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A legal update from Dechert’s Financial Services Group

SEC, Fed Propose Regulation R to Implement
Bank Broker Provisions of Gramm-LeachBliley Act
As we previously reported,1 on December 13,
2006, the Securities and Exchange Commission
(“SEC” or the “Commission”) voted to publish
for public comment new proposed rules under
the Exchange Act to define the relationship between banks and brokers. On December 18,
2006, the Board of Governors of the Federal
Reserve System (the “Fed”) joined the SEC in a
rule proposal retitled Regulation R, and the release of the joint rule proposal occurred the
same day.2 We briefly summarize some of Regulation R’s more notable departures from the
SEC’s previous rulemaking below.

Bank employees can receive a fee that does not
exceed:

The Networking Exception

d



Either twice the average of the minimum and maximum average hourly
wage established by the bank for the
“job family” that includes the relevant
employee, or 1/100th of the average
of the minimum and maximum annual base salary established by the
bank for the “job family” that includes the relevant employee



Twice the employees’ base hourly salary



$25, as indexed periodically for inflation4

In comparison to Regulation B,3 proposed Regulation R provides broker-dealers with more
flexibility in paying incentive compensation to
non-registered bank employees for referrals.
Generally speaking, Regulation R provides three
alternatives for the payment of referral fees.

In addition and subject to certain conditions,
proposed Regulation R would allow brokerdealers to pay unregistered bank personnel contingent referral fees of more than a “nominal”
amount for referrals of certain institutional and
high net worth customers.5

1

The Trust Activities Exception

Please see Dechert’s previous OnPoint on this
subject (SEC Proposes Regulation R to Implement
Bank Broker Provisions of Gramm-Leach-Bliley, December 2006/Issue 17) for a more complete discussion of the history of the regulation of banks’
brokerage activities, the Financial Services Regulatory Relief Act of 2006 (the “Regulatory Relief
Act”), the changes that the Gramm-Leach-Bliley
Act (“GLB”) made to Section 3(a)(4) and (5) of
the Securities Exchange Act of 1934, as
amended (the “Exchange Act”), and the SEC’s
post-Gramm-Leach-Bliley rulemaking in this area.

2

Definition of Terms and Exemptions Relating to
the “Broker” Exemption for Banks, Exchange Act
Release No. 54946.

3

Regulation B, Exchange Act Release No. 49879
(June 17, 2004).

Proposed Regulation R requires banks to measure their “relationship compensation” in order
to make the “chiefly compensated” determination required to rely on the trust activities

4

Proposed Exchange Act Rule 700(c).

5

Proposed Exchange Act Rule 701. An “institutional customer” is one that has at least $10 million in investments or $40 million in assets; a
“high net worth customer” is a natural person
who has at least $5 million in net worth, excludeing primary residence and its associated liabilities.

d
exception.6 Banks must generally make this determination on an account-by-account basis using a twoyear rolling average comparison, and the test is satisfied if the “relationship-total compensation percentage” exceeds 50%.7 Alternatively, a bank may test on
a bank-wide basis if the “aggregate relationship-total
compensation percentage” for the bank’s trust and
fiduciary business is at least 70%.8 Significantly, Rule
12b-1 fees and shareholder servicing fees paid by investment companies are now treated as “relationship
compensation.”9 These changes, taken together,
should allow a greater number of banks to avoid account-by-account testing and rely instead on bank
wide compensation testing.

The Safekeeping and Custody Exception
In the release adopting the Interim Final Rules10 and
Regulation B, the SEC had taken the position that
“custody” or “related administrative services” does
not include accepting orders from clients to purchase
or sell securities. Proposed Regulation R revises this
former SEC approach. Banks are permitted to accept
orders from employee benefit plan accounts, IRAs,
and similar accounts for which the banks act as custodian.11 In addition, banks may accept orders for securities transactions on an accommodation basis from
other kinds of custody accounts, subject to a number
of conditions and limitations.12

6

The Sweep Accounts Exception
For the purpose of the sweep accounts exception,
both Regulation B and Regulation R define “no-load”
in a manner consistent with NASD Rule 2830(d)(4),
which states that a fund cannot be described as “noload” if it has a front-end or deferred sales charge or
sales-related expenses and/or service fees that exceed
25 basis points per annum.13 However, Regulation R
provides banks with a conditional exemption for
transactions in money market funds that are not noload. A bank relying on this exemption for transactions involving funds that are not no-load (e.g., funds
that have 12b-1 fees in excess of 25 basis points)
would have to: provide the customer another traditional banking (i.e., non-brokerage) product or service;
avoid characterizing the fund as no-load; and provide
the customer with a fund prospectus.14

Miscellaneous Regulation R Items
In addition to the foregoing, proposed Regulation R:

Exchange Act Section 3(a)(4)(B)(ii) creates an exception
for banks’ trust and fiduciary activities, but it requires,
among other things, that banks be “chiefly compensated” on the basis of an administration or annual fee, a
percentage of assets under management, or a flat or
capped per order processing fee equal to not more than
the banks’ cost for executing the transaction.

7

Proposed Exchange Act Rule 721(a).

8

Proposed Exchange Act Rule 722(a)(2).

9

Proposed Exchange Act Rule 721(a)(4).

10

Definition of Terms in and Specific Exemptions for
Banks, Savings Associations, and Savings Banks Under
Sections 3(a)(4) and 3(a)(5) of the Securities Exchange
Act of 1934, Exchange Act Release No. 44261 (May 11,
2001) (the “Interim Final Rules”).



Would permit banks that otherwise meet
the requirements for the trust activities,
stock purchase plan, or safekeeping and
custody exemptions, to effect transactions
in open-end investment companies through
the National Securities Clearing Corporation’s Mutual Fund Services (Fund/SERV)
or directly with a transfer agent acting for
the investment company15



Reproposes an exemption for banks from
the definition of broker for noncustodial securities lending activities on behalf of persons reasonably believed to be qualified investors or employee benefit plans with not
less than $25 million in investments16

research, or make recommendations concerning securities to the account or otherwise solicit securities transactions from the account.
13

Proposed Exchange Act Rule 741(c).

14

Proposed Exchange Act Rule 741(a).

11

Proposed Exchange Act Rule 760(a).

15

Proposed Exchange Act Rule 775.

12

Proposed Exchange Act Rule 760(b). E.g., the bank
must comply with certain employee compensation, bank
fee, and sales literature restrictions, and cannot advertise securities order-taking, provide investment advice or

16

Proposed Exchange Act Rule 772.
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Includes an exemption for banks from the
definition of broker for agency transactions
in Regulation S securities with non-U.S. persons17



Provides banks with a transitional 18month exemption to prevent their contracts
from being void or voidable under Exchange
Act Section 29(b)18



Extends the time that banks have to come
into compliance with the Exchange Act’s
provisions relating to the “broker” definition
until the first day of their first fiscal year
commencing after June 30, 200819

The SEC’s Companion Release
In addition to jointly issuing Regulation R, on December 18, 2006, the SEC issued a proposed companion
release.20 The Companion Release is intended to
complement Regulation R, and among other things it:




Provides a conditional exemption from the
definition of “dealer” for banks’ riskless
principal transactions with non-U.S. persons pursuant to Regulation S21
Provides a clarifying amendment to Exchange Act Rule 15a-6. This rule, which
provides a conditional exemption from U.S.
broker-dealer registration for certain foreign
broker-dealers, would thus be better
aligned with the Exchange Act bank broker
and dealer provisions and related rules.
Thus, in transactions between a U.S. bank
and its foreign broker-dealer affiliate, the
former could rely on Exchange Act Section

17

Proposed Exchange Act Rule 771.

18

Proposed Exchange Act Rule 780.

19

Proposed Exchange Act Rule 781.

20

Exemptions for Banks Under Section 3(a)(5) of the Securities Exchange Act of 1934 and Related Rules, Exchange Act Release No. 54947 (the “Companion Release”).

21

Proposed Exchange Act Rule 3a5-2. Regulation R’s proposed Rule 771 creates a similar exemption for banks’
agency transactions in this area.

3(a)(4)(b)(vi) and the latter could rely on
revised Rule 15a-6(a)(4)(i)


Reproposes an exemption from the definition of “dealer” for banks’ conduit securities lending activities on behalf of persons
reasonably believed to be qualified investors or employee benefit plans with not less
than $25 million in investments22



Withdraws Exchange Act Rules 3b-9,23 15a8,24 and 15a-925

Conclusion
Regulation R and the Companion Release both request
comments within 90 days of their publication in the
Federal Register. This, along with the rulemaking concessions that the SEC has made, suggests that the
implementation of the “broker” provisions of GLB is
much closer to becoming a reality.

■

■

■

This update was authored by David J. Harris
(+1 202 261 3385; david.harris@dechert.com),
Stuart J. Kaswell (+1 202 261 3314;
stuart.kaswell@dechert.com), Robert A. Robertson
(+1 949 442 6037; robert.robertson@dechert.com),
Alan Rosenblat (+1 202 261 3332;
alan.rosenblat@dechert.com), and John M. Thornton
(+1 202 261 3377; john.thornton@dechert.com).

22

Proposed Exchange Act Rule 3a5-3. Regulation R’s proposed Rule 772 creates a similar exemption for banks’
agency transactions in this area.

23

This Rule, which defines the term “bank” for purposes of
Exchange Act Section 3(a)(4) and (5), was invalidated by
the U.S. Court of Appeals for the District of Columbia
Circuit in American Bankers Association v. SEC, 804 F.2d
739 (1986).

24

This Rule provides a temporary exemption from Exchange Act Section 29(b) liability for banks’ securities
activities but has since expired.

25

This Rule creates similar “broker” and “dealer” exemptions for savings associations and savings banks, but the
Regulatory Relief Act treats these institutions as
“banks,” rendering this Rule superfluous.
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