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If there is one thing you can be sure of in the world of �nancial services, it’s that as sure as the sun will come up tomor-
row, the regulators will be on your doorstep regulating.

At Patrina, we know knowledge is power. That's why we want to give you plenty of it. We're teaming up with industry 
leaders to give you their boots-on-the-ground perspectives on regulatory compliance and living under the watchful 
gaze of an entire alphabet of regulators.

Happy reading! And if you ever have questions about what you read or about how to better manage your non-trad-
ing compliance exposure or compliant data archiving, give me a call. At Patrina, our mission is to give you the tools 
to take charge of your business and take charge of compliance. Fines are expensive. Compliance doesn't have to be.

Enjoy this whitepaper authored by Katz, Sapper & Miller's Financial Services Group, and let's talk.



Regulatory compliance is a complex business. It can also be a high-stakes one. Rules evolve, audits are specialized, and mistakes can be costly. At Katz, 
Sapper & Miller, we know that every broker-dealer, regardless of size, must still navigate a very complex regulatory environment while ensuring
compliance, transparency, accuracy, and timeliness in all �lings, every time.

Because we specialize in broker-dealer �nancial statement audits, tax planning and compliance, evaluation and improvement of internal controls, and due 
diligence services, we know how to make the most of every opportunity while minimizing risk. The following is a list of the most common compliance 
exposures and tips on how broker-dealers can avoid them.

1) Independence  

Compliance matters – but so does the independence of your auditor. The �rm auditing your organization cannot manage your day-to-day accounting or 
prepare your �nancial statements; similarly, the �rm that manages your accounting and prepares your �nancial statements cannot be your auditor.

Why It Matters

As part of the Securities and Exchange Commission's (SEC) annual reporting requirements, every broker-dealer registered with the SEC must �le �nancial 
statements audited by an independent public accountant. These audits must be performed under Public Company Accounting Oversight Board (PCAOB) 
standards, and they are subject to oversight and inspection by the PCAOB under the interim inspection program currently in place.

SEC independence rules prohibit a broker-dealer's auditor from performing certain non-audit services for audit or attest clients (or their a�liates).1 
These include:

•    providing bookkeeping services (including preparing �nancial statements)

•    maintaining or preparing accounting records

•    performing management functions

•    performing human resource functions

•    performing expert services unrelated to the audit (consulting, valuation, actuarial, internal audit, �nancial information systems design and 
     implantation, etc.)

•    performing broker-dealer, investment advisor, or investment banking services

•    performing legal services

According to the most recent PCAOB Annual Report on Broker-Dealer Auditor Inspections, independence issues continue to be a common issue among 
auditors of broker-dealers. And most of the independence violations involved auditors also taking part in the aforementioned preparation of �nancial 
statements or bookkeeping services.

What Else Should I Know?

When it comes to compliance and audit, the de�nition of who the audit client is extends to any a�liates of the audit client. This includes parent companies, 
subsidiaries, or other entities under common control or over which the named client has signi�cant in�uence. This is important because the independence 
of your auditor will be impaired if any of the non-audit services mentioned earlier in this section were performed for one of your a�liates. 

1Resources: SEC/PCAOB Independence Rules for Non-Issuer Audit and Attestation Engagements, Audit Planning Alert for Auditors of Brokers-Dealers – 
Appendix 1 page 12, slides from PCAOB Forum – Auditor Independence page 109-120.
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Under SEC/PCAOB rules, the size, amount, or signi�cance of a violation is not a relevant consideration when evaluating potential independence violations 
related to performing prohibited non-audit services. From the regulators' perspective, crossing the line is crossing the line – period.

Key Takeaway:

Make sure appropriate measures have been taken to maintain independence in relation to your audit and attestation engagement. Review your list of 
accounting service providers, including those for the parent company and a�liates, to con�rm that those providing non-audit services are di�erent from 
your auditor.

2) Related Party Transactions and Expense-Sharing Agreements

During SEC inspection, one of the most common �ndings is a lack of, or improper maintenance of, expense-sharing agreements when broker-dealers 
transact with related parties.2 If you are a broker-dealer sharing space with an a�liate (e.g., your parent company), that a�liate might make payments on 
your behalf for such shared costs as rent, bookkeeping, utilities, etc.

Why It Matters

Cost-sharing is not a casual undertaking. Pursuant to SEC rules, a broker-dealer must keep a record re�ecting every expense incurred relating to its business 
and any corresponding liability. Your accounting records should re�ect, on a standalone basis, a reasonable allocation of expense for these shared costs.

You may exclude those expenses from your reports (to the extent the a�liate/third party has agreed to assume full responsibility for that liability) if the 
following criteria are met:

•    The expense results in payment owed to a vendor or third party, and the vendor or other party has agreed in writing that the broker-dealer is not 
     directly or indirectly liable to the vendor or other party for the expense.

•    The third party has agreed in writing that the broker-dealer is not directly or indirectly liable to the third party for the expense.

•    There is no other indication that the broker-dealer is directly or indirectly liable to any person for the expense.

•    The liability is not a liability of the broker-dealer under generally accepted accounting principles (GAAP).

•    The broker-dealer can demonstrate that the third party has adequate resources independent of the broker-dealer to pay the liability or expense 
     (can be demonstrated through obtaining and providing recent audited �nancial statements, tax return, or other regulatory �lings containing 
     �nancial reports of the third party).

What Else Should I Know?

A broker-dealer cannot avoid recording costs it has incurred as a part of its business simply by arranging to have a third party take responsibility for those 
expenses, particularly if the third party lacks adequate resources independent of the broker-dealer to pay those costs. For this reason, most 
broker-dealers must consider and include allocations of shared expenses when computing net capital requirements in regulatory reporting to prevent 
potential capital overstatements. 

Further, SEC guidance establishes that each broker-dealer must make, keep current, and preserve a written expense-sharing agreement between itself and 
the third party (a�liate) that has paid or agreed to pay one or many of its expenses.

2Resources: Notice to Members 03-63 – Expense-Sharing Agreements, http://sddco.com/updates/a-�urry-of-�nra-requests-bd-expense-sharing-agreements/
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The following should be documented in that agreement:

•    which party is obligated to pay each expense

•    whether the broker-dealer has any obligation to reimburse or compensate any party for paying the expense

•    the basis and methodology for allocating expenses

Key Takeaway:

Carefully review all transactions with related parties and ensure that proper expense-sharing agreements are in place that comply with SEC rules. It is one 
thing to comingle expenses; it is another to improperly document them. Put everything in writing.

3) Net Capital Computations

The SEC's net capital rules require broker-dealers to maintain certain amounts of liquid assets over liabilities (based on the operating activity of the 
broker-dealer).3 The rule requires that broker-dealers meet defined net capital thresholds to help ensure they can satisfy customer obligations in the event 
of a liquidation.

Broker-dealers must report net capital computations to the SEC as part of quarterly Financial and Operational Combined Uniform Single (FOCUS) Report 
filings as well as in the supplemental information included with the annual audited financial statement submission. During the annual financial statement 
audit of a broker-dealer, auditors examine the broker-dealer’s computation of net capital to ensure compliance with SEC net capital rules and consistency 
with information presented in the broker-dealer’s regulatory filings (FOCUS Report). 

Why It Matters

Due to the detailed and sometimes complex nature of the net capital rules, this is an area which is susceptible to error or miscalculation. It requires paying 
close attention to ensure proper compliance with all aspects of the SEC net capital rules.    

Calculation of computed net capital begins with net worth. SEC net capital rules for broker-dealers require further specific adjustments, exclusions for 
non-allowable assets, and reductions for any applicable securities haircuts on allowable assets when determining your computed net capital. 

Unless they are considered cash or liquid in nature, most assets are deemed non-allowable. Any securities considered allowable, per the rule, are required 
to be further reduced by a haircut – or reduction of the market value of the security – in the calculation. The intent of the haircut is to account for any poten-
tial drop in the market value of the security if the broker-dealer was forced to liquidate its position. Haircut rules have further complexities that must be 
carefully interpreted and applied by broker-dealers when computing their net capital balance. Common errors include missing haircuts or haircuts that are 
incorrectly applied net capital computations. It is important to carefully consider the types of assets held by the broker-dealer.

What Else Should I Know?

Broker-dealers are required to maintain a computed net capital balance greater than 1/15 of their aggregate indebtedness (1/8 in the first year of opera-
tions) or their stated minimum threshold based on their operating activity at all times (for example, $5,000 for an introducing broker-dealer that does not 
take receipt of customer funds).   

Key Takeaway:

Net capital balance computations are highly technical. Engage an experienced financial and operations principal (FINOP) with detailed knowledge of rules 
and their application to help ensure compliance. Make sure all information included in quarterly FOCUS Reports is consistent with information included in 
year-end financial statements, as this is another area easily susceptible to misstatement in the year-end audit.

3Resources: PBK-PA-1 Intro to Audits of Broker-Dealers – pages 14- 21
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4) Managing Multiple Regulatory Filings

Registered broker-dealers must submit a mountain of �nancial data �lings to a host of regulatory bodies throughout any given year.4 Given the number of 
�lings and multiple governing bodies involved, it can be easy to miss a deadline or let a �ling slip through the cracks. 

Why It Matters

If a broker-dealer doesn’t �le or �les late, they could be subject to �nes as well as other possible disciplinary actions such as loss of registration. The following 
are just some of the regulatory �lings required of broker-dealers:

•    FOCUS Report – FOCUS II or IIA
Pursuant to SEC rules, broker-dealers �le one of these two reports with the Financial Industry Regulatory Authority (FINRA) every quarter, depending on 
the nature of their operations. Clearing �rms, or those holding customer accounts, �le Part II while other registered broker-dealers (non-carrying) �le Part 
IIA. Both reports contain pertinent �nancial information, including balance sheet, income statement, changes in equity, and computations of net 
capital/aggregated indebtedness. Part II includes a computation of the minimum reserve requirement and more detailed operational information. Part 
IIA also requires a designation of the exemption to the customer protection rule that the broker-dealer is claiming. Both must be �led on di�erent dates, 
typically near the end of the subsequent month. Additionally, the fourth quarter FOCUS Report �ling must include a Schedule I report, which includes 
updates to the broker-dealer's business lines and status as well as other general information on �nancial and economic characteristics of the �rm.

•    Supplemental Statement of Income (SSOI)
The SSOI is �led on a quarterly basis with FINRA. It contains detailed information on the revenue and expenses �led in the quarterly FOCUS Report. It, 
too, has various �ling dates, typically near the end of the subsequent month. 

•    Securities Investor Protection Corporation (SIPC) Reports 6 and 7
Each year broker-dealers pay 0.25 percent of their gross revenues to SIPC to fund the corporation’s insurance of customer accounts up to $500,000. Form 
6 is required to be �led for the �rst half of a given �scal year, and Form 7 covers the entire �scal year. Form 6 is due 30 days after the covered period, with 
a 15-day grace period. Form 7 is due 60 days after the �scal year-end with a 15-day grace period. If annual gross revenue for the year exceeds $500,000, 
a supplemental SIPC Report and an agreed-upon procedures engagement must be �led with your annual audit for that period.

•    Annual Audit Reports
Annual audit reports are generally due two months after year-end. For example, the annual audit report of a broker-dealer’s �nancial statements for the 
year ending Dec. 31, 2017, would be due no later than midnight, March 1, 2018. Annual audits should be performed by an independent, certi�ed public 
accountant (registered with the PCAOB) and include all appropriate supplemental information. They are required to be �led with FINRA (and SIPC 
through the FINRA �ling) and the SEC (both the regional o�ce of the SEC in which the broker-dealer has its principal o�ce and the main SEC o�ce in 
Washington D.C.). Along with the annual audit, a broker-dealer is also required to �le a compliance or exemption report based on its operations. A 
carrying broker-dealer must include a compliance report containing statements regarding its compliance with certain SEC �nancial responsibility rules 
and have that report examined by an independent, certi�ed public accountant. A non-carrying broker-dealer must include an exemption report that is 
reviewed by an independent, certi�ed public accountant, stating the applicable exemption from the SEC �nancial responsibility rules.   

•    Form Custody
All registered broker-dealers must �le at speci�ed times (typically quarterly) with their designated examining authority. Some carrying broker-dealers 
are also subject to other potential regulatory �lings such as the Supplemental Inventory Schedule (SIS) or Supplemental Schedule of Derivatives and 
Other O�-Balance Sheet Items (Form OBS).

Key Takeaway:

Make sure you have a designated professional or firm involved to ensure your filings are both timely and accurate. Filings are due at various times through-
out the year, so keep a constant eye on deadlines to ensure they are not missed.

4Resources: PBK-PA-1 Intro to Audits of Broker-Dealers – pages 13-14, 2017 and First Quarter of 2018 Report Filing Due Dates
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5) Capital Contributions and Distributions

Capital-related transactions are another area of frequent broker-dealer regulatory missteps. As regulators expect capital contributions to be long-term 
transactions, they have established rules prohibiting the withdrawal of any capital within one year of the date on which it was contributed, unless 
approved in writing by that regulatory body (FINRA).  

Why It Matters

Capital withdrawn within one year from the date on which it was contributed is considered to be a loan payable. This can have a serious e�ect on a 
broker-dealer’s net capital calculation. It is important to pay careful attention to the date and amounts of capital withdrawn. Broker-dealers should be sure 
to maintain detailed records of all capital transactions, including the name of the contributor, relationship to the broker-dealer, amount, date, payment 
detail, and any other information to support the transfer and receipt of the funds.

Key Takeaway:

All capital transactions should be appropriately tracked on the quarterly FOCUS Reports �led with FINRA. To ensure proper compliance, it is critical that a 
broker-dealer’s regulatory �lings involve a party or individual who is familiar with the various rules regarding capital transactions.

About the Author

Katz, Sapper & Miller’s Financial Services Group helps clients understand the challenges, opportunities, and risks associated with today’s variable �nancial 
landscape. Clients rely on KSM’s expertise to navigate unpredictable markets and to keep abreast of an ever-changing regulatory environment. Managing 
risk, ensuring compliance, and maximizing returns are the touchstones of KSM’s �nancial services o�erings. KSM’s in-depth understanding of the �nancial 
world ensures that the right questions are asked, the right actions are taken, and each investment is given every opportunity to succeed. For more informa-
tion on how KSM can help, visit www.ksmcpa.com/�nancial-services. 
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