Asset Safety Matters to Schwab

©2008 Charles Schwab & Co. Inc. All rights reserved. Member SIPC. Chd?’!&f SCHWAB

Schwab Institutional is a division of Charles Schwab & Co., Inc. (0908-1247) INSTITUTIONAL


Presenter�
Presentation Notes�
This document has been prepared by Schwab Institutional for advisor clients to lead a conversation with their clients who may be concerned or have questions about the safety of their assets held at Schwab.�


Disclosures

This information is proprietary and confidential to Schwab Institutional and may
not be duplicated or distributed for any purpose not expressly authorized.

The content contained herein is for general informational purposes and is not
intended to provide specific regulatory or legal advice.

SIPC protection does not cover fluctuations in the market value of securities.

Account protection is not provided for the accounts of banks or broker/dealers
maintained from their own account.
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®purpose: Describe Safety and Soundness of

Broker/Dealer Custod
FOCUSING ON...

= Business overview
= Charles Schwab & Co, Inc. credit philosophy

= How SIPC and excess SIPC work
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Presenter�
Presentation Notes�
This presentation focuses on three areas:

Schwab’s business

Charles Schwab & Co, Inc. credit philosophy

How SIPC and excess SIPC work�


Subject Matter Experts

CONTRIBUTORS TO THE CONTENT OF THIS PRESENTATION

= Stephen Harbeck, President & CEO, Securities
Investor Protection Corporation

= Joe Martinetto, EVP & CFO, The Charles
Schwab Corporation

= Nigel Murtagh, Chief Credit Officer, CSIM &
Corporate Credit, Charles Schwab & Co., Inc.

= Erin Amerlan, Director, Corporate Insurance,
Charles Schwab & Co., Inc.
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Some Context for Concerns about Asset Safety

The Risk

2.

The broker-dealer (BD)
fails

And securities “go
missing”.

Or securities are not
returned...

=  Securities were loaned or
re-hypothecated and one
Or more counterparties
fails

Mitigants

BD financial condition

BD cash collateral to N
repurchase “loaned” securities

Risk management controls

Clients have full rights to

securities which are held at
Depository Trust Company
(DTC) — no creditor access

Loss is shared pro rata across
all clients at BD
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Presenter�
Presentation Notes�
The purpose of this slide is to set some context.



A number of advisors – on behalf of their clients – ask “How do we get into a situation where SIPC comes into play or excess SIPC comes into play? What actually happens to our assets?”



First, talk about the risks, and then the mitigating factors to those risks.

In order for SIPC/excess SIPC to get involved, first the broker/dealer has to fail, and with that, assets have to “go missing” (e.g. some type of fraud has to have occurred) OR securities that were loaned are not returned (e.g. the borrowing counterparty in the loan fails).

So, in terms of broker/dealer failure, it’s important to look at the broker-dealer as a firm:

What is its financial condition?

Does is have the cash collateral to repurchase “loaned” securities?

What types of risk management controls does the firm employ?

And in terms of the broader industry, also important as a mitigating factor:

Clients have full rights to securities held at DTC, the Depository Trust Company (where most if not all securities are held today, whether they are custodied by a broker/dealer or a bank), and there is NO CREDITOR ACCESS to these securities held at DTC

Any loss is shared pro rata across all clients at the broker/dealer, and a hypothetical example is at the end to share





�


=
Quote from SEC Chairman Christopher Cox

“Despite the run on the bank to which Bear Stearns
was subjected, its customers were fully protected.

At

no time...were any of the customers of Bear

Stearns’s broker-dealer at risk of losing their cash
or their securities....

.t
Wit
Wit

nere Is one thing we know to a certainty: with or
nout JPMorgan Chase’s acquisition of Bear, and
N or without a bankruptcy, Bear Stearns’s

securities customers are and would have been fully
protected from loss of cash or securities.”

Source: Quote is from testimony Christopher Cox gave before the U.S. Senate Committee on

Banking, Housing and Urban Affairs in April 3, 2008
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Presenter�
Presentation Notes�
Read the quote.�


Business Overview
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=)
Business Snapshot

SOME KEY PRINCIPLES

= Operating discipline

= Balance profitability with investment to drive growth
= Conservative approach to managing credit risk

= Rigorous capital management

= Commitment to a strong and flexible balance sheet
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Presenter�
Presentation Notes�
Schwab is committed to its clients, and in line with that, the company would like to help you feel more confident that your assets are held by a disciplined and conservative company.

Stability of a well-diversified, client-funded balance sheet is a real benefit of Schwab 

In a tough market environment, the company remains strong and flexible, with a commitment to hitting its financial objectives by balancing investment with belt-tightening as needed.



Urge you to look at www.aboutschwab.com to learn more about Schwab’s operating discipline and financial health.
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Charles Schwab & Co, Inc.
Credit Philosophy
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=)
Schwab’s Credit Philosophy

FOCU

SED ON THE SAFETY OF CLIENT ASSETS

1. Customer Protection Rule

2.

Note: for

Uninvested cash and regulatory limitations
Protected from Schwab creditor claims

Counterparty and concentration controls

Independent Research Team
Margin Lending

Special Reserve Account
Securities Lending
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Presenter�
Presentation Notes�
Charles Schwab & Co.’s credit philosophy with regard to investing or counterparty risk management is focused on the safety of client assets.

Regulatory rules around how client cash can be invested…called the Customer Protection Rule; it sets limitations on both the type of investments that Schwab can have, and what Schwab can do with that cash in terms of lending to other clients; also, any cash that is client money at the firm is segregated into a separate account and protected from creditor claims…this is called the Special Reserve Account.

In having an independent credit research team, Schwab does not rely on rating agencies to tell the company what is high quality and what is not, or to evaluate investment options.

When Schwab engages in margin lending the firm focuses on the volatility and liquidity of securities pledged by the client against the margin loan, and whether that collateral is concentrated in a single security or industry.  Managing concentration risk both at the security and individual client level is a key component of our margin lending risk management process.

In general, Schwab clients tend to be on the more conservative side, so on average they borrow relatively little against the equity in their accounts.  On average, margin loans equal less than about $1 to every $3 in securities pledge as collateral against the loan, which puts the overall portfolio in a very safe position.  

If Schwab were to fail, these margin loans could be sold to another brokerage firm (or if they had to be, liquidated) to ensure the return of all client cash to brokerage clients. 

�


Securities Investor Protection
Corporation (SIPC)
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FIGURE I
Status of Customer Protection Proceedings
December 31, 2007
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Presenter�
Presentation Notes�
This slide shows the number of cases SIPC has had since its inception in 1970.

A little history of SIPC, the Securities Investor Protection Corporation

In the early 1970’s, trading of securities involved the actual carrying of physical securities back and forth between firms across Wall Street.  Lots and lots of paper. 

When trading volume reached 20 million shares per day on the New York Stock Exchange, brokerage firms were swamped with paper and literally lost track of who owed what to whom, and that’s when the Securities Investor Protection Act was enacted.  

And by 1975, computers took over, and securities became less and less physical securities and there was more and more movement of electronic certificates within DTC and other controlled locations.

Since 1975, an average of about 8 firms have failed per year, with the overwhelming majority of those individual firms costing SIPC less than $1 million net.

Lessons:

Difficult to make assets disappear from a brokerage firm

Very hard to steal money from a brokerage firm – there are 5 independent regulating bodies overseeing the assets – the firm’s internals accountants; the firm’s CPA’s who audit the books annually; state regulators, FINRA (the self-regulatory body of the industry); and the SEC.

No brokerage firm failures in 2007, and in 2008, one very small brokerage firm in New Orleans with $2-3 million missing.

And in the history of SIPC, fewer than 350 individuals have not been made whole by a combination of the available assets and funds from SIPC; and the majority of those 350 people had claims which arose prior to 1978 when the maximum amount of funds from SIPC was $50,000 and not the $500,000 that is available today.
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=)
SEC Rules Affecting BD Custody

= Customer Protection Rule (15c¢3-3)
Net Capital Rule (15c¢3-1)

Record Keeping and Financial Reporting

= Inspections and Enforcement Proceedings
= Hypothecation Restrictions

= Supervisory Obligations

= Role of SROs
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Presenter�
Presentation Notes�
Review rules that govern brokerage firms:

The Customer Protection Rule requires brokers to segregate fully-paid for customer assets

A brokerage firm can only use customer money in the way that the customer directs it to

The Net Capital Rule requires brokerage firms to have a robust capital structure

In terms of inspections and enforcement proceedings, the focus is on finding problems before they become large problems, when it costs a very small amount to liquidate the typical firm that fails; these examinations are carried out by the SEC with FINRA�


C )
Customer Protection Proceeding (SIPC)

SIPC learns of a
broker’s financial
difficulty

Appointment of
trustee by federal
court

y N

Liquidation and
distribution of assets

another member

Transfer of
accounts to

Return “customer name securities”

Satisfaction of net equity claims on a pro rata basis

SIPC coverage to satisfy any remaining, unsatisfied
claims up to $500,000 (of which $100,000 may be
claims for cash)

© 2008, Securities Investor Protection Corporation

Trustee pursues claims against anyone responsible for
loss of customer assets. Successful litigation may result
in additional pro rata distribution

Private excess account protection designed to satisfy any
remaining, unsatisfied claims to the extent a broker-dealer
has such coverage



Presenter�
Presentation Notes�
The purpose of this slide is to walk through the steps of a SIPC proceeding.

SIPC is notified by the SEC or FINRA that a brokerage firm is in imminent danger to its customers.

SIPC is always a last resort and regulators will always permit a failing brokerage firm to recapitalize, find new investors or otherwise work itself out

SIPC goes to a federal court, demonstrate that customers are in need of protection and a trustee will be appointed by the court.

This is a multifaceted enterprise

The trustee will try to move the assets to another SIPC member firm that would best service the customers

The fastest SIPC did this was in 2001 when it transferred 175,000 accounts in 7 days

If the brokerage firm has physical securities registered in the customer’s name – which is very rare these days since SIPA was enacted in 1970 and with business being done electronically – those are customer property and are returned

The common pool of securities for customers of the brokerage firm are held in “street name” (also called “nominee name” when the securities are held at DTC for bank customers) is where the essential protection under SIPA lies.

Example of a $10 million customer account – if 5% of the firm assets are “missing”, the customer account claim is for 95% or $9.5 million, and SIPC would make up the difference

[use Appendix slide to walk through hypothetical $100 million account at a $1.4 trillion firm where less than 1% of assets are “missing”; in this case, the customer would receive $140,000 from SIPC]�


[
Broker-Dealer Failures Since 1971

v’ Total number of failures...............coooiiii . 317

v Percentage of member failures..............coooevii i, 0.8%

v’ Total number of claims satisfied by SIPC.................. 625,100
v"Number of claims in excess of SIPC limits................ 349

v Percentage of claims that were not fully satisfied by
S P . e, 0.05%

Source: SIPC Annual report (Period 1970 — 12/31/2007)
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Presenter�
Presentation Notes�
Reiterate some history

Since the start of SIPC, around 320 firms have failed, a very small percentage of actual members that have existed

Most firms go out of business without taking customer assets with them

SIPC has satisfied 625,000 customer claims, and fewer than 350 were not made completely whole, and this was when the limits of protection were 1/10th of what they are today.

�


Securities Investor Protection Corporation (SIPC)

805 - 15th ST NW, Suite 800
Washington, DC 20005-2215
202-371-8300
WWW.SIpC.org



Schwab’s Excess SIPC
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Decision to Purchase Excess SIPC Insurance

= Schwab has been purchasing excess SIPC insurance
on behalf of its customers since 1984.

= Schwab began purchasing excess SIPC insurance from
the underwriters at Lloyd’s of London in December 31,
2003, when changes were made in how this coverage
was offered.

= Lloyd’s of London, and to some extent XL Insurance
Ltd., began underwriting when other carriers exited the
market. However, they were now only offering the
product with a cap (limited liability) and at significantly
higher premiums than companies had been paying prior
to 2003.
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Presenter�
Presentation Notes�
OK to read this slide as is…no talking points necessary�


=)
Current Coverage

= Coverage: Insurance indemnifies Insured (Customers of
CS&Co., Inc.) against physical loss or damage which
results in loss of securities and/or cash to the
customer(s).

= Limits: $149,500,000 per Customer for securities,
provided that the combined return to the customer from
trustee distributions, SIPC and Underwriters at Lloyd’s
of London does not exceed $150,000,000, including
$900,000 per customer for cash

Policy is subject to a $600,000,000 aggregate limit for
all customers.

= Deductible: Excess of SIPC
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Presenter�
Presentation Notes�
OK to read this slide as is.



A common question is “How is $600 million enough when Schwab is well over $1 trillion in assets?”

In the large majority of cases, SIPC is more than enough and it would be unlikely that excess SIPC would be invoked
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=)
Schwab’s Position Today

We believe the first line of account protection is the
strength of the account custodian.

Beyond the financial strength and other internal
controls at Schwab:

= SIPC provides historical support for adequacy of coverage in
the event of a covered securities firm failure.

= Schwab has purchased an excess SIPC policy through certain
underwriters at Lloyd’s of London since December 2003.
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Presenter�
Presentation Notes�
OK to read this slide as is.
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’The Evolving Schwab Institutional Offer

Practice

Management FHlEeim

Advisor

Service Technology
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Presenter�
Presentation Notes�
Schwab, as a whole, is passionately focused on clients and committed to the safety of client assets.



And Schwab Institutional puts advisors at the center of its business…providing independent investment advisors with the service, technology, platform and practice management support to serve their clients.
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An Example Where an Actual Loss iIs Assumed

Hypothetical Scenario $100M client, $1.4T firm, $2B missing
Individual Customer Account Value $100,000,000
All Customer/Firm Assets $1,400,000,000,000
Total Missing Assets $2,000,000,000
All Customer Assets Held by Trustee $1,398,000,000,000
Pro Rata Share of Customer Assets 99.86%
Pro Rata Customer Value $99,860,000
SIPC Coverage up to $500,000 $140,000
Amount Customer Receives $100,000,000

Source: Securities Investor Protection Corporation, July 2008

Assumptions: All claims are for securities, all customers file claims, no general estate exists Chd?’l@.f SCHWAB
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