9} o)A Zekd & Dodd-Frank Acte] =@og 1y BE7-
o7t &3 B2 SPAFIAE obd A5-2te FRBY =S
1S = A FHAdE Heolth SECY #EA FAHS #erste Uy
FEATIANEY =S FRBE d931s A o|th Dodd-Frank Act 3}ell

A olEd FAed tiAl FAA|F3|AKsecurities holding companies) =

o
3%
2
o
O}
o

g =2¥ 2§97 ol F W3

=2 F897] o)F BEA-dY dig v5 NCRTAlE HWHA
o2 Z3tEle FAolth 53], 20133 /AL HEA-dy 2+ A 3
o] A H(contagion effect) & AHH o2 ATt e =g o
2 Helth 2013\ d 7¥, SECE Rule 15¢3-1(7]= NCR)Z} Rule 15c3-3(F
FAHARS )Y RS AR ol 2007 FXT o]F =
2 F59712 d& FEHATTE 20121300 AN G A o] t}29)
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B F§97) o]ARE SECE Repos X33 FAUAZ BEA-HHE
o] #H A HlEo] FolAlE Ao At Th =3, BEA-deo

A =37 Jded= B stal #A AE 3XA Y (agency transactions) 2

Fote Il X E $-HE ETh AL mEWH, FA A
NN AAMHIEE AFetes BEA-DHE OBEA-B271 AdFAAt
REo A Aoy AdE IS Ae, OQAHFARTE BEA-E o
Al e Wi BE5S 8784 vl £A4% BAE B, @7
oAz el gkl BEA-EHY o R tis] T
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= B27-"eBe 492 Az EA 7E2dE oS Al ya] B
H AR B o7t A7) wiiEe] B2 A-9eBe] kA HE
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Al (Proprietary Account of Broker
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ole)at ol FAIDZ S olo]A] ZuETkT Hlth SEC(2013)
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2. 2014d B33

o] WHE BEA-YASY AR ‘;»4 A @ o) Se] AR
EEPA AP F ofd e AeseA] Fopok

7v. AL

n] B2 7-d# = Focus ReportZ}il= &&= Form X-17 A-5E ujd
A& 77 dot Focus Reportoll= 2}
= NCR @&o] 715 3. 53], i3

52 dAEAHTH F o= WS A=A BAS —T_f‘ A X}

Bolg FES 718t ok gt

A B2A-dgE0] AE3 Focus Reports R HFHe 3¢
AFAz AT FTAF A HE A 23star Aok ¥, o
APHE AHgshe BEA-DYe Falz =9 S Ak A
AR (= AHE - [FARIEH 9] 2%]: excess net capital)ThS FAIgH 7
T Bk B3, #2EUHS ARgske BRA-EE Y] A gart &9
A E x5t oy, dAYH S A8ste A9 diFE s
ATE3) B HuAM s o]Hd Frol FAZ A NCR Rudd 5

30 71T B NAHE Aal ACARTRE ARl TPk

d BEA-d8 A diE gHeARYES 9 de Aew

ZAFE A

31) dl& E°], Goldman Sachs & Co.2] Focus ReportE EA} 50%0l G3l=
Reportol 4] Note 230l 7|41 NCR ##AME-S ul w0 o] E3}air},
AHogs, OHAEAHIEHE ARESHH, ©2014'd 12¢€ A Net
capitalo] 14837t oln, Qo]& SEC7} L&738te HArLWS 124679
2] 238t vh= AE7F Aol
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20153 39 HA] SECo]
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SEE

3 ABE FF RO H83 voly

HJ o] 2

2% H2A-HE 42427 Ako|th. E H
=3+ 95970 Akel dls] FH 21dZF FOCUS

Report A& AFE AR o] ZA NYSES] AAK1657HAF &
15874417 A=) 9k B3| AAHZ4NAL & 7277047} A& 2 F-EE

SECAlA st 20119 7| BE7A-d8e] AEFE BEXE <

M-1>3 2tk 470978 B27-d8 FollA RAE A Aol wt o]

2 7T Qo W olde ARo] sovtdEe] mXA 2FS
EEPUS A S ARy

ARgdhs BEZA-de7E 24420 B ZjARRIA ] ti AR = (v

=
T Ao gyl ols oA
=

<E Il-1> E27#-239 XNE7r &1 2011 )

ox

s

el

AR FE ()

B27-99 (14D

AE A (Aage)

505+ =gk 2,506 53.2% 347 0.1%
509+ ~ 5uigk 1,320 28.0% 2,212 0.6%
59Tk ~ 5Tk 608 12.9% 10,520 3.1%

5%%F ~1¢] 80 1.7% 5,672 1.7%

19 ~ 59 125 2.7% 26,655 7.8%

59 ~ 109 28 0.6% 19,248 5.6%
109} ~ 509 27 0.6% 61,284 17.9%
5091 ~ 1004 6 0.1% 41,175 12.0%

1009 ©)% 9 0.2% 175,585 51.2%

A 4,709 342,698
A} &: SEC(2013)
201432 8737 Aol ghall 2AFSE Aol X nk HISgE BXE HQITE3D)
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AHL R BEA-d¥ AL A A4k FHA
(2d) (7H*h (o ree) (e
50%F ®] Rk 343 | 39.3% 56 | 0.0% 95 | 0.0%
507k ~ 5uiT 252 | 28.9% 460 | 0.2% 97| 0.0%
5k ~ 53 162 | 18.6% 3117 | 1.4% 6,740 | 0.2%
577 ~19 26 3.0% 1,88 | 0.9% 12,859 |  0.4%
1% ~ 59 42 4.8% 9,608 4.4% 63,051 1.7%
59 ~ 109 24 | 27% | 18,638 85% | 174360 | 4.8%
109} ~ 509 14 1.6% | 38,445 | 17.5% | 1,044,399 | 28.8%
502 ~ 100 2 0.2% | 13,751 6.3% 47,901 1.3%
1009 ©]%¢ 8 09% | 133,184 | 60.8% | 2,277,484 | 62.8%
A 873 219,144 3,627,797

At5: 7t B27]-9d 8 9] Focus Report
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F cugad AE BASA e
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Age 7bFedol E=oh ARFEZE 100072 olstd AR
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o d@d M A a3 #A

] BE7-dejo] HudggS B AR ARl AR AR
S FASke A9 BAN, HAasARES olEERFH TE= o
HA & "= NCRE| Aolo m=w FAHZ(net capital)oll X &4
ZHE (minimum net capital) S X}7FgE gho] A}E-o]2(excess net capital)
ol7] WEeltt. i, fuTtelr =Y cARRHES AR -’:‘4/\
TAHEOZE e ghell F3h®) oYM e SAHRHIE S AR ] F
Acke Yedl= (G)dim g An &3] BAS Lokt

olE 3 FEHI Al tis) Azt FAHERE G 57RA
o} 319] 571AFS NYSE B27A-d8ef da FEshdch <iE M-3>2 o]
=9 =2, HaeAHE, 2da AR gih] FARE ‘Jr = (¥)d

i
[o

HEAH-&S AAS Aot HA %@Hrﬂ% 3t9] B ﬂ-Eaith
TFATFEL 100%S AR = F5F9 £ARS BHska Ay =3 £

TS AHeste BERA-EY] A sARRHEo] Sk #H e
H] 1,000%E 9A & Jok v, dAYHES AMgste HEA-d

| 2o 35 g AREe] %
oA BE7-d¥7} aﬂum

Ag 473 9o & A Fe FuAAZF] FATGE 29

WAATFAY 750 AL glee ondet

33) @, F AoeAR Adels ALARID EAG) e FRAQ
Faolt A% weshe MEY 4949 Has oy
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<¥E W-3> NYSE E2F-2 3o ct=t2|X|H|E

() TTUH TAEHE G 574
Net Excess Net | . o
2} E 1S
ER=S = Capital Capital = ]-((;) & H 2] A
(23) (€9) ’ (%)
SIG Brokerage L.P. 1,892,239 1,886,012 30,387 104
Folger Nolan Fleming | 5 ) 306 | 32 956,396 13,282 141
Douglas, Inc.
Stuart Frankel & Co, |15 041 070 | 12,541,079 12,641 183
Incorporated
Livermore Trading 603,192 598,192 12,063 107
Group, Inc.
TMC Bonds L.L.C. 47,640,040 47,108,052 8,955 115
(b) =W =AREHE 39l 570AL
Net Excess Net oA ]S o
“—'_.__ T
Hz7dy Capital Capital O)E #H 2] A
(29 (28 ’ (%)
Radnor Research &
. 13,586 8,586 271 243
Trading Company
Benjaminé&Jerold
Brokerage I, LLC 258,751 158,751 258 188
IMustro Trading,
LLC 23,132 13,660 244 347
NativeOne
Institutional 9,970 4,970 199 100
Trading
Quantlab
3,155,507 1,361,793 175 734

Securities LP
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<E W-3> NYSE E2F-E3 29| ctxaHe|X|H]| & (A=)

(©) AR =AEHE &9l 57HA

Excess

Net Net S AR H] e
BE7A-dy Capital Capital & g 2 A
(]ﬂ'J E’l’%ﬂ%) (gﬂ E’l’%aa) (%) (%)
Clt;‘;fgceiecﬁflhes 163,537 163,287 65,414 6,141
Seccu;eits ‘E“Lg]g;‘)ﬂ;c 758,813 757,313 50,587 223
J:Bi t:\’gzlri 605,888 604,388 40,392 290
F“é‘j;iyicimt‘irége 85,404 85,154 34161 452
C”adeﬁeccurmes 313,302 312,302 31,330 4,455
(d) AL cAEHE 519 574
Net Excess Net <=
< Z E—H (e}
BE7.dg Capital Capital | ¢ ;; ¥ gl H 2 A
(HRree) | (ARrEe) (%) (%)
C{'el; ilr\l/g)r(g;?p 7,500,000 | 5,700,000 416 1,746
M"g‘;‘ ifgley 6,593 4,928 395 2482
Secuif:fé‘;ﬁ;emc 8,500 6,300 386 2018
Elemgm i Trmi‘c“m 2728191 | 1,965,234 357 2,469
MF Global Inc. | 562,882,400 | 125,710,300 128 3,033

A7: 7t B271-92 9] Focus report
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