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in late July 1971, Chairnran Jehn B Moss of the Subcwrmillee on Commerce
and Finance of the Commillee on Inlersiate and Fareign Commerce of the
House of Representatives, inviled officers of the New York Siock Exchange.
othar sccurities indusiry agpresentaijves and the Securities and Exchange
Commission to puarlicipale as panelists at a public hearing scheduled by the
Subcommittee for August 2, 1571,

[n his invilation (¢ the Exchange panelists, Representative Moss described the
purpase of the hearings: o “consider the problems of broker-dealers and 1heir
causes during the 1968-1970 period and the role of the various self-regulatory
organizalions within the securities industry and of the Securities and Exchange
Commission in working lowards solulions to those problems.”

The Exchange prepared for and fied with the Subcommitee on July 30, 1971 3
summary chronolugy which traced the indusliy™s paperwork problem from jis
beginnings in 967 through the ensuing industry-wide financial crisis, including
subscquent develupments 1o Hhe eud of July 1971,

This booklet conlains the full tex? of the chronolopy, preceded by the text of an
introduclory statemenl prosenied by the Exchange panelists at the Subcom.
mitlex hearing on August 2, 1971,
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Statement of the Panelists from the New York Stock
Exchange, Inc. to the Subcommitice on Commerce and
Finanee of the Committee on Interstate and Foreipn

Commerce, [louse of Representatives, Aupgust 2, 1971+

We appreciale the opportunily to appear as panelisls in thase
ppening hearings in the Subcommitiee’s study of securilies industry
praclices. As always, the Exchange is pleased to cooperate with the
Subcommittee,

At we understand it, these hearings will dea with the hackground of
the pioblems laced by brokerfdealers during the 1967 10 1970 period.
These Tour years comprised one of the most difficult periods in 1he
history af Lhe securilics indusiry. 1L was characterized by a crushing
burden of paperwork {ollowed by a severe cost-income squesze that
brought financial disaster 10 many brokerage firms.

It was a pericd crowded with developmenis ang crises. To help set
the stage lor the subsequent discussion, we would lake a (ew minutes to
present 2 briel overview of the evenls of the lour past years.

The problem began in {967 with a sudden and unexpecied upmrge
in securitics Irading early in the ycar. The tontinued record pace of
trading began to take i1s toll, us the manths passed, in the form of a

growing backlog of paperwork and delayed securilies deliveries.

The securities industry i unique in thal it ntust process business as
it iz received, as the service it sells cannol be slockpiled. Therefore, the
industry is subject to unpredictable changes in volume.

By carly 1968, it was clear thst the flood of business that had
initjally grealed the industry’s paperwork problems werg causing major
difficullies — belh operatienal and financial — for many securilies
firms, and a ycar of substantial dilficulty ensued.

The lollowing year was much the zame, but by the end of 1969, 1he
worsd ol the paperwork problems had been sutmounled. However, a
new crisis was beginning to emerge. By eacy 1970, the problem had
changed dramatically, having shilled from one of overloaded capacity
to one of insullicient business and shrinking profitability. Brokerage
firms, which had made huge Mnancial commitments lor persennel,
aulomation and olher operations improvements, found their profit
margins dwindling and then tuming into losses. The suslained decline in
boik siock volume and prices in early 1970 eroded brokerfdeater
capilal, broughl heavy losses in frading inventory, and cqually heavy

¥ The Exchange's statornent was read by Mr. Arning,
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cperating losses, As a result, many brokerfdzalers were farced out of
business.

In summary, the eycle of 1he four years — 1967 1o 1 970 — was one
of an unp:gc:d:nud and unexpected surge in activily, that necessitaled
substantial jncreases in cperating and capital expenditures to increase
capacity, followsd by a subsianiia) decline in activity and income.

Throughout this period, however, the New York Siock Exchange
markeiplace iiself continued to function very effectively — almost
impervious both 2 the furcr taking place.in hundreds of back and frent
offices throughout the sccurities industry, and (o the sharp rse and
then decline in stock prices and volume.

Mr. Haack, Presideni of the Exchange, testified before this
Subcommittee on February 26, 1959, on the background of the
puperwork ptoblem. His testimany aiso detailed the steps then taken by
the securilies industey to improve the operational situation.

The action taken by the securities [ndustry ai that time had its
desired efTect — the paperwork problem was largely under control by
the end of {969, While these efTorts continued in 1970, the major
Exchange effort was then directed to dealing with the Rnancial
problems craated for member crganizations as 2 resull of the depression
in the securities industry. As had been the case in the paperwork or
operational crisis, the FExchange moved rapidly to deal with the
firuncial crigis,

During this period the Exchange intervened directly in 1he affairs of
nearly 200 member arganizations — more than hall the toial number
of firms dealing with the public. The most important result of this
intervention was that the cash and securities of 1he cusiomers of these
firms were saved lrom loss that might well have been incurred.

During the Lwoyear period — 1969 and 1970 — & total of 129
member organizations went oul of business, merged or ware otherwise
acquired by other firms.

Most importani, the Exchange, Ihrough its customer assisiance
program, has voluniarily commitled $75 million 10 protect the
customers al thase firms which have encountered the most severe
financizl problems and were forced 1o liguidate,

An additional !5 milion is specifically earmarked for possible use
in conneglion with the duPont Glore Forgan indemnification agree-
ment, Beyond this, up 10 530 million may be made available 1o Merrill
Lynch, Pierce, Fenner & Smith, Inc. undsr a separate indemnification
agreement. in conmeclivn with 1hat member firm's acquisition of
Goodbody & Co. Last week the Board of Governors sent 2 proposal to
the Exchange membearship asking approval 10 increase the ceiling on the
Special Trust Fund by an additional 320 million. [On Augast 11, the
membership approved this measurc by a margin of nearly 6 1o 1.]



‘Thus, the tetal cost of the Exchangs®s volunlary cusiomer assisiance
program could exceed § 130 million and, if alt authorized Nunds were o
be used, reach $ 140 million.

A 1able [pzpe 5) showing the carremt status of the Exchange's
custormer assitlance program is altached to Lhis stalement. Also
attached are Lhree charts [page 6] which demaonstrate graphically the
crucial developmentls of the past five yeams. '

Charl 1 shows Lhe average daily trading volume on the Exchange
. monlhly for the last 5% years and the level of total “fails™ and fails
over 30 days old from April, 1968 1hrough June, 1971,

Chart [l shows the number of siles and non-salcs persennel and
number of member firm branch offices from year-end 1965 ta yearend
1970,

Chart [l shows member firm capital and profits in member firms
from 1365 through 197

During These crucial years, literally dozens of separate actions were
taken by the Exchange and the securities industry. We have prepared
for the Subcommittee a delziled chronology of the developments
during this period, up to the pn:s:nt This white paper is attached to

our statement.

What have we, a3 a self-regulatory organdzation, learmed from all
this?

While it is not casy to generalize in the face of so many
developmeants, it became apparent that:

1) the brokerfdealer capital rules must be revised and sirengthened;

2) the Exchange's Central Certificate Service, which ¢liminates the
physical delivery of securities by immobilizing stock certilicates
within a ¢entral syslem, must be expanded; and,

3} Broker/dealer financial and operations reporting must be on a
more [tcquent and more comprehensive basis to detect weak-
neszes al an early stage.

Subslantial progrest has been made in all three areas.

The Exchange adopted a new capital rule on Tuly L5, alter months
of sludy and consultalion with Lhe Securities and Exchange Com-
mitsion, The Central Cerlificate Service has been expanded 1o include
New York Clearing House banks as participants as well as adding
American Steck Exchange stocks. Currently, we are adding over-the-
counter securilies. Plans are underway 10 sigrificantly broaden 1he
scope and nature of the Central Cerlificate Service,

Beporling by NYSE member crganizations has been expanded so
that firms are reporting by way of a special questionnaire on their
finencial and apertional stalus at least quarterly or mare lrequently, as
required, This msay be on a monthly, weckly, or even daily bagis.



New Copilul Rules

The changes in the capital rules aim ot inereasing the quality and
peinmsgniehce of the capital required of firms that deal with the publie.
Whils adjustments and Mine-ening may be required as the new rules are
applied in the coming months, the Exchange is confident that 1he rulag
will provide a signifcant sirengthening of the capilal siructure of a
mijor parl oF the securilies industry.

A summary of lhe new capital rules is'incloded in the attached
white paper.

Central Certificate Service

When Mr. Haack Llestified before Ihe Subcommilise in February
1969, the Exchange's Cenitral Certificate Service had not been fully
activated, Dasically, CCS is a computerized sysierm lor immobilizing
stock certificates. Brokerage Mrms deposit ceetificaies in thieic CC8
accounts. Deliveries ameng these brokers are effecied by compuler
debijts and credits. The certificales remain jo the CCS vault. More than
900 million shares are now on deposil, aggregating more than $30
billion.

Although use of CCS by participating brokers is voluntary, more
than 75 per cent of eligible deliveries are being made each day beiween
our member organizations by bookkeeping entry, rather than by
physical delivery of a stock certificate.

CCS is expanding in other directions, as well. Ten of the gleven New
York Clearing House banks now are direct €C5 participants for
compulerized delivery 10 and receipt from participating brokers, in
addition to the banks' participation in a collateral loan program.
through CCS, :

Elforts are being made 1o broaden CCS Further — to includs olher
major investing inslitutiens, such as mutual funds, pension funds and
insurance companies, 3z deposilars, and to enable out-af-state banks 1o
lake part. The Exchanpe and olher organizalions in the securities
industry see CCS5 25 the basic building Block {or 2 nationat comprehen-
sive securities depository syitem.

Surveillance of Member Firms

The affectiveness of the Exchange’s regulation of i1s membet fer
depends to a crucial exient on the information the Exchange is able 1o
obtain lrom the firms and oiher sources for analysis of the operational
and financial status of member firms.

Muny such sleps hizd beer faken at the time of My, Haack's last
appearsnce before the Svbeemmittes, Since thon, the majur emphasis



of the Exchange's monitoring progeam bas been on the adequacy of
member firm capital and the status of the firms' operations Munction.

The effeclivencss of 1he Exchange’s special surveillance program can
be pauged by the fact that during 1970 some 170 firms came under
such scrutiny and the great majority responded successfully 1o remedial
steps under Exchange guidance — culling their costs, infusing new
capilal or arranging mergers or consolidations with other firms. At
yearend 1970, only seven firms remained subject 1o special financial

surveillance,

Thiz brief overview of the event: of Lhe past four years serves to
illustrate the [act thal the securilies industry has come through a period

of greal siress.

The securities industry loday is slrengthened by the cooperative
sleps which have been 1akep by the Exchange, by its member firms, by
other organizulions in the finyncial community and by the SEC.

The Congress, and this Subcommitiee, by passing the Securilies
investor Protection Act has also added a new dimension io investor
protection.

Further, we are confident that this Subcommittee’s study of Lhe
secunities industry, and the studies of the Senale Securities Subeom-
mittez and Mr. William McChesney Martin, Jr., will prove helpful in
eflecting additional constructive changes to increase protection ta
investors served by the securiliss markety,

STATUS OF CUSTOMER ASSISTAMNCE FROGRAM
A% OF JULY 2T, 1971
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PART I: THE PAPERWORK PROBLEM

INTRODUCTION

From the standpoint of {he investing public and the regulatory
authorities — as well as of the New York Stock Exchange, its
member organizations, and, indecd, the entire financial coinmunity
— the operaticnal difficuities which became known collectively as
“The Paperwork Problem™ comprised the core of the mast seriows
crisis faced by the securities industry in 40 years.

Triggered initially by the sudden upsurge of share volume in all
markets during the late summer aof |947, the paperwork problem
persisted in one way or anpother through early 1970, Throughaout that
period, the New York Stock Exchange took the lead in organizing a
massive coordinated assault on the operations tangle that stemmed in
" large measure from antiquated or otherwise unsatisfactory securities
handling methods prevailing at many brokerage firmhs, banks,
corporate transfer agents, and virfvally every iype of financial
organization invelved in the varjous phases of the securities issuance
and transfer process. A complicating factor in some instances
centered on hasty efforts to apply sophisticated computer tech-
nology to operations problems which had not been adequztely
analyzed in advance.

Another factor was the “management gap™ 2atinbutable to the
depressed state of the securities industry between the late 19205 and
the mid-fifties. In some instances, older experienced management
personnel simply had not groomed successors and found themselves
overwhelmed by probiems brought an by the voiume surge, At other
firms, younger management peaple did not at first appreciate the
risks inherent in the avalapche of paperwork or in neglecting to
maintain financial standards above the minimum requirements set by
the Exchange,

While the problems were industry-wide, many individual! organiza-
tipns wore, of course, able to maintain high standards of efficichcy as
a result of planning and devojopment of stronger operational
capacitics and methods Jong belore the onset of the paperwork



problem. Many NYSE member firms, for example, did foresce in the
late 1950s and carly sixties the need for impreving back-office
operations and had already installed and gained experience in using
sophisticated automation equipment and 1echniques.

At the Exchange itself, development of a faster stock ticker and
auiomated data-processing equipment — long before 1967 — set the
stage for the Exchunge to perform its own reporting functions
elficiently throughout the hiph-volume period; and licker perform-
ance was further steengthened by the implementation of special
methods - deleting volume, deicting repeat prices, ete, — when
volume pressures mounted. Development of the Exchange’s Central
Certilicate Service was wel-advanced by 1967, although CC§ was not
fully geared to play a major role in helping to process paperwork
until 1970,

Unfortunately, even the most efficient firms were hampered to some
extent by inefficiencics elsewhere which affected their own opera-
tions, For example, Tailures to receive and deliver securities in many
cases stemmed nat from deficiencies in a particular finm's own:
operations, but from problems at other firms, banks or transfer
agents with which the firm coild not help dealing on behalf of its
customers. Significantly, the most persistent problems involved the
processing of over-the-counter transactions — an zrea where the
Exchange had no direct jurisdiction to efTect improvements except
through its assumption of a leadership role in coordinating the
industry-wide assault on the paperwork situation.

By the start of 1926% — with the bepginning of what was 1o become an
18-month decline in stock prices and volume — most aspects of the
paperwork problem had begun to yicld, albeit in varying degrees, Lo
correclive measures. By early 1970, the cumulative effects of lower
share volume and general industry-wide improvements in opetating
provedures succeeded in bringing the paperwork problem down to
manageable proportions.

(In its aftermath, however, the lingering effects of the paperwork
problem contributed heavily — along with the industry-wide profiss
squeeze which was progressively apgravated by the conlinuing price
and volume decline — 1o the development of scrious financial
problems at many securities firms, Merpers and acquisitions, selloffs
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of braonch ofiices, and emergency infusions of capital helped most
the troubled NYSE Nems weather their individual ¢rises. Howewt
the seriousness of capital problems at a relative handlul of firr
precluded or resisted the most intensive efforts at solution. Tl
result was a small — but, (o some observers, alarming — number -
rescue operations or liquidations in which the Exchange played

dominant counscling or supervisory role.) i

Inevitably, the resurgence pf share volume in JTanuary and Februaz |
1971 -~ to levels exceeding those of 1967 and 1968 ~ generzted
good deal of concern on the part of the public, the repulator
authorities and the industry itself regarding the industry’s ability t
handle it. To date, there appears to be ne imminent danger of
recurrence of the severe operational problems experienced during th |
earlier period. This is probably atiributable to a combination o
factors, including: a much greater proportion of large order
contributing to heavy share volume; generzl industry-wide upgrading
of back-office procedures and personnel; and efficient performancy |
of a more comprehensive Central Certificate Service. Exchanpe |
member firms, in general, are moreg sensitive to the complex
problems of massive records-keeping controf and (inancial exposune
than they were in 1967. '

Neveriheles&. the Exchange has taken a number of specific steps,
described later in this paper, to help member firms guard against the
possibility of recurrences.

BACKGROUND — 1967

Beginning in the early 1960s, share volume on the New York Stock
Exchange — as measured by both daily average volume and total
reported volume - increased at a reasonably steady and, for member
firms, manageable rate. The rate of increase began accelerating
sharply, however, in early 1967. Reported volume for the first
quarter of 1967 was 615 million shares — 14% above the plevious
record total for any three-month perdod, ang considerably more than
the total reported yelume for the full vear 1957, New records were
s¢t during each of the sueceeding quarters of 1967, and total
reported volume for 1he year was 2.53 billion shares — a2 one-third
increase over the preceding vear. '

s



By midsummer 19567, many securities Iirms were feeling the
paperwark pressures generated by the prolonged high share volume,
and the phrase, “paperwork problem,™ began adding itsclf to the
lunguage of Wall Street. To help case some of these pressures, the
NYSE Board of Governors curtailed trading by 90 minutes on nine
conseculive business days, beginning Aupust B, A Special Committee
of the Board developed a scres of special procedures for member
firme and the Exchange o follow in dealing with the growing velume
of paperwork. Among the most significant of these were the
establishment by Stock Clearing Corporation of an “easly drop”
facility to help provide 2 smocther Mow of securities to the clearance
cperation; and the Board’s authonzation of ning “combined settle-
ment dates™ during the last five months of the year to create "{ree"
days on which firms could concentrate on other aspects of their
individual paperwork problems. In November, the Board voted to
discontinue development of the Exchange's Central Computer
Accounting programs and to channel the manpower, funds ang
energy thus freed into speeding final development of the Central
Certificate Service.

A YEAR OF MAIOR STRESS — 1968

By early 1968, it was clear that the {lood of business that initially
had created the industry’s “problems of prosperity” threatened to
cause major difficulties — both operational and linancial — Tor many
securities firms. Heavy trading in both listed and unlisted securities in
early January strained transfer and delivery facilities throughout the
country, The Exchange’s trading floor and reporting systems wern
able to handle the daily volume which averaged neary 12 million
shares for the manth; but the number of “fails to deliver™ securities
among brokers showed a disturbing increase — with continued high
volume levels allowing insufficient time {or checking on delinquent
items.

The Exchange sent a steady stream of letters and circulars to member
firms, with specific supgestions for obtaining prompt customer
delivery of stock certificates, maintenance of appropriate ratios
between back-office and sales personnel” in their recruiting and
training plans, the all-important need for accuracy in records
keeping, procedurcs for safeguarding negotiable securities such as

1"
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povernment bomls, investigution of new operations personnel, ar
margin safcgoards.

New reporting requirements were adopted to help the Exchange ar
member Mirms identify and deal wilh special problems. All memb
firms camrying customers’ accounts were required to file Speoi
Operations Questionnaires quarterly — or more frequently if require
by the Exchange — with detailed information on the status of cac
major area of recordskeeping — including general ledger an
customer account postings, dividends and stock record, and informi
tian on such rclaled matters as overtime, customer complaints, et
Many firms began piacing voluntary restrzints on business emanatin
from problem arcas such as over-the-counter transactions,

Where operations-troubled fems neglected to selfimpose sugl

restraints, the Exchange imposed specific restrictions either {o limi

expansion or reduce existing levels of business to more manageabl

proportions. In practice, these restrictions began with limitations or

opening new offices and hiring additional sales personnel, 1

necessary, restnctions were broadened te require discontinuzance m
advertising and sales promection, firm trading, market-making ang
underwriting, and solicitation of aver-the-counter business. In ex
treme situations, the Exchange placed quotas on the number of
orders individual firms might accept; restricted fizms from accepting
any order which would ciuse & new customer asset o be delivered
into a firm; and required firms to sell off branch offices, The
Exchange's objective here was to identify and apply corrective
measures to problems before they became s¢ cntical as to affect a
firn's customers or other Nrms. In effect, the special restrictions
were aimed at penalizing [irms which had not properly managed their
own growth, without unwarrantedly penalizing other elements of the
industry. Limiting volurhe via restrictions, of course, freed employees
of firms to devale more time fo comecting errors and resolving
outstanding open items,

The major secunities industry organizations — the New York and
American Exchanpes and the National Associztion of Securities
Dealers — established an Ad Hoc Committee on Office Operations
(which included prominent operations executives af a representative
group of member lirms) (0 monitor the situation, Beginning anuary
22, trading in all sccuritics markets was again limited to four hoursa

"
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day {10 am. to 2 p.m.). The Exchange directed member firms to
keep offices staffed untit at least 7 p.m. on weekdays; called lor a
full workday without the wsual market on Linceln’s Birthday: and
required member hirms to stalf their offices on Washinglon's
Birthday. Beginning February 2, the settlement pericd was extended
from four business days afler a transaction to five.

(It should be noted that throughout the perod assaciated with the
paperwork problem, many firms continued to handle their own
operations without undue difficudty — streamlining office pro-
cedures, strengthening personnel policies and adding new automation
equipment and techpigues. Many firms went to six-and seven-day
office schedules; some zdded a second daily shift; others kept
operating 24 hours a day when necessary. Some customers, while
complaining of dclays in receiving stock or of exotic billing imix-ups,
may unintentionally have agpravated the problems at {irms by
making tardy deliverdes to their brokers. The fact that, as thp
problems developed, the bulk of alf fails to deliver involved
over-thecounter rather than listed securities reflected credit on the
Exchange’s clearing facilities — but gave small consolation 1o
over-burdened office stzffs at member firms or (o customers affected
by back-affice difficulties, )

Aided by the wide range of special measures adopted during the early -

days of 1968, member {irms geacrally were able to make substantial
inroads on the delivery problem, and the normal 5%-hour trading day
was resumed beginning March 4.

In early April, representatives of the securities industry and the ten
member banks of the New York Clearing House Association initiated
a broad-scale cooperative effort to jdentify, research and resolve
major problems of mutual concern. Five joint’ committees were
established to study specific prablems invalving securities deliveries,
transfers, collateral, credit and uwniform tecurities identification.
Other industry groups concentrated on looking into new develop-
ments in automation which might be applicable to securities
brocessing; revisions of existing rules to set more stringent delivery
requirements for brokerage firms; and a recruitment program aimed
at afttracting grealer numbers ol qualified clerical personnel into the
industry.

13
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Te better document The scope of the piperwoerk problem anc
bucklog, Ihe NYSE and he Amex, ulse in April, began requiring
member firms to report monthly al! Tuls to deliver and fuils &
receive listed and unlisted securties. llowever, with orders con
tinuing to pour in at unprecedented rates — NYSE reported volume
soared to 845 million shares lor the sgcond quarier, more than 25%
above the previous record for any quarter — the industry mobilize
for more drastic action. On the recommendation of the Ad Ho
Committee, the NYSE, Amex and NASD voted 1o close then
markets one day a week beginning June 12,

The Exchange’s Ceniral Cerlificate Service began operations oo Jume
21, when ownership of shares in Jour NYSE-listed issues wal
transfesed between accounts of brokers by computerized book
keeping entry. Additional issues were phased into the system -
according to an alphabetical schedule — throughout the remainder of
the year, and by year-end, a total of 535 listed issues {abnut 435 ol
the total} were being delivered through CCS.

In mid-July, the Exchange began conducting periodic clearances of
open fails in fisted issues for member [(irms, pairing ofT aged fails
submitted by the firms to ¢liminate Intermediate deliveries and
permit direct settlement of money differences,

A series of changes in NYSE rules were placed in effect in laie
summer and early fall to deal further with specific aspects of the
continuing paperwork backlog. {The Amex instituted pacaliel
changes at the same time.) Among the most important of the new
reqitirements:

* Mandolory Buy-Ins — Bepinning August 2, the Exchange
required member firms to close contracts not fulfilled for a
period of 50 calendar days after the scttlement date. {Two
subsequent additional changes provided for the execution af
the buy-in order by the defaulting firm’s broker instead of
by a member of the Exchange staff: and reduced the age of
open items subject to the buy-in Tule from 50 calendar days
to 30 days for stocks and 40 days (of bonds. Since fails 10
teliver can be cleared up if a broker borrows stock, the
Exchange also distributed a special directory of member
firms available to lend stock to other Nirms wishing to avoid
becoming subjectl to the buy-in requirements,

Lo
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o Partisl Deliveries ~ Begiuning September 1, the Exchange
nroliibited member firnms from accepling urders from
custemers who did not signify their willingness to accept
and pay lor deliveries on the basis of execulion reports.

s Long Sales — Also beginning Seplember |, member firms
were prohibited from making long sales for customers
without specilic assurance that the customers were prepared
to make prompt dalivery of the securnities being sold.

» OTC Clearing — lo 2 move aimed at the heart of the
over-the-counter portion of the paperwerk problem, the
NYSE Board of Governors dirccted firrns doing an over-the-
counter business in the Matrapolitan New York area to clear
their over-the-counter transactions through the Nationa
OTC Clearing Cormporation beginning no  later  than
September 30, ' :

s Fail Penalties — Beginning December |, member firms ware
required to apply a graduated “haircut” — a charge against
net worth in computing capital to meet Exchange reguire-
ments — ranging from 10% to 30% of the contract value of
fails to deliver of 40 or more days' duration.

(This requirement was aimed chiefly at aged fails in
over-the-counter issues, since the Exchange's mandatory
buy-in rule automatically took effect when a fail involving
an NYSE-listcd stock or bond reached the age of 30 or 40
days, respectively.)

Although 1968 had | 2% fewer trading hours than 1967 — due to the
elimination of 26 trading days and shoriening of 28 others —
reported share volume reached a new record of 2.93 biflion shares, an
increase of 400 mitlion shares — or 16% — over the preceding record
year. (Significantly, on 25 days during the year, reported volume
exceeded the 16.4-million-share record which had stood since
Oclober 29, 1%929.)

The considerable array of special rules and procedures zimed digectly
at allevigting the paperwork problem gradually began producing the
desired ¢lTects - although c¢ontinued bigh share volume through the
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end of the year hindered even the most determined effort to whittle
down the backlog. While total fails to Jeliver reached a year-end peak
of $4.13 billicn, aged fails at December 31 were down 227 [rom the
mid-July peak of 3837 million, and the industry ended the year with
some hope that the operational road ahead would be smoother,

‘A YEAR OF IMPROVEMENT — 1969

Beginning January 2, the securities markeis resumed five-day-a-week
frading on a four-hour-a-day schedule. The cumulative effects of
emergency measures, massive investments in both time and money
for automation, and extraordinary efforts to increase both the
numbets and quality of operations pcrsonnei - aided by some
slackening of share volume — enabled most fums to keep abreast of
current volume and make some headway toward clearing up the
backlog. '

CC3 reached Tull activation for some ] 200 eligible NYSE-listed issues
in February. However, operational difficulties which persisted
through August had the effect of limiting CCS' contribution to
alleviating the paperwork problem through the remainder of the

year.

Also in February, $he NYSE and the Amex anncunced that the Rand
Corporation . had been retained to develop a longrange plan for
improving the operations of the securities indusiry. At the same
time, the two exchanges blocked out an intermediate-range program
aimed at developing major changes in the way securities are
processed and ownership transferred. Among the specifically identi-
fied NYSE programs were expansion of CC8, advanced design of
automated clearing and central certificate systems, development of a
complete Floor automation program and mteg,ratlnn of suck a
program with CCS and the clearing operation. Otlier projects called
for specific work to be carried out by the Amex alone and by the
two exchanpes cooperatively . *

In Jate February, President Robert W. Haack of the NYSE gave the
Commerce and Finance Su_bcommitt&e of the House Interstate and

* Builine of Intermediate-Range Program is appended. |Exhibil A — Page 44|



Fareign Commerce Committee a summary report on the siatus of the
paperwork siluation,** Excerpts ffom his testimony follow:

AT the paperwork problem is not only a New York
Stock Exchange matter, but cncompasses other national
exchange markets, regional exchanges, and the over-the-
counter market; it includes bunks and it includes
institutions. . . .

*“The causes and effects of this paperwork pile-up were
severalfold, First, the process by which the industry
physically handles, delivers, and then transfers ownership
of securities is cumbersome, and when volume increased, it
taxed the systcm beyond its capacity with existing
personnel. This caused delays in customers receiving their
securities, dividend credits, etc. Until different methods to
evidence ownership and transfer are used, there will be
delays in delivering securities to customers who desire a
certificate in their name,

*Concurrent with the paperwork pile-up, seme member
firms began to find their bookkeeping operations falling
behind. This, of course, could have been the most seripus.
aspect of the paperwork problem, had it not been
cantrolted and camrected by the Exchange, because of the
potential impact on the public. Pdor to 1967, there had
never been a serious records-keeping problem for the
industry. Historically, the emphasis of the Exchange, the
SEC and other industry regulatory organizations had been
on enforcing rules 1o protect the customer from fraud in
the sale of securities, from manipulation, and to provide
financially sound organizations. Consequently, it was
necessary for the Exchanpge to develop operational safe-
guards, in addtion to its historical self-repulatory policies.
This has been accomplished and continues to be a priority
among the Exchange™s activities. . . .

“Through examiner visits, analysis of financial and opera-
tional questionnaires and independent accountants’ audits,

% 4 Summary of 27 Indjvidua! Mcawres was appended 1o Mr, Haack's stimony and is also
appended herewith. | Exhibit B — Page 48]
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the Exchange walches the financial and operational status
of member firms. These spurces have provided the prin-
gipal information for placing member firms with opera-
ticnal preblems under restrictions. These technigues,
applied on a more frequent and comprehensive basis to
restricted firms have also told us that the operational
capacity of firms has improved dramatically. . ..

*In our opinien, the actions taken by individua! firms and
by the industry have inanaged to contain and reduce the
paperwork backlog and over-all operational problems -
except in the area involving aged {ails in the over-the-
counter market.” )

During the second quarter, although share volume remained at high
levels — with the industry continuing or a fourhour-a-day basis —
the peneral operational picture improved substantially. Total fails to
deliver were down from the 1968 year-cnd peak of $4.13 billion to
£2.55 billion at the end of May. Aped fails totaled 3259 million at
the end of May, less than ane-third the 3837 million peak registered
in July 1968. In June, the Exchange conducted a special conference
on the Surprise Audit by Independent Public Accountanis —
focusing on specific operational controls, audit planning and other

- aids toward cambating the paperwork problem.

On the recommendation of the Ad Hoc Committee on Operations,
trading on the NYSE and the other secunties markets was extended
to 10 am — 2:30 p.m. beginning July 7, and to 10 a.m. = 3 p.m.
bepinning September 29. Fails figures at the end of August were the
lowest since the Exchange began collecting fails data — $1.40 billion
in total Tails and $166 milion in aged fails,

In August, the Board of Governors levied the highest finegs in NYSE
history — $100,000 against Charles Plohn & Co. and £506,000 against
the firm"s former managing partner — for viclations of Exchange
rules governing supervision of the firm's business in 1967 and 1968,
(In September, the Board fined Hayder, Stone Incorporated 350,000
on each af three counts relating to viclation of Exchange rules duting
1968.)

[n September, the NYSE and the Amex inaugurated a new program



designed 1o expedite the handling of custamers’ complaints —
providing member [irms with detailed guidunce for establishing
procedures aimed at giving management un overview of customer
service activities, in order to pinpoint problem areas and speed
corrective action.

Also in September, the Exchange began publishing “Perspectives on
Operalions," a newsletter designed to keep tep management and
operations persannel of member firms abreast ol new developments
in the varicus operations dreas of the securities business.

By yearend, the industry — though hardly complacent — was
justified in believing that the worst of the paperwork problem with
which it had been grappling since mid-1967 was over. Volume for the
year was a scant 80 miilion shares below the 1968 record — even
though there were 100-0dd fewer hours of trading duning the year.
{Average hourly trading volume in 1969, however, set a new record
of 2.61 millian shares, compared with 2.44 million shares in 1968.)

The principat barometer of the paperwork problem — fails to deliver

~ was well within manageable limits, and the industry had developed -

and assimilated dozens of new procedures and techniques for coping
with sustained high sharevolume levels. Total fails to deliver at
year-end stood at $1.84 billion — down 55% from the preceding
yearend peak; and over-30-day fails were down to $136 million, an
B4% decline from the July 1968 high. A sccond statistical measure —
the combined level of transactions on the NYSE and Amex — was
runaing at an average of 59,300 a day at year-end, well below the
75,000 regarded as an cady-warning level, The total level of fails,
related to dollar volume of trading on the two exchanges - as
reported weekly by a major segment of member firms — was
equivalent to 1.8 days’ combined dollar volume; this was well below
the 2.5-day level which the exchanges regarded as cause for serious
CONCem. '

Steady improvement in the operational capacities of member firms

" had brought the total number of NYSE firms under operational
restrictions down to 10 — from a total aof 47 at the height of the
1968 crisis peried. (In all, 105 firms were subject (o some form of
restriction at one timwe or another.)
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The industry™s ernphasis had already begun to shilt somewhat — from
the necessity for dealing with uvigent day-to-day problems which had
piven way 1o more or less routing monitaring of the operational
status of firms as a means of detecting any danger signs for the Muture
— to long-range programs aimed at minimizing the possibility that
any thing like the 1968-1969 problems could recur.

The Exchange President reported on a number of these programs in
his annual message to the Exchange membership:

“The Tmportance of Unity — We have close ties with other
segments of the financial community — for example, with
the American Stock Exchange, the NASD and other
securities industry organizalions, with the banking in-
dusiry and with institutions. All of these organizations
kave a stake in seeing that the central marketplace operates
as efficiently as possible — and we, in fumn, want and need
their support. '

“A Nationwide Securities Depository — .. .while many
questions still must be resolved, we have our sights firmly
set on the establishment of a truly nationwide depository
system that will make the benefits of CCS availzble to
everyone involved in the transfer and delivery of securities.

"Securities Industry Systems Study — One of many
concepts being evaluated is the socalled ‘locked-in trade’
whereby the trading floor would become an electronic
bridpe between brokerape firms and the clearance and
delivery operations, triggering all the steps required to
camplete secuntics transactions.

“Leong-Range Planning — The nead to engage in systematic,
comprehensive long-ranpe planning — and the importance
of active suppart at the highest levels of managemant —
{has been) stressed....A series of planning bulletins has
discussed basic planning techniques, projected NYSE
volume, personnel needs and planning projects undertaken
by various irms.

“At the Exchange itself, a Long-Range Planning Com-



mittee of senior exccubives meets weekly (o review the
environment of the sccurities business and anticipate
luture developments.

“Integrated  Automation Copcept - The Board..,
approved a multi-phase proposzl embracing changes and
innovations in Exchange aulomation through the decade
of the 1970s. The first two steps, | .call for an expanded-
capacity Market [Drata System and computerized routing of
odd-lot orders. These initial developments will seirve as
building blocks for the full program which would ulti-
mately bring the concept of the locked-in trade into
operation.™
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PART II: THE FINANCIAL CRISIS

A YEAR OF SHIFTING EMFHASIS — 1970

Almost imperceptibly, in early L1970, the securities industry’s
_top-priority problem shifted from one of everloaded capacity to one
of insufficient business. Having geared itself — at tremendous effort
and expense — to handle ¢xpanded share volume, the industry
suddenly found veoluste drying up and the value of securities
inventories dropping sharply.

The first serous sign of the volume decline actually appeared in the
third guatter of 1969, when daily average volume dipped to 10.3
million shares {from 11.6 million shares in the preceding quarter).
Following 2 recovery to an average of 12,4 million shares a day in the
customarily busy fourth quarter of [969, the daily average fell below
11 million shares and remained there throughout the first six months
of 1970, At first, the lower volume level was welcomed by some
firms to which it offercd an opporiunity to make the final push in
clearing up the remnants of the paperwork backlog. But as time went
on, firms which had made huge financial commitments for auto-
mation and other back-office improvements — as well as for
expansion to meet the earlier demands for customer service - founa
their profit marging dwindling and then tuming into losses.

The industry’s proornities began rearranging themselves to mees the
ncw probiem, with the Exchunge again taking the lead — this time to
deal with what was clearly devcloping into an industry-wide profits
squeeze. The sustained decline in both stock volume and prices
eroded member fims' capital and brought heavy losses in trading
mmventories, at a time when higher operating. costs and general
inflationary factors were adding another disturbing dimension to the
industry’s financial situation. The over-aif result was that quite a few
firms found their ability to comply with NYSE capital requirements
impaired — and, in a few extreme cases, in scpous jeopardy,

By Apnl, two-thirds of NYSE member firms carrying public accounts
were operating their commission business at a loss. To help alleviate
the rapidly detericrating situation, the Exchange, with SEC approval,



adopted an intenim service charge on orders of 1,000 shares or less,
pending estublishment of a itew minimum commission rate schedule,
This charge — not less than $15.00 or 50% of the minimum
cemmission applicable to the order, whichever is tess — had the
efMect of improving the loss picture of the bulk of the firms: and, for
many — especially those with a high percentage of small retail orders
— it was crucial to survival in the face af the centinuing profits
squeeze. (On Juine 28, 1971, the Exchange presented an entirely new
proposed minimum commission rate schedule to the SEC; and it is
expected that the service charge will be discontinued with the
adoption of a new schedule.)

Throoghout 1970, 2 major Exchange effart was devoted to monitor-
ing and trying to help Anns comect deficiencies ansing irom
substantial capital losses; working foward the develepment of a new
minimum commission rate schedule; and providing financizl assistance
to custemens of the relative handful of member Airms forced into
liquidation by rheir linancial difficulties.

The cumulative evenis of the period from 1967 through 1570 led
ultimately to the passage by Conpress of the Securities Investor
Protection Act of {December) 1970 and the creation of the Federally
chartered Securities Tnvestor Protection Corporation (SIPC).

Prior to SIPC"s assumption of responsibility Tor the protection of its
members” securities customers, more than 160 NYSE member
organizations — and an undisclosed but presumably lzrger number of
non-NYSE brokerage frms — went out of business. Mosé of the
NYSE firms either merged with or were acquired by other NYSE
firms ~ quite ofter through arrsngements lacilitated or initiated by
the Exchange itself. Some 80 firms dissolved, retired from the
securities business or self-liguidated, without undue public concemn
or ingonvenience 1o customers. In most of the remaining situations,
mergers or acquisitions were also arranged without serious incon-
venience to customers,

While public attention focused on the affairs of 17 firms, many other
equally ¢r more dramatic situations remained outside the spotlight,
as the Exchapge worked intensively to assist troubled firms to
weather their individual criscs. Commenbing on the role played by
the Exchange, President Haack observed, in his annual messape to the
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Exchunge membership {published in February 1971):

“There are some people in our industry wha believe that
throughout thie peried of crisis — in the hectic days of the
paperwork crunch and in the profits squeeze that followed
— the Exchange itsclf functioned as a merciless task master.
And it is true that in the course of shepherding the
industry through a major depression, stern measures were
appropriate — and the Board of Governors, its Special
Committees and, at their behest, the staff, did not hesitate
to apply them when necessary.

“The self-regulatory reole exercised by the Exchange
involved, first, the effort to clear up the massive opera-
tional difficulties experienced by scores of firms, and then,
combating the capital problems spawned by the long price
and volume decline. Through the successive crises, the
Exchange intervened directly in the affairs of nearly 200
firms — more than half the total number doing business
with the public. The most important result of this
intervention was nod that firms were occasionally miffed,
but that the securities and cash of their customers were
saved from lossés that might well have been incurred in
exiended backruptcy proceedings — even when some of
the firms themselves failed to survive,”

The successful “'rescue™ operations carried out by the Exchange have
never been widely publicized, but they are unquestionably a major
element in the survival of the industry. The difficult decisions made
by the Exchange during this period have been validated by the
subsequent histories of the firms whose critical problems were not
commenly known oautside the Exchange and whose survival or
orderly self-liquidation programs were, fo a large extent, made
possible by the absence of publicity. ]

The troubled firms experienced many of the same problems,
although the details, of course, vared from firm te firnn. At one time
or another all of them were subject to some combination of more
than 20 Exchange-imposed restrictions — ranging from bans on
advertising and promotional activity to fixed limits on the amounts
of business they were permitted to handle, and the requirement of



reducing expenses, personne! and branch office operations, The
measures enforced by the Exchange were, of necessity, dictated by
the specifics of each situation; some were hardlined, while others

were flexible, But all werc based on z thorough cvaluation of reports

and discussions with the firms’ principals, and all were aimed at
trying to return the firms to operational and financial viability.

The effectiveness of the Exchange’s regulation of its member
organizations depends to a crucial extent on the information the
Exchange is able to obtain from the firms themselves, and from other
sources of operiticnal and financial information conceming the
firms, The events of the crisis period underscored the importance of
timely and accurate information and helped focus on specific areas in
which improvements in information-gaihering were desirable,

Many of the techniques developed and employed in monitoring
member [irm operations have already been described. As the
paperwork problem gave way te an industry-wide linancial crisis, the
major emplasis of the Exchange’s momtenng programs shilted to
the adequacy of member firm capital.

Prior to the revision of the Exchange's capital rules in 1971, member
firms carrying public accounts were required to have at leasi 31 of
net capital for every 320 of aggregate indebiedness — ie, a “net
capital ratio”™ of 20: 1. As evidence of capital problems at a number
of fim: began to mount, the Exchange, early in 1970, established an
“ezrly waming” system under which firms with capital ratios of 12:1
or grealer became subject to special scrutiny by the Exchange, under
the over-all surveillance of a Special Committee of the Board of
Jovermors. Firms sustaining losses greafer than 15% of their excess
‘net capital n a given month also became subject to special
monitoring, on the theery that continued lasses of that magnitude
could lead to capital violation within six months. These firms were
required to submit detailed plans to the Exchange for cutting
operating costs and adding new capital. They were also required to
project prebable operating results several months in advance and {o
submit weekly, and in some cases daily, reports on their financial
candition. '

Responsibility {or maintaming surveillance of the financial condition
of member organizations rests with five teams of coordinators in the
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Exchange's Department of Member Firms. The system, initiated in
1969, was significanUly reorganized and strengthened in 1970, Each
of the Mive coordinalor teams is responsible for continuing sur-
veillance of a specific proup of member Nirms. The coordinators
receive the financial and operations questionnaires filed by their
assipned firms and the reperis of Exchange cxaminers, independent
audifors, and the Exchange's regulatory divisions. The coordinatlors

_have developed a basic series of surveillance and guidance programs

to uncover and alleviate financial or operations difficulties experi-
enced at the {irms under their jurisdiction. The vanous question-
nairgs used to collect information are cuwirently teing consolidated
into a monthly report which will preduce readily available, standard-
ized information in depth, as well as standard information which will
be placed in computers for comparison of comparable lirms and
trends over time by individual firms. The new system will give
computerized assistance to the coordinator teams and promises to
greatty increase their ability to identify emerging problems.

The cffectiveness of this special surveiliance program may be gauged
from the fact that during 1970 alone, some 70 {irms were subject to
special scrutiny, and the great mazjority responded successfully to
remadjal steps under Exchange guidance — cutting costs, infusing
new capital, or armunging mergers with other firms. At year-end 1970,
only 7 firms remained subject to special financial surveillance.

Pethaps the most significant mesult of the program has been that
customers of the 170 firms invelved received their securities and
funds held by the firms, and none of these firms has required any
assistance from the Exchange’s Special Trust Fund in the course of
resolving those problems.

LI I N

Of the 17 firms which attracted widespread public attention because
of their severe financial difficulties, 10 went into liguidation vnder
the supervision and control of Exchange-appointed liquidators
(incleding one in 1968 and two in late 196%); 3 went into liguidzation
under their own direction but with financial assistance fromn the
Exchanpe; 2 went into liguidation without negd for Exchange
financial assistance; and 2 averted liquidalion through Exchange-
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supported intervention by third partics with the assistance of
conditionally pledged Exchange funds (one in 1971).%%*

The principal instrumeni of (he Exchange's voluntary fnancial
assistance to the customers of member firms in'liguidation has been
the Special Trust Fund crnginally established by the Exchange in
1964, lollowing the liguidation of [ra Haupt & Co. The Special Truse
Fund program reached its initial goal of $10 million, supplemented
by $15 million in standby credit, in 1965, The Fund was augmented
by an Exchange contribution of $3 million at the end of 1969, at
which Lime the standby credit was reduced to 310 million. In June
1970, the program was expanded to $35 million (e permit assistance
to fims which had recently begen placed in liquidztion by the
Exchange. (A summary of subsequent changes in Special Trust Fund
authorizations and the cument stalus of the liquidaticn and
indemnification situations appears on pages 35-40.)

In the case of Goodbody & Co., the larpest member organization to
face the prospect of liquidation up to that time, a separdte
arangement was developed outside the Special Trust Fund, under
which another member firm, Merdll Lynch, Pierce, Fenner & Smith,
Inc,, apreed to acquire the troubled firm. As part of the program
worked out with Mecrilt Lynch, the Exchange agreed to indemnify
Memill Lynch up to a maximum ol $30 million in ¢onnection with
specified possible losses and lizbilities the firm might incur in
connection with the acquisition. The Exchange would raize the
necessary funds through assessments on its membership. [t may be
noted that the mmembership agreed 10 this cousse of aclion by a
margin ol better thun six to one, and the acquisition was ac-
complished as of December (1.

+*+ Liguidations By Exchénp-Appointed Liguidatoms: - .
Ameplt, Baker & Co., Tnc. (1269). Bacrwald & DeBoer, Blair & Cn inc.; Dempsey-
Tegeler &£ Co., Ine.; Flisl Devonshire Cn:anllun CGregory & Sona [ 1969), Hcl]ﬂnnd] L
& Co. lncﬂ l’.‘lnd.s Bmth:n & Co.; Fickard & Co,, Inc, [1968); thlni.un & Co,, Inc,
Firm-DOirected Lmu:llitlms With Eu:hlﬂy Financial A.Bmm
Fusz-Schmelzie & Co.. Inc,; ILS, Fqullles lne,; Merermn & Ca., Ine.

Ligquidations Without Exchangs Fina m:lll Asgsiance:
Klziner, Bell £ Ca,, Inc,; Chades ¥lohp & Co,
Indemnilication &greements Babwesn Exchangs sand Third Facnies:
duPont Glore largan, Ine (1971); Goodbody & Co,
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When Congress passed the Securitics Investor Proteclion Act al the
end of December, the Exchange announced the termination of its
voluntary customer assistance program znd plenned phasing out of
the Special Trust Fund. 1t was understood, however, that the
Exchange would fulfill its prior commitments with respect to firms
already in the customer assistance program. Under the SIPC
legislationi, the securities indusiry is committed to provide initial
funding of at teast $150 million.

L I N

While a major Exchange elfort throughout 1970 was devoted to
assisting scores of member organizations experiencing financial
difficulties, other major programs contihued to move forward, aimed
at prepaning the Exchange membership for the eventual returm of
Favorable business conditions and new high levels of trading activity,

Stock Clearing Comaration's Central Certificate Service, for ex.
ample, made important progress in expanding its services and reflining
its systems, More than 1.6 billion shares were delivered by
computerdzed bookkeeping entry during the year — with the rate of
eligible deliveries made on a voluntary basis increasing from 65% in

January to over 75% by year-end, During the year, the tota) number

af shares on deposit in the system jncreased to 553 million. Growing
confidence in CCS — based on improved performance - was
reflected in developments on three major innovations:

= An expanded pilot Collateral Loan program was operated
during most of the year with the ten New York Clearing
House Banks and some 30 NYSE Clearing Members as
participants. More than %!.8 billion in collsteral loans was
initiated through the system in 1970,

= Eight Clearing House banks began participating in CCS as
deiiverers and receivers of stock via bookkeeping entry,
substantially reducing the need for brokers to make deposits
and withdrawals from the system.

= [n Novernber, CCS began accepting shares of an injtial group
of Amex-listed stocks lor delivery among Clearing Members
on a test basis. {ln mid-April 1971, some 260 Amex issues



became cligihle far delivery through CCS, bringing to 2,300
the total number of eligible ifsues deliverable through the
system.)

In Aprl, the Tull resources of Stock Cleanng Corporation wers
brought into play in comnection with clearance, setilement and
delivery procedures involved in the listing of long-term warrants
wsued by American Telephone and Telegraph Co. as part of a
complex $1.5 billion financing program. Specially devised procedures
reduced the number of warrants requiring delivery from nearly 22
million fo less than & million. The delivery of rights in ¢connection
with the issue was accomplished through CCS,

In anather significant devclopmeant, Stock Clearing Corporatian, in
May, converted from a Bond Comparison Service to 2 Bond Clearance
Service Tor ull MYSE-listed domestic corporate bonds. By yearend,
some 9E% of listed bonds were being cleared through the service — a
degree of utilization that played 2 considerable part in reducing bond
fails to detiverin early 1971. {Effective March 15, 1971, clearance of
all listed domestic corporate bonds became mandatory.)

The Banking and Securities Industry Committee (BASIC) recom-
mendztion of a three-stage timetable for mandatory use of CUSIP
standard identification numbers on all stock ceetificates and regis-
tered bonds was endorsed by the Exchange in 1970 — and
implementation was begun. BASIC's study of possible development
of a4 machine-readable stock certificate raised the provocative
question of whether or not fapid development of an expanded
ventral depesitory — which would include major over-the-counter
issugs as well as those listed on stock exchanges — might actually
pre-empt the usefulness of an automated certificate. Subsequent
BASIC studies have indicated the {ikelihood that this may occur.

The [ong stack price decline finally slowed in late I';rlay - the same
month in which {on May 4, on the recommendation of the Ad Hoc
Committee on Office Operations) the indusiry finally returned 1o a
normal 3%-hour, 5-day trading weck. By July, a madest upward price
trend appeared to have developed. Volume, however, showed a more
dramatic wpward trend than prices — averaging 11.7 million shares a
day on the NYSE during the third quarler, and more than 12.9
millton during the final three months of the year. The vigorous
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renewal of trading activity nudped total reported volume for the year
just past the 19608 record — 10 2,84 billion shares.

There was sirong evidenee that the industry — lhaving come tirrcugh
both she paperwork blizzard of 1908 and carly 1969, and the
I B-mionth Jdrought that fellowed — was ready and able to hapdle the
new surge of activity. Total lails to deliver at year-end stood at $1.39
billion — just one-third the peak recorded at the end of December

T 1968, and 24% below year-end 1969, Aged Mails were at the nearly

insignificant level of $52.5 millien, To be sure, the 1970 yearend
Ngures were higher than the lows registered earlier in the year, and
the industry was keeping a watchful eye out for possible unfavorable
developments, Tn this context, it is significant that the NYSE did not
find it necessary to place any micmber {irm under operational
restricticns through the end of the year.

To help minimize paperwork-related problems in the future, the
Board of Governors, in November, established new minitnum
requirements for member firms’ control of securities in their
custody. New fules, effective January |, 1971, require firms to make
periodie counts of sceurnities under their control; account for ledger
balances with the securities held by clearing corporations or
correspondents; and reflect all unresoived differences in a special

Mseeunty count difference’ account.

These rules were a part of a securities industry-wide program to
feduce the problem of missing and stolen securities, During
1967-1970, the Ex-::ﬁange, in cooperation with member firms and
ather secusitics indusiry organizations, tock a serics of steps to
reduce criminal activity in the securities industry. These included
cxpanded background checks of employees; improved security
procedures in member Grms; suppoit lor the passage of finger
prinling legislation in Mew York State; and educational programs to
broaden awareness of the problem and of appropriate action which
might be taken by member firms. The cffectiveness of these
propams became ¢vident as the number of instances of lost and
stolen sccuritivs, according to Exchange surveys, declined from a
high of 1,755 in 1968 to a low of 809 in 1970, At a hearing before
the Senate Permanent Subcommittee on Investigations on Fune 23,
1971, the Exchange offered five suggestions for passible legislative
action in coonection with the problem of stolen securities.



PART III: RECENT DEVELOPMENTS

A NEW CHALLENGE — 1971

Having weathered nearly four years of continuous crisis, the
securities indusiry entered 1971 with some hape Lhat the worst of its
problems were over — and that the long months of dealing with crisis
sitbations on a day-lo-day basis could pive way 0 mote intensive
planning simed at avoiding any recurrence of cither the paperwork or
financial problems which had plagued the industry since 1967. By
mid-year, despite at least one cnsis that was as difficult as any faced
duting the carlicr period — the uliimately successful resolution of the
capital problems of F.1. duPont, Glore Forgan & Co. — it appeared
that the hope had not been unreasonabie.

The new year began quietly — 2 condition that lasted exactly two
__'H\.iness days. By the middle of the first week, activity began to

éji.lir:ken. The fourth, fifth and sixth weeks of the year set successive
recards for reported share volume — and reported volume for
Januaty was an unprecedented 3486 million shares. Mevertheless,
February's volume cutstripped January’s by 2 considerable margin —
over 371 million shares traded, with a daily average of 19.5 million.
March's volume — 390 million shares — set another record, atthaough
the daily average (in a month with more trading days than February)
slipped to just under 17 million shares. Total reported volume for the
quarter was 1.11 billion. (This was not merely a new tecord for a
quarter; it exceeded volume for every full year prior to 1963 except
1929.) A new record for a single day's trading was set on February 2,
whetr more than 22 million shares changed hands. That record fell on
Fcburary 8, when valume soared to 25.0 million shares which, in
turn, was eclipsed the next day by volume of more.than 28 miltion
shares. Volume sct another record of nearly 402 million shares in
Apr]l — although the daily average of 19.! million did not quite
reach the March peak. {Daily average volume subsequently dipped o
15.2 million shares in May and Turther declined to 13.8 million in

June.)

tnevitably, the new surge of volume elicited expressions of concem
hoth within and outside the industry — including dire warnings or
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predictions of a enewal of the 1968-1969 operations tangle.
However, the avadable evidence indicates quite ¢learly that the
industry was abie to handle the new Nood of business with
reasonable efficiency,

Significantly, statistics on fails to deliver have shown Far less of an
increase than many observers anticipated. Total Mils increased from
$1.39 bitlion at the end of December 1970 to §1.EC billion at the

" end of February, and dropped to $1.46 billion by the end of June.

{It should be neted that end-of-month fails figures generaliy reflect
transaction levels during the early part of the month and the end of
the preceding month — and that, even with this factor in cone
siderationt, the current tolals, as indicated by weekly samples
collected and published by the NYSE, remain well below the level
the industey regards as cause far serious concerm. }

In any event, the Exchange has continued to monitor the situation
very closely. It has been noted that trading in 1971 has genél"ally
been in much larger units than in the past, with fewer fransactions
for larger volume levels requiring less paperwork. For example, the
average sile printed on the ticker tape in lune was 433 shares —
compared with 4 maximum of 331 for any single month i 1968 and
an averazge of 302 for that entire year. The 22 million shares traded
on February 2, 1871 involved some 52,500 tranzactions; by contrast,
19.4 miilion shares traded on December 31, 1969 involved 76,865
transactions.

On February 10, the Exchange announced expansion of reporting
and surveillance systems used to keep track of the operational
situation at member firm offices. Among the specific indicators being
walched:

= Combined total of trades and fails to deliver on the NYSE and
Amex. The industry concluded in 1969 that combined volume
amounting {o 75,000 transactions per day c¢an be processed
without undue difficulty. The average has been running at
about 55,000 transaclions per day.

w Level of fals to deliver expressed in days of trading. The
cxchanges consider fadls equivalent to 2% days' combined
dotlar volume as a level where there is cause Jor concemn. The



current dollar value of fails has been under 1% days' combined
volume. (0.9 days for the week ended July 16.)

» Number aof fails to deliver outstanding more than 30 days. At
the end of June, aped Mails were at 366.5 million. This
represented a substantial increase during the preceding five
month period, but it was stil! below the January 1970 fevel —
and a small fraction of the levels recorded in 1968 and early

1969,

« Make-up of fails by marketpface. In the cumrent period,
over-the-counter and repional stock exchanges have been
accounting for nearly 55% of all fails,

# Status of transfers from firms that clear by direct mail at the
NYSE,

® Status of transfers from Central Certificate Service,
» Status of withdrawals of stock by CCS for COD delivery.

= Number of “questioned trades" on the Exchange trading
floor. ’

= Number of securitics contracts closed under the Exchange's
mandatory buy-in rules.

» Rate of rejected deposits by CCS.

In recent months, the largest (ails increases have been in NYSE-listed
bonds — particularly with respect to over-30kday transactions. Rand
volume has been at record levels — much of it involving small
investors attracted by high interest rates, and therefore producing
targer numbers of small bond trades and many more bond trans-
actions. Two steps taken by the Exchange in March were aimed at
alleviating this siteation. On March 12, mandatory buy-ins of
unsettled bond transactions were required after an elapsed period of
30 days — instead of after 40 days, as previously required. Effective
March §3, participation in Stock Ciecaring Corporation’s Bond
Clearance Service was made mandatory for all transactions in listed
corporate bonds between member firms — regardless of whether the
transactions take place on or off the Exchange Floor, The Exchange,
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at the same lime, instructed members to resolve questioned bond
trades prompily.

The data on fails to deliver are, of course, excellent barometers —
indeed, they remain the best available barometers — but they sre
subject to a potentially dismaptive time lag in that the datz indicate a
problem sevetad weeks alter the problem has begun to exist, The

Exchznge has been placing a new emphasis, therefore, on trade,

transfer and delivery probfems involving NYSE-only operations
which can serve as azn earlier waming guide and at Jeast sugpgest the
scope of 2 potential or developing industry-wide problem.

Thus, the Exchange, also in early Fﬁbru;;ry, alerted member firms
about existing requirements fo maintain current books and records;
reminded chiel executives of fioms that they are respansible for their
individual firms® compliance; and furnished a 20-point checklist {0

_ assist them in carrying cut these responsibilities. Each:firm was also

requested o reply within one week fo a special operations survey
with data a5 of February 12. (A copy of the checklist — Exhibit C

[page 493is appended.)

The special operations survey has enabled the Exchange to develop a
more sensitive distant early waming index. Replies to about a dozen
af the survey questions provide the Exchange with information from
which can be totaled up various operations items which have not yet
become capital charges for individual member firms but which show
potential danger areas. The dollar total of the potential exposure
items §s then related to a firm's excess net capital.

Another new surveillance technigue being applied by the Exchange
involves sending Examiners into firms to took specifically at their
handiing of dividends. There appears to be a high degree of
comrelation between problems in the dividend area and problems
clsewhera in a firm™s operations.

Extending this program, the Exchange 15 looking at dividend data for
the Nrms whose cperations survey responses indicated no special
operations problems — with the objective of rooting aut potential
probfem arcas which may not be detectable through other current
procedures.



In May, the NYSE and Anrex Boards of Governors adopted new
rtles, recommended by BASIC, aimed at sharply reducing the
rejection by banks of COD securties deliveries from moember
brokerage firms, A BASIC survey had indicated that agent banks
reject 16-25% of all COD deliverdes, labeling them YDon't Know™
(DK} beeause the banks lack information required for acceptance of
delivery, The prime cause was found to be failure of the banks to
receive instructions, cither Jue te the customerns® delay in issuing
orders, or the brokers” delay in confimming details of the trade to
customers. The new rules require that brokers provide COD
customers with detailed 1ransaction conlirmations ne later than the
first business day afler the frade; ard that COD custemers provide
their agent banks with specific instructions ne later than the third
business day after the trade whaen ordering securitics (o be delivered
— and not later than the fourth day after the {rade when authorizing
receipt and payment for securities. These rules are expected to
reduce DKs by assuring that needed information and instructions are
processed with sufficient speed ta permit settlement on the fifth day
following the trade, BASIC is conducting a comprchensive program
to monitor and evaluate the effectiveness of the new rules, in order
to identily brokers, banks or institutional customers failing to
comply with them. Insufficient effectiveness may lead to comr
sideration of a further requirement that COD custamers provide
apent banks with standing instructions so that COD transactions may
be completed in the absence of specific timely insfructions from the

CusIoMmers.
- % » ¥ £ #

The expansion of the Exchange's Central Certificate Service has
perhaps been the single most important factor in helping brokerage
fums meet growing operational demands. CCS currently has approxi
mately 200 million shares — valued at some $30 billion — on deposit.
In 1970, shares valued at more than 350 billion were delivered by
means of computerized bookkeeping entries; in 1971, CCS deliveries
are running at twice the 1970 pace, eliminating the need for much of
the paperwork activity that clogged the industry’s operations during
1968 and 1969, {During the first quarter of 197! alone, $23.4 billion
worth of stack was delivered through CCS, and more than 1.3
million ilems Involving 747 mitlion shares were deliveted through the
system,
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Following the phasing inlo CCS of some 960 ¢ligible American Stock
Exchange issues in Aprl, CCS began a pilot program for computer-
ized detivery of the most. widely held over-the-counter stocks.
Although utilization of CCS by participating brokers continues o be
voluntary, more than 75% of eligible deliveries are now being made
by bookkeeping cntry rather thun by physical delivery of a stock
certificate.

" CCS is expanding in other directions, as well. Ten of the 11 New

York Clearing House Banks—{ an eleventh bank joined the New York
Clearing House Association in 1971 }-are now direct CCS participants
for computerized delivery to and receipt from participating brokers.
{This is in addilion to 1the banks™ participation in the collateral loan
program through CCS, which enables brokers to pledge securities for
bank Joans via CCS bookkeeping entry rather than by physically
delivering the shares to the lending bank.}

Although many hurdles lie ahead, mzany of them of a lega! na‘l‘uré,
efforts are underway to further broaden the range of CCS services —
to include major investing institulions, such as mutval funds, pension
funds and insurance companies as depositors, and to enable
out-of-state banks aiso to participate. The Exchange and other
securities industry organizations view CCS as the basic building block
for a comprehensive national securities depository sysiem, and a
broad industry effort is pointed toward that goal.

k& ¥ »

Despite the apparent lack of indications of any large-scale recurrence
of problems expenenced in the 1%63-1969 pericd, the Ad Hos
Committee on Securities Industry Operations, which had suspended
activity in 1970, was reactivated on February 19, and decided to
resume once-a-week meetings until further notice to provide a -
coplinuing regular review of the operations situation. The Committee
noted that reinstatement of the NYSE's policy of restricting the
business activity of operationally troubled member firms had
resulted jn one Iirm being placed under restriction in February, {The
restrictions on this fiem were removed in early May,) 1t will he
recalled that at the peak of the 1968-196% pericd, as many as 47
(irms were under some form of restriction at one time; and over the
full period of the ezrlier phase of the restriction program, a total of



105 fifms wome soiyesd 1o JDMTiluna fseTioims L] Ol W I
anather,

Outside observers have continued ta watch the situation from their
own vantage-points. One of the best-bulanced asscssments appeared
in Newsweek Maguzine in Febroary:

“Wall Street’s capacity to handle growing volume has. . .
beer 2z major factar i containimg the problem. For
example, the Big Beard's Central Cestilicate Sepvice has
eliminated much of the manuwal exchange of stock that
occurs among brokers afier o transaction, reducing it to a
bookkeeping item. . .

“In addition, Wall Street now has a better idea than it used
to of where ta look for signs of operational problems and
it has refined tools for keeping tabs on these areas . .

“Finally, Exchange officials have shown a readiness to
move in quickly when they spy trouble. Last week™s Big
Board decision to restdct one Tirrn within weeks after
volume surged contrasts with the long lag dunng the last
market boom. "

O considerable significance was the conclusion expressed by the
SEC following 4 meeling at the Commission on April 19, attended by
representatives of the major industry organizations, that there were
na widespread operational problems that would require general
restrictions on stock trading. In agreeing that the industry could
handle 2 significani additional increase in volume without undue
dilficulty in processing transactions, the Commission nofed that “so
rat, only a handful of fums in the whole industry are under any Kind
of restrictzan because of operational difficulties.”

Following an SEC-sponsored conference aof industry leaders on
paperwark problems and progress toward immobilization of the
stock certifizate, SEC Chairman William J, Casey was quoted in an
interview with The Washington Post as saying that the industry is
“well-launched ¢n a system of depositories which should signifl-
cantly minimize paperwork problems.” Although Chairman Casey
acknowledged a number of difficultics which must be overcome in
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the establishment of o truly nalienwide seeuritics Jepositery system,
it seems signifivant that the Post's intecview story was head-
lincd; *Cuasvy Sees End of Paperwork. " ***

* & ® & 3

With the industry's operational situation generally well in hand, the
Exchange continued to make substantial progress towzrd cleaning up
the memaining financial commitments assumed in connection with

the customer assistance program,

To permit the Exchange to fulfill commitments made before the
establishment of SIPC, two additicnal expansions of the Special
Trust Fund were authenzed by the Exchange memberstup. A third
expansion was submitted to the membership for approval an July 29.

The first expansion, in lanuary, increased the amount available
through the Fund from %55 million to 375 million — to permit
assistance to customers of two [ormer Exchange member firms —
First Devonshire Comporation and Robinson & Co., Inc, — which
went into liquidation prior to the SIPC legislation, but which
previously hod not been included in the customer protection
pIogram, ’

The second expansion — to 4 ceiling of 390 million — was authorized
in May in connection with possible indemnification of PHMFG
Corporation, a private investor group headed by H. Ross Perot,
underiaking recapitalization of F, 1. duPont, Glore Forpan & Co.
{now duPont Glore Forgan, Inc.) None of the $15% millign allocated
for this purpose has been required as '].-'et. However, under the terms
of the agreement, the Perot group must invest at least $40 millicn in
the new corporation belore any of the 315 million Specizl Trusi
Fund indemnity comes into play. (It should be noted, too, that any
assessment of the NYSE membership to indemnify Memill Lynch,
Fierce, Fenner & Smith, Inc. for its acquisition of Goodbody & Co.
must be completed before any assessment for duPont Glare Forpan,
Inc, caty begin.)

Firaily, on July 29, the Board of Governors approved a further

NEFY A Luble ol !'lutmr:m N‘I‘SI Halutus Tor the puriod Apnil 1968 - June 1971 is ap-
peoded (Exlibat L, Page 50

-
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incresse in the Special Trust Fund ceiling, subject to membership
approval, to a muximum of 5110 million {i.e., $95 million exclusive
of the duPont indemnification authonty) primarly to cover pre-
viously unforeseen exposure estimates andsing as a consequence of
involuntary bankrptcy procesdings instituted by three subordinated
lenders of Blair & Co., Ine. Earier in July, the Board set an
assessment rate of 3/8 of 1% of net commissions to be paid by
members and member organizations commencing with transactions
on and after July 1, 1971, in commection with the Merrill
Lynch-Goodbody indemnification. {The Special Trust Fund increase
is expected to be voted on by the membership in mid-August. The
Memll Lyach-Goodbody assessment power was previously author-
ized by the mcmbership at the time of iis approval of the
indemnification agreement in December 1970.)

As of July 22, 197F, a total of $74,14 1,000 had been advanced ar
sommitied by the Trustees of the Special Trust Fund in connection
with the |3 Exchange-assisted liquidations; another $15 million was
specifically earmarked for use, if necessary, for-the duPont indem-
nificalion; and some $E1.1 million beyond previousty identifed
needs was estimated as necessary to complete the Blair liquidation
Beyond this, up to $30 million may be made available in the Merrill
Lynch-Goodbody indemnification. Thus, the total cost of the
Exchanges customer assistance program — assuming membership
approval of the pending increase in the Special Trust Fund ceiling —
could exceed $130 million and, if all authorized funds were to be
used, reach 3140 million. [The Special Trust Fund ceiling increase
was approved by the membership on August 11.)

The szize of the firms which have received or are now receiving
asgistance from the Special Trust Fund in connection with liqui-
dation proceedings — based on the number of customer accounts
involved — has ranged from very small {900 accounts) to quite large
(75,000 accounts). And it may be nated that the number of
customer accounts carried by Goodbody and duPont aggregated’
more than 500,000,

As of late July 1971, seven of the liquidations were either completed
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or substantially completed, with three  others  approaching
completion * ¥4

The problems encountcred by the Exchange in armanging lor the
ordetly delivery of custorners’ sccounts from the 13 liquidaling firms
have varicd considerably from lrm te firm, The Excliinge eslimates
that, to date, sore 36,000 man-hours of Exchange personnel time
have been expended in connection with the liquidations - exclusive
of time spent in providing assistunce to ftrms which have self-liqui-
dated - while close to | million man-hours of the firms' own
personnel's time have becn consumed. The total number of customer
accounts invoelved in the 13 liquidations is close to 200,000 — with
securities and credit balances valued at more than 31 billion. No
gstimate has been made of the portion of that 31 billion which
would have been lost to customers absent the Exchange’s customer
assistance program — or of the additional sums of customers' cash
and securities indirectly safeguarded by Exchanpe-spensored assist-
ance o Goodbody, duPont and scores of other {irms where
tiquidation did nat become necessary.

Perhaps the most important lesson to emerge from the secunties
industry’s long period of crisis was the crucial importance to
securities firms — and especially to those dealing with the public — of
improving the quality and permanence af capital. It is elear that only
with the maintenance of a sound capital strueture can a madem
© securities firm expect to be able to withstand a period of financsal
siress.

Recognizing this, the Exchange's Board of Governors, in July 1970,
appeinted z Special Capital Committee to study the Exchange's
capital rules and recommend changes aimed at strengthening the
capital structure of NYSE member firms. The committee, working
swwst Liguidations Completad or Substantisiiy Complated:

Amott, Baker & Co., Inc.; Bagrvald & DeBoe; Fusz-Schmelzie & Co, Inc.; Gragony
& Sons: McDonnell & Ce,, Ine., Meyemson & Co., Inc.; Pickard & Ce., Inc.

Lilguidaijong A pprosching Complatian:

Dempsey-Tegeler & Co., Inc,; H.S, Fouithes, Ing,; Orvis Brothers & Co.
Liguidetlons it Prograts;

Blair & Co,, [nc.; Fist Devanshire Corp.; Robinson & Co., Inc.

INo Finsncinl Assistance Aeguired):
¥lciner, Bell & Ca., Inc,; Charles Plohn & Ca,
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closely with the Secusities and Exchange Commission, painstukingly

developed & complex packupe of capital rules chanpes that was

unanimously approved by the Board in July 197]. A number of the
rovisions adopted become effective August 1,

White 2djustments and fine-tuning may be required as the new rules
are applied in the months ahead, the Exchange is confident that the
changes wifl provide a significant strengthening of the capitatl
stracture of a major part of the secunties industry.

In summary, the new rules:

Reduce the maximum net capital ratio from 20:! to [5:],
This means that NYSE member organizations must maintain a
minimum of 51 of net capital for every 315 of apprepate
indebiedness.

Couble the minimum net capital — from $£30,000 to $100,000
—~ which must be maintaingd by firms carrying public
accounts. Initial net capital required of firms seeking per-
mission to camry public accounts is raised from 360,000 to
L0000, or te 200% of the amount that must’ be
matntained.

Prescribe that all capital contributed to member firms must
remain at the firms' disposal For at least one year. Six months’
notice is required of a contributor's intention to withdraw,
and extension of capital contribution is automatic under
cerlain circumstances. (Prior to interim guidelines imple-
mented in the Fall of 1970, capital withdrawal was possible,
in some cases, on 90-day notice.) :

Require that all subordinated lending or contributing of
securities for capital purposes be made through 2 standardized
secured demand note and collatgral agreement, and that alk
such coflateral be fully paid securities. This is designed to
reduce the direct jncrease or decrease in capital resulting from
changing market values of securities,

Require a3 100% deduction from net capital for any short
securily differences more than 44 days old; and increase or
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csfublish discounts from market value on certsin types of
securities held for capital purposes.,

Although both SEC and NYSE mies had stipulated that the
maximum allowzble net capital ratio was 20: |, the Exchange had, as
noted earlier, used a 15:1 ratio 25 a guidcline for sell-regulatory
action, In addition, during the 1970 financial crisis, firms which
exceeded a capitat ratio of 12:| were subjected to special surveillance

procedures,

With the adeption of the new capital rules, firms which for 15
business days exceed 2 capital ratio of i0:1 will be barred from
expanding their busincss by, for example, opening new branch
offices. Firms reaching the 12:1 level will be required to natify the
Exchange immediately, If the #2:1 level is exceeded for 15
consccutive business days, they will be required to reduce their
business in order to achieve a 12:1 ratio or better.

Moreover, any firm must notify the Exchange when it recejves a
nolice of a capital contributor's intention to withdraw capital when
the withdrmawal would increase the firm’s capital ratio zbove 12:1.
Such capital would then remain locked in the firm indefinitely.
Capital contributions will also remain locked in if withdrawal would

‘leave the firm with less than its minimum dollar capital required

under the Exchange rules,

After a capital cantribution has been locked in, the finm must within
six months arrange for pew capital or otherwise reduce its capital
needs, This would be a period of close Exchinge supervision, in
which steps would be taken to reduceé the firm’s business and deliver
out customer accounts — unless the firm succeeds in making capital
improvements garly in the period. it is unable to achieve a 12:1
ratio at the end of six months without retaining the {ocked-in capital,
the firm would be required by contractual obligation to commence
orderly and complete liquidation of jis pemaining business,

The Exchange is convinced that these changes in capital requirements
for member organizations will not only provide the firms with
greater financial soundness and stabitity, but that it will enable them
to merit a stronger measure of public conldence than ever before.
One significant indication of renewed public confidence, in fact, may



be noted in the widespread public interest in acquiring shares of
NYSE member fims which have, in 1971, begun to issue freely
trapsferable equity securitics under amendments t¢ the Exchange
Tonstitution, enuacted jn 1970, setting standards under which

member ¢corporations may *go public.”

& & B2 F &

The securities industry has come through 2 peried of extraordinary
trial and — in some respects — emror. There have been casualtics
among NYSE member organizaticns — and there have been many
quiet rescues, and a few dramatic ones.

As a summary chrenology, this paper has not attempted to deal with
every significant event of the period. It does indicate, however, that
the industry emerges from this period immeasurably wiser and
stronger than it entered, The steps which have been taken and the
lessons which have been learned — by the Exchange, by its member
Hganizations .and by other securities industry organizations — offer
the promise that the industry should never again have to deal with a
comparable succession of crises, 1If we have, indeed, zchieved this,
then the difficult years immediately past may ultimately be judged as
a tuming point in the history of a great industry dedicated to serving
the investment needs of millions of American investors.
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EXHIBIT A

INTERMEDIATE-RANGE PROGRAM TO IMPROVE SECURITIES
INDUSTRY QOPERATIONS:  DIYISION OF RESPONSIBILITIES

Industry Programs

NYSE — Expansion of Central Certilicate Service in order to reduce
drastically the movement of securities. Inclusion of American
Stock Exchange issues and over-lhe-counter slocks in system,

Full participation of banks and institotions in sysfem as
depository members, '

NYSE — An advanced design of sutomated clearing and central certifi-
cale sys5iems.

NYSE ~ Tntepration of Floor automation and Marker Data Sysiems
with Clearing 2nd CCS. -

NYSE =~ Develop solutions o the problem created by turndewn of

some  broker-bank and bank-broker deliveries because of
fadure (o receive necessary instruclions. Estimates of fura-
downs for these reason: range up 1o 25% of such zilempied

deliveries,
AMEX with - Develop and install a nationwide regionally inerconmected
MNASD over-the-counter clearing system 1o provide trade idenlity at

the outset, notdown of deliveries, fail clearance services, ability
to participale in depository for bookkeeping delivery, ett.

AMEX = Discuss with NASD establishing rules, policies and procedurex
in the over-the-<counter markets directed toward lals control
and lals reduction,

AMEX — Promate installation and use by the securities industry of the
CUSIP system of 3 wniform, autpmated number code for
securilies, _

AMEX - Siudy and develop as warranied an automaled stock certificate
to replace the style of certificate now in general use.

ASEF - Conlinue development of manpower recruilmen: and training
program for operalions personnel, fooking ahead 5 to 10 years.

NYSEand — Complete Exchange “Floor” Automalion Plan and install.

AMEX While the two Exchanges may develop scparate systems, cach
individually will be designed to tie inte member firm oiffices without

requirtng member firms to have separale sets of procedures or
equipmenl to accomodate each Exchange system,



NYSE and
AMEX

NYSE wilh
AMEX
cooperation

MYSE with
AMEX
copperation

MNYSE with
AMEX
ensperation

In the case of NYSE, individual projects include:
— Central order handling processing unit and system

— O3d-{nt automation.

— Rounddgt swilching 10 posts and to shared order
delivery terminals and re-entry of executions via shared

Lerminals.

— Specizlists electironic books and accounting.

— Market Data System 1! (20 advanced ticker and market

surveillanee gyslem).

Develop uniform management information system for mem-
ber-brokers. :

Set performance standards (or member lirm operations and
CUstommer SECvices.

Help educate and inform member irms of latest developments
iIn back-office procedures, syslems and zutomalion. Encourage
firms ta improve operations performance, including develop-
menl and insiallation of new real-time automated systams.

Sticngthen existing rules and palicies pertaining 10 member
firm operations.
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EXHIBIT B

LIST OF 27 STEPFS TAKEN BY SECURITIES INDUSTRY
IN 1968 TO IMPROVE OPERATIONS

[As appended 1o Testimony by NYSE President Robert W. Haack Before the
Commerce and Finance Subcommittee of the House Inlerstale and Foreign

Commerce Committee, February 26, 19691

}. Fail Clearance — Periodic clearance of fails in listed issues 10 effect
neldowns and eliminate intermedizie deliveries m faid ilems and also (o
designate open ilems {or buy-ins.

2. Hond Comparison — Compulcrized procedure to compare trades in lisied
bonds to ease settlement procedures for member Nims handling bond
exeLULions.

1, Steck Loan Directory — A listing of member organizations and jndividual
personnel at e fioms who are avadable to arrange slock lozns to make
overdue deliveries. ' :

4, Sth Day — Questioned Trade — Extension to 5th day, the deadline for
enlry into ¢learance of questioned trade items from Floor,

5. Unilorm Window Closings and Recfamation Times — Agreed, with bank
cooperation, to establish uniform deiivery Lime of 11.30 a.m. and uniform
reclamzlion time of 2:00 p.m.

6. Collateral Loan Facilities — Developed, with bank cooperation, means ta
utilize bank collateral loan facilities commencing at 8:30a.m, 10 contribule
as much a: possible, through substitution or otherwise, to early deliveries.

7. Availabilily of Bank Vaults - Developed, with bank copperation, means for
access (g bank vaults by ficms, up to 7:30 p.m, to faciitate an evening drop
at Stock Clearing Corporation.

B, Regular Safe Deposit Hours - Developed, with bank cooperativn, regulaz
access to safe depasit vaults commencing at 8:30 a.m,

%. Sealed Cantsiner Procedure for OverNight Loans — Developed, with the
coopesation of the banks, means by which next-day deliveries can be
packaged and sealed for bank acceptance as an over-night loan; such
securities can Lhen be immediately dropped the next marning for delivery
without further handling

10, Clearing House Delivery — Developed, with bhank ¢ooperalion, procedure
for broker-to-broket, Bank-to-broker and Broker-to-bank deliveries Lo pass
thraugh (he Clearing Cerporation and 1o avoid overthe-window jlems,

Ii. AMEX Cilearing Facililies for Transfer of Repistered Bonds — Endorsed use
of AMEX trancfer dalivery facilities Jor ali clearing members 1o cffect
distribution to agents of registered bond Iranslers.



12.

14,

15,

L&,

17.

18,

9.

0,

Evening [Drop of Scourities Deliverics at Stock Cleanng Corporation —
Developed procedure 1o pennil brokers and bapks to drop “next day's
deliveries™ at Stock Cleanng Corporation in the evening. This enables the
receiving banks and brokers Lo hegin processing these securitios shortly
after 8:00 a.m. on the moming ol delivery duy, tiereby achieving a smioulh
and constant fow of security deliveries Lo receiving brokers and banks
through Siock Clearing Curporalion.

Broker Window Ticket — Developed, with bark cooperalion, a broker-
criginated windew ticket on Lransfers.

Mandatory Buy-Ins— Provision for mandatory buy-ins of conlraces still
open 50 days afier settfement date, effective August 2, | 268. Siarting
December |, 1968 the mandalury rule took efTecl lor spen contracts aller

30 days [for stocks and after 40 days for bunds}

Caulionzry Letiers — Periodically, since August 1967, the Depariment of
Member Firms and the chiel examiner of the NYSE have issued leiters of
caution 1o frms relating 10 speciffc problems or conditions they were
exXperitncing.

Partial Delivery Rute — Adopied rule to prohibit member organizations
from accepting purchase orders from customers unless the customer or his
seceiving agent will accept partial deliveries. This rule became effective
Septernbzr 1, 1968,

Sofe of Long Securities = In August 1968, adopted rule designed to assure
lhal securities being sold "lonp™ by member crganizations can be delivered
pramptly. Included in this nule are several provisions designed 1o require
member organizalions to ascerlain whether a customer was long the
securities he was ordering sold; whether these securities ¢ould be made
avajlable for delivery by settlemenl date; or Lo delermine the Sircumstances
in the =vent the securities cannol be delivered by seitlemant dale,

Central Certilicate Service Operation — Almost all elipible issues are Tully
activaled in the centeal certificale operation. The sysiem is expected 1o be
fully operational for all clipible NYSE issues in a matter of weeks,
[WOTE: Stock Clearing Corporalion points out that, in lact, CCE was not
operating on 2n A-Z basis until August 196% — and nod playing & major role
until 1970]

Special Operations Questionnaire — To keep informed of the day-to-day
operational -and records-keeping conditian of member organizations, the
New York Stock Exchange devised a special operations questionnaire catly
in 1968, Firms indicating 2 problem area are required to submijt the
questionnaire on a monthly comparative basis.

Capital Penalties — Aged Fals — Amended rule on capital requirements to
impoir a charge to net worth effecrive December |, 1968, againsi
lail-lo-deliver ilems 48 dayz old and colder in the computation of nel
capital. The charge amounts to 106 of the contract value of all securities in
fails-to-deliver from 40 through 49 calendar days; 20% from 50 through 59
calendar Jays; and 30% for Lhose scouritics 60 or more <alundar Jays of

age.
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1,

23,

24,

15,

26,

PER

Fail Reports — Amncnded rule to require munibly reports from ol member
crganizations clearing accounts or doing a principal business. The rule has
enzbled the fail problem 10 be measured and identified as 1o source and age
in & manner not previvusly possible.

Required NGTC Membership — In an atiempt 1o meer the fail problems in
aver-the-counter issues, eliective September 20, 1968, membet organiza-
lions Joing an over-the.counler business in the New York City arca were
dizecred 1o join 1he National Owver-The-Counder Clearing Corporation or
mzke arrangements to have theip O-TC transactions cleared through a
mernber of NOTC, unless they could furnish the Exchange with evidence of
their inability to comply or tha! compliance would cause them undue
hardship.

Shoctened Trading Hours - In seeking a responsible methed for reducing
volume, shortened Lrading howrs ware first initiated in Awgust 1967,
Reinstituted in mid-January 1968, they extended 2 p.m, closings unitil
March 4th. Commencing June 12, Wednesday closings were established and
one-day-a-week closings were scheduled through mid-December. On
January 2[1969] the five-duy trading week was reinstiluted in conjunctica
wilh shortened trading hours {10 a.m. — 2 p.m.).

Bank-Industry Joint Project — Crealed, in cooperalion with the New York
Clearing House Ranks, a joint securities industry-bank project in which 56
representalives of the securities industry and the banking field serve on
commiltees {credit, coliateral, CUSIP, delivery and fransfer) seeking
solutions in muival areas 10 siniplify and speed the processing of security
Transacfions.

CUSIP — The utilization of CUSIP identification has been endorsed by the
New York and American Stock Exchanges and other securities industry and
banking organizations. The publishing of a directory has been delegated to
Standard & Poor’s Corp., and is expected 10 be available in March.

3:0ay Settlement Period — The settlememt period was extendsd in
February 1968 from four business days afier a transaction to five, 10 give
finms more {ime Tor setiling Irades,

Restraints on Husiness — Based on material developed for the Special
Oparations Questionnaire, many Mirms acled on the New York Stock
Exchange's sugpestion that voluntary restraints be upplied to particular
problem areas. In a aumber of instances, the Exchange imposed reslraints
where firms neglected 1o do so hemsclves. Those resiraints ranged from a
reduction of advertising and promotion to specific limils on the amount of
business a lirm might accepl. The Exchange has made it clear, however,
that firms should avoid vnnecessarily imposing lower lirnils on the Size of
orders they will accept.



CXMIBIT C
THE OPERATIONS CHECKLIST

(Firms are advised to wark for a downtrend in ¢ach item,}
Early indicatars

* What is the trade in-put error ratio?

» What i3 the trade cancellation ratio?

#Whal is the percentage of trades not processed on trade date?

« Whal is the ratio of uncempared teades (o 1otal trades?

sAre 2l “questianed trades” being resolved prior lo settlement date?

# Arz over-the-counler trade compansans current?

Current Indicators
® What is the leve! of fails to deliver in terms of money and items?

#What is the level of Tails to deliver in 1erms of money and items over 30 days
old?

® What js the level af fails to receive in 1erms of money and items?

#What it the level of fails to receive in terms of moeney and items over 30 days
old?
Are buy-ins being executed?

#What is Lhe value of customer unsecured debits?
®What i5 the value of custamer unsecured short positians?
#What iz the tofal receivable from both cash and stock dividends?

#What is the 1otal receivable from both cash and stock dividends over 45 days
old?

" What ate the number of daily stock record breaks?
Are all daily breaks being resolved?

*What use is being made of supense andfor difference accounts in ocder o
ralance the day’s wark?
How frequently are they used?
Ace the items in these sccounts prompty resoived?

Canfirming [ndicators

*What have been the resulls of security counes?
Have the diffcrences discovered during counts been resolved?

#What is the number ol epen items in transfer over 1O days?

#What percentage of the tleclronic dats processing sysiems’ capacily is being
used?
Whal percenlage of operalions employees aje working overtime?

#How many cusfomers’ camplaints ure being received?
Are all complaints being answered om g Umely basis?
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LXHIBIT D
S5ELECTED NYSE STATISTICS

AFHIL 1968 - JUNLE 1971

A — Y = —— = T b« .

Cae e . o
- — e . a = TS

50

' Daily Aver,  Dyily Aver.
Tata! Fails 30.0ay + Falls Total Trade:  Trades Velume Avar. Sharm
Manth g giny,) 1% Mits.} [Thous,) (Thousl Miis,) Por Trade
19648
Apt. 2.670 4777 997 49 9 1478 296
May 1466 5349 1,002 45.6 13.28 91
* Juns 31759 7143 B&S 509 15.14 298
Tuly 3675 2314 EBO3 472 1427 2
Aug. 3095 723.7 629 34.9 10.78 e
Sept. 3082 751.2 732 413 ] 11.4] 2
Cel, 1358 586.2 %23 457 1511 i3l
Mav, 1274 5555 T80 459 14 82 321
Dec, 4127 G497 217 45.4 14 87 127
1969
Jan, 3.300 3964 T85 35T 12,12 340
Fzb. 2969 32845 613 341 11.68 343
Mar. 2477 4325 561 280 2946 A5
Apr. 2319 517 642 & 1.7 © A9
May 2.551 2591 658 133 12.22 As7
June 2i83 1710 626 N0 11.20 3lo
Tuty 1.658 253.2 675 298 1087 355
Aug. 1.39% 1659 556 6.5 201 J63
Sepl. 1.458 1231 587 279 10.44 E¥E)
Oet. 1.B&9 106.3 81p %4 t1.49 ar
Mov. 1591 1349 419 126 1125 345
DPec. 1.837 1360 851 JES 1238 318
1979
Jan, 1457 136.8 594 28.3 13,53 372
Feb. 1.316 ILt.5 570 308 11,50 383
Mar. 1.060 0.0 564 269 10,14 7
Apr, 958 5%.5 91 269 10.15 i78
May 830 4318 FE] | 4.8 12.30 3153
June 790 367 535 289 10.29 156
Tuly 180 kPN 337 253 1336 409
Aug, 182 M3 539 257 10,42 406
Sept. Bag 338 T4 369 1442 9]
Oet. B25 35 65l 296 i1.89 442
Moy, E0B7 385 562 281 11.52 410
Dec. i.192 525 ToT 5.2 15.24 421
1911
Jan, 1.559 51.2 H13 417 1743 418
Feh. 1.8a1 KN E&9 457 19,54 427
Mar, 1738 52.7 942 409 1696 414
Apr. FA0 744 923 447 19.13 432
May  [.523 61.1 712 356 15.16 426
June L 460 66,5 Ed| 3.9 13.50 433
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